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1 INTRODUCTION

In an organizational change things are organized in a way
that differs from the organization’s previous practices.
”Change means things being different than before” [1].
According to French and Bell, (1999) the need for change can
come from many directions, from within or outside the
organization (see also [2], [3]). Outside factors include e.g.
authorities, Labor Market or competitors, whereas internal
factors may include the production of new services or
products, a new strategic direction or a continually
differentiating workforce. Change is needed, when the
operational and working methods no longer correspond to the
requirements inside the organization or in relation to the
surrounding environment and competitors. How organizations
manage to react to these changes in their surroundings
determines how well they survive the challenges of the
coming years. In most organizations adjusting to changes in
the surroundings and actively exploiting and forecasting them
requires wide-reaching and profound internal changes. Well-
managed continuous development becomes one of the most
central conditions for the survival of an organization.

An organization’s relationship to its operating
environment is in a state of constant change, and its
functionality and development are dependent on many factors.
Based on systems thinking, Lawrence and Lorsch (1967)
assumed already in the 1960’s that the actions of the members
of an organization are as much affected by the official
organization as by the unwritten rules and rewards controlling
its behavior [4], [5]. According to contingency theory, the
effective functioning of an organization is dependent on the
compatibility of its structures and functions with its tasks,
environment and members [6]. When the operational
environments of organizations change, so do the work itself
and the ways to organize the work, and it is then often
necessary to think whether forms of payment should change.
The change in forms of payment has usually been depicted as
a change from administrational pay systems towards strategic
payment [7] - [10].

In this paper organizational change processes are examined
in which the grounds for pay determination change. Special
attention is paid to the change management relating to the
development and implementation of pay systems. The object
of the change is the pay system, which is based on the
collective agreement and the conditions agreed upon by the
social partners in the labor market. In addition the change
process is evaluated through the experiences of those who took
part in its development and factors that are felt to be critical to
the change are underlined. In this paper focus is laid especially
on the following questions: what success factors promoted or
hindered the success of change in the target organizations and

how could the change process relating to pay systems be
improved, i.e. what could have been done differently.

2 THEORETICAL BACKROUND

2.1 Success factors enabling change

We can consider change through the factors making
successful change possible. The most important thing in
defining change is not to place the different phases of the
change on certain levels, but rather to define those factors that
are more crucial than others when we strive for successful
change. Stage models of development are in practice always
based on some critical success factors and models of critical
success factors are presented in a way that corresponds to a
stage model (see e.g. [11], [12]). In the literature on change
management the focus has been on defining factors enabling
change and on offering methods for attaining them [13].
According to Carnall (1990), change management shows that
continuous learning about business and organizations is an
absolutely crucial part of making changes permanent. Making
the changes permanent in a way that does not encourage
learning may lead to frustration and negative attitudes towards
the changes and attempts to change. Carnall (1990) suggests
five factors as central in change management: setting the
values, supporting in problem situations, planning the system
to support the activities, focusing on administration and
developing people’s skills [14]. Cummings and Worley (1993)
for their part claim that all important practical instructions and
guidelines for change management can be divided into five
classes: motivating for change, creating a vision, building up
political support, administrating the change and making the
change happen. In conclusion it can be said that it is very
difficult to pick out and name the most important differences
between the different models when we consider practicality
and usability in a’real life context”.

When considering change and change management it must
also be taken into account that changes are often carried out as
projects. In this paper a project is defined as a one-time event
with temporal limits, goals, a budget and an organization
founded for the project (e.g. [15] - [18]). The critical factors of
an internal project and hence the skills required from the project
manager differ somewhat from those of traditional, external
project activities. Although traditional project leadership and its
methods are needed in development projects, there are many
factors related to them that require special skills and new inputs,
such as resource, cost and risk management [19]. Failures in
organizational change have often been attributed to human
factors rather than problems with techniques (see more [20] -
[22]. In the study this paper reports on nine possible critical
factors in change management have been chosen based on
amongst other sources the literature presented: planning, goals,
participation, support of the management, management,
informing and training, culture and cooperation, follow-up and
feedback. Taking or failing to take these factors into account
will be examined in the empirical part of the study.
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2.2 Bases of pay and types of payment

According to work contract laws a pay is one of the
identifying aspects of a contractual relationship. When the
work performed is measured and evaluated as contributions,
the pay is determined based on how much time and what kinds
of knowledge and skills the employee hands over for the use
of the employer. Pay is then a replacement for the work done.
The work performed can also be measured and evaluated
according to how well and efficiently the employee uses and
exploits her knowledge and skills. The work performed can
also be defined by evaluating the results of the work. Thus the
pay may be based on 1) the contribution the employee makes
in her work; 2) the method in which the employee uses these
contributions in her work; or 3) the achievements of the
employee.

The job and its demands, the qualities and performance of
the person and the results can be used as bases for pay. When
the pay is determined by the job, the person or group and by
the results, there are three bases for pay, while there are
numerous pay systems. Pay systems consist of these bases for
pay and pay methods and instructions supplementing them.
This paper is focusing only on job and personal based pay. In
the job specific pay component the job is evaluated without
paying attention to the person performing the task. The job
evaluation system is a total package including, evaluation
method, instructions supplementing the method, training for
the staff and the actual evaluation work in the organization.
The individual or group pay component reacts to an individual
person or group performance. Personal performance consists
of the skills, knowledge, experience and behaviors’ that an
individual needs to perform a job effectively. To conclude in
based pay components attention is paid to accomplishment,
outputs and results. (see e.g. [23] - [25].)

3 RESEARCH APPROACH

The study this paper reports on was a qualitative case
study of three cases, focusing on the change management of
pay systems reforms in industrial organizations. The object of
my study was the development of pay systems for official
employees in three Finnish chemical industry organizations.
The study this paper reports on was limited to cover the
development processes of pay systems for just official
employees. The study material for this paper consists of
thematic interviews and documents of the target
organizations. The study material was from The European
Social Fund project “Towards Equal Wages Through Pay
Systems Reform” that was done by the BIT Research Centre
of the Helsinki University of Technology and funded mainly
by the Ministry of Social Affairs and Health. The material was
collected between April and November 2003. The primary
data in this paper consists of 69 interviews, 34 managers
interviews and 35 official employees interviews were
conducted (Table 1).

TABLE 1 STUDY PARTICIPANTS BY

ORGANISATION
Official employees Managers
Male | Female Male Female
Case A 3 7 11 2
Case B 1 15 6 5
Case C 3 6 9 1
Total 7 28 26 8

The interview material from three target organizations was
combined and by analyzing this material a picture was formed

of the development process of pay systems. Documents
produced by the organizations were used as background
information for depicting the research object. The critical
factors selected from the field of change management have
stayed in the background while collecting the study material,
planning the interview structures and analyzing the interview
material.

The material was analyzed in a so-called material-based
manner [26]. The analysis was conducted not only by
answering the study questions, but also by starting off with the
material itself and trying to find circumstances relevant to the
phenomenon studied. The starting point for analyzing the
study material corresponded to the starting points of the so-
called realistic reading style [27]. All the interviews conducted
for this study were transcribed. After the transcription the
reading and coding phase of the material followed.
Classifying the material was in the first place directed by the
order of the thematic areas of the interview structure. When
the classification into coded classes according to themes was
complete, each coded class was handled separately
interpreting the contents of comments and at the same time
classifying them inside the different coded classes. The
connections between the codes started to look clearer and
clearer as the analysis progressed. During the analysis the
number of the coded classes also increased to sixteen from the
original nine critical factors.

4 FINDINGS

4.1 The starting point in the organizations

Pay systems reforms began in the target organizations in
the 1990’s. The targets of the development for the part of job
evaluation had been agreed upon in the collective agreement,
and for the part of personal performance models and ideas had
been presented on how the issue should be taken into account
in the pay systems of the organizations. Motivation and
flexibility and as well as fairness and objectivity had been set
as goals for the pay systems based on job evaluation and
personal performance in the target organizations. The
development work was in all organizations organized as a
project, where a representative of the human resources
administration acted as its leader. The staff was represented in
the development project group by union representatives.
There were management level steering groups overseeing the
activities and results of the project groups. The time the
development work had been going on in the organizations
varied between 6 - 10 years, already partly including
redevelopment work and small interventions as time passed
and the requirements of the organization changed. As pay is a
part of human resources management and active leadership,
its development should indeed continue as a process, but there
were differences in how far the implementation of the new pay
system had advanced in the organizations. In the early phases
of the development work the personal pay component was
taken into account in all organizations and the need for
developing it was recognized, since the first personal
performance based pay system constructed was not actively
used in the organizations.

With the second wave of development work in organizations
after the official labor unions joined together in year 2001, a
simplified model was reached in the development of a personal
performance based pay system, a model that is currently in the
implementation phase or has been in use for the last years in the
organizations. How the staff was included in the development
project in the organizations varied, from them being mainly
involved in creating the task descriptions to only taking part
through a representative. The development projects had not



made plans on how to share information or train staff, but
instead people were informed at the start of the development
work and then in the implementation phase the results were
made known. Regarding training, both in the development and
implementation phases the labor market organizations and their
representatives played a large role, as the staff training organized
by the organization was mainly focused on the implementation
phase, when the evaluation system was checked up together with
the managers and official employees. Information about the
target of the development, job evaluation and performance
appraisal, piled up on those actively involved in the development
activities. Lacks in change management became evident during
the process of developing the pay system, when combining the
pay system and further developing the two pay components
started. The lack of planning was evidenced by delays in
development work and in overlapping inputs, when pay
components were developed separate from each other or when
pay systems were developed inside the organization as separate
development projects. The time limit when the new pay system
should be in use and the organizational budget for change effects
act as guidelines for finishing the development projects.

4.2 Staff assessments of the development project

Considering the target organizations the implementation
happened quickly and with little training, which caused
resistance both among managers and employees. The staff of
the organization was suspicious about whether the evaluation
practices developed in the development phase would treat
different individuals and different units impartially fairly and
equally. The change process of the pay system was received
rather negatively, which surprised the developers. When the
expectations of the staff were not met and negative feelings and
lack of information piled up, the pay system development
project affected the entire organization more than had been
imagined. The lack of common agreement on, what the goals of
the changes was further increased resistance to change.
Managers felt that the change increased their workload, because
in the evaluation based pay system the manager has an
important role as an evaluator. For the official employees the
pay system meant expectations of a better wage and uncertainty
about what the change would mean in practice. It was unclear
to them what components would form their pay after the reform
and what kind of effect the managers would have on the pay of
their subordinate employees.

4.3 Planning and support of the management

No shared view on successful or unsuccessful solutions
could be formed based on the experiences of those who took
part in the development activities of the target organizations,
but instead the experiences were very different depending on
the point of view the execution of the development was
evaluated from. A representative of the organization looked at
a development project from a different view point than a labor
union representative. Looking at the assessments as a whole it
seems that the labor union representatives representing the
employees assessed the execution of the development project
more critically than representatives of the organization. This
seems obvious, as part of the role of a union representative has
traditionally included the demand for criticality when looking
after the interests of the employees.

The pay system development projects in the target
organizations were launched by a management decision and as
the steering group of the development project the management
also set the boundaries and conditions for development work.
The decision to implement a change was made due to the
influence of an outside actor. A representative of the

management, in the study material a representative of human
resources management, acted as the leader of the development
project group and he was assessed to have more independent
decisive power than, what later on turned out to be the case.
Suggestions for development, structural and practical
changes, were presented to and accepted by the steering group
of the development project, and ultimately by the top
management of the organization. Thus, suggestions for
development were not always accepted or their practical
implementation could differ from the suggestion. Indeed,
those who took part in the development activities noted that
they were unable to get the management of the organization to
visibly commit to the development project. When the object of
development is directly related to pay, representation must be
taken into account, and even in the development work were
existed a visible employer — employee division, where the role
of the management according to the interviewees was to
follow the collective agreements and other norms, especially
with regard to developing the task specific pay component.

Based on the assessments of the developers, agreeing on
the development project between the organizational
management and the development group formed a critical
stage, when it came to the success of the development.
Apparently, as the development projects of the organizations
were being launched, the work done in the agreeing phase was
not accurate enough. According to the development group
participants and those who took part in the development work,
the status of the development project remained largely
undefined. According to the interviewees, the relationship of
the pay system development project to the strategy of the
organization was also left open, as were the boundaries within
which the development group could develop the pay system.
There were collisions against these boundaries during the
development project. In the beginning there was not a clear
enough agreement on the costs of the development project and
how to cover them. There was at first no common view on the
goals of the development project.

The representatives of the organization noted that they
were unable to get all of the staff to commit to the
development project. This was partly related to the fact that
the official employees of the operative organization could not
directly take part in agreeing about the development project.
The resistance was also partly due to lack of knowledge about
the target of the development and the changes in practices the
change would bring about. A change affecting the practices
related to a pay system should take into account the other
activities and structures of the organization. In one target
organization the operational process of the organization had
been taken into account when implementing the new
evaluation system, so that both the closest manager of the
production process and an administrative manager evaluated
the employee’s personal performance. Those who took part in
the development noted in the interviews that there should have
been more discussion about the values guiding the activities at
the start of the development project. They also thought that the
official employees affected by the pay system might have
wanted more discussion about the principles, factors,
indicators and practices, on which their pay would after the
reform be based.

5 CONCLUSIONS

5.1 Critical success factors for implementing pay systems
The intention of this paper was to clarify issues of change
management in the target organizations’” and to present based
on the study material such critical factors that could be used
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also more generally to support management in implementing
changes related to pay systems. Interviewees often mentioned
several issues, which belonged into either same or different
critical factor categories. The portion of mentioned critical
factors (i.e. how many times those factors appear on the study
material) is presented in figure 1.

FIGURE 1 THE FACTORS THAT WERE MOST
OFTEN MENTIONED IN THE STUDY MATERIAL
BY CODING CLASS.

Informing

Participation

Goals

Management

Planning

Management Support
Follow-up

Co-operation
Supporting environment
Training

Motivation
Organisational culture
Change resistance

Need for change
Development (project) group

Organisational structure

0 100 200 300 400 500
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Based on this study, for the practices applied to
development to better meet the challenges posed by pay
system development, factors can be named critical success
factors in the pay system reforms. The position has been
formed that the recognized success factors of development
projects have a positive effect on successfully developing and
implementing a pay system.

5.2 Committing to the organization

Based on the results of this study, committing to the pay
system development is affected by the goals and issues of
management. The aims were an important critical factor in
change management in the pay system development projects
in the study material. One explanation for this find is likely to
be that the goals of the development were unknown, unclear
or difficult to understand both for the development group and
amongst the staff. Success in setting the goals is still
considered one of the cornerstones of the successful handling
of a project, and especially in development project goals that
are unclear and hard to realize make following the project and
measuring the results difficult [28].

The issues of management as a critical success factor can
in this study material be divided into two main categories:
problems with the management’s commitment and problems
with management styles. The latter is a far smaller and more
varied group than the former, including e.g. lacks in
management skills and problems with different leadership
styles. Related to management support the lack of
commitment by the middle management and lack of support
from the top management has often been mentioned.
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Management commitment has been classified in this category
and not in motivation and commitment problems, because it
has effects different from those of the commitment of the
other staff. The resources needed the prioritization of
development measures and in the end the whole credibility of
the development project in the eyes of the rest of the staff
depend to a large extent on the management’s commitment.
Problems related to management surfaced in this study as one
of the most important problem groups, even though some of
those who took part in the study themselves represented the
management. A result similar to that of this study was reached
in the study by Salminen (2000), where in a questionnaire
aimed at people responsible for development issues in Finnish
companies management problems were mentioned as one of
the most important problem groups in development projects.

5.3 Planning the development

Based on the results of the study this paper reports on, the
planning and follow-up were the success factors affecting the
change management. Planning was one of the most important
critical factors of change management in pay system
development projects. Planning or rather the lack of it caused
problems in all three target organizations. In the interviews
planning was mentioned through for example the following
issues”modeling the classification work for job evaluation
beforehand” and”planning and following up on the progress”.
Lacks in planning were reflected as other problems in the pay
system development projects, such as gaps in information
sharing, diversity in development project work and inclusion
arousing suspicions. The fact that the planning of development
activities surfaced as an important problem factor is somewhat
surprising, and the surprising thing about it is the lack of
planning in the pay system development projects of the target
organizations of the study. According to Salminen’s (2000)
study project guidance is one of the three most important
success factors in development projects. In addition to direct
effects, planning and following up activities have indirect
effects on success through motivation, for well organized
development activities are credible and therefore also
motivating [29].

When the follow-up was based on a project plan that was
deficient or lacking for the development projects of the target
organizations, it was not surprising that follow-up emerged as
an important critical factor in development projects. In the
interviews follow-up was mostly mentioned in relation to
planning and organizing in the first phases of the development
project, where some felt there had been major lacks. Follow-
up does not only mean looking back, but also planning the
advancement of the project based on the current situation [30].
The most important instruments of follow-up are regular
meetings, which can be combined with the planning and
development meetings of the development group, where the
progress of the project and possible problems are handled. In
the study material, according to the interviews the meeting
work was conversational by nature and promoted
development work, and indeed the work seemed to progress
specially in the meetings. However, for the meeting practices,
some hoped for agreement on common modes of operation,
receiving instructions on them and committing to them by all
parties participating in the development work.

5.4 Practicality in development
Based on the results of the study, the following success
factors of development affected the realization of practicality
in development: participation, management support and
informing. In development group work the forming of the



groups creates an important foundation for the working
process. Representational participation was applied in the
target organizations of the study. The development groups
consisted of a few representatives of the organization and
labor wunion representatives representing the official
employees. Based on the results of the study, the constitution
of the groups was considered unsuccessful. It was also
mentioned as a suggestion for improvement in the interviews
that each member of the development group should be able to
affect the course of the work being done. The possibility of
participation does not always mean that everyone would want
to be included. According to the study material, if the
development project group would include members from all
the units of the organization, that would already ensure
information sharing in the organization and possibly generate
new links across traditional organizational boundaries, which
in the best case would survive even after the development
project.

Support from the management has often been considered
one of the basic prerequisites for development activities, and
indeed it was one of the most important problem groups in this
study as well. Management support or commitment was
briefly mentioned in many interviews. In the interviews, the
activities of the management were mentioned in such issues
as”’the example of the management”, “inclusion of the
management of the organization” and”’the management’s
interest in development”. Management commitment was often
a prerequisite for adequate prioritization and resources.
Commitment helped in defeating resistance to change and the
lack there of on the other hand decreased the willingness of
the staff to participate. However, the staff did not support all
development schemes supported by the management.
According to Salminen (2000), management support could be
considered a sort of "hygiene factor” for development projects,
i.e. a factor necessary, but not adequate by itself, for success.

Informing was the most critical factor in pay system
development projects. In this study examples of informing and
information sharing include openness, lack of informing and
timeliness. Problems with informing are not surprising as
such, for almost all development projects will meet with
problems belonging to this group continuously, and there
never seems to be enough information available. It is also
possible that what to the management seems like resistance to
change is to the staff a problem with communication. Dividing
the operational responsibility amongst all levels of the
organization also promotes commitment to the decisions made
[31]. Apparently there did not exist agreed, shared modes of
operation for all situations, which led to existing good
instruments and channels not being exploited as much as
could have been done. For the development project the
purpose of informing and information sharing is to relay
information and offer a channel for communication so that the
aims of the development project can be reached as efficiently
as possible. Because many new things are done in a short
period of time in a development project, the staff needs
information about the project and its progress in different
phases of development. In this study problems in informing,
or the lack there of, were partially explainable through the
planning of the development project, where a plan for
informing was lacking.

As a summary it can be said that many factors important to
the success of a change surfaced from the change processes of
the target organizations. The issues were experienced to be the
aims, management, planning, follow-up, participation,
management support and informing received most attention
and they were felt to be more important than other critical

factors. It is difficult to prove the relevance of any single factor
for the development project, because the end result of the
change is the sum of many different factors put together [32].
The study results this paper reports on are similar to studies
where change management in development projects has been
studied [33] - [35]. Therefore the critical factors of change
management that emerged in the study can be assumed to exist
in the context of organizations also in other development work
related to pay systems that are project-like by nature.

6 DISCUSSION

6.1 Learning from change processes

In the study this paper reports on evaluating the change
projects of organizations has shown how challenging change
management can be. One explanation for the continuously
challenging nature of controlling a change process can
according to studies be the fact that the changes being carried
out in the organizations are more wide-reaching and important
than before (see e.g. [36] - [41]). A pay system should
correspond to the needs of a changing organization. This
requires some sort of internalized model of continuous
development for the organization. Commitment, being
motivated to work and taking responsibility of organization
based development by those partaking in the pay system
development work emerge as crucial factors for project-like
development work and especially for continuous
development. The role of the management as guiding the
development activities, which was apparent also in this study,
is important for the sake of continuity. The management must
show their support and focus enough resources to
development work important for the future and current
activities of the organization. If there is a hope that a
development project would promote not only its object of
development, but also the development of the entire
organization, the project should also be taken advantage of
from a learning perspective. As can be concluded from the
results of this study, project group work is a possible forum for
the creation of organizational learning processes. It is possible
that controlling internal development projects would be easier,
if they could be seen more clearly also as learning processes.
In other words it would be accepted already when launching
new projects that there are no “shortcuts” to success. A
profound change will in any case advance only by being
worked on for a long period of time and through the learning
that will happen in this process. Change will not become
change before it has taken place in the minds of all or at least
most of the people working in the organization.
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1 INTRODUCTION

The pay systems based on evaluation are very popular
in Finland, where the old pay systems will be and are
being substituted by new evaluation based systems in all
working life sectors — also in the government sector [1].
Pay systems based on evaluation have very different
reward assumptions, pay structures and implementation
processes compared to the old pay systems. The old pay
systems were mainly based on job tenure, seniority and
job titles when the new pay systems reward for skills,
performance and the task requirements. [2], [3]. The role
of the supervisor has also changed dramatically, because
supervisor has the key role in determining especially
performance based pay of an employee. These changes
increase the need to understand the factors connected to
perceived procedural justice and also to consider the
traditional assumptions behind performance appraisal.
Performance appraisal is threatened by many personal
biases and interpersonal conflicts which make the
appraisal’s objectivity and neutrality challenged.[4.]
Thus the success of the new pay systems lies on the
accurate and functional evaluation systems but most of
all on the skills of the applying supervisors. The object
of this paper is to analyze employees’ fairness arguments
involving the performance appraisal interview and to
understand the meaning of justice rules in the
performance appraisal process.

2 ASSUMPTIONS AND REALITY BEHIND
APPRAISALS

Performance appraisal may be defined as a structured
formal interaction between a subordinate and supervisor
where subordinate’s work performance is evaluated. It
usually takes the form of a periodic interview (annual or
semi-annual). During the interview the work performance

of the subordinate is examined and discussed, with a
view to identifying weaknesses and strengths as well as
opportunities for improvement and skills development.
Organizations have their own criteria (e.g. profitability,
interactive skills) for desired performance and appraisals
are conducted with the help of specific appraisal blank-
forms and performance measure scales (e.g. 1-5 where 1
refers poor performance and 5 refers excellent
performance). Performance appraisal is linked to the
employees’ pay. e.g.[5], [6.] In the Finnish government
sector the maximum amount of performance based pay
can be even 50 % of the person’s base pay [1].

As the history of performance appraisal has shown,
there is great difference between assumptions of ideal
“scientific oriented”, objective performance appraisals
and how appraisals are actually been done [4]. The
former orientation refers performance appraisal as a tool
or an instrument, which fairness is dependent on the
accuracy of the assessment of the performance. This
means that appraisals are “tests” offering a valid and
accurate representation of how a person under appraisal
has actually been behaving. This perspective stresses the
importance of the valid and functional measures in
performance appraisal but leaves in the same time the
users and the objects of the system to a minor role (if
you have a good system and instructions, everybody can
use it!). This perspective lies on three assumptions
according to Folger and Cropanzano [4]; firstly, work
arrangements allow for a reliable and valid performance
assessment, secondly, raters can assess performance
accurately and thirdly, a rational, unitary criterion exists.
The reality is often very different. As previous research
has declared, supervisors don’t have enough
opportunities to observe their subordinates performance
and work or the output of the work is hard to observe
and measure [7]. Also people are sometimes cognitive
misers [e.g. 8], who use categories and other helpful
heuristics when assessing social events [9]. Even if the
cognitive processes are correct most of the time, errors
occur [4]. More over, even if the accurate criterion exists,
same criteria can be interpreted in many different ways



depending on the interpreter and his/her values and
standards. This doesn’t mean that the goal for accuracy
is trivial. Accuracy of the appraisal is important but
equally important is usually how appraisals are followed
through and the results are declared. This makes the
social side of the appraisals vivid. [4], [10.]

Folger and Cropanzano [4] suggest that instead of
only reaching for “the scientific truth” we should also
understand the impact of the procedures used and the
social context of the appraisals. This means that the
functionality of the appraisals is dependent on those
contradictory  needs,  political  elements  (e.g.
manipulation, impression management) and personal
biases and interpretations which exist in every
organization. Even though there exits contradictory
demands, there is also cooperation, trust and friendly
behavior. [4.] Individuals are concerned not only
assessment’s just outcome in other words distributive
justice e.g. [11], [12], but also the process through
which decisions are made, i.e. procedural justice e.g.
[13], [14], [15], [16], and how they have been treated in
this process, i.e. interactional/relational justice e.g. [17],
[18]. This suggests that the satisfaction with the
appraisal systems is naturally dependent on the
outcomes gained but also heavily on the applied
procedures [15], [19]. Thereby the perception of justice
is not an irrelevant phenomena to an organization
because it can have unexpected consequences. The
perception of injustice is suggested to have relationship
to many organizational and personal level outcomes like
positive relation to personnel turnover, negative
relationship with pay and job satisfaction, trust in
supervisors and organizational commitment [20], [21],
[22]. Thereby it is justified to say that organizational
justice might have an important influence on
organizations and their functioning.

3 APPRAISALS AND EXISTING JUSTICE
RESEARCH

Procedural justice researchers have proposed two
theoretical explanations for the psychological processes
underlying procedural justice effects. The first one is
instrumental control e.g. [13] and the second is
relational concerns e.g. [15]. Instrumental control
explanation emphases the short term perspective;
disputing parties want control over the conflict
resolution (made by third party) or decision process in
order to gain better (or guarantee sufficient) outcomes for
themselves. Control over process will assure that third
party will get sufficient information and that is
considered to make process and decision equitable.
Relational perspective takes more long term focus.
According to this perspective, people are interested in
decision-making procedures because they reflect
individuals’ own relationship or standing to the
authorities or institutions that employ the procedures.
Such procedures have important implications for

individuals’ self-worth and group standing. Procedures
reflecting a positive, full-status relationship are viewed
as fair because they manifest the basic process values in
the institution or organization and also individuals’ own
organizational standing and status. [23.]

There are many suggestions about attributes that make
procedures perceived as fair. In this study these
attributes are referred as ‘justice rules”. Some
researchers emphasize more instrumental value of the
procedures while others are focusing on the relational
side of the procedures. The study of “voice”[13] declares
that individuals are more willing to perceive the decision
or resolution process fair (and are contended with the
result) if they are allowed to present their own view.
Leventhal [14] expanded the attributes of the fair
procedures to six items. These items or rules can be
interpreted in performance appraisal context as
following; a) consistency (maintaining consistency in
performance standards over time and among employees),
b) bias-suppression (constraining self-interest by
discussing performance expectations and discrepancies),
¢) accuracy (training managers and employees to record
performance accurately throughout the period and use
this record to prepare and justify performance
evaluations), d) correctability (instructing managers to
listen to the employees opinions and change the
evaluation if appropriate), e) representativeness
(discussing concerns of the employee and manager
throughout each stage of the process), f) ethicality (using
procedures that are compatible with existing moral and
ethical standards).

Tyler [18] [15] suggest that relational dimensions like
individual’s standing (status) in the organization,
neutrality in decision making processes and trust in
authorities’ fair intentions are important determinants in
perception of fairness. Individual’s standing is thought
to be conveyed by interpersonal treatment during social
interaction. Rude treatment is a sign of lower
“inclusion” or status in a group (interest are unlikely to
be protected) and polite treatment refers to good status or
strong inclusion in a given group or situation. [18.]
Interactional or relational justice thus refers to quality of
the interpersonal treatment received by an individual (see
e.g [24], [17], [25]). Interactional justice is proposed to
have at least two components by itself. The first one is
interpersonal sensitivity which refers to politeness and
respectfulness of the procedures. The second subpart is
explanations or social accounts. People are more
willing to accept decisions that are properly explained or
justified. [17, [26.]

Summing up the above-mentioned instrumental and
relational perspectives of the justice literature, Folger
and Bies [27] have proposed seven rules that managers
should follow in order to promote fair procedures: 1.
consideration of employees’ point of view, 2. bias-
suppression, 3. consistency, 4. timely feedback about
decision outcomes, 5. supervisors’ truthfulness in



communications with employees, 6. polite and courtesy
treatment of employees, 7. sufficient justification for an
outcome decision [27].

The purpose of this paper is to improve the
understanding of the justice elements that are important
in the performance appraisal interview. The
organizational psychological literature and research of
justice relies heavily on the quantitative methodology
tradition, which give little emphasis on individuals own
perceptions and interpretation of the justice events and
justice rules [28], [29]. These rules of justice are
unquestionably very important but more research is
needed to answer why they are important and what are
the real actions or circumstances in performance appraisal
context that violates these rules and makes them salient.
Therefore, on one hand, this paper will be developing
new methodology for studying procedural justice, but
more significantly, the constructivist approach (see [30],
[31]) here will enable researchers to look at an
ontologically different angle on procedural justice, i.e.,
procedural justice as a subjective or collective experience
instead of an externally-determined phenomenon with a
single interpretation. According to this approach, this
study takes a qualitative research approach to the justice
construct stressing the subjectivity of the justice
experience and gives voice to the individuals and their
own explanations of the justice events and the contexts
they are facing.

4 RESEARCH QUESTIONS

The purpose is to increase the understanding of the
contents of the justice rules named in the literature, i.e.
what these justice rules mean in the context of
performance appraisal interviews. By focusing on
injustice expressions, the researchers supposed to get
access to the construct of justice. The research question
is double-barrelled and can be formulated as follows:

Which justice rules are salient in performance
appraisal interviews and why?

The question “why” refers to the content of the
injustice expressions and the question “which” refers to
their theoretical connections to the existing literature
(i.e. justice rules).

5 METHODS

This study is a part of the larger research project,
which studies evaluation based pay systems in three
work life sectors in Finland; government, private and
municipal. The data of this study was gathered in 2004
from one government sector organization, which
launched evaluation based pay system during the year
2003. However the organization had practiced procedures
involving this evaluation based pay system for four
years, although evaluations did not have influence on
pays during that time. The case organization can be
characterized as an expert organization and it employs
about 150 employees. For this case research, 27

employees were interviewed. Seven of them were
supervisors. Interviews were semistructured (see different
styles [32], [33]), focusing on the procedures and
experiences involving the annual appraisal interviews.
Themes of the interviews covered areas like the
development of the pay system, procedures and
processes involving the system and needed
improvements. The interviews lasted from 30 minutes to
one hour.

The method of the data analysis can be characterized
as a mixture of both traditional deductive “theory
driven” analysis [34] and grounded theory approach [35].
Although the research started with the open perspective
to the justice concept, the influence of the previous
research was recognized. However the role of the theory
was more like analysis supporting than directive. Thus
no main categories or themes of justice were decided in
advance. Researchers started to read the text with open
mind and let the categories and their subcategories “rise”
form the text.

The data analysis was conducted according to
grounded theory approach [35], [36]. The critical data
reduction decision in qualitative studies is to determine
the unit of analysis. In this study, the unit of analysis
was mentions or expressions of the injustice. As a
broader sense, injustice can be defined as a situation,
where person feels that she/he has been treated badly. In
other words, these situations violated the norms of
justice e.g. made the justice construct salient. This refers
to the question “why” represented in the research
question. All the expressions or references to injustice
were collected from the text and coded according to their
content. Expressions or references could be either in first
person (happened to me) or be general reference to
injustice (happened to someone else / generally). Coding
was a process of simultaneously reducing the data by
dividing it into units of analysis and coding each unit.
The process of analyze was divided to different phases
(see Table 1). In the first phase, initial 207 expressions
of injustice were identified from the text. In the next
phase, reduced expressions form every initial expression
were created. That way the essential message of each
expression was identified. After these two preparation
phase, the actual categorization process started. Each
reduced expressions were categorized to 12
subcategories. These subcategories were reduced to 8
main categories which were eventually reduced to the
final 3 theme categories. These categories and their
subcategories were compared to justice rules existing in
the literature and the question “which” represented in the
research question was answered.
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TABLE |

EXAMPLE OF THE DATA REDUCTION PROCESS

Initial expression Reduced Subcategory | Main category Final theme category
expressions
“...I have criticized this system because there are
always individuals who don't highlight their i
. Isparagement

achievements because they are naturally Subordinate’s
unpretentious..” (H4 A 2) sy
“ [ think it influences weather you are ready to defend Personal differerces
your opinions and don’t just be satisfied with the potnts Defend
supervisor 1s offering..(HI2 A 9)” Dvamics i he
*..some supervisors are more critical than Personlity of apgraisal siation
others...they tolerate less mistakes than Criticism the supervisor
others...(H23 E 6)”
“You can say things very many ways...negative things | Constructive Feedback
can be also said in a constructive way...(H A 5)” feedback
“This 1s situation of interaction..it is important that [ Quiliy of te Tnferaction
can also say what I think...then we discuss together Voice teracton
about it..(H24 a 6)”

6 RESULTS

The expressions of injustice were coded to three
categories according to their content (Table 2). The
injustice expressions related either to 1) dynamics in the
appraisal situation, 2) the measurement of the
performance and 3) the premises behind the pay system.
Each main category and their subcategories will be

discussed next.



1. DYNAMICS IN THE APPRAISAL SITUATION

1. 1 Personal differences
A. The influence of the subordinate’s style

- disparagement

- defending

- persuasion

B. The personality of the supervisor
- criticality

- optimism

1.2. Interaction
A. Quality of the interaction

- respect

- voice

- interpersonal chemistry

B. Feedback
- lack of feedback

- constructive feedback

2. THE MEASUREMENT OF THE
PERFORMANCE

2.1. Gathered information about performance

A. Distance between the subordinate and the
supervisor

B. Lack of supervisor’s time

C. Lack of experience/knowledge (of
subordinate)

2.2. Appraisal scale

A. Lack of clear definitions

B.Variety of interpretations

2.3. Performance criteria

A. Vagueness and variety of interpretations

B. Lack of verification

3. PREMISES BEHIND THE PAY SYSTEM

3.1 Limiting frames of the pay system

3.2 Basis of the pay

TABLE 2
THE CREATED CATEGORIES, SUBCATEGORIES AND SUGGESTIONS FOR JUSTICE RULES SALIENCE (VIOLATIONS)
Example

“...I have criticized this system because there are always individuals
who don’t highlight their achievements because they are naturally
unpretentious..” (H4_ A 2)

“1 think it influences weather you are ready to defend your opinions
and don’t just be satisfied with the points supervisor is

offering..(H12_A_9)”

Sometimes people try to willfully to manipulate their appraisals and that

situation...(H21 A 4)

“.some supervisors are more critical than others...they tolerate less

mistakes than others...(H23_E_6)”

“ of course it matters..if your supervisor looks at people with positive
view, you will also get more positive results in appraisal...(H19_ A 6)

“It is very important that supervisors also take account the emotions of
the subordinate...respect that we are here talking about somebody’s
performance...(H6_A 2)”

This is situation of interaction..it is important that I can also say what [
think...then we discuss together about it..(H24_a_6)

“.it is not very easy to rise above interpersonal conflict in a appraisal
situation...some people just naturally come along better than
others...of course it matters...(H16_a 5)”

“My supervisor didn’t explain why I got those points...she just put

them...(HI9 A _2)”

“You can say things very many ways...negative things can be also said

in a constructive way...(H9 A 5)”

My supervisor don’t know how I work, we don’t see very

often...(H4_A_3)”

Our supervisors are so busy... I wonder if they have time to examine
properly their subordinates performance on a daily

bases...(H12_A 3)”

“It is not fair, if new supervisors have to do these appraisals...they just

can’t...(H3_A _6)

“..And I have always said that I wont use these upper scales before
somebody tells me difference between 4 and 5 in
performance...(H5_E 8)”

“...Before there is clear definitions, variety of interpretations
exists...we can call this stage same but actually we are talking about
different things...it is always subjective...(H6_A_5)”

“What does this mean? These criteria are abstract and overlapping
with each other...(H5_E 8)”

How do you verify criterion “interaction skills” in real life...there are

no facts..(H8 E 5)”

“Is it ok, that there cannot be differences between different working
units...in reality some unit can have better performers than

other...(H2_E 5)”

“We gain our goals usually in a team...how can be individual
contribution separated from the result of the team...(H2_E_2)”

Violation of the
justice rule(s)

Consistency rule
violation

Representativeness,
interactional
treatment (sensitivity
and explanations)
and correctability
rules violation

Accuracy and
consistency rules
violation

Accuracy and
representativeness
rules violation
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7 DYNAMICS IN THE APPRAISAL SITUATION

7.1 Personal Differences

Both supervisor and subordinate bring their personal
styles and values to the appraisal situation.
Subordinate’s injustice experiences related to claims that
subordinates with different personal styles could
influence the supervisor’s appraisal process and the
result. Employees vary in a way they are acting in a
performance appraisal interview. This means that some
employees give more resistance to the supervisor and
even can influence to the final result.  Also the
personality of the supervisor was seen to be threat to the
objective appraisals. Some supervisors are more critical
and tolerate less performance mistakes than more
positive ones. Thus the definition of “good performance”
is seen very much dependent on the interpreter that is the
person who is measuring the performance. Personal
differences were seen as threat to the consistency rule of
justice.

7.2 Interaction

This category included two subcategories; quality of
interaction and the feedback. Quality of the interaction
refers to interpersonal respect, voice and chemistry in a
performance appraisal. Feedback refers to the amount of
explanation or justification, that supervisor gives to the
subordinate concerning the appraisal result. These four
elements (respect, voice, chemistry and feedback) are
closely interrelated. Respect between the evaluator and
the object of evaluation seems to characterize a
successful appraisal process. When both parties respect
each other, appraisal will more likely occur in a polite,
up front and constructive climate. Lack of respect
enhanced the feelings of indignity and flak because it can
be interpreted to violate the justice rule of interactional
sensitivity. Also the chance to express one’s feelings or
opinions about things under evaluation seems to be very
important to subordinates. The existence of “voice”
seems to represent two aims; on the other hand it was a
way to influence or correct the opinions of the supervisor
(concerning the performance of the subordinate), on the
other hand the existence of voice in appraisal situation
reflects the feeling of respect and dignity; one is heard,
respected and his/her opinions are important. Thus these
reflected the justice rules of interactional sensitivity and
representativeness and correctability. Also the awareness
of interpersonal chemistry aroused expressions of
injustice. If personal relationship is damaged between
supervisor and subordinate, it can have negative
influence on the performance appraisal. This could be
seen as a threat to the rules of consistency and
sensitivity of interaction. Successful interaction in the
appraisal situation involves also proper feedback or
justification about given appraisals. The lack of feedback
was interpreted as unfair because without proper feedback

individuals were left alone wondering how they can
improve their performance or why they got certain
results in appraisals. Subordinates were also concerned
how the supervisors gave the feedback. Constructive and
justified feedback was more likely interpreted as fair and
proper, while unconstructive (without justification, rude
etc) was interpreted as demeaning. This made the justice
rules of explanation and sensitivity salient.

8 THE MEASUREMENT OF THE PERFORMANCE

This category consisted of expressions, which referred
to justice of the used measure (i.e. the used appraisal
scales and the performance criteria) and the gathered
information about performance. All these expressions of
injustice made the justice rules of accuracy and
consistency salient.

8.1 Gathered Information about Performance

Expressions of injustice in this subcategory referred to
situations, where the information about the performance
under evaluation or measures used were not accurate.
Distance between supervisor and subordinate refers to
situation where supervisor is not working equally close
to every subordinate. This creates a situation, where
supervisor knows the work and performance of one
subordinate better than some other’s. Thus evaluations
between different subordinates are based on different
amount of either facts or mental impressions depending
on how closely supervisor and subordinate are working
in everyday life. The subordinate can also work very
autonomously, which creates also a challenge to evaluate
his/her performance properly. The inaccuracy of gathered
performance information was also seen due to
supervisor’s lack of time. Many interviewees felt that
nowadays supervisors don’t have enough time to
examine and monitor subordinates’ performance
properly. Also supervisor’s lack of experience or
knowledge of working unit or its personnel and their
performance aroused feelings of injustice, e.g. newcomer
supervisor had to carry out performance appraisals
without proper knowledge of his/her subordinates and
their performance.

8.2 The Appraisal Scale

The used appraisal scale (e.g. 1=poor, S5=excellent
performance) rose questions about interpretation. The
lack of clear definitions of each step of the scale was
seen as a threat to the equal measurement of
performance. It was argued, that for example “good”
performance is strictly dependent on the interpreter.
Clear examples of the each step of the scale were needed.
The lack of clear definition of the scale crates a situation
where exists many competing interpretations. The
variety of interpretations was seen as threat to the
consistent and unbiased appraisals.

8.3 The Performance Criteria
The injustice expressions related to the performance



criteria were very similar to expressions related to the
appraisal scale. The used performance criteria were seen
as abstract and vague, which easily created multiple
criteria interpretations. This was seen to harm the
accuracy and consistency of the appraisals. Also the
verification of these performance criteria in real life
performance was seen blurred; e.g. how to verify
criterion “interaction skills” in everyday performance?

9 PREMISES BEHIND THE PAY SYSTEM

This category consisted of two characteristics of the
pay system that was perceived to create feelings of
injustice; the limiting frames and the base of the pay
system.

9.1 The Limiting Frames of the Pay System and

the Basis of the Pay

The source of injustice was directed to the pay
system’s overall frame of reference. This means
premises, where individual supervisor has to apply and
execute the appraisals. First, limiting frames of the pay
system were seen as a risk for just and fair appraisals.
Reaching for the normal curve in the appraisals at the
organizational level was seen disturbing and distorted.
Strive for normal curve enforced supervisors to execute
individual appraisals according to wholeness; everybody
can not be a good performer. The logic behind “ideal
mean” of given appraisals or the normal curve mindset is
to ensure the consistent use of the scale between different
supervisors. If one unit differs radically from other units
in performance appraisals, its appraisals can be scaled
downwards afterwards. This goal was seen contradictory;
strive for consistent and just evaluations using normal
curve idea decreases the possibility to find out real the
differences in performance between individuals or the
working units. However it prevents the possibility of
biased and groundless appraisal results between units.
This was evaluated to decrease the meaning of the pay
system.

The base of the performance appraisal is usually
individual. This assumption was questioned by asking
how individual effort can be separated from the team
effort. Individual based pay was seen as a biased base of
pay. Expressions of injustice in this category could be
seen threatening the justice rules of accuracy and
representativeness.

10 CONCLUSION AND DISCUSSION

This paper can agree the previous research in the claim
that the construct of justice is very important dimension
in the performance appraisal interview. In this study,
consistency, accuracy, representativeness, correctability
[14] and interactional treatment (sensitivity and
explanations) [17], [18] were the most salient rules of
justice when individuals were assessing and evaluating
their performance appraisal interview. The context or the
source of these justice rule violations related to appraisal

situation itself (personalities and interaction), measures
of the performance (gathered information, used scales
and criteria) and the premises behind the whole pay
system (frames and the base of the pay).

It is also evitable, that the “objective test” metaphor
[4] behind the performance appraisal is insufficient and
we must recognize the humanity as a natural part of the
appraisals. To improve the feeling of justice in the
performance appraisal interviews, the dynamics of the
appraisal situation should be recognized. According to
the results in this study, mutual respectful and
constructive interaction serves both relational and
instrumental concerns of an individual (see e.g. [37]).
For example the lack of “voice” can though harm both
the influence possibilities of an individual and also
increase the feeling on inclusion and low status. These
results emphasize the importance of the interaction’s
quality in appraisals; striving for correct results is not
just enough.

The injustice expressions related to the measurement
of the performance are also connected to the interaction,
especially communication. The accuracy and consistency
of the used measure’s criteria and scales are dependent on
the shared understanding of their content. This goal for
shared wunderstanding between the organization’s
members requires communication. By sharing the
interpretations related to used scales and criteria, the
mutual definition or shared interpretations startS to
develop. This means that organizations should encourage
informal discussion or support interactive training with
free discussion.

The overall frames of the pay system must be decided
in every organization. In practice this refers to the
balance between freedom in pay questions distributed to
the supervisors and on the other hand the assurance of
consistent exercise of the pay system between
supervisors. This is also a matter of communication; the
accuracy and consistency of the appraisals should be
gained through mutual understanding of the criteria and
scales used — not with artificial scaling afterwards. It is
also important to notice the base of the pay. The use of
individual or group based pay is always dependent on
the jobs, demanded performance and how these are
organized in a given organization.

All the above mentioned results make it easy to stress
the human side of the performance appraisal. A fine
technical pay system by itself doesn’t guarantee the
effectiveness of the system; implementing individuals
are in the key role when the acceptance and success of
the pay system are evaluated. Although these results are
very dependent on the context, they provide useful
viewpoints to other organizations implementing similar
pay systems. It is possible that the salience of the justice
rules differs in the different contexts, e.g. according to
organizational size, accumulated experience with the
appraisals and the demographic factors.

This study generated some questions, which could



not be answered within this paper. There is a possibility
that supervisors and subordinates emphasize different
justice aspects, which is due to their different roles in
the process of appraisals. If supervisors and subordinates
stress the different justice dimensions, it is
understandable that conflicts arise easily in performance
appraisal. Also the impact of actually gained pay on the
content of the injustice expressions should be noticed.
These could be fruitful approaches for a future research.
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1. INTRODUCTION

Venture capital (VC) firms are an essential ingredient for the
dynamic US economy. These private equity firms provide start-up
ventures with financial capital, market knowledge and technical
advice, business introductions and reputations, and so on in
exchange for equity stakes. While the individual success stories of
VC-backed companies like Apple, Microsoft, Cisco, and Google
are well known, the deeper economic benefits of the VC-supported
innovation system are perhaps more hidden.

First, VC-backed firms contribute substantially to US techno-
logy formation, an area traditionally dominated by the R&D efforts
of large corporations. Moreover, they do so very efficiently, with
a greater quantity of innovations per dollar invested (Kortum and
Lerner 2000). With their focus on scaleable and replicable appli-
cations, VC-sponsored innovations also reach further into the US
economy and impact foreign markets more. More than half of VC-
backed firms were technology focused in 2002.

Second, VC-backed firms are important catalysts for dynamic
restructuring of the US economy, with capital flowing quickly to
high-growth opportunities. Despite only getting truly underway in
the 1980s, VC-backed ventures today account for over 10% of the
US GDP and over 30% of the total market value of US public com-
panies (e.g., Gompers and Lerner 2001, Guler and Guillen 2005).
Emerging industries like communications and computing techno-
logies and biotechnology have been built around VC-backed ven-
tures.

Many European policy makers, economists, and business lea-
ders want to replicate the innovation and economic growth spurred
by VCs in the US. Both the European Union and OECD are urging
member states to promote the availability of VC financing for ent-

repreneurs (OECD 2004a). A number of European governments
are also investigating which policies best facilitate the develop-
ment of home-grown VCs and the companies in which they invest.

This conference report reviews the current state of private
equity investment in Europe and discusses recent research on the
institutional factors that contribute to or hinder this financial deve-
lopment. Section 2 begins by briefly reviewing the formative
years of the US VC industry as a background for discussing cur-
rent developments in Europe. This section outlines the typical
functions and motivations of VC firms.! Section 3 then introduces
this study’s EVCA data and documents the current state of the
European private equity investment.

The fourth section of this report presents recent research under-
taken by authors regarding the role of employment protection
regulations for reducing private equity investment. European
countries substitute between stricter employment protection regu-
lations versus more generous unemployment insurance benefits in
the provision of labor market insurance to workers. This research
discusses theoretically and empirically why regimes favoring
unemployment insurance benefits are more attractive to private
equity investors. The final section concludes.

2. INTRODUCTION TO VC FIRMS AND THEIR US
DEVELOPMENT

VC has been an important element behind innovation and wealth
creation in the US economy for the past thirty years.? Figure 1 docu-
ments the funds flowing into VC and buy-outs in the US since
1980.3 Many very successful high-tech companies have been ini-
tially financed with VC, and this form of innovation financing is
rapidly spreading to both industrialized and emerging economies.
Between 1972 and 2000, more than 2000 VC-backed firms reached
an aggregate market capitalization of over $2.7 trillion.

Young entrepreneurial firms often struggle with financing the
pursuit of their innovations or business concepts. These start-ups
have few tangible assets that can be pledged for a bank loan, and
traditional financial institutions often lack the expertise to assess

Fig. 1: U.S. Private Equity Commitments
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the creditworthiness of the proposed ventures. VCs screen ent-
repreneurial projects, structure financing deals, and monitor the
performance of their portfolio companies. Without these financial
intermediaries, many entrepreneurs would not attract the resources
required to achieve commercial success.

American Research and Development (ARD) was founded in
1946 as the first modern VC firm. ARD was a publicly traded, clo-
sed-end investment company focusing on the US. Initially, ARD
was not particularly successful, as the firm failed to attract suffi-
cient institutional investors. The first VC organized as a limited
partnership - Draper, Gaither, and Anderson - was formed in 1958.
Partnerships differed from closed-end funds in that they were
exempt from securities regulations. Unlike closed-end funds, part-
nerships were also organized for predetermined, finite lifetimes of
usually ten years, after which they were required to return the
assets to investors.

Fearing lagging American technology after the Soviet Sputnik
launch in 1957, the US government launched the Small Business
Investment Companies (SBIC) program in 1958. These tax-
advantaged corporations were licensed by the US Small Business
Administration (SBA) to provide professionally managed capital
to risky companies. The SBIC program suffered, however, from a
lack of institutional investors and weaker investment managers.
Nevertheless, SBICs offered valued access to low-cost SBA loans
and provided more start-up funding than ARD.*

Three important changes dramatically boosted the VC
industry. The first change was in the US Department of Labor’s
interpretation of the ‘prudent man’ provision of the Employee
Retirement Income Security Act (ERISA). This provision had tra-
ditionally been interpreted as prohibiting investments in new com-
panies or VC funds. A 1979 revision allowed such investments
provided the entire portfolio was not endangered.’ The second
change was the reduction in maximum capital gains tax rates from
49.5% to 28% in 1978 and to 20% in 1981 (Lerner 1999).

The third shift was to widespread use of limited partnerships
(LPs) as an investment form. While only a small fraction of VC
investments were structured in this way in the 1970s, over 80% of
the capital committed took this form during the 1980s and 1990s
(Lerner 2001). The LP form has a number of advantages, espe-
cially its exemption from US corporate tax (and distributed secu-

rities are not taxed until they are sold).

To qualify, a fund must have a predetermined, finite lifetime
(typically ten years with one to three year extensions allowed).
The transfer or withdrawal of partnership units are severely
restricted, and limited partners cannot participate in the day-to-day
management of the fund. The general partners (GPs) who run the
fund are generally liable, but the funds usually do not borrow or
engage in activities that overly expose them. These GPs are com-
pensated through a fixed component (often 1.5-3.0% of net asset
value) and a variable component (often ~20% of profits).

The main document governing the relationship between the
VC and the portfolio company is the “stock purchase agreement”
that specifies the amount and timing of the investments. VC
financing is frequently undertaken in stages, with multiple firms
participating in each round. Through staging, VCs maximize the
option value of investment continuation decisions. The amount
invested typically grows with each round as the business concept
becomes proven and financing needs increase. Through syndica-
tion, with multiple firms participating in funding the same ventu-
re, VCs diversify their risk and deepen the non-financial resources
of the young enterprise.

VCs typically use convertible preferred stock that allows the
conversion of debt to equity depending upon the venture’s outco-
me. VCs also seek liquidation preference and control rights or
covenants. This special instrument specifically addresses the ent-
repreneurial environment. Most investments yield poor returns,
requiring control and liquidation preference, but the convertible
option also affords the VC full returns from very successful invest-
ments. These instruments further help separate valuation from
control rights in the deal structure.®

VCs often require key employees in start-ups to execute emp-
loyment contracts with non-compete clauses. These personnel
further accept lower salaries in return for equity participation.
Finally, the agreements usually specify extensive operational and
financial reporting and the right to inspect-at-will. These clauses,
similar to the covenants and liquidation preference, are very
important given the asymmetric information and moral hazard
inherent in these investments.

The exit options are, of course, very important for the VC who
must return funds to investors in a limited timeframe. A develo-

Table 1: European Private Equity Funds Raised and Investments

Funds Raised Investments Buy-Out Share
1995 2000 2004 1995 2000 2004 1998-2000  2001-2004

Austria 1,290 234,584 121,812 1,044 163,136 140,535 18 30
Belgium 159,923 806,978 563,781 111,427 564,771 297,769 3 28
Denmark 28,034 852,298 536,215 30,801 273,587 394,734 21 19
Finland 52,510 569,590 220,739 33,661 384,240 222,867 46 29
France 792,726 7,480,737 2,411,289 850,662 5,304,090 5,226,682 51 55
Germany 210,006 6,113,854 1,983,130 665,576 4,766,595 3,765,790 19 36
Greece 14,948 305,156 5,366 8,255 195,002 5,080 18 6
Ireland 12,350 197,523 47,357 19,145 223,368 61,193 22 14
Italy 264,046 2,924,756 1,663,331 253,425 2,968,515 1,480,130 34 50
Netherlands 257,451 2,791,823 3,207,011 467,225 1,916,486 1,658,984 29 62
Norway 45,735 497,204 560,159 119,765 296,097 308,112 13 23
Portugal 86,156 151,687 248,031 54,819 183,175 160,706 17 14
Spain 141,706 1,914,189 1,577,006 162,514 1,126,792 1,966,762 31 30
Sweden 438,183 3,628,572 3,650,732 85,542 2,299,757 1,621,909 51 66
Switzerland 47,993 985,262 175,714 48,386 626,358 272,442 23 30
UK 1,840,837 17,661,558 10,056,741 2,632,841 13,179,838 19,085,981 74 82
Sum Europe-16 4,393,893 47,115,771 27,028,414 5,545,088 34,471,807 36,669,675 29 36
US (VCOnly) 7,813,389 114,870,465 14,653,429 6,240,245 114,623,958 16,877,080

Notes: Figures are in thousands of Euros. Authors' calculations from EVCA (2005) and NVCA (2005). European figures include VC, buy-
outs, and other private equity forms. US figures include VC investments only.



ped stock market facilitates an initial public offering (IPO) of a
company. VCs can convert their shares upon an IPO and sell them
to the public soon after. IPOs often represent the best returns to
initial investors, and many researchers suggest VC develops faster
in economies with strong stock markets (e.g., US, UK) compared
to bank-centered economies (e.g., Continental Europe, Japan).’

Portfolio companies are often sold to larger firms in the
industry too. These sales allow VCs to exit, while often requiring
the start-up’s employees to remain with the acquiring firm for a
fixed duration. Many US high-tech firms are known for acquiring
innovative start-ups in their technology space as a complement to
traditional R&D (e.g., Cisco, Google). In some cases, this process
yields very efficient industrial organization, with small firms
undertaking innovation and larger firms production and marketing.

These formal financial and management approaches spurred
the creation of VC industry over the last three decades, in the pro-
cess pushing the US to the technology frontier and generating
substantial economic growth. Not surprisingly, a number of
researchers and policy makers are interested in quantifying close-
ly the factors that contribute to the formation of this sector. The
next section reviews the current state of European private equity
and its recent growth; the fourth section then examines labor mar-
ket regulations and VC development.

3. CURRENT STATE OF EUROPEAN VC AND BUY-OUT
MARKETS - DRAFT!

This section describes some prominent features of current VC
activity in Europe. Our data are taken from annual surveys spon-
sored by the European Private Equity and Venture Capital
Association (EVCA) and conducted by PriceWaterhouse Coopers
and Thompson Financial. The EVCA graciously provided us detai-
led industrial statistics on sixteen nations for 1989 to 2004 (hereaf-
ter Europe-16).8 Throughout this section and the next, we also
detail US VC data published by National Venture Capital
Association (NVCA). These US trends provide a baseline for
comparing the European activity.”

Table 3: Distribution of Private Equity Sources of Finance

Table 2: Distribution of Private Equity by Stages

Early Stage Investments Later Stage Investments

1990 1995 2000 2004 1990 1995 2000 2004
Austria 24 28 37 12 76 72 63 88
Belgium 11 6 47 16 89 94 53 84
Denmark 40 11 12 42 60 89 88 58
Finland 45 23 35 18 55 77 65 82
France 12 3 22 8 88 97 78 92
Germany 6 13 35 9 94 87 65 91
Greece 0 39 5 59 100 61 95 41
Ireland 3 5 50 45 97 95 50 55
Italy 6 18 18 2 94 82 82 98
Netherlands 9 16 19 2 91 84 81 98
Norway 13 4 35 10 87 96 65 90
Portugal 22 8 17 22 78 92 83 78
Spain 15 11 18 4 85 89 82 96
Sweden 4 7 10 14 96 93 90 86
Switzerland 28 1 9 22 72 99 91 78
UK 6 1 12 4 94 99 88 96
Avg. Europe-16 15 12 24 18 85 88 76 82

Notes: Figures are in percentages. Authors' calculations from EVCA (2005).
Early stage investments include start-up and seed stage investments.

Table 1 documents European VC commitments and invest-
ments from 1995 to 2004. The largest European VC communities
are the UK, Sweden, and the Netherlands, with the sizeable eco-
nomies of France, Germany, Italy, and Spain not too far behind.
Relative to the US, the overall size of these private equity invest-
ments was quite small until recently. As late as 1996, the US VC
pool was about three times larger than the total VC pool in other
high-income nations. (Note that the US comparison in Table 1 only
includes VC investment, while the EVCA data contain buy-out
investments t0o0.)

During the second half of the 1990s, the supply of VC in most
of European countries increased significantly. Drivers of this
strong growth include the more favorable treatments of VC
financing by European governments, policy deregulations to

encourage entrepreneurship, the opening
of several stock markets emulating the

Institutional Investors Corporations

US NASDAQ, the conversion of the

Financial Institutions

European Investment Fund into a major
investor in VC funds, and so on. Of

1990 1995 2000 2004 1990 1995 2000 2004 1990 1995 2000 2004
Austria 0 0 9 1 50 0 4 1 50 35 60 73
Belgium 0 16 0 2 1 3 18 2 42 17 49 21
Denmark 34 14 38 32 9 0 3 9 48 53 31 27
Finland 0 15 19 6 38 0 9 53 70 46 59
France 18 10 14 11 3 7 11 7 53 50 48 55
Germany 0 9 6 0 5 10 9 2 74 65 52 59
Greece na 0 0 0 na 5 7 3 na 44 76 0
Ireland 0 34 24 10 0 12 10 0 65 30 43 12
Italy 9 0 3 16 14 1 26 11 21 17 55 55
Netherlands 7 0 16 8 2 0 18 8 27 59 49 37
Norway 6 0 1 15 26 32 14 42 47 0 24 22
Portugal 0 0 0 9 44 1 0 4 33 81 38 69
Spain 0 12 6 12 22 7 10 3 69 52 54 65
Sweden 22 55 31 26 1 6 7 0 75 10 31 37
Switzerland 23 19 12 9 31 9 5 66 35 29 28 24
UK 23 48 40 24 2 4 8 5 52 31 37 36
Avg. Europe-16 10 14 14 11 16 6 10 11 50 40 45 41
UsS 76 59 61 55 5 5 4 5 6 20 23 21

course, the formation of the technology
bubble in the US also played a role in the
late 1990s increase. Along with the US
VC community, European activity decli-
ned significantly after the 2000 US
bubble bursting. Yet, European invest-
ment levels remain significantly higher
that where they were a decade ago.

The majority of VC funding, both in
Europe and in the US, is allocated to
expansion-stage investments. These
investments are for portfolio companies
who have survived the start-up phase
and proven their business concepts, and
now require substantial, but lower-risk,
capital for achieving revenues and mar-
ket share prior to IPOs or trade sales.
Table 2 illustrates that European VCs are

Notes: Figures are in percentages. Authors' calculations from EVCA (2005) and NVCA (2005). Institutional
Investors include academic and pension funds; Corporations include investments by industrial corporations (with
dedicated corporate venture capital); Financial Institutions include commercial banks, insurance companies, and
funds raised from capital markets and fund-of-funds; Others Sources include individuals, realized capital gains, and

others.

concentrating more of their investments
in recent years on early stage financing,
which doubled as a share of VC invest-
ments from 1995 to 2000. Since 2000,
Europe has devoted relatively more
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Table 3 Continued

Government Sources

Other Sources

1990 1995 2000 2004 1990 1995 2000 2004
Austria 0 59 16 0 0 6 12 26
Belgium 1 7 6 5 56 57 27 70
Denmark 0 22 3 7 9 11 24 25
Finland 5 7 20 4 4 8 8 22
France 0 2 1 3 25 32 26 24
Germany 7 8 16 16 14 9 17 22
Greece na 0 0 77 na 51 16 20
ITreland 0 0 11 6 35 24 12 71
Italy 35 13 2 4 20 69 14 14
Netherlands 0 0 6 3 64 41 12 44
Norway 10 0 0 5 11 68 61 17
Portugal 0 12 15 8 24 6 47 11
Spain 0 11 5 12 9 18 26 7
Sweden 1 0 2 2 2 28 29 34
Switzerland 0 0 3 0 12 43 53 1
UK 0 1 4 4 23 15 12 31
Avg. Europe-16 4 9 7 10 21 30 25 28
us 0 0 0 0 13 16 12 19

resources than the US to these early
stage investments, although the absolute
amount is about one-fifth of the US
level.

Table 3 shows a substantial difference
in the structure of VC funding in Europe.
While pension funds, insurance compa-
nies, and endowments contribute nearly
two-thirds of US VC funds, these institu-
tional investors account for less than one-
third of European funding sources.
European VCs are instead more depen-
dent upon funds controlled by financial or
corporate entities (i.e., ‘captive’ funds).
Government funding is also more promi-
nent in Europe.!® This sharp contrast in
fund sources reflects different capital
market structures. Banks remain more
central to Europe’s financial structure,
and these financial institutions further
control large portions of the mutual fund
industry and the nascent pension fund
industry. These differences are therefore
likely to persist and to influence the beha-
vior of local VC firms.

Finally, Table 4 describes the distribu-
tion of VC investments across sectors.
The greater concentration of high-tech
investments in the US is clear, while agri-
culture, finance, and especially manu-
facturing (including consumer and
industrial products) play a much more
central role in Europe. These differences
should be treated with some caution due
to the difficulty in aligning classification
systems and the lack of detailed buy-out
data for the US. They describe, neverthe-
less, general differences in sector place-
ment are evident.
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4. EMPLOYMENT PROTECTION, UNEMPLOYMENT
INSURANCE, AND PRIVATE EQUITY

This fourth section of the conference report returns to the
factors contributing to or hindering private equity investments. It
reports recent research undertaken by the authors regarding labor
market regulations, taking evidence from the EVCA data detailed
in Section 3. Interested readers should consult Bozkaya and Kerr
(2006) for further details.

In the academic and popular business press, strict labor market
regulations are often blamed for persistently higher European
unemployment and slower productivity growth relative to the US.
The usual suspects include stronger European unions and collecti-
ve bargaining, rigid employment protection regulations, high mini-
mum wages, maximum work week hours, large tax wedges, and so
on. Nickell et al. (2005) reviews the academic literature on labor
market rigidities and highlights the central role of employment
protection regulations discussed in this section.

These regulations are thought to influence entrepreneurship
rates across countries too (e.g., [lmakunnas and Kanniainen 2001,
Kanniainen and Leppamaki 2000; Kanniainen and Vesala 2005).
Sahlman (1990) argues that labor market rigidities form a large
‘barrier’ to the success of entrepreneurship and VC investment in

Table 4: Distribution of Private Equity Investments by Sector

Biomedical Computer Electronics
1990 1995 2000 2004 1990 1995 2000 2004 1990 1995 2000 2004
Austria 16 0 8 22 37 0 16 30 2 0 2 2
Belgium 19 9 9 10 12 1 20 9 9 4 2 0
Denmark 11 9 29 44 20 7 8 11 1 10 18 2
Finland 12 14 17 19 4 5 15 15 8 14 2 2
France 8 8 6 7 8 10 14 7 1 4 12 1
Germany 3 2 16 24 6 8 22 3 8 7 3 3
Greece na 0 0 41 na 7 29 44 na 0 0 0
Ireland 0 0 6 27 11 12 47 32 8 10 12 4
Italy 1 2 3 3 3 1 6 1 5 2 0 1
Netherlands 9 9 6 15 16 14 16 22 6 7 1 0
Norway 5 1 5 4 5 13 18 9 1 11 10 1
Portugal 3 3 1 14 4 0 16 7 1 3 0 0
Spain 0 1 6 8 2 1 14 4 2 1 2 1
Sweden 5 7 8 10 12 8 7 8 13 5 2 2
Switzerland 18 12 5 15 7 18 8 17 7 1 7 1
UK 6 10 15 7 6 5 11 5 2 4 2 1
Table 4 Continued
Telecom Manufacturing Other
1990 1995 2000 2004 1990 1995 2000 2004 1990 1995 2000 2004

Austria 0 0 25 4 44 100 34 35 0 0 15 7
Belgium 1 1 25 17 30 68 18 53 30 17 25 11
Denmark 6 15 0 12 51 54 20 31 12 5 25 0
Finland 4 3 21 6 57 61 35 44 16 3 9 14
France 7 18 15 39 65 38 39 36 12 12 31
Germany 1 4 12 3 58 45 29 38 23 33 18 29
Greece na 5 31 14 na 36 34 0 na 52 6 0
Ireland 0 12 22 24 77 54 12 10 3 12 1 3
Italy 0 0 22 13 80 55 55 62 10 40 14 21
Netherlands 3 18 15 5 34 33 39 37 31 18 23 21
Norway 1 0 14 8 74 44 27 41 14 31 26 37
Portugal 5 2 18 0 79 52 38 73 8 40 28 6
Spain 3 2 13 27 66 58 42 28 27 37 23 33
Sweden 7 1 10 10 50 76 68 49 14 3 5 22
Switzerland 6 9 0 11 59 48 77 26 3 11 2 31
UK 1 5 10 15 60 56 52 45 24 21 10 27
Avg. Europe-16 3 5 16 11 57 57 39 38 17 21 15 18
uUs 12 18 17 17 13 12 7 6 14 15 4 5




Fig. 2: 2003 UIB v. EPR Trade-off
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Germany and Japan. Heckman (2003) likewise cites labor market
regulations as a deterrent to European entrepreneurship and
growth, emphasizing the weaker incentives for human-capital
accumulation and skill development. Scholars of the entrepre-
neurial business culture in Silicon Valley frequently emphasize its
flexibility, nonhierarchical structures, networking, and labor
mobility across firms (e.g., Saxenian 1996, Gilson 1997, Hyde
1998).

Our work on labor market regulations builds on two simple
observations. First, European nations generally seek to provide
higher levels of worker security than the US or UK. While this
greater emphasis on social protection is well-know, a more subtle
empirical fact is that European governments tend to substitute
between employment protection regulations (EPRs) and unemplo-
yment insurance benefits (UIBs) as the mechanism for providing
this labor market insurance.!!

Figure 2 shows the basic cross-sectional relationship between
EPRs and UIBs from 2003. The vertical axis documents the ave-
rage UIBs per capita for 2001-2003.12 The horizontal axis provi-
des an EPR index from 2003 developed by the OECD. Higher
EPR scores indicate more heavily regulated labor markets, facto-
ring in a wide variety of legislation concerning the individual and
collective dismissals of both temporary and regular workers.

Economies with higher UIBs per capita have weaker EPRs.
Denmark has the lowest EPR rating at 1.4, but provides the highest
the UIBs.!3 This reflects the well-publicized Danish ‘flexicurity’
approach that stresses high job mobility facilitated by generous
out-of-work benefits and active labor market programs to promote
worker re-entry. Portugal, on the other hand, provides very strong
security to employed workers but weaker benefits to the unemplo-
yed. The empirical trade-off between EPRs and UIBs is statistical-
ly significant and present in data extending back to the late 1980s.

While EPRs and UIBs may substitute for worker security, they
have different implications for the costs firms face. EPRs are like-
ly to have a stronger impact on the adjustment margins of firms.
Even if general taxation to firms is higher to support UIBs, the
direct incidence on labor adjustments that firms wish to make
should be weaker in regimes favoring UIBs than in strict EPR regi-
mes. (The appendix outlines this argument in greater detail.)

The second observation is that the VC industry, by its very
nature, thrives in dynamic industries that require frequent labor
adjustments. This VC focus on high-growth opportunities and
rapid restructuring underlies the US success stories discussed
above. It is also necessary for achieving sufficient returns in a busi-
ness environment with low success probabilities and limited VC
fund life.

Combining these two observations, nations emphasizing UIBs
over EPRs should be more attractive for the development of VC
financing. Even if UIBs and EPRs substitute for worker security,

the manner in which they tax firms is very different. Regimes
emphasizing UIBs and flexible labor markets, like the Danish
“flexicurity’ approach, should better support VC operations.'*

Our research efforts investigate this hypothesis using the
EVCA data. The introduction thus far emphasizes VC activity
related to start-up ventures, but buy-out investments should simi-
larly favor UIB regimes over EPR regimes. Buy-out investors fre-
quently acquire inefficient companies with the expectation of
restructuring poor operations and making a profit from better
management. The direct tax of the EPR regimes on labor adjust-
ments of firms will reduce the attractiveness of these opportuni-
ties.

Figures 3 and 4 show that choices between EPRs and UIBs do
influence private equity placement. European countries with
stricter EPR regimes do have lower private equity investments,
while those favoring UIBs are more attractive to these financial

Fig. 3: 2003 Private Equity v. EPR
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Fig. 4: 2003 Private Equity v. UIB
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forms. Along with Figure 2’s empirical trade-off between EPRs
and UIBs across European nations, either Figure 3 or Figure 4
would imply the other.

The private equity measures in Figures 3 and 4 include both
VC and buy-out investments; they also include funds sourced from
the US along with European financing. The relationship of these
investments to EPRs and UIBs is present within each subcategory
as well (i.e., examining US-sourced VC investments or European-
sourced buy-out investments). These relationships are also present
in data extending back to the 1980s.

Bozkaya and Kerr (2006) provide a more detailed empirical
analysis of these relationships. This academic study illustrates the
regularity of these patterns across the 1990-2005 period, tests the
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robustness of this pattern for alternative national features that are
known to influence private equity funding, and examines sector
differences in greater detail. This report is available upon request.

5. CONCLUSIONS

European economies empirically substitute employment pro-
tection regulations (EPRs) with unemployment insurance benefits
(UIBs) as mechanisms for providing worker security. Policy choi-
ces regarding the optimal levels and mechanisms of labor market
insurance are complex and should consider many economic and
non-economic factors.!> This study highlights one factor that
should influence the EPR versus UIB decision.

A growing body of theoretical and empirical evidence finds
EPRs act as a tax on firm adjustments, while the incidence of UIBs
on this margin is less direct. These retarded adjustments in EPR
regimes can hinder the restructurings - both within and across
industries - that are critical for economic growth. The stagnation
exists at the firm-level and aggregates up to economy-level.

This study provides new evidence regarding this trade-off by
examining private equity investments across European countries.
Many European policy makers, economists, and business leaders
envy the growth stimulus provided to the US economy through its
VC and buy-out communities. These financing types are generally
responsive changes in economic and institutional factors (Lerner
2002), so it is quite possible for nations to foster their entry.

These private equity groups, however, explicitly focus on achie-
ving high returns through dynamic growth. This growth process
requires frequent adjustments to labor forces that are more difficult
in countries with heavy labor market regulations. Accordingly, they
are more likely to flourish in European economies favoring UIBs
over EPRs. The empirical evidence supports this claim.

These results are informative of the institutional factors gover-
ning VC placement. This work also contributes more broadly to a
growing body of academic and policy research examining how
labor market regulations influence entrepreneurship and producti-
vity growth. The VC and buy-out funds studied here directly
support firm creation and restructuring. As such, they provide a
complementary measure to studies seeking entrepreneurship rates
directly.

APPENDIX OF EMPLOYMENT PROTECTION
REGULATIONS AND LABOR ADJUSTMENT COSTS

The theoretical implications of EPRs are complex, with the
impact for firms and overall social welfare depending upon subtle
economic modeling assumptions. This report draws some basic
results from the standard competitive model of the labor market to
frame the discussion. These basic findings are common to multip-
le classes of economic models; interested readers should consult
Autor et al. (2006) for an extended discussion of the theoretical
implications of EPRs.

In the standard competitive model of the labor market, wages
and equilibrium employment levels are set where labor supply
equals labor demand. There are no frictions that restrict wage
adjustments necessary to keep the labor market in equilibrium
(e.g., wage floors, collective bargaining). Unemployment is volun-
tary is the sense that workers out of the labor force are not willing
to supply labor for the equilibrium wage.

EPRs in this model are economically equivalent to mandated
employment benefits. Benefit mandates raise the cost of employing

170

workers, leading to a decline in labor demand for a given wage rate.
To the extent that workers value the mandate, they will increase their
labor supply at a given wage. If workers value the mandated bene-
fit at its marginal cost of provision, then equilibrium employment
levels are unchanged and wages fall to cover exactly the cost of the
benefit. In this scenario, the mandate is efficient and the Coase theo-
rem applies (e.g., Summers 1989; Lazear 1990).

While there are no productivity or employment consequences
in this base scenario, deviations from this framework yield effi-
ciency costs. First, workers may value the mandates at less than
their marginal cost of provision, leading to a weaker growth in
labor supply. Equivalently, some of the termination benefit may
accrue to a third-party, such as an attorney. Collective bargaining
could also restrict the adjustments. In these cases, EPRs drive a
wedge between the private and social cost of job separations, crea-
ting a deadweight loss. Because dismissal costs are only paid when
workers and firms separate, EPRs create labor adjustment cost to
firms (i.e., a tax on separations).

This labor adjustment cost feature of EPRs motivates our com-
parison to UIBs. To some extent, EPRs and UIBs are substitutes
for insuring workers against labor market risks. EPRs, however,
are likely to have a stronger impact on the adjustment margins of
firms. Even if general taxation to firms is higher to support UIBs,
the direct incidence of firm labor adjustments should be weaker
than in strict EPR regimes.!©

These labor adjustments are critical for the two forms of priva-
te equity - VC and buy-out funds - that this study considers. VC
focuses on young firms during their high-growth phase.
Tremendous uncertainty exists about these firms prospects, howe-
ver, and labor adjustments are frequently required. Strict EPRs
exacerbate the costs of these adjustments. Davidsson and
Henrekson (2002) discuss that strict employment security provi-
sions are more harmful for smaller, more entrepreneurial and fas-
ter-growing employers.

Buy-outs may be even more hindered by EPRs. Buy-outs are
often undertaken for inefficient firms. The heavy debt burden
disciplines management to be efficient in operations. In many
cases, excess labor is shed from the firm to facilitate leaner opera-
tions. EPRs raise the costs of these adjustments. Autor et al. (2006)
find that US firms reduce their annual labor turnover when state-
level EPRs are passed.
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Footnotes

I The footnotes of Section 2 highlight relevant academic literatu-
re on institutional factors that support the development of private equi-
ty investment. This review pulls from the older literature focusing on
the US experience, as well as the more recent work comparing invest-
ment levels across countries.

2 This section draws from Gompers and Lerner (2001, 2002);
Leachman et al. (2003); and Allen and Song (2005).

3 Buy-out firms are private equity financiers that enable manage-
ment or investors to buy-out an existing business from its current
owners. The new ownership seeks to profit from the acquisition
through better management, maintaining a strict cost focus, and
achieving leaner operations. These funds typically have larger invest-
ment sizes than VC firms. This section concentrates on the VC
industry’s development, but the empirical work below considers buy-
outs too. These forms of private equity are frequently discussed toget-
her and reported in the same statistics.

4 The prudence of active government intervention in the VC space
is debated. A number of case studies suggest government seed invest-
ments crowd-out private investors, but Jeng and Wells (2000) find that
an active government role generates VC investments where they
otherwise would not have existed. This study focuses on the more
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passive government role of national regulations that influence the VC
environment.

5 Pension funds, insurance companies, and other collective invest-
ment mechanisms continue to contribute substantially to US VC
funds. Jeng and Wells (2000) find suggestive evidence that these
capital providers are important across a broad grouping of European
nations.

6 Several studies examine the institutional and legal factors inf-
luencing VC development, including strong and transparent legal sys-
tems and accounting standards (e.g., La Porta et al. 1997, 1998), pro-
perty rights (Johnson et al. 2002), and local reform (Berkowitz and
DeJong 2000). These studies closely relate to the financial market
development studies below as legal systems influence the growth of
external financing. Bottazi et al. (2004) and Lerner and Schoar (2005)
consider how VCs structure their operations and contracts differently
for alternative legal regimes.

7 Black and Gilson (1998) first explored financing characteristics
as determinants of VC. They argue an active IPO market is a key
determinant of VC activity due to quick, profitable exits for the inves-
tors. Ritter (2003) also concludes that the greater opportunities for
IPOs in the US have helped to create and fund innovative companies
in their early stages. Ritter argues VCs are willing to finance firms
knowing that an active IPO market will allow them to exit if internal
frictions develop or if the firm succeeds. Jeng and Wells (2000) find
a well-developed stock market to be the most important factor for VC
development.

8 Europe-16 countries in this study include Austria, Belgium,
Denmark, Finland, France, Germany, Greece, Ireland, Italy, the
Netherlands, Norway, Portugal, Spain, Sweden, Switzerland, and the
UK.

9 The US data are also important for providing a comprehensive
view of European investment levels. The EVCA surveys all VC firms
with a physical presence in Europe, regardless of EVCA membership
status. US-based VC firms, however, also invest into Europe. These
off-shore investments were especially important in the early years of
Europe’s private equity development, when many deals were financed
without the opening of physical offices in Europe. In Section 4’s
investigation of employment protection regulations, we supplement
the EVCA data with additional US-sourced investments into Europe
developed from the Thompson Financial’s Venture Economics data-
base. Venture Economics contains deal-level for over 5000 US VC
firms that allow us to tally investments originating in the US for a
European portfolio firm. For simplicity, these are excluded from the
EVCA-based trends presented in this section.

10 SBIC funds, however, are not included in the US statistics.

1 OECD (2004b) and Clark and Postel-Vinay (2005) discuss the
greater efficiency of UIBs versus EPRs for achieving higher worker
perceptions of job security as measured in opinion surveys. Algan and
Cahuc (2005) discuss the importance of civic attitudes for achieving
the Danish model.

12 The UIBs are out-of-work income maintenance expenditures in
Euros taken from Eurostat.

13 The Danish ranking is higher than the US (0.2) and UK (0.7).
For simplicity, the UK and Ireland are excluded from these graphs but
considered in the more detailed empirical exercises in Bozkaya and
Kerr (2006).

14 Heavy labor market regulations also reduce the demand for VC
funds by weakening incentives for entrepreneurship. Channels inclu-
de greater benefits during employment (e.g., extended vacation
periods, paid pregnancy leave), greater difficulty or loss of social stan-
ding should the venture fail, and so on. These issues would exist under
both EPR and UIB regimes and so are de-emphasized in this report.

15 Kugler and Pica (2004) find in their study of Italian EPR that
labor market deregulation is most effective when accompanied by
parallel reductions in administrative burdens and other regulations
that create barriers to entrepreneurship.

16 An Experience Rating system links employer UIB contribu-
tions to the dismissal history of the firm. This system is employed by
the US but otherwise fairly rare. The adjustment costs to firms here
is only a partial incidence that remains weaker than EPR regimes.
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preliminary research carried out in autumn 2004
among Finnish and European decision-makers
concerning the need for such a conference and on
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