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Abstract

This paper assesses how CEO transitions shape labor contracts within firms. We argue
that family links between a new CEO and his predecessor act as a commitment device for
upholding implicit contracts with the workforce. We jointly model CEO choice and labor
contracts, allowing for interactions with economic shocks. Our empirical findings confirm
the two main predictions of the model. First, dynastically-promoted CEOQOs, relative to
external CEQOs, are associated to lower layoff risks but also to both lower entry wages
and wage raises. Second, we show that differences, in terms of layoffs, between dynastic
and non-dynastic CEO successions are significantly greater when labor markets are more
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1. Introduction

A growing body of literature studies the role played by CEO attributes in shaping employment
policies within firms. However most of these papers have abstracted from the role played by
CEO turnover in the design of labor contracts (Sraer and Themar, 2007; Mueller and Philippon,
2011; Bassanini et al., 2010). This is despite evidence from hostile takeovers that labor contract
renegotiations are most likely to materialize when new executive management comes into the
firm (Shleifer and Summers, 1987). The reason is that core elements of labor contracts are
not explicitly contractible and thus rely heavily on implicit agreements the credibility of which
depends on the attributes of the acting CEO. CEO changes may therefore lead to the breach of
existing implicit agreements and to altogether new contractual terms with the labor force.

This is the first paper that takes into account these important distinctions. We assess
theoretically and empirically how, at times of CEO transitions, the identity of the CEO successor
shapes labor contracts within firms. We compare the evolution of unemployment risk and wages
around CEO transitions depending on whether or not the CEO successor belongs to the same
family as the departing CEO. Belonging to a dynasty of CEOs is one of the strongest signals of
loyalty: family-promoted CEOs are likely to share their predecessor’s attachment to the existing
workforce and to eventually transmit similar preferences to future CEOs. The idea developed in
this paper is that, in contrast to external professionals, CEOs promoted from within the family
are bound by the employment promises of their predecessors and can credibly engage into new
long term contracts.

Our empirical analysis relies on unique information on French firms’ labor contracts coming
from matched employer-employee data. We thus focus on the French economy, an intriguing
case study for our purposes. Recent evidence by Bach (2010) estimates that more than one in
five French employees in the private sector work in dynastically managed firms. This evidence is
in line with recent empirical work highlighting the role played by family management in various
countries, including the US (Astrachan and Shanker, 2003; Franks et al., 2010).

The main empirical challenge is that neither firms experiencing dynastic transitions nor firms
experiencing transitions to external professionals can be considered random draws. Based on
stylized facts that emerge from our data we develop a simple model of implicit contracts and
dynastic management, in order to disentangle the dynastic commitment hypothesis from a simple
self-selection hypothesis. Indeed, our model captures and differentiates both alternatives, since it
allows for economic shocks and the existence of private benefits related to dynastic management
to play a key role in determining the identity of the successor CEO and the intensity of layoffs.
The theoretical framework draws on the literature on implicit contracts and job insecurity (Baily,
1974; Azariadis, 1975) but extends it to model CEO identity. The contribution to this literature
is that we make explicit the mechanism through which these implicit contracts become credible.

We test the predictions derived from our model in a well-suited differences-in-differences
setting. The first prediction we test is that family-promoted CEOs, relative to external CEOs,
are associated with (i) lower layoffs of the incumbent workforce and (ii) lower wage raises for

the incumbent workforce and lower entry wages for the arriving workforce. This is because in
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an implicit contract setting the firm offers a joint product relative to employment and wage
insurance and workers need to be compensated for the greater termination risk faced after
increased layoffs by external CEOs. It is difficult to explain this twofold result if it does not
rely on a dynastic commitment hypothesis. Indeed, we maintain that competing theories -
based on profitability shocks driving both CEO identity and restructuring needs - would fail
to simultaneously account for higher unemployment risk and higher wages when an outsider
becomes the CEO.

The second prediction differentiating the implicit contract hypothesis from alternative theo-
ries relates the relative benefits of family management to employees’ work opportunities outside
of the firm and to labor relations within an industry. Greater commitment to long-term contracts
associated with family management should be more valuable in industries where (i) external la-
bor markets are more frictional and (ii) labor relations are more conflictual. We test these
predictions by interacting the identity of the successor CEO with our industry-specific indica-
tors for labor market conditions and labor relations. We find evidence that differences between
dynastic and non-dynastic CEO successions in terms of layoffs are significantly stronger when-
ever the external labor market is more frictional and labor relations are more conflictual. We
view these findings as compelling evidence that the connection between CEO identity and labor
contracts is due to the greater commitment to long-term contracts associated with dynastic
management.

Finally we also show, as a robustness check, that differences in labor policies are (i) directly
affected by private benefits from dynastic management, (ii) that these differences are not driven
by the ex-CEO remaining on the board of the firm, (iii) are not driven by the composition of
our control group, and finally (iv) are not driven by changes in the financial structure of the
firm.

Our paper most directly contributes to the literature relating CEO attributes to employment
policies. Sraer and Themar (2007) shows, in a cross-section of publicly listed French firms, that
heir-managed firms offer lower wages but also shield their workforce from industry-wide shocks.
It is not clear however whether these two stylized facts are linked to each other by an implicit
contracting mechanism, let alone caused by the identity of the CEQ, given that, in the cross-
section, there cannot be any within-firm variation in either CEO identity or labor contracts. In
contrast, our paper exploits time variation in both of these characteristics. This allows us to not
only establish a direct link between dynastic management and the implicit contracts hypothesis
but also to pinpoint the time at which commitment provided by CEO choice is of greatest value.
In addition, our data allows us to test the hypothesis of implicit contracts more directly by
distinguishing incumbent workers from new entrants in the firm.

Other recent papers have focused on the impact of large individual blockholders on human
resource management. Mueller and Philippon (2011) finds that firms with such ownership struc-
tures are more numerous in industries where labor relations are more conflictual. Bassanini et
al. (2010) shows, in a cross-section of French firms, that firms with large individual blockholders
provide more employment security to their workforce. However, this definition largely ignores

differences between dynastically and non-dynastically managed firms. Our results suggest that,
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even in our sample of tightly held corporations, this distinction is of importance as trust and
credibility are likely to be linked to personal ties rather than individual blockholdings per se.

Another strand of the literature argues that shareholders’ interests can also be in conflict
with those of employees. For instance, in Sweden, more entrenched managers have been found to
offer higher wages and lower unemployment risk to their employees, thus sharing a rent created
at the expense of shareholders (Cronqvist et al., 2009). Likewise, among US listed firms, it has
been shown that employees that are geographically closer to headquarters are less likely to be
fired (Landier et al., 2009).

Finally, our work also relates to the literature that explores the link between firm and worker
characteristics. Bandiera et al. (2010) studies the endogenous matching between ownership
types, workforce characteristics and labor contracts. Lippi and Schivardi (2010) shows that
CEOs’ enjoyment of private benefits from employment relationships with managers lead the
former to keep the latter in office even though a better replacement is available. However,
these papers focus mainly on the relation between the identity of the incumbent CEO and labor
contracts as opposed to changes in CEO identity.

The remainder of the paper is organized as follows. Section 2 presents a detailed discussion
of the dataset and of the variables used in the analysis. Section 3 presents stylized facts on the
distinctive features of dynastic firm management prior to the CEO transition. Section 4 presents
the theoretical and empirical framework that embeds the analysis. Sections 5 and 6 present the

main empirical results as well as various robustness checks. Section 7 concludes.

2. Data Description
2.1. Data Sources

Our empirical analysis combines a unique dataset on French CEO transitions for the period 1997
to 2002 together with balance-sheet and matched employer-employee datasets for the period 1995
to 2004. As in Bach (2010), we identify CEO transitions on the basis of CEO names available
in the DIANE dataset, a dataset covering all French corporations. Firm- and industry-level
datasets are based on accounting data extracted from tax files, as in Bertrand, Schoar and
Thesmar (2007). Finally, our main source of information on firms’ labor contracts comes from
matched employer-employee data. This dataset consists of mandatory employer reports of the
gross earnings of each employee subject to French payroll taxes and is similar to the one used
by Abowd, Kramarz and Margolis (1999). It covers all employed persons in the economy and
provides information about an individual’s age, gender, occupation, total net nominal earnings
during the year, and hours worked. In addition, it contains information about whether the

individual began or left his employment at the plant during the yearE

'In this dataset there is, however, no employee identifier that would allow us to re-trace the entire sequence
of labor contracts across more than two periods.



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO
TRANSITIONS

2.2. Data Organization

Between 1997 and 2002, we compare monthly issues of DIANE in order to track CEQO successions.
Given the occurrence of a succession, we compare the spouse and maiden name of both the
departing and the incoming CEO in order to track the dynastic status of each CEO transition.
Whenever departing and incoming CEOs share the same name, we classify a CEO succession as
dynastic. We exclude foreign-owned firms as well as firms in which the arriving CEO is another
Corporationﬂ Focusing on firms that experienced a single CEO succession between 1997 and
2002, we obtain a dataset of more than 14,000 observed successions, 20% of which could be
identified as dynastic transitions.

We thus classify firms as dynastic on the basis of the successor CEQO’s name. This catego-
rization has two important implications for our analysis. First, it defines dynastic firms on the
basis of direct involvement of the family in running and directing the firm as opposed to a simple
ownership perspective. Indeed, welfare paternalism, understood as an implicit labor contract, is
generally thought by business and labor historians to be linked to the figure of the CEO rather
than to the more general concept of closely held corporationsﬂ Second, the comparison group
of non-dynastic CEOs might include not only family-directed firms that become non-family-
directed, but also non-family-directed firms in which an external CEO replaces another external
CEO. We will discuss and address this last issue later on.

For each firm experiencing a CEO transition, we extract employee tax files for the entire
workforce. The worforce hierarchy is identified on the basis of the occupational status declared
by the employer. For each of these employees we first identify their position within the firm,
daily wages, occupational status and age. This information is available for each employee for
the current and the previous year of observation. Note that the administrative data do not
distinguish between different modes of employee exit such as redundancies or voluntary exits.
Even such detailled information would be difficult to interpret given that institutional (labor
and pension laws) and cultural conventions would lead employers to under-report redundancies.
We aggregate workforce layoffs, hirings and promotions at the firm level and divide it by total
workforce size at the beginning of the year. We also average the wage level, wage raises, and
the skill and age composition of the firms’ workforce. Within the overall workforce of the firm,
we compute these measures separately for different hierarchical categories within the firm so as
to explore potential heterogeneity in labor contracts according to the skill composition within
the firm. The reader is referred to Appendix A for a detailled description of all the variables.

Our analysis focuses mainly on intermediate layers of the firm composed of non-executive,
white-collar workers. Within this intermediate layer of non-executive management we then
distinguish between high management such as engineers and administrators, and middle man-
agement composed of salesmen and product line managers. We mainly focus on intermediate
layers of the workforce for two reasons. First, because white-collar workers are most likely to

make firm-specific investments and are also those employees for whom a change at the very top

*For an in-depth discussion of the data we refer the reader to Bach (2010).
3James (2006) provides an analysis of paternalism in family firms in the iron industry; Moutet (1975) describes
the characteristics of paternalism among French industrial firms at the beginning of the 20th century.
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has potentially the largest consequences. Bhagat et al. (1990) in their study of hostile takeovers
in the 1980s find that layoffs disproportionately affect white-collar employees. Second, at lower
levels of the firm workforce, turnover is likely to be substantially over-estimated because of
accounting conventions for the tax administrationﬁ

Using our unique firm identifier we merge our sample of CEO transitions together with the
corresponding balance-sheet and workforce characteristics for two years preceding and following
the transition. We delete as outliers firm successions whose average OROA (Operating Return
on Assets) during the two years prior to the transition falls outside a multiple of five of the in-
terquartile range, and firm successions that involve another CEO transition within the next year
following the first CEO transition. In each estimation we also delete as outliers firm succession

observations in terms of the dependent variable using the same procedure.

3. Employment Policies in Dynastic Firms
3.1. Stylized Facts

This section aims at documenting the distinctive features of dynastic and non-dynastic firms
in terms of employment policies prior to the CEO transition. Indeed, if incumbent CEOs can
credibly commit to the identity of the successor CEO, we would expect them to be in a better
position to offer long-term contracts to their workforce. More specifically, we explore three
inter-related features of the employer-employee relationship prior to the CEO transition: layoff

risks, compensation, and length of the employer-employee relationship.

Dynastic Firms and Employee Turnover Table|l|provides a first insight into employment
policies in firms experiencing a CEQO transition. It presents layoff rates of the management
workforce averaged over the two years preceding the CEO transition separately for dynastic and

non-dynastic firms.

[Table (1) Here]

Table [I] confirms the widely held view that dynastic management is relatively more friendly
to incumbent employees. Prior to the CEO transition, dynastic firms lay off on average 9% of
their workforce. Layoff rates in non-dynastic firms are therefore about 3 percentage points higher
than layoff rates in dynastic firms, the difference being most important for the high management

category.

Dynastic Firms and Wage Policies Tables |2| and [3| investigate wage policies in dynastic

and non-dynastic firms prior to the CEO transition. They report two inter-related dimensions

4This problem is traditionally addressed by the French statistical institute INSEE through the construction
of an employee panel based on social security identifiers. Since such a panel is constructed only for a random
subsample of the population, we will use this information mainly as a robustness check.
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of wage-setting policies: entry wages and wage dynamics.

[Tables 2| and |3| Here]

Table 2 reveals significant differences in entry wages across firms prior to the CEO transition.
Newly hired employees in dynastic firms earn on average 12% less in terms of daily wages than
their counterparts in non-dynastic firms. Differences in entry wages do not seem to be driven by
the skill composition of the hired workforce, since these differences are large in magnitude and
statistically significant across occupational categories. Theoretically, lower entry wages could be
compensated by a steeper wage profile across time. However, Table [3] shows that wage raises of
management in dynastic firms are on average 1 percentage point lower compared to wage raises
in non-dynastic firms. The differences in wage dynamics are again similar and significant across
management categories. Although this evidence is consistent with the greater use of long-term
contracts in dynastic firms, alternative explanations are possible. Bandiera et al. (2010) show
that endogenous matching between firms and managers might lead to similar patterns, i.e., more
able and more risk-loving managers match with non-family firms in which compensation schemes
offer steeper incentives together with higher fixed pay. We will come back to this alternative

explanation later.

Dynastic Firms and Long-Term Relationships Table[dexplores the length of the employer-
employee relationship in firms prior to a CEO change. To compute the tenure of the workforce
we have to use a random extract of our initial data consisting of white-collar employees who

were born in October of even-numbered years.

[Table [4) Here|

In Table [4] we find that the workforce in dynastic firms has, on average, 1.9 more years
of tenure compared to the workforce in non-dynastic firms. Interestingly, the length of the
employer-employee relationship differs most for the high management category. Higher manage-
ment in dynastic firms has, on average, 9.8 years of tenure prior to the CEO change compared
to an average of 6.5 years of tenure in non-dynastic firms. The difference is lower in magnitude
for other categories but still economically and statistically significant. To check that similar
patterns hold across our entire sample of CEO transitions, we use, in unreported statistics, age
of the incumbent workforce as a proxy for tenure differentials. We find that the managerial
workforce in dynastic firms is, on average, older in dynastic firms compared to non-dynastic

ones.

Other Differences Table 5| provides descriptive statistics on firm balance-sheet characteris-

tics prior to the CEO transition.
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[Table [5| Here]

On average, we find that firms experiencing dynastic successions are significantly smaller,
both in terms of employment and sales, than firms experiencing transitions to external pro-
fessionals. Dynastic successions occur in firms with a workforce half the size of non-dynastic
ones, on average. This is in line with previous findings by Bennedsen et al. (2007) that indicate
that dynastic firms in Denmark are four times smaller in terms of assets than non-dynastic ones.
Firms experiencing a dynastic transition also do significantly better in terms of profitability prior
to the CEO change. The average profitability of dynastic firms during the two years preced-
ing the transition is 1.3 percentage points higher than the average profitability of non-dynastic
firms. Such evidence is consistent with several explanations. It might hint at the endogeneity
of the timing of the transmission decision (Bennedsen et al., 2007) or possibly at the existence

of significant founder effects (Adams, Almeida and Ferreira, 2005).

3.2. Employment Policies and CEO Transitions

Figure [I] provides a first insight into changes in employment policies following a change of CEO.
In Figure 1| we plot the trade-off between job security in terms of layoff rates (left-hand side)
and wage dynamics in terms of wage raises (right-hand side) for the workforce of dynastic and

non-dynastic firms for each of the two years before and after the control transitionﬁ

[Figure [1| Here]

As noted before, firms experiencing dynastic successions structurally differ with respect to
firms experiencing non-dynastic transitions even prior to the transition. Both layoff rates and
wage raises are significantly lower before control transitions for dynastic firms compared to non-
dynastic ones. One also notices the existence of a structural increasing trend in layoff rates and
wage raises around the time of succession. However, the trajectories of layoff rates and wage
raises appear parallel for both groups before the succession.

At the time of a CEO transition, baseline differences in labor policies are reinforced through
the choice of the successor CEO. Indeed the difference in average layoff rates jumps from 3
percentage points before the transition to over 5 percentage points after the transition. A
naive interpretation of these figures therefore suggests that the dynastic identity of the CEO
successor reduces layoff rates by about 2 percentage points. The constant difference following
the succession suggests that the change in layoff behavior occurs right after the succession and
is persistent (up to two years after the succession). At the same time average wage raises of the
management workforce also displays a jump after the control transition. The difference between
the two groups increases from 1.5 percentage points to over 2.5 percentage points for the high

management category. These differences also appear across workforce categories.

®As in Bennedsen et al. (2007), we exclude the transition year itself.
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These descriptive statistics would suggest that observed differences in labor policies between
dynastic and non-dynastic firms prior to the transition are reinforced under the successor CEO.
In other words family-promoted CEOs might inherit not only control of the firm but also a set

of long-term commitments that affects the scope of firm restructuring.

4. Implicit Contracts and Dynastic Firms
4.1. Theoretical Framework

Model Setup The main empirical challenge is that neither firms experiencing dynastic tran-
sitions nor firms experiencing transitions to external professionals can be considered random
draws. This section builds on the stylized facts presented in the previous section to develop a
simple model of implicit contracts and dynastic management, in order to disentangle the dynas-
tic commitment hypothesis from a simple self-selection hypothesis. Indeed, our model captures
and differentiates both alternatives, since it allows for economic shocks and the existence of
private benefits related to dynastic management to play a key role in determining the identity
of the successor CEO and the intensity of layoffs.

The theoretical framework draws on the literature on implicit contracts and job insecurity
(Bailly, 1974; Azariadis, 1975) but extends it to model CEO identity. The contribution to
this literature is that we explicit the mechanism through which these implicit contracts become
credible. CEO attributes provide a natural commitment mechanism to the extent that such
attributes are easily observable but not easily manipulable. This feature also allows us to
distinguish the independent roles of CEO choice and economic shocks in determining wages and
unemployment risk.

To keep the model tractable, we abstract from incentive considerations linked to the use of
implicit ContractsE] It offers two intuitive predictions. In the cross-section, equilibrium wages
are lower in firms with large private benefits from dynastic management. This cross-sectional
difference should also hold within a panel framework: firms that experience a non-dynastic
succession should increase wages more than those experiencing a dynastic succession. Second,
the expected level of layoffs after a CEO change is decreasing in founders’ private benefits, and
the more so in industries where workers are a) relatively more affected by layoffs and b) “tough”

in wage negotiations.

Timeline Consider a firm that is run and owned by a CEO and that employs labor to generate
earnings. As shown in Figure [2| the model is composed of three periods (t=1,2,3) and two
overlapping generations of workers (g=A,B) each living for two periods (p=young,old). In the
first period the CEO and the first generation of workers A decide on a wage contract wa and
the firm produces constant output ). The workforce can then be interpreted either as the

sum of homogeneous workers or as a reduced form aggregation of heterogeneous workers, while

SThe relationship between job security and worker incentives can be found in Jeon and Shapiro (2007).
Intuitively, this type of mechanism reinforces the value of long term commitment.
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the object of the negotiation is the total wage bill. This also reflects the fact that individual
labor contracts are usually embodied in higher-level negotiations within the firm. In addition
we assume that wages are sticky and therefore set for both periods at the level w, initially
negotiated by each generationm

Between period 1 and period 2 family shareholders decide on whether to continue managing
the firm after observing a shock A4 that affects the productivity of incumbent workers A. One
way to think about this is to consider human capital as embodied in a generation of workers, so
that a technological change may render obsolete only workers embodying a particular vintage of
human capital. In the second period this shock creates incentives to lay off part of the incumbent
workforce Ly and a new generation B of workers arrives. Firm size is very crudely chosen in
this set-up: we assume that each generation is recruited as a whole with a fixed number of
employees but later on can be pruned depending on how productive it is. Therefore, we abstract
from the possibility, suggested by Bach (2010), that non-dynastic firms might choose a higher
scale. While this matters for unemployment in macroeconomic terms, we focus here on the
direct, more microeconomic effect of dynastic firms on unemployment risk. We could include
the scale choice in the model, though, by saying that at the time of recruiting a new generation
of workers, employers jointly decide on the number of employees and wages. Assuming constant
returns to scale, this would mean that the only constraint on scale choice is the potential for
higher firing costs in the next period: non-dynastic employers would then be less reluctant to
recruit more since they also bear lesser costs of firing some of the workforce later on. In that
sense, the observation that dynastic firms are smaller only confirms the claim of this paper that
dynastic firms are bound by implicit contracts with the workforce.

In the third period a new productivity shock Ap occurs, i.i.d. with respect to the one taking
place between periods 1 and 2, and the CEO decides again on whether the incumbent generation
of workers should be laid off Lg. For an in-depth discussion and derivation of the model the

reader is referred to Appendix C.

[Figure [2| Here]

Worker Preferences FEach generation of workers has to accept the proposed wages. This is

why we posit that employers face an employee participation constraint of the following form :

wy +0l(1— E(Ly)ywy + E(Lyu >w 9= AB 1)

where § is the discount rate, F(Lg) is the expected percentage of workers laid off in their
second period of existence, u is the utility level enjoyed by laid-off workers, and w represents
the structural “toughness” of the workforce as a negotiating party. In order for the model to

provide non-trivial insights, it is necessary to put some bounds on those last two parameters:

w > u(l+6) (la)

TAll results of the three-period model can be generalized to an N period setting.
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w<1+du (1b)

Condition (1a) states that the outside utility u enjoyed in case of a layoff cannot be too
high, while condition (1b) states that the toughness of the workforce w cannot be significantly
higher than the maximum productivity realized in the second period of labour contracts. The
underlying assumption in equation (1) is that private benefits By from dynastic management are
common knowledge and are therefore taken into account by the workforce through their effect
on the expected level of layoffs E(Ly). Note that the sticky wage assumption is not new in the
literature on the macroeconomics of unemployment. Moreover, even in the presence of perfectly
flexible wages, there would still be fewer worker exits in dynastic firms if the corresponding
private benefit also reflected non-pecuniary value attached to working with personally-known
individuals. In this case, wages would decrease less in case of a bad shock in dynastic firms,
thus keeping workers from going and working elsewhere. Another implicit assumption is that the
workforce behaves as a risk-neutral entity. However, intuitively, assuming workers are risk-averse

would only reinforce their willingness to trade wages for protection against layoff risks.

Profit Function Each generation produces for two periods. In the first period of each gen-
eration, the firm has a constant amount Q of sales produced by a measure 1 of this generation.
However, the firm can minimize costs by reducing wages wy. The profits generated by an in-

coming generation of workers is given by:

m(wy|p = young) = Q — wy (2)

In the second period of each generation, the incumbent workforce is subject to a productivity
shock )4 that is a random variable determined between each period of existence and which
determines the subsequent output of this generation of workersﬁ The firm can now lay off a
fraction L, of its incumbent workers between 0 and 1. Linear lay off costs are linked to long-
term bonds, i.e. Bs, that make it harder for dynastic-minded owners to lay off old-time but
unproductive workers. Profits derived from the incumbent generation of workers in their second

period of work have the following form:

m(wglp = old) = A\g(1 — Ly) — wy(1 — Lg) + Ba(1 — Ly) (3)

Profits generated by each generation of workers 7, are related to firm’s total profits II; in

the following way:

IT; = w(walp = young)
IIs = w(walp = old) + w(wp|p = young) (4)
I3 = w(wp|p = old)

81t follows a uniform distribution with support ]0; 1]

10
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Succession Rule Before the successor CEO decides on the number of layoffs for the first
generation of workers, the initial owners of the firm have to decide whether they will retain
ownership of the firm. In our setting, management and ownership cannot be separated: switching
CEOs means switching ownership as well. We also assume that the family will face an additional
fixed cost F' if it decides to keep on managing the firm, whatever its expected profitability. This
reflects risks specific to family firms such as sudden death of the founder, absence of qualified
heirs, infighting within the family, inheritance taxes, etc. Given that owners do not derive any
utility from external CEOs pandering to the workforce in period 2, they would choose the buy
out offer that provides the greatest monetary benefits: in these terms, the highest bidder should
be the one who does not enjoy any private benefits from running the firm. Note that when
there is a dynastic transition B; = B, whereas in the case of a non-dynastic transition By = 0.

Conditional on the absence of a family shock, the successor CEQO is therefore dynastic if

I213(B2) = m(walp = old) + m(wp|p = young) + m(wp|p = old)
(B~ F > 1,4(0) ®)
where II35 5(.) denotes the equilibrium profits of the firm in periods 2 and 3 and B; denotes
the private benefits of the initial owners in period 1. Private benefits enhance the utility of
dynastic owners because of some attachment to a tradition; however, as can be seen from
equation (3), such a long-term bond comes with a cost, since it is more difficult to lay off old-
time but unproductive workers. The extra lay off costs incurred by the dynastic CEO provide
a micro-foundation for the reputation that the founding family has in the eyes of the workforce
in the initial wage bargaining. This in turn provides one last argument for family owners to
keep the firm: their leadership allows them to obtain more favourable wage terms in bargaining
with future generations of workers. Finally, in order to make sure that the cost of dynastic
successions F' does not prevent any family succession from taking place, one has to assume the

following:

* w *
F < H2+3(m) —113,3(0) (1c)
Dynastic Transitions, Wages and Layoffs We solve the model by backward induction.

Equilibrium in Third Period: In the third period, productivity shock Ap is revealed and the
CEO chooses lay offs Lp given fixed wg. It is convenient to divide the problem into three
different regions for A BE'

1. 1 > Ap > wp — By The marginal productivity of workers is greater than the wage so that
there are no layoffs: Ly = 0.

2. wp — By > Ap > 0 Workers are remunerated above their marginal productivity so that all

employees are fired. It is increasing in wages wpg set in the second period, decreasing with

9The problem is formally defined in Appendix C.

11
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productivity Ap and private benefits BQB Intuitively, greater attachment to workers (high
Bs) makes it more likely to keep them in the firm in spite of their low productivity.

Equilibrium in Second Period: In the second period the CEO chooses wp and L 4, taking as given
the revealed productivity shock A4 and the level of private benefits Bs. Again L 4 is determined
according to two different regions for A4 and wa. The optimal level of lay offs is increasing in
wages w4 set in the first period, decreasing with productivity Ap and private benefits Bs.

The CEO chooses wages of the second generation wp so as to maximize total profits from

this generation:

max @ —wp+ E(m(wg))

s.t. w3+5[(1—E(LB))w3—|—E(LB)g] > w (6)
In Appendix C, we prove that second-generation workers’ total expected gains from accepting
an offer are strictly increasing in the wage they receive, so that their participation constraint
binds (remember that employers are always happier if wages are lower). The intuition for this
result is that wages are the benefit that workers want to protect by avoiding layoffs; therefore,
workers’ total utility increases in the wage even as this reduces the probability of keeping it.
We also prove that second-generation workers’ total expected gains from accepting an offer are
strictly increasing in By and the more so as w is high and w is low. The reason is that workers
know that dynastic managers will be less tempted to fire employees due to higher initial wage
demands. Regarding the first generation of workers in period 2, we obtain the same intuition as

that for the second generation in period 3.

Equilibrium in First Period: In period 1 the CEO first chooses w4, then A4 is revealed and the
CEO chooses his successor. Between period 1 and period 2 the decision to retain ownership is
taken. A dynastic transition is more likely if either the productivity shock or the magnitude
of private benefits from dynastic management is high. The relative profit condition defined in
equation (5) defines a cut off A(By,w,4), increasing in B; and decreasing in w4, above which
there will always be an outside transition. This cut off then defines an ex-ante probability
p(B1,wy4) that the firm will stay within the family conditional on the non-occurrence of the
family firm termination risk.

In period 1 the CEO again anticipates that wage setting in the first period has a direct effect

on profits in the second period via the cost of restructuring. He will therefore set first period

10Recall that private benefits from management can change only between period 1 and period 2. Bj is therefore
also the private benefit of the owner in period 3.
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wages so as to maximize total profits in periods 1, 2 and 3.

max H1+2+3(w,4) = Q —wA —|—5[p(Bl, wA).E(H;Jrg,Bz:Bl — F)

+(1 = p(Br,wa)).-E(l3 3 g, )] (7)
s.t. wa + (5[(1 — E(LA))UJA —l—E(LA)Q] >w

As for the second-generation problem, we prove in Appendix C that first-generation workers’
total expected gains from accepting an offer are strictly increasing in B; and the more so as w

is high and u is low.
Combining these results we obtain the following predictions.

Proposition 1 There are fewer layoffs of both first- and second-generation workers following

a dynastic CEO transition.

Proposition 2 Wages set before the occurrence of a CEO transition decrease with the likeli-

hood of a dynastic transition.

Proposition 3 Following an outside CEO transition, wages of the new generation of workers

are higher than if the founding family stays in place after period 1.

Proposition 4 Family successions are more likely to happen following a good productivity
shock \q.

Proposition 5 Family successions are more likely to happen as the “toughness” of labor
relations increases or as labor markets become more frictional. The corollary is that the corre-
lation between family successions and productivity shocks vanishes when considering industries

in which labor markets are frictional and in which labor relations are “tough”.

Proposition 6 There are relatively fewer layoffs following a family CEO transition in indus-

tries where labor markets are frictional.

Proposition 7 There are relatively fewer layoffs following a family CEO transition in indus-

tries where workers’ bargaining power is higher.

Propositions 1, 2 and 3 highlight how dynastic management is linked to the use of implicit
contracts with the workforce. Private benefits from dynastic management allow the initial
owners to credibly commit to insure employees against the risk of lay offs in exchange for lower
wages. The fact that the commitment is credible follows from the extra lay off cost incurred
by the initial owners. Proposition 4 suggests that a portion of the average effect of family

transitions on layoffs and wages is potentially driven by self-selection rather than the effect of
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dynastic commitment per se. However, Proposition 5 suggests that in frictional/conflictual labor
markets this self-selection is attenuated by the higher per se commitment benefits of dynastic
management. This is consistent with our sample in which dynastic transitions occur, for instance,
significantly more in industries where labor markets are more frictional. This is also consistent
with empirical evidence by Mueller and Philippon (2011) who show that family ownership in
France is more prevalent in industries countries in which labor relations are difficult.

This means that the empirical predictions of propositions 6 and 7 are not driven by self-
selection but by the commitment effect of dynastic CEOs to labor contracts. Intuitively these
propositions suggest that the extra-differential in layoffs observed in more frictional/tougher
markets is linked only to the committment value of dynastic management but not to a produc-

tivity shock hypothesis.

4.2. Empirical Framework

Differences in Differences We now turn to the empirical framework for assessing the impact
of dynastic CEOs on the employment policies of firms. Since the centerpiece in our models’
prediction relates to layoffs, we also use it to illustrate our empirical framework. Let j denote

the workers in firm 4 at time ¢. In the absence of a dynastic succession we have:

Y; =Yy =1, if worker j is unemployed;

(8)

Y; =Yy =0, if worker j is employed;

Alternatively the CEO succession is dynastic and we denote workers’ outcomes by Y; = Yi;.
Note that only one of these outcomes is actually observed, even though all outcomes exist. Then

denote the layoff rate in firm ¢ at time ¢:

E[Yyjli,t], in the case of a non-dynastic transition;

E[Yijli,t], in the case of a dynastic transition;

The differences-in-differences approach assumes that:

EYyjlist] = By +vi

10
EYili t] = By +vi + 0 = E[Yyli, t] + 0 10)

Hence, layoff rates in a firm experiencing a CEQO transition are determined by a time fixed effect
B¢ equal for all firms, a firm fixed effect ~; equal for all periods, and the impact of CEO identity
that appears when a firm experiences a dynastic transition. In our setting we have two groups
of firms experiencing CEO transitions and both groups are observed two years before and after

the transition takes place. This allows us to obtain the differences-in-differences estimator:
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{EYjli,t =t+1,t+2,s =dyn| — ElYj|i,t =t —1,t —2,s =dyn]} —
{ElY;|li',t=t+1,t+2,s=ext] — EY;|i',t =t —1,t —2,s = ext]} = (11)
{Bt+1t42 — B—1t—2 + 0} — {Bey1t+2 — Bt-14-2} =6

In other words, controlling for firm fixed effects, if two firms would have had the same type of
CEO transition, they would also have experienced the same changes in layoff rates. Although
this identifying assumption is non-testable, one can discuss its relevance. Indeed, judging from
graphical inspection, the differences-in-differences framework seems pertinent since (i) both
groups of firms were on similar time trends before the CEO transition, and (i7) the difference in
employment policies occurred through a level shift just after the CEO transition.

This simple difference-in-difference methodology can be extended into a regression framework
including a vector of firm-specific characteristics. This allows us to render more plausible the
assumption that time differences in the outcomes are identical across transition types. We

therefore estimate the following model by OLS:

[Yit1642 — ?t—l,t—2]z~ = aDynastic; + X;—18 + €t (12)

where we compare the average layoff intensity in firm ¢, during the two years following a
transition, Y41 442, with the average layoff intensity in firm 4 during the two years preceding a
transition ?t717t72. Dynastic; is a binary indicator of whether the transition was dynastic, and
Xii—1 are controls measured one year prior to the succession. To test Propositions 2 and 3 we
will use wage information, constructed on the same principle, as a left-hand-side variable.

All specifications include controls for observable differences likely to affect both the iden-
tity of the successor CEO and restructuring needs. First of all, estimation includes the usual
balance-sheet characteristics such as firm size, profitability and age as well as industry, business
group, and year fixed effects. Second, we also add workforce characteristics in terms of age and
organizational structure, which seem to significantly differ across both groups. These workforce
characteristics affect, via legal obligations, the possibility for newly arrived CEOs to restructure
the ﬁrmE Finally, analysis of the data reveals that there is a high degree of mean reversion in
the level of restructuring: firms that undergo few episodes of restructuring before the succession
are more likely to have greater restructuring after the succession. This is why we control in our
regressions for the average level of restructuring pre-succession. All specifications are estimated

using heteroscedasticity robust estimation techniques.

Endogeneity and Differential Predictions On the basis of Proposition 4 of our theoretical
framework, we recognize that a potential concern is that precisely at the time of a transition
economic shocks arise determining both the identity of the new CEO and his labor policies.
Insofar as these shocks are not captured by either time or firm fixed effects, part of the observed

correlation between dynastic CEOs and labor policies is due to a self-selection effect. Note,

"During the analyzed period the “Contribution Delalande,” for instance, penalized firms that laid off workers
over the age of 50.

15



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO
TRANSITIONS

however, that, even in this case, our implicit contract hypothesis could still be identified with
respect to changes in wages of the arriving workforce. Indeed, while higher layoff rates on the
side of external CEOs might be consistent with adverse economic shocks, such events are also
likely to drive wages down or at the very least leave them unchanged. Thus, the self-selection
hypothesis is not able to simultaneously account for increased layoffs and increased wages.

Another argument is to draw on differential predictions from the theoretical model and
put them empirically to the test by relating the relative benefits from family management to
labor market frictions and labor relations within an industry. This approach aims to provide an
additional piece of evidence consistent with a model where family-promoted CEOs are committed
to upholding long-term labor contracts, while being hard to rationalize with a story of self-
selection. More precisely, if the differential between dynastic and non-dynastic CEOs in terms
of labor policies is driven by economic shocks, then such a differential (i) should not vary as a
function of industry labor market characteristics (Proposition 6), (i) and should not vary as a
function of labor relations in the industry (Proposition 7).

We test this prediction by splitting our industries into two categories according to these
dimensions. To do so we construct labor market characteristics and labor relation characteristics
on the industry level and define industry m to be Frictional or Conflictual if it lies above the
median of the industry distribution of the underlying variable. We then include the Frictional
and Conflictual industry indicator and its interaction with the transition type in the estimated

equation:

Wt+17t+2 — 7#1,%2]1- = a1 Dynastic; + asFrictional,, +
azDynastic; X Frictional,, + X310 + €3t (13)

Alternatively, we have:

[?t+17t+2 — ?t_l’t_g}i = a3 Dynastic; + asConflictual,, +

asDynastic; X Conflictual,, + X108 + €4 (14)

If differences in labor policies between dynastic and non-dynastic firms are driven by eco-
nomic shocks and not by the value of dynastic management, then we should not expect ag to
be statistically different from 0. Evidence inconsistent with this prediction would make us more
confident that we are indeed capturing the effect of dynastic management and its associated

commitment value.

Measurement Issues In the model we assume that switching CEOs means switching own-
ership as well. In the data, however, we only observe CEO identity but do not track ownership

status. We will adress this issue in our robustness checks but it is useful to also conceptually
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discuss this potential data limitation. The case in which a family member is followed by another
family member poses no major conceptual problem. When an external CEO transition takes

place several cases may arise:
1. Family management and ownership switch to external;
2. Family management switches but ownership remains with the family;
3. Non-Family management switches but ownership remains with the family;
4

. Non-Family management switches to family management but ownership remains with the

family;
5. Non-Family management switches and dispersed ownership switches to family control;
6. Non-Family management switches and ownership remains dispersed.

Descriptive evidence from Denmark suggests that the first case by far is the most common among
closely-held firms (cases 1 to 4): Bennedsen et al. (2004) report that when a firm is controlled
by a family or an individual there are more than 90% chances that the CEO is drawn from the
population of shareholders. Dispersed ownership (cases 5 to 6) is negligible in our sample: Bach
(2010) finds in a similar sample that only about 14% of CEO successions take place in listed
firms, most of which are closely-held according to Sraer and Thesmar (2007). Thus, we argue
that the other cases not only are a minority but that they should bias our results against finding
any difference between treatment and control groups. In the cases in which management changes
but the family remains the ultimate owner the intuition is that the family can still intervene to
enforce long term labor contracts. Another reason is that the external CEO was selected by the
family-shareholders because of similar management preferences to the shareholders, i.e. loyalty
filters (Akerlof, 1983). In the last case CEOs cannot ex-ante propose implicit contracts to the

workforce and no difference should arise in terms of wages.

5. Differences-in-Differences Analysis
5.1. Dynastic Management and Renegotiation

In Table [6] we first investigate whether the identity of the successor CEO affects layoff rates
of the workforce. According to our central hypothesis, dynastically promoted CEOs should be
more constrained by contracts signed under the previous management and should thus be less
likely to engage in restructuring the workforce. Consequently, the intensity of workforce layoffs

should be lower under dynastic transitions compared to non-dynastic ones.

[Table [6| Here]

Table [6] confirms visual inspection of the differences-in-differences plots: layoff rates increase
less in the case of dynastic transitions. Column (1) indicates that transitions from one family
member to another decrease layoff rates of management by 3.3 percentage points, on average,

compared to transitions to external professionals. In terms of magnitude, family-promoted
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CEOs are therefore associated with an approximately 25% decrease in unconditional layoff rates
following CEO transition. The impact of the successor CEO’s identity dwarfs other economic
variables such as the profitability of the firm. Indeed, an increase by one standard deviation
in firm profitability before the transition reduces layoff rates only by 1.1 percentage points
(.38*%.028). Columns (2) and (3) suggest that the less volatile employment relationship related
to dynastic transitions extends to the different managerial levels in the firm. Note, however,
that graphical analysis suggests a lower layoff rate of around 2 percentage points, compared to
3.3 percentage points in our multivariate analysis. This difference may not be statistically sig-
nificant. Yet, if it were significant, it would point to the existence of confounding factors driving
the difference in evolution of the two groups toward zero, thus leading to an underestimation of
the effect of family successions.

Finally, note that control variables have the expected sign and are generally statistically
significant. Age of the firm and of the workforce reduce layoff rates at the moment of a CEO
transition. Greater profitability prior to the transition is also associated with less restructuring
of the workforce. Only total employment and the management to workforce ratio, as proxies

for the scope for restructuring, are associated with higher restructuring during a CEO transition.

5.2. Dynastic Management and Wage Dynamics

Table [7] investigates costs associated with increased layoff risks in terms of wage compensation
for the incumbent workforce (col. 1) and in terms of entry wages for the arriving workforce(col.
2). According to Propositions 2 and 3, the higher turnover in non-dynastic firms should also
be associated with greater wage compensation in these firms, since external CEOs will need to

compensate workers for the greater termination risk of their employment (Bailly, 1974)@
[Table 7| Here]

Col. 1 in Table[7]shows that external transitions are associated with a significant increase in
daily wage raises on the order of 7.2 percentage points. However, this increase in wages is less
pronounced in the case of dynastic transitions. Dynastic transitions reduce wage raises associ-
ated with control transitions by 1.9 percentage points. This difference is highest for the high
management category where dynastic transitions lower wage raises by 2.1 percentage points.
These differences are statisically significant and valid across management categories. Col. 2 in
Table [7], on the other hand, investigates how entry wages evolve at times of control transitions.
Once the dynastic or non-dynastic nature of the management is revealed, entry wages should be
lower in dynastically managed firms. This is confirmed, since firms experiencing a non-dynastic
transition have to pay, on average, a 3.5% premium on wages to newly hired managers. The
greater impact of dynastic CEOs on entry wages compared to incumbents’ wages could occur

for two reasons. First, the incumbent workforce in non-dynastic CEO transitions is to some

12 Although our model assumed sticky wages, one could extend it to have a generation of workers live for three
periods and re-contracting initial wages after the CEO change.
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extent locked into existing contracts. Second, dynastic CEOs can use the long term credibility
generated by the CEO transition to write long-term contracts for the newly hired workfroce.
Higher entry wages could also be consistent with external CEOs hiring more competent or less
risk-averse managers (Bandiera et al., 2010). However, using this hypothesis it is hard to account
for the simultaneous increase in wages of the incumbent workforce. Taken together, our results

therefore point to differences in management styles consistent with our commitment hypothesis.

Overview In summary, we find that the differences in labor policies observed prior to the
CEO transition are reinforced at the moment of the CEO change. Family-promoted CEQOs are
associated not only with significantly lower layoff rates of the workforce compared to external
CEOs, but also with a greater negative wage differential of the incumbent and hired workforce.

Taken together, these findings are consistent with our hypothesis of the greater commitment
of family-promoted CEOs to long-term contracts while hard to rationalize relying only on self-
selection. Indeed adverse economic shocks can lead to non-dynastic transitions but should not

be associated to significantly larger wage increases.

6. Differential Predictions

The central hypothesis developed in this paper is that dynastic management of a firm is asso-
ciated with less restructuring of the workforce. The model introduced in Section IV, however,
showed that profitability shocks, not captured by either the DID framework or the control vari-
ables, could invalidate our analysis. We now turn to predictions about the link between CEO

identity and restructuring that are consistent only with our dynastic management hypothesis.

6.1. Dynastic Management and Labor Market Conditions

If the differential between dynastic and non-dynastic CEOs in terms of restructuring is driven
by long-term contracts signed under the previous management, then such a differential should
be stronger whenever external labor markets in the industry are more frictional. Conversely, if
differences between dynastic and non-dynastic transitions arise due to unobserved profitability
shocks, then these differences should not be affected by structural labor market conditions in
the industry.

We hypothesize that dynastic commitment, understood as implicit unemployment insurance,
should be more valuable to workers in industries where the probability to stay unemployed once
laid off is high. Although industry labor market conditions in a given year are very likely to be
correlated with the shock affecting the transition firms, this is less likely when computing these
measures (¢) on a long time horizon and (i¢) on the universe of French firms.

We construct information on industry labor market frictions by computing the probability
for an employee, once laid off, to be unemployed after X months, where the time horizon X is

successively defined as being 3, 6, 12 and 24 months. In order to construct this measure we
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use information from the universe of panel workforce files for the period 1994-2001. We focus
on men between 25 and 54 years of age who leave a firm in which they were employed for at
least 3 consecutive years. The panel then allows us to identify the fraction of employees who
have not found stable employment after a certain timeE Again, we classify frictional industry
labor markets as industries with above median industry averages in terms of the fraction of the
workforce that remains unemployed after a certain time horizon.

Table [§| estimates the differences-in-differences model but interacts the identity of the suc-
cessor CEO with the variable classifying an industry labor market conditions as frictional or
not. Columns (1) to (4) successively define the classification for being unemployed after 3, 6, 12
and 24 months.

[Table (8| Here]

Column (1) confirms our hypothesis about the higher value of long-term commitment in indus-
tries in which it takes longer to find a new employment. Indeed, the dynastic identity of the
successor still has a negative and statistically significant impact on layoff rates. However, the
differential between dynastic and non-dynastic firms’ employment policies is larger in industries
where labor markets are frictional. On top of the baseline differential between dynastic and non-
dynastic CEOs, the former tend to lay off an additional 1.7 percentage points less than their
non-dynastic counterparts in markets with difficult labor market conditions. These differences
are significant and of similar magnitude in the different specifications. Interestingly, frictional
industries in terms of job search have no direct impact on layoffs at the time of a transition.
This indirectly confirms that the classification is not correlated with firm-specific shocks affect-
ing layoff needs but with intrinsic industry labor market characteristics. Finally, these results
also contradict the view that layoffs in external transitions might be linked to voluntary exits.
Indeed if this was the case then we would expect these voluntary exits to be higher in labor
markets which are not frictional. Our results are consistent with Agrawal and Matsa (2010) who
show, using a sample of publicly listed US firms, that the positive correlation between legally
mandated unemployment benefits and firm leverage is stronger for firms where workers face

greater unemployment risk and that are more likely to fire workers in adversity.

6.2. Dynastic Management and Labor Relations

A second discriminating prediction between our alternative theories comes from the role played
by labor relations within an industry.

We obtain information on French employment relations through the 1998 REPONSE survey.
This survey collects evidence about numerous aspects of employment relations. The data cover
all economic activities and are representative of French firms with more than 20 employees. We
construct labor relation variables at the industry level and classify markets as conflictual if the

industry average is above the median of the distribution in the economy.

13Stable employment being defined as any new employment in which the worker stays for longer than 3 months.
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Therefore, in Table[J we extend our baseline specification introducing an interaction between
the identity of the successor CEO and the indicator variable classifying an industry as conflictual

or not.
[Table [9] Here]

Column (1) uses as a proxy for conflictual labor relations the industry average of unionization
of the workforce for the period 1995-1998. Our results are consistent with the above prediction:
the differential layoff rates between dynastic and non-dynastic CEOs are nearly twice as high
in conflictual markets. The impact of dynastic transitions per se when labor relations are good
remains significantly negative, indicating that the difference in layoff rates between dynastic
and non-dynastic firms was not simply driven by their clustering in markets with different labor
relation structures.

Columns (2) and (3) use as a proxy for conflictual labor relations the industry average
of union representatives. Column (2) makes no differentiation between union representatives,
whereas column (3) is based on the presence of union representatives known to be the most
“hardline.”E Column (2) shows that the differential between dynastic and non-dynastic succes-
sions does not vary according to the presence of union representatives in the industry. However,
significant differences between dynastic and non-dynastic successions arise in markets where
hardline union representatives are more prevalent. Dynastic transitions in these industries are
associated with a 5.1 percentage point reduction in layoff rates relative to non-dynastic transi-
tions, compared to a differential of 2.3 percentage in less conflictual industries.

Finally, columns (4) and (5) use as a proxy for conflictual labor relations the occurrence of
strikes (col. 5) and more generally of worker protests (col. 4). Our results are again consistent
with the prediction that the value of long-term commitment linked to dynastic management
varies across industries. The interaction is of the expected sign and individually significant at
the 10% level. Note also that transitions in more conflictual industries per se are associated

with significantly more layoffs and restructuring.

6.3. Robustness Checks

In this section we provide additional support for the validity of our results and exclude po-
tential confounding factors that could simultaneously drive differences in CEO identity and
restructuring activity. Table [I0] provides evidence on the direct impact of dynastic intentions
on renegotiation (col. 1) and on the distinction between real versus formal control for family-
promoted CEOs (col. 2). Columns (3) and (4) address issues related to the composition of the

non-dynastic group of firms: column (3) controls for changes in firm leverage following a CEO

4 Among French unions, the traditional division is between the “revolutionary” and communist CGT, on the
one hand, and the “reformist” and social-democrat CFDT on the other hand. In the 1990’s, some “hardline”
bits of the CFDT split up and formed a new union called SUD. We count as hardline union members those who
belong to either CGT or SUD. See Andolfatto and Labbe (2007) for a description of French unions.
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transition, and column (4) re-estimates the DID specification on the subsample of firms with

high ex-ante dynastic preferences.

[Table 10| Here]

Private Benefits from Dynastic Mlanagement We observe in the data that certain charac-
teristics of the name of the firm prior to the CEO change are highly correlated with the identity
of the successor. In particular, those firms whose name is shared with that of the incumbent
owner have twice as many chances of undergoing a dynastic succession. We will call these firms
“eponymous” firms. Our explanation for this strong pattern is that the name conveys informa-
tion about the private benefits from dynastic management of the current owner. Indeed, Burkart,
Panunzi and Shleifer (2003) argue that one of the main amenity potentials linked to keeping a
firm within one’s family is to have one’s own name associated with a company’s activities.
Using this information as IV would most likely yield inconsistent estimates, since private
benefits from dynastic management are directly related to the ability of using long-term contracts
vis-a-vis the workforce before the CEO change. An alternative approach is to directly include
our proxy for high dynastic preferences in our DID estimation instead of the identity of the
CEO successor. Results in column (1) of Table [L0|remain qualitatively similar: the proxy has a
negative, albeit smaller in magnitude, statistically significant impact on layoffs. We thus have

evidence of a direct impact of dynastic intent on corporate employment policiesF_S]

Real Versus Formal Control Another issue relates to the difference between real versus
formal control in dynastic transitions. In such transitions the ex-CEO might remain the grey
eminence of the firm as argued by Morck and Yeung (2003): “Family control endures with
patriarchs grooming scions sometimes for decades.”

From 2003 onward, the DIANE dataset provides the names of French companies’ board
members, for both public and private firms. We use this information on the composition of
boards and match their members’ names to the name of the CEO who left the firm. We find
that in 23% of dynastic transitions, the ex-CEOQ is sitting on the board of the firm in 2003.
This number drops to only 9% in the case of non-dynastic transitions. In column (2) of Table
we extend our DID specification by including an indicator of whether the ex-CEO is still in
the firm. We find that (i) the impact of dynastic transitions per se is virtually unaffected in
size and precision, and that (i7) the presence of the predecessor on the board has a significant

negative impact on layoff rates around the time of a CEO transitionp;g]

Changes in Ownership and Leverage A potential confounding factor relates to changes
in the capital structure of a firm following a change in ownership of non-dynastic transitions.
If at the same time higher leverage is associated with greater bargaining power vis-a-vis the
workforce, thereby allowing for greater restructuring, the correlation between CEO identity

and labor restructuring is not to be ascribed to a commitment channel, but rather to a financial

15\We are particularly grateful to Daniel Ferreira for helpful comments on this point.
16Non-reported specifications using interactions were not statistically significant
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channel. Hanka (1998) finds that, controlling for performance, US firms with more debt pay lower
wages and fund their pension plans less generously. Similarly Benmelech, Bergman and Enriquez
(2009) show that airlines in distress obtain wage concessions from workers with underfunded
pension plans.

Column (3) in Table [10| confirms that increases in leverage are associated with greater work-
force restructuring, a percentage point increase in leverage being associated with a 1 percentage
point increase in layoff rates. However, controlling for changes in leverage, the coefficient on

family-promoted CEOs is still negative and statistically significant.

Composition of Control Group A potential criticism is that the comparison group of non-
dynastic CEOs could be a mixed bag, since it might include not only family-directed firms
that become non-family-directed, but also non-family-directed firms in which an external CEO
replaces another external CEO. Note that the presence of the latter might indeed account for
higher restructuring of non-dynastic firms, since they would not provide ex-ante implicit con-
tracts, but it cannot account for the observed wage dynamics following the CEO transition.
Column (4) in Table [10| checks the robustness of our results on employment stability to the
use of an alternative comparison group. Column (4) estimates the DID equation on a more
homogeneous control group, i.e., eponymous firms in which the transition was non-dynastic.
Although sample size is considerably reduced, neither the magnitude nor the precision of our
estimate of interest is affected. As a final robustness check with respect to sample composition,
we first estimated a propensity score model of dynastic transitions. Using only observations
with predicted probabilities of dynastic transition lying between .1 and .9, we re-restimated our

specifications and the results were unaffected ]

Extensions to Overall Workforce We focus on intermediate layers of the firm for two
reasons. First, because at lower layers of the firm it is difficult to distinguish real entry and
exit movements of the workforce from the noise of administrative data. Second, because the
literature on implicit contracts suggests that these employees are most likely to make firm-
specific investments and to experience renegotiation of these contracts. If this is the case, then
including low-skill workers in the analysis should drive down the observed differential between
layoffs in dynastic and non-dynastic firms following a CEO transition.

Column (5) estimates the DID specification using the entire workforce of the firm. For
administrative reasons, we can, however, use only the random extract from the entire employee
tax files. Column (5) indicates that when we include lower levels of the firm workforce, the
differential between dynastic and non-dynastic CEO successions in terms of layoffs falls from
3.4 pp to 1.4 pp. This confirms that even for the entire workforce, commitment to long-term
contracts remains a significant aspect of labor policies. However, as confirmed by the mostly
theoretical literature on the subject, it is disproportionately related to labor contracts with

intermediate and higher layers of the firm.

" Tables available upon request.

23



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO
TRANSITIONS

7. Conclusions

To the best of our knowledge, this is the first work to investigate the link between CEO choice
and employment policies in firms. We exploit time variation in CEQO identity and labor contracts
to identify the impact of one of the most important CEO attributes, namely family ties. Our ev-
idence suggests that employment policies in dynastically managed firms significantly differ from
those in non-dynastically managed firms, as the former have a greater credibility in enforcing
long-term labor contracts and an ability to sustain such credibility at times of CEO transitions.

Our main finding is that, at the time of a CEO transition, family-promoted CEOs are
associated with lower layoffs of the incumbent workforce and lower wage renegotiation. This
is in line with an implicit contract model in which the firm offers a joint product, relative to
employment and financial intermediation, and workers need to be compensated for the greater
termination risk faced after increased renegotiation by external CEOs (Bailly, 1974; Azariadis,
1975). Additionally, our results suggest that the differential between dynastic and non-dynastic
CEOs in terms of layoffs is significantly greater whenever labor market conditions are more
frictional and labor relations in the industry are more conflictual.

Thus, our findings provide support for the view that the connection between CEO identity
and labor contracts is due to greater commitment to long-term contracts associated with dynastic
management. Such a view has often been expressed in policy circles but, so far, has received little
empirical support. To have a grasp of the economic importance of these phenomena, consider a
firm experiencing a transition from one family member to another. According to our estimates,
these firms’ layoff rates remain virtually unchanged, whereas firms experiencing a transition
to an external CEO experience a 3.3 percentage point increase in layoff rates. In terms of
magnitude, family promoted CEOs are therefore associated with an approximate 25% decrease
in unconditional layoff rates following a transition. Note that the impact of the successor CEOs
dwarfs other economic variables such as the profitability of the firm. Indeed, an increase of
one standard deviation in firm profitability reduces layoff rates by only 1.1 percentage points
(.38*.028).

The paper highlights the importance of CEO attributes in the design of labor contracts. We
have focused here on one of the most important attributes, namely family ties of the CEO. Our
results open the door for future research on determinants of a CEQ’s credibility in the context of
the workforce negotiation. Social background, education or career path prior to nomination as a
CEO could, for instance act, as a signalling device to induce the trust and credibility necessary

for engaging in such implicit contracts.
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8. Appendix A: Description of Variables

White-collar employees have been identified alternatively on the basis of the “Categories So-
cioprofessionnelles” classification and on the basis of the wage-earning distribution within the

firm:

o All Mgmt: Employees with CSP categorization below 50;
o High Mgmt: Employees with CSP categorization below 40;
o Middle Mgmt: Employees with CSP categorization below 50 but above 40;

o All Empl.: All employees regardless of CSP categorization;

The dependent variable is the change in the considered outcome computed as the difference

between the average two-year post-succession minus the two-year average pre-succession:

e Layoff Rates: Total number of layoffs in the considered employment category divided by
total workforce in the same category. A layoff is defined as an employee who left the firm
during the year and who was employed by this firm at the beginning of the year;

e Tenure: (Average) Difference between the year of observation and the starting year of
employment;

e Wage Raise: (Average) Difference between the weekly wage during the year of observation
and the previous year divided by previous year’s weekly wage;

e Promotion Rates: Total number of promotions in the considered employment category
divided by total workforce in the same category. Promotions refer, in the case of the CSP
classification, to an employee with a positive change in management classification between
the current and the previous year of observation;

e Hiring Rates: Total number of hirings in the considered employment category divided by
total workforce in the same category. A hiring is defined as an employee of the firm in a

given year who did not receive a wage from this firm the previous year;

The following firm characteristics have been measured alternatively one year before the transition

(multivariate analysis) or as two-year averages before the CEO transition (descriptive statistics):

o Dynastic Transition: Binary indicator of whether the new CEO shares the same name as
the departing CEO;

o Dynastic Preferences: Binary indicator of whether the ex-CEQO shares the same name as

the firm three years before the transition;

e Father on Board: Binary indicator of whether the ex-CEO is on the board of the firm in
2003;

e Age of Firm: Administrative age of the firm as indicated in the BRN tax files;
e Log of Sales: Natural logarithm of total sales;
e Log of Total Employment: Natural logarithm of total workforce;
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Profitability: EBITDA divided by total assets;

Mgmt to Workforce: Total management workforce divided by total employment;

Age of Mgmt: Average age of management workforce;

e Pre-Transition Levels: Level of the outcome variable before the CEO transition;

Industry characteristics in terms of labor relations have been computed using the French work-
place survey REPONSE from 1998. For each of the following variables we have computed the
industry average and constructed a binary indicator equal to 1 if the industry average is above

the median of the distribution in the economy:
e Unionization: Share of workforce of a firm that is unionized;
e Union Reps.: Binary indicator equal to 1 if a union representative is present in the firm;

e Hardline Union Reps.: Binary indicator equal to 1 if a hardline union representative is

present in the firm;

e Soft Conflict: Binary indicator equal to 1 if in the past three years there have been worker

protests in the firm;

e Hard Conflict: Binary indicator equal to 1 if in the past three years there have been worker

protests in the firm that involved periods of strikes;

In order to construct industry labor market conditions we use the information from the panel
workforce files for the period 1994-2001. We compute the probability for an employee, once
laid off, to be unemployed after X months. We then classify industries as having difficult labor
markets as those with above median industry averages in terms of the fraction of unemployed

after X months:

e Fraction Unemployed - X months: Share of white-collar employees between 25 and 54 years
who have been working for 3 consecutive years in a given firm and who are still without

stable employment X months after being laid off;
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9. Appendix B: Tables and Figures

Table 1: LAYOFF RATES PRIOR TO CEO CHANGE

All Mgmt High Mgmt Middle Mgmt
Dynastic Firms .09 .08 1
(.00) (.00) (.01)
Non-Dynastic Firms 12 12 12
(.00) (.00) (.00)
Difference .03k - Q4%Hk -.02%%*
[14661] [12281] [9283]

Note: The table reports average layoff rates of management over the two years preceding
the CEO transition. CEO successions are classified into two groups: Dynastic, when the
new CEOQO shares the same name with the departing CEO, Non-Dynastic otherwise. See
Appendix A for the definition of categories and variables. Standard errors are reported
in parentheses and the number of observations in square brackets. *** ** * denote
significance at the 1, 5 and 10 percent levels, respectively.

Table 2: (LOG) ENTRY WAGES PRIOR TO CEO CHANGE

All Mgmt High Mgmt Middle Mgmt
Dynastic Firms 4.26 4.37 4.11
(.01) (.01) (.02)
Non-Dynastic Firms 4.38 4.45 4.25
(.00) (.00) (.01)
Difference - 2% -.08*** - 15%xx
[8871] [7346] [5145]

Note: The table reports average entry wages of hired management over the two years
preceding the CEO transition. CEO successions are classified into two groups: Dynastic,
when the new CEO shares the same name with the departing CEO, Non-Dynastic
otherwise. See Appendix A for the definition of categories and variables. Standard
errors are reported in parentheses and the number of observations in square brackets.
kKKK denote significance at the 1, 5 and 10 percent levels, respectively.

30



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO
TRANSITIONS

Table 3: (LOG) WAGE CHANGE PRIOR TO CEO CHANGE

All Mgmt High Mgmt Middle Mgmt
Dynastic Firms .09 1 .09
(.00) (.00) (.01)
Non-Dynastic Firms 1 A1 11
(.00) (.00) (-00)
Difference -.O1FF* -.01%* -.02%
[13870] [12468] [10318]

Note: The table reports average wage changes of management over the two years pre-
ceding the CEO transition. CEO successions are classified into two groups: Dynastic,
when the new CEO shares the same name with the departing CEO, Non-Dynastic oth-
erwise. See Appendix A for the definition of categories and variables. Standard errors
are reported in parentheses and the number of observations in square brackets. *** **,
* denote significance at the 1, 5 and 10 percent levels, respectively.

Table 4: TENURE OF WORKFORCE PRIOR TO CEO CHANGE

All Empl. High Mgmt Middle Mgmt Workers
Dynastic Firms 7.5 9.8 7.7 7.2
(.13) (.6) (.13) (.13)
Non-Dynastic Firms 6.4 6.5 6.4 6.5
(.06) (.15) (.06) (.06)
Difference 1.0 3.QHkx 1.3%%% TR
[11254] [1818] [3036] [8068]

Note: The table reports average tenure of the incumbent management over the two years preceding
the CEO transition. The sample is built on the basis of a random extract of the initial data consisting
of employees who were born in October of even-numbered years. CEO successions are classified into
two groups: Dynastic, when the new CEO shares the same name with the departing CEO, Non-
Dynastic otherwise. See Appendix A for the definition of categories and variables. Standard errors
are reported in parentheses and the number of observations in square brackets. *** ** * denote
significance at the 1, 5 and 10 percent levels, respectively.
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Table 5: FIRM CHARACTERISTICS PRIOR TO CEO CHANGE

Type of Succession

All Dynastic Non-Dynastic Difference
Variable (2) (3) (4)
Total Employment 181 90 202 S112%*
(22) (11) (27)
[14661] [2795] [11866]
Total Sales 36.6 15 43 -28¥HK
(2.7) (1.9) (3.3)
[14659] [2794] [11865]
Age of Firm 18.7 21 18 Rioal
(.11) (.23) (:12)
[13785] [2694] [11091]
Operating Returns on Assets .24 .26 .24 02%*
(-00) (.01) (-00)
[14661] [2795] [11866]
Debt to Assets Ratio .49 .39 .51 S 12%Kk
(-00) (.01) (.00)
[14659] [2794] [11865]

Note: The table reports average firm balance-sheet characteristics over the two years preceding the CEO
transition. CEO successions are classified into two groups: Dynastic, when the new CEO shares the
same name with the departing CEO, Non-Dynastic otherwise. See Appendix A for the definition of
categories and variables. Standard errors are reported in parentheses and the number of observations in
square brackets. *** ** * denote significance at the 1, 5 and 10 percent levels, respectively.

32



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO

TRANSITIONS

"AToA1300dsal ‘s[ead] jueoied ()T pPu® G ‘T 8y} € 90URIYIUSIS 2JOUBD 4 ‘4

‘e SOsOUIUOIRd Ul polrodal ore SIOLID pIRPUR)S JSNCOY ‘SO[(RLIRA JO UOHIUYSP o) I0] y Xipuoddy 099G "90IOJ{I0M 9Y) JO 9Inuo)

o8r1oAe Ul S98URYD UO pue (g-T S[0D) SR JoAR] UT SOSURYD UO UOIISURI) DIISRUAD ® JO 109]J0 93 JO suoIssaisal SO s11odel o[qe) oY J,

STT6 296. 6SETT 9¢9¢T N
660°0 €920 992°0 LET°0 poxenbs-y
SHA SHA SHA SHA (owL - g-A13snpuy) s300HH POXL]
SHA SHA SHA SHA S[0AOT UOIISURL],-0L]
(¥€0) (£0°0) (20°0) (20°0)

AR +4£560°0 w3k GPT°0 #0710 JuRISUO))
(10°0) (00°0) (00°0) (00°0)

+xG10°0 000°0- «100°0~ +x100°0- JWSN Jo 98y
(80°0) (10°0) (00°0) (10°0)

**%MNN.Ou ***MN0.0 ***mﬁc.o ***@H0.0 IIOPIOMN 0% pawz
(80°0) (10°0) (10°0) (00°0)

***bﬂﬂ@u **@._HOO| ***OMOO| ***WNOO| %ﬁﬂﬂduﬁ@pnﬁ
(€0°0) (00°0) (00°0) (00°0)

££G0°0~ €00°0 €00°0 +£00°0 juowrdordury 307,
(00°0) (00°0) (00°0) (00°0)

***ﬁH0.0 **OO0.0u ***HO0.0u ***HO0.0n ULIT JO ®w<

(60°0) (10°0) (00°0) (00°0)
%810 *xx810°0- *xx860°0- *xx£€0°0- UOIISURL], OIJSeUL(]
(¥) (€) (2) (1)
duy 11y SN AIPPIA SN Y3 WS [V
2INua, soyeY JOART JUOUIOFRURIA

(f) omuag, o8rIoay pur (£'z‘1) soIeY I9AOUINT, JULTASRUR] Ul S9SURY) :d[qelIep juapuado(]

HINNHL ANV HHAONYNL HDHOAMHOM -9 °I9BL

33



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO

TRANSITIONS

‘AToA1300dsar ‘sjoas] Juediad ()T pue G ‘T oy} Je 90URIYIUIIS

OUIP 4 ‘4 ‘sexex SOSOYIUAIRd UI porrodol oIe SIOLIO pIepuR)S ISNCOY SO[QRLIBA JO UOIIUYSp o) 1oj xipuodde 908 (g °[09) 92I10J10M poIlY Jo sofem

9ge1oae uo pue (] ‘[00) 9OIOJYIOM JUSQUINOUL 9] JO SosTeI 9Fem Ul so8URYD UO UOIISURI} DIISRUAD ® JO 109]Jo 911 Jo suoissaidal g7 sitodal a[qe) ayJ,

08L1 S0LL 96ee L8801 662¥ 8621 N
970 ST 0 W90 L2€°0 8970 GGe0 paxenbs-y
SHA SAA SHA SHA SAX SHA (owL T -Hg-£L13snpuy) s300PH Poxi]
SHA SAX SHA SHA SAX SHA S[OADT TOIYISURIT,-DI]
#1°0) (20°0) (01°0) (20°0) (60°0) (20°0)

*%*NH@N ***ﬁOHO ***mwom ***wNHO ***mmﬂm ***OOﬁO uﬁd@mgoo
(00°0) (00°0) (00°0) (00°0) (00°0) (00°0)

xxx900°0 %% 100°0- %2000 %% 100°0- xx700°0 T00°0- TIN Jo @&4
(10°0) (00°0) (10°0) (00°0) (10°0) (00°0)

++9€0°0 2000 +%%GG0°0 +xx110°0 +%%950°0 +351T0°0 OOIOJION\ 0} NS
(z00) (10°0) (10°0) (00°0) (10°0) (00°0)
€€0'0- «1T0°0- 100°0- +xxE10°0- 0000 oV 1070 Lypiqelgorg
(10°0) (00°0) (10°0) (00°0) (10°0) (00°0)
Fxx 7700 +€00°0 +x57T0°0 +%%900°0 +x5L€0°0 +%%G00°0 yuewforduy [ejog,
(00°0) (00°0) (00°0) (00°0) (00°0) (00'0)
+100°0- 000°0- 000°0- ++000°0- 0000 +000°0- w] jo o8y
(€0°0) (00°0) (z0°0) (00°0) (z0°0) (00°0)
+4%GL0°0- #+210°0- +8€0°0- +5%0T0°0- ++9€0°0- #456T0°0- TOTYISTRIT, dTISeuA(]
(2) (1) (2) (1) (2) (1)
YIS SPPIA SN YT PUSIA [[V

‘% 10O 9DIOIIOA\ POIIH JO 93RA\ 98RIOAY UL SoFury))

T "TOO 9DIORIOA\ JUSQUUINOU] JO 9STRY 98RA\ 9SRIDAY UL S9SURY)) :O[(RLIRA Juapuada(]

SOINVNAQ HOVM :L 99eL

34



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO

TRANSITIONS

“AToa1p0edsar ‘sjpas] quedied ()T pue ¢ ‘T oY} JB 90URIYIUSIS 9j0USpP

% ‘xx wx  SOsoUIuered ur pejrodel ole SIOLIO pIepUR)S ISNCOY SO[RLIRA JO UOIUGEp oY) 10] Y Xipuaddy eog -qwbpy
Jo aby pue aou0fyu04| 07 Wby ‘Aprprqoirforg ‘Quawfiojdwisy 010], ‘wur fo 26} epnoul S[OIjUO)) SYUOW Fg PUR g ‘9 ‘G
Se pouyop A[OAISSO00NS ST OWII] JO [13US] O} SI0YM ‘SYJUOW ¥ JI93Je uoljednddo mou ® puy j0U PIP OYM SIS IOM [JO-pre| Jo

uoIjoRIj 9yj JO siseq oY) U0 pajnduiod oIe SUOIIIPUOD Jo3IeUW IO(R] AI}SNPUl UWLI9)-3UOT] ‘SUOI}IPUOD joIewl Ioqe] AIjsnpul

WI93-8UO] JO UOIDUNJ © Sk Sojel JoAe] Ul se3URYD UO UOIJISURI) DIJSRUAD ® JO 1090 9 JO suolssaidal GO sitodar s[qe) ayJ,

07031 070TT 070T1 0703 T N
zLT 0 zLT0 kAl kAl porenbs-y
SHA SHA SHA SHA (PmIL T -Hg-AT3snpuy) SO POXII
SHA SHA SHA SHA S[PAST UOTYISURIT,-01]
SHA SHA SHA SHA s[o1juo0))
(10°0) (10°0) (10°0) (10°0)

*G10°0- #xLT10°0- «V10°0- %xLT10°0- 1IN Hoﬂﬁd*uﬁwﬁn\mo
(10°0) (10°0) (10°0) (10°0)
200°0- ¥10°0 700°0- €10°0 19NN T0qeT NI
(10°0) (10°0) (10°0) (10°0)
*xx 1600 *xxG660°0" *xx£60°0- +xx860°0- uonIsuRIy, o1)seuL(J
SUIUON $5 SUIUOIN g1 SYIUOIN 9 SIUOIN €

SojRY JOART JUOWOGRURN :O[(RLIRA Juapuada(]

LINHNNOYIANH LAMHYVIN HOdV'T ANV INHIWHODVNVIN DLLSVNAA ‘8 °[98L

35



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO

TRANSITIONS

"A[oA1300dsal ‘S[oAd]

Juadrod (T pue G ‘T 9Y) J8 9OURDYIUSIS 9JOUDP 4 ‘yy ‘syy SOSOYJuUaTRd Ul pojIodor ore SIOLI® PIePUR)S ISNCOY "SI[(RLIBA JO UOTHTUYSIP YY) 10§

v xipuaddy oog qwbpy fo aby pue 90.40[y404| 07 Jwbpy ‘Agreqoirfosg ‘quawfiojduwsy 10307, ‘wur,] fo 26} opnoul S[0IJU0)) ‘SIOTJUO0D Ioqe] JO

SULIOJ PIRY JO 9OUSINII0 99 SIOPISUOD (G) ‘[0 SeaIoym ‘IDIJUO0D I0CR] JO SULIOJ 4JOS JO 9OUILINII0 9} JO SISk oY} UO SUOIIR[aI Ioqe] A1Isnpur

SOPIAIP (f) 'T0D ‘seAlrejueserdel uorun aul[pIey Jo 9ouesald oY} SIOPISU0D (g) '[00 searoym ‘saarpeiussardor uorun jo souesard oY) Jo siseq

9T} UO SUOIYR[AI I0qe] AIISNPUL SOPIAID () ‘[0 9IOP[IOM S)I JO UOIYRZIUOIUN JT[} JO SISB] O} UO SUOIPR[dI Ioqe] A1isnpur sapiarp (1) 10D

‘SuOIjR[al I0ge[ AIJSNPUI JO UOIJOUN] © Sk SRl JOAR] Ul S9SURYD UO UOIISURI) DIISRUAD © JO 109]Jd 9} JO suolssaidal 70 sy1iodal a[qe) oy,

LOTTT LOTTT LOTTT LOTTT LOTTT N
€L2°0 €120 €L2°0 €L20 €Lz°0 porenbs-y
SHA SHA SHA SHA SHA (PmILT -Hg-A13snpu]) $30PH POXI
SHA SHA SHA SHA SHA S[OAST UOTYISURIT,-0I]
SHA SHA SHA SHA SHA S[01310)
(10°0) (10°0) (10°0) (10°0) (10°0)
%G10°0- «710°0- *xx 8600 ¢00°0 *xL10°0- pUSuﬁHOO*UE@@E%Q
(00°0) (00°0) (00°0) (00°0) (00°0)
k71070 +%600°0 +xxE10°0 ++CT10°0 200°0- “pu] [enjoIguo))
(10°0) (10°0) (10°0) (00°0) (10°0)
+xx930°0- *xx2G60°0" *xx860°0- +xx£80°0- k%2600~ uonIsuely, onseui(J
() §2) (¢) (2) (1)

so1RY JOART JUSWOSRURIN Ul SoSURY)) :d[qRLIRA Juapuado(]

SNOILVTHY HOdV'T AHLSNANI ANV INHINHOVNVIN DILSVNAJ :6 S19%L

36



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO

TRANSITIONS

"AToar3oedsal ‘s[ead] jueoied (T pu® G ‘T oY} e 90URIYIUSIS 9JOUSD 4 ‘44

Csxx SOSOUIULTRd UT PolIOdel oIe SIOIIS PIRpURIS ISNQOY "SO[(RLIRA JO UOIUYep oY)} 10] y xipuaddy o808 qwbpy fo aby pue 2040f34041 07

qwbpy ‘Aqoaforg Quowfiojdwisy 10301, ‘Wit fo 26 opnpoul s[oIjuo)) ‘edIopjIom [oued oY) woly painduiod se 9dI0R{IOM SIIJUD 8Y) JO S9jel

pode] a[qerrea juepuadop & se sesn ¢ uwnjo)) ‘sully snowAuods jo sjduresqns o) uo uoryedyroads suIEseq S} SIPRUISd J UWN[O)) "dSueyd

OHD 23 210j9( d2FeI1aAa] 98eroar 01 paredurod aSueys D) ) I9)je 9FeIand] aSeIoAR UOM)O( SOUSISPIP S} Se Pauyap 26142027 Ul \y 10§

S[OIJUOD ¢ UWN[O)) "WIIY dY) JO PIeoq ay) U0 OF-Xo 93 Jo doussaid oY} I0J S[OIJUOD g UWN[O)) dUWEU dWES ) dIRYS WLIY 9} pue OHD

JuequINOUl o) J1 T 09 [enbs 10j3edrpur Areulq e Aq porxold ore seouarejoid oljseud(] ‘semijod Ioqe[ UO seduaIvfeld O13seuip 10j Axoid e jo

10edwl o) SIOPISU0D A[1091Ip [ UWN[O)) ‘Sojel JoAe[ Ul So3URYD UO UOIJISURI) IIJSRUAD ® JO 1000 oY) JO suoIssaIdal §JO sitodal s[qe) oy,

C99TT
€6¢°0

SHA

SHA
SHA

(10°0)

**ﬂﬁoou

L0€¢
9¢€’0

SHA
SHA
SHA

(10°0)

1¥vel €680T €CCll
1,620 9¢¢’0 gec'o
SHA SHA SHA
SHA SHA SHA
SHA SHA SHA
(10°0)
x600°0
(00°0)
***mﬁc.ﬁvu
(00°0) (00°0)
(00°0)
xxx710°0-

N
porenbs-yg

(e -Hg-£19snpuy) s100hH PoxI
S[OAT UOIYNSURIT,-9IJ
S[0I3UO0))

odrIoAdT Ul Y/
pIeogq uQ Ioyjeq

UOT}ISURI], O13SeUL(]

SOOUDIOJRIJ O13SeUA(]

()

duy v

(%)

snowAuodriy

(€) (2) (1)

JuowRSRURIN [V

soyey] goder :v[qerrep juapuada(]

SMOHHD SSHN.LSNAOY 0T °19&L

37



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO
TRANSITIONS

Figure 1: Differences in Differences

Layoffs (All) By Transition Type

Wage Changes (All) By Transition Type
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Figure 2: Timeline of CEO Succession

(u, Aa) Revealed

Choose CEO Successor

(AB) Revealed

T=1

CEO: Dynastic (B;)
Choose (w4)

Workers A: Size (1)
Wage (wa)

Workers B: Size (.)
Wage (.)

T=2

Dynastic (By = {B1,0})
Choose (La,wp)

Size (1 — Lj)
Wage (wa)

Size (1)
Wage (wp)

39

t

T=3

Dynastic (B3 = {Bj,0})
Choose (Lg)

Size (.)
Wage (.)

Size (1 — Lp)
Wage (wp)



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO
TRANSITIONS

10. Appendix C: A dynamic model of labor force management in the presence of
dynastic private benefits
The theoretical model presented in this article is to be solved by backward induction.

3" Period Conditional on oberving the productivity shock Ag, the CEO can only choose

lay-offs Lp so as to maximize profits:

InaxLB Hg(BQ,LB) = )\B(l—LB) —wB(l—LB)+BQ(1—LB)
s.t. Ly > 0 (15)
Lp < 1

2"d Period In the second period, the bargaining with the second generation of workers takes

place:

max Q —wp+IE(myy)
s.t. w3+5[(1 —E(LB))U)B—}-E(LB)Q
= w3+5[(1—E(LB))wB+E(LB)g

>w (16)

—w = fo(wp, Bz, u, w) >0

From this last expression it is clear that firms have a strict incentive to reduce wages wp.
This is because wages wp are sticky so that increasing wages today reduces today’s as well as
tomorrow’s profits. Employees’ incentives in wage bargaining are ambiguous on the other hand.
This is because higher wages today and tomorrow also mean higher layoff rates tomorrow. To

see this, let us compute the formula for the expected layoff rate in period 3 as seen from period

2{T8]

0 if wg < By
E(Lp) = quwp(Bzu,w)—By if By <wp<1+ By (17)
1 ifwp >1+ By

The two polar cases allow us to compute levels of Bs at which layoffs, or the absence thereof,

are certain events:

wpRB (B2max) = Bomax = (1 + 5)wB (BQmax) w
wB(BQmin) = 14 Bomin & wB(B2min) = w — 5@
= BZmin = w—1- 5@

18We assume here that wp has support on [0, ).
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By condition (1b), Bapr, is strictly negative, so one can redefine E(Lp) as:

0 if By > %
E(Lp) = ' o (19)

wp(B2,u,w) — By if By < 175
In order to establish that the participation constraint of employees is binding in the interval
where the probability of layoffs depends on wages, one then needs to establish that fo(wpg) =0
has a strictly positive solution and pin down the minimum solution wj for this equation. This

is why we develop fa(wp) as follows:

fo(wp,u,Ba) = —6(wp)® +wp(l+ 6+ 0By + 6u) — 6Bou — w (20)
This second-order polynomial admits one global maximum in wg = %. Therefore,

f2 = 0 has a solution if and only if:
f2 (1+5+g632+52) > 0 (21)

which is guaranteed in the interval By € [0, Bamaz| as soon as condition (1b) is fulfilled. It

is then easy to obtain the optimal wage level for generation B:

1 B /(1 B 2 _46w—452B .
+3+6Ba+ou—1/( +6+2<; 20w’ ~40w—48Bou ¢ p o =

w . w
1+ if By > 155

From this, one can look at the effects of private benefits By on wages wp:

1 14+04+6Bo—du . w
L.11= ] if By < =
- 2 V/(146+0Ba+6u)®—46w—462 Bu 2=1+5
w
9B, (23)
0 if By > %
Condition (1a) then again guarantees that %UT’; <0.

Proposition: Following an outside CEO transition, wages of the new generation of workers

are higher than if the founding family stays in place after period 1 (Proposition 3 in the text).

In the second period the new CEO can also decide on layoffs of the generation A workers.
The problem at the beginning of period 2 is very similar to the one faced at the beginning of
period 3 when it comes to layoffs. Again we can divide the problem into two regions for A4 and

qualitatively similar conclusions apply. We can thus formulate our next proposition:
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Proposition: There are fewer layoffs of both first- and second-generation workers following a

family CEO transition (Proposition 1 in the text).

Between the 1°¢ and 2"¢ Period After observing A4, one can show that the initial owners

will choose to keep the firm if:

H;+3(Bl)_F > H;+3(0)
(24)
Aa

Y

Aa

This then leads to the following proposition:

Proposition: Family successions are more likely to happen following a good productivity shock

AA

1.

(Proposition 4 in the text).

For some values of B, this happens with a probability equal to 0 or 1. Five cases may arise:

For any level of A, and even with full layoffs, it is profitable for owners to keep the firm.
This happens if By > B"** such that:

I, 5(B{"*) — F = T15,5(0)

For any level of A\, and even with full employment, it is profitable for owners to sell the
firm. This happens if By < B*" such that:

I3,3(B"™) + B — F = 113 4(0)

. The condition II5_ 3(B1) — F' = II5_ 3(0) defines a minimum level of minimum productivity

for a dynastic succession that is below 0, so that all successions are then family successions.
This happens when B; > B{"ax/ such that:

wa(B") = B — |3 5(B{") = IT35(0) — F| =0

The condition II5_ 3(B1) — F' = II5_ 3(0) defines a minimum level of minimum productivity
for a dynastic succession that is above 1, so that all successions are then outside successions.
This happens when B; < B{"m/ such that:

wa(BP ™) = By — [T (B™) — T3 5(0) - F| =1

. In all other cases, that is when max[BJ"", B{”m,] < B < min[B"**, B{”“x/], family succes-

sions occur whenever:
Aa > wa(Br) = By — I3, 3(B1) — IT55(0) — F]

42



CEO IDENTITY AND LABOR CONTRACTS: THEORY AND EVIDENCE FROM CEO
TRANSITIONS

Using the same logic as for the computation of the thresholds for By implied in the computation

of layoff probabilities, one can check that conditions (1a), (1b) and (1c) guarantee that:

B{m’n’ < B{mn
(25)
B >

w mazx
m > B 1

This allows to define an ex-ante probability of a dynastic transitior@ p(B1,w4a) , such that:

0 if By < Byin
p(Br,wa) = 1—wa(B1)+ (I3 5(B1)+ By —1I5,4(0) — F| if B"" < B; < B{"™®
1 it By > B"**
\
(26)
15t Period In the first period, the maximization problem is the following:
maxXy, , Oyo3(wa) = Q—wgy

+ 6 |p(B1)113, 55,5, + (1 —p(Bl))H§+3,BQ:o] (27)

s.t. fl(wA) = wA—F(S[(l—E(LA))wA—I—E(LA)g] >w

Firms again have a strict incentive to reduce wages w4 in this model. As before, employees’
incentives in wage bargaining are ambiguous. One difference with respect to the generation of
workers arriving in period 2 is that workers arriving in period 1 also have to form expectations,
about the risk of changing from a dynastic to a non-dynastic CEQ, in the bargaining process.

One can then distinguish three different situations:

1. The dynastic succession takes place with probability 0 because By < B™". This case is
exactly parallel to what happens with the second generation. Then layoffs take place if and
only if A is smaller than w4(B), which happens with probability wa(Bi).

2. The dynastic succession takes place with probability 1 because By > B"**. This case is

exactly parallel to what happens with the second generation. Then layoffs take place if A
or for none of the values of A (probability 0) if By > 155.

is smaller than w4(B;1) — By and By < which happens with probability w4(B;) — B,

3. The dynastic succession takes place with probability 1—wa(By)+[II5, 5(B1) + By — 5, 5(0) — F]

because B’f”” < B; < BT, In this interval, it can be easily shown that in the probability
states with an outside succession, the outsider in charge has an incentive to lay off the entire

workforce, while in the probability states with a dynastic succession, the insider in charge

19Conditional on the absence of a family shock.
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has an incentive to keep everyone working. Then, from the workers’ point of view, layoffs
take place if A is smaller than wa(Bi) — [II5, 4(B1) 4+ By — 113, 5(0) — F], which happens
with probability w(By) — [IT},5(B1) + By — II5, 5(0) — F|.

One can now redefine E(Ly4) as:

wa(B1) if By < By"
wa(By) — [II5,5(B1) + B1 — 5, 5(0) — F] ... if B"" < By < Bj"*®
E(La) = §..=wa(B1)— B —g(B) (28)
wa(By) — By if B*** < By < 155
0 if %5 < B

\

This in turn allows us to pin down the optimal wage setting in period 1, and the proof is very
similar to what has been shown for the optimal wage setting in period 2. One can distinguish

four situations:

1. Assume B < B™". Then the optimal wage w*(B1) would be such that:
—5(wg)® +wp(1+6+du) —w = 0

Condition (1b) then guarantees the existence of a solution, equal to:

. 1+5+6g—\/(1+6+5u)2—46w
wa(By) = 25

2. Assume B < By < B Then the optimal wage w* (B;) would be such that:
—6 (wp)® + wp(1+0+8[B1+g(B1)] +6u) =5 [Bi+g(B)lu—w = 0

Condition (1b) then guarantees the existence of a solution, equal to:

: (B 1+86+8[B1+g(B1)| + du— \/(1 + 8+ 8[B1 + g(B1)] + 0u)?® — 40w — 462 [By + g(B1)] u
W 5 1) =
20

3. Assume B{"** < By < y05. Then the optimal wage w’(B1) would be such that:
~6 (wp)® +wp(1+ 30+ 0By +6u) —6Biu—w = 0

Condition (1b) then guarantees the existence of a solution, equal to:

1+ 8+ 6By +6u— /(143 + 6B, +6u)® — 46w — 4°Biu
walB) = 2

4. Assume 775 < Bj. Then the optimal wage w’(B1) would be equal to 155, as then the
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wage does not affect layoff and/or succession probabilities anymore, so the optimal period
wage is such that the discounted sum of wages is equal to the workers’ bargaining position

w.

Summing up, wages set in period 1 are as follows:

1+0+6u—r/ (1+6+6u)2—48 . ;
+0+ou (2; +ou) w if By < B{nm
— 2_ _ 482 . .
(B L+ 6+3(B1 9Bl u—y (0 HIBL g (Bl How’ - Mw— 02 Bitg(Bule ¢ pmin < ) < prav
A 1 = _ 7 —
14+6+3B1+0u \/(1+645§B1+5g) 46w—462B1u if Brer < By < %
w w
3 if 155 < B
(29)

This function is continuous in B; and one can easily check that it is decreasing in B as long
as condition (1a) is fulfilled. This leads to:

Proposition: Wages set before the occurrence of a CEO transition decrease with the likeli-

hood of a dynastic transition (Proposition 2 in text).

Heterogeneous effects Now, we can come back to the analysis of the likelihood of a dynastic

transition ex-ante:

0 if B; < Bin
p(Bi,wa) = 1—wa(B1)+[Bi+g(B)] if BP" < B, < Bpes (30)
1 if B, > Bpae

\

From the equation defining Bf" one can easily prove that:

O[IT}, 5 (B'™) 113, 5(0)]

8@ 1 + d[H2+3(B_1 )]
oB™

From the equation defining B{"**, one can easily prove that:

O[3, 5 (B) 115, 5(0)]

dBy o
= - — <0 32
ow o3 5 (B7"*")] (32)
BT

In the interval [B" B%%] an increase in w has two opposing effects on the probability of
family transition p(B1,w4). On the one hand, this tends to increase the wage given to employees,

which makes it more costly for owners to leave the firm to the family. On the other hand,
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this increases the comparative advantage of family CEOs in obtaining lower wages with future
generations of workers. In fact, one can show that for high enough values of By, the latter effect
dominates the former. More generally, the former (negative) effect is tied to a single generation
of workers, while the latter (positive) effect comes from employment relationships with all future
generations. Note that in the N period model one can show that these conclusions hold for all
values of By. Therefore, if initial owners factor in enough future periods in their decision to keep
or sell, then an increase in w always increases the probability of a family transition. Hence, we

have the following proposition:

Proposition: Family successions are more likely to happen as the smoothness of labor markets
decreases or the “toughness” of labor relations increases. The corollary is that the correlation
between family successions and productivity shocks is lower as the smoothness of labor markets

decreases or the “toughness” of labor relations increases. (Proposition 5 in the text).

To look at the impact of labor market conditions on the differential between dynastic and

2
non-dynastic firms in terms of layoffs, we need to assess the sign of the cross-derivative aagésf))

F_U} To assess the former, we need to compute the derivative of wp w.r.t. w:

1 : w
if By < ==
oo /(110352 +0u)? 40w 462 Bou 2 =145
w
o = (33)
1 : w
™ it By > 133
From this, we compute that:
_ 6(14+6+6Ba—du) if By < &
i V/(1+0+0 By +0u)? —46w—402 Byw.[(148+6 By +6u)? —A6w—45 Byul 2= 145
9’E(Lp) _
0B20w (34)
: w
0 lf BQ > 1+
0%E(LR) . . . . c e s
So = Brow 1S always inferior or equal to zero. Since firms that are initially run by families

have a positive private benefit as opposed to non-dynastic firms, this leads to the following

propositions:
Proposition: There are relatively fewer layoffs following a dynastic CEO transition in indus-

tries where labor markets are frictional. (Proposition 6 in the text).

Proposition: There are relatively fewer layoffs following a dynastic CEO transition in indus-

tries where workers are tougher (Proposition 7 in the text).

E(Lp) 9°E(La) and 9*B(LA)
Bodu ’ 0B10w OB10au *

2
29The obtained results hold when we consider instead 86
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