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1 Introduction

Why are some firms persistently more productive than others? Evidence repeatedly
reveals that there are substantial and persistent differences in productivity between
plants and between firms [e.g., Baily et al. (1992)]. Apparently, productivity is not
the only variable that exhibits persistent differences. Evidence also shows that skill
compositions and wage payments exhibit persistent differences between firms [e.g.,
Haltiwanger et al. (2000)]. Moreover, persistent differences in profits are pervasive
[e.g., McGahan (1999)].

The coexistence of persistent differences in these variables is not coincidental.
Productive firms employ skilled workers and pay high wages [e.g., Haltiwanger et
al. (1999)]. In addition, skills and the market value of a firm are positively corre-
lated [Abowd et al. (2004)]. Evidence implies that the persistence of differences in
productivity, skills, wages and profits may have the same source.

Although economists pay it little attention, there is another well-known aspect
of productivity differences. In Table 1, future relative productivity is regressed
on present and past relative productivity; relative productivity is estimated by the
logarithm of labor productivity relative to an industry and year average. The table
shows that after controlling for current relative productivity, the sequence of past
relative productivity levels still influences future relative productivity. This means
that even a previously lower ranked firm that suddenly climbs up the ladder would
find it difficult to maintain its success in the future. That is, one-off large temporal
shocks are less likely to account for continuous success. To predict the movement
of future relative productivity, we need to know the history of relative productivity.
However, why does current relative productivity fail to summarize an influence from
its past? A useful theory of productivity differences must explain not only why
productivity differences persist between firms, but also why a firm’s history matters
for future persistence.

In this paper, we aim to provide a unified explanation for these findings. We



The Dependent variable is D Iny;,q.

constant Dlny, | Dlny, 1 | DIny;_» Diny; 3

-0.001 0.671* | 0.134** 0.060** 0.048**

(0.002) (0.007) | (0.009) | (0.009) (0.007)

# of observations | 21154 Adjusted-R? | 0.763
Table 1: AR 4

The variable, D Iny;, is the logarithm of labor productivity relative to an industry
average in year t. The variables are constructed from an industry annual dataset in
COMPUSTAT for the period from 1975 to 2004. Data construction is explained in

Appendix 1. Standard errors are in parentheses. ** means significant at the 0.5

percent level.

develop a dynamic assignment model for the relationship between the skills of workers
and firm-specific knowledge, which we term a firm’s organization capital.! We also
examine how the assignment model explains the observed evidence.

Two assumptions are emphasized: organization capital and skills are complemen-
tary to each other; and skill is an input for the accumulation of organization capital.
Because skill is complementary to organization capital, skilled workers are assigned
to firms with large organization capital. On the other hand, because skill is an input
for the accumulation of organization capital, the employment of skillful workers pro-
motes the accumulation of organization capital. Hence, the dynamics exhibit positive
feedback. We investigate the extent to which this positive feedback mechanism raises
the persistence of a firm’s organization capital. Given that the productivity, wages,
skill composition and profits of a firm are shown to be strictly increasing functions
of organization capital, the model can explain not only the persistence of these vari-

ables, but can also explain positive correlations between productivity, skills, wages

'More specifically, we define organization capital as all types of intangible assets embodied in
an organization. It might consist of organizational structure, daily practices, routines, information

held by an organization, corporate culture, reputation and so on.



and profits.

The theory predicts that a rise in the heterogeneity of skills increases the persis-
tence of organization capital. When the variance of skills is high, the top organization
has the most advantages because it can attract the best workers who can provide the
firm with the best knowledge and promote the accumulation of organization capital.
Hence, the larger is the variance of skill, the longer the top organization can enjoy its
relative advantage. It is shown that when there are no idiosyncratic shocks, every
firm’s rank stays the same forever and firms’ relative advantages (and disadvantages)
persist indefinitely.

Although this simple logic can explain why productivity differences between firms
persist and why there are positive correlations between productivity, wages, skills and
profits, it cannot explain why current relative productivity fails to summarize the
influence of the past. In order to explain this evidence, we need a third assumption:
organization capital is unobservable. ~When organization capital is unobservable,
there is assignment between the quality of workers and perceived organization capital.
If a firm’s organization capital is believed to be high, this belief attracts skillful
workers, who provide the firm with better knowledge. Because the current belief
is constructed from past observations, historical observations can influence future
organization capital by changing perceptions about its current level. This mechanism
may explain why a firm’s history is important.

The model of unobserved organization capital has further theoretical and em-
pirical advantages. Theoretically, this extension allows us to analyze the dynamic
interaction between a firm’s real capacity and its perceived capacity. On the one
hand, when organization capital is believed to be high, this belief attracts skilled
workers who can develop superior knowledge in the firm. On the other hand, if ac-
tual organization capital is high, the firm’s current performance is likely to be good,
which generates the perception that the firm has a high level of organization capital.

Hence, we can analyze how this dynamic positive feedback between actual capacity



and perceived capacity influences the persistence of productivity, skill mixes, wage
payments and profits.

In particular, we examine how the noisiness of information influences persistence.
Suppose that a firm’s current output reveals information about its organization capi-
tal. If the revealed information is noisy, managers learn little from the new observa-
tions, and thus do not change their beliefs drastically. If there is assignment between
these beliefs and the quality of workers, the quality of assigned workers changes little
and, therefore, so does accumulated actual organization capital. In particular, when
output has no predictive power for organization capital, the belief never changes. In
that case, we show that the firm’s rank remains the same on average forever and
that the dynamics of actual organization capital exhibit temporal deviations from
the constant belief.

Extending the model to incorporate unobserved organization capital has another
advantage. It allows us to structurally estimate the parameters of our model from
productivity dynamics. Exploiting this additional advantage, we differentiate two
sources of persistence — positive assortative assignment and noisy information — from
others by using an industry annual dataset from COMPUSTAT covering 1970 to
2004.

The estimated parameters are all significant and their signs are consistent with
theoretical predictions. In particular, our empirical results show that two-year lagged
relative wages have a positive impact on current relative productivity after controlling
for one- and two-year lags of relative productivity; note that, in this paper, “relative”
refers to the logarithm of each value relative to industry and year averages. This ev-
idence is consistent with the hypothesis that skilled workers help firms to accumulate
assets and raise future productivity. Our empirical results also show that perceived
relative productivity, which is constructed by using sequences of past relative pro-
ductivity, has a positive impact on future relative productivity. This is consistent

with the hypothesis that people learn about a firm’s capacity from its past perfor-



mance and form beliefs that influence its employment of skilled workers and future
performance.

By using the estimated parameters, we simulate not only the autocorrelations
of relative productivity, relative wages and expected relative profits per worker, but
also the correlation between relative productivity and relative wages. All simulated
autocorrelations replicate the observed autocorrelations quite well. The model is
also able to explain the observed high correlations between relative productivity and
relative wages. That is, our model can quantitatively account for not only the
persistence of these variables, but also the high positive correlation between relative
productivity and relative wages.

We use our model to conduct two counterfactual experiments. They show that if
there were no skill difference between workers and, therefore, if there were no assign-
ment problem, firms’ relative advantages (disadvantages) would almost disappear in
about five years. In addition, the correlation between relative productivity and rela-
tive wages would diminish substantially, while even if output perfectly predicted the
level of organization capital, there is only a minor influence on variables’ persistence
and the correlation between relative productivity and relative wages . These exer-
cises consistently suggest that a positive assignment mechanism accounts for a large
part of the observed persistence of variables. The difficulty of estimating organization
capital plays only an auxiliary role.

It has long been recognized that an individual firm possesses particular resources
[e.g., Kaldor (1934), Robinson (1934) and Lucas (1978)]. As a source of its specific
resources, many economists emphasize the importance of firm-specific knowledge ac-
cumulated through experience [e.g., Penrose (1959) and Rosen (1972)]. Prescott
and Visscher (1980) refer to this accumulated specific knowledge as a firm’s organi-
zation capital. Recently, interest in organization capital has reemerged. Jovanovic
and Rousseau (2001), Atkeson and Kehoe (2005) and Samaniego (2006) quantify the

macroeconomic effects of organization capital. Faria (2003) explains merger waves



by using a model of assignment between organization capital and skills. However,
no paper has addressed the question of why some firms succeed in accumulating
organization capital, whereas others do not. This is the main aim of this paper.

Unlike previous researchers, we model organization capital as a form of the vin-
tage human capital analyzed by Chari and Hopenhayn (1991). For any organization,
ancestors determine a particular routine, culture, organizational structure, set of
rules and how to arrange machines and structures that successors inherit and mod-
ify.  Hence, the workers employed in the past influence the organization’s future.
This modeling strategy allows us to investigate how the assignment of workers to
organizations has long-run effects on organization.

Positive assortative assignment models also have a long history. Becker (1973)
originally derived a condition for positive assortative matching in a marital market.
Sattinger (1979) analyzed a positive assortative assignment equilibrium between phys-
ical capital and skills. More recently, economists have rediscovered the importance
of assignment models [e.g., Kremer (1993), Costrell and Loury (2004) and Shimer
(2005)]. However, in most papers, the distribution of assigned variables is treated as
given.

Notable exceptions are Acemoglu (1997) and Jovanovic (1998). Acemoglu (1997)
endogenizes the distribution of skills and physical capital and Jovanovic (1998) en-
dogenizes the distribution of skills and technology. Both authors examine persistent
income inequality. Unlike them, we endogenize the distribution of organization cap-
ital and examine persistent differences in productivity, skills, wages and profits.

A key assumption behind positive assortative matching is that organization capital
and skills are complementary. There is supporting evidence for this assumption.
Chandler (1977) reports historical evidence that the development of administrative
hierarchies is essential for monitoring and coordinating resources in modern business
firms. Chandler (1977) demonstrates that this organizational structure demands

skilled workers for processing information. Recent evidence obtained by Bresnahan,



Brynjolfsson and Hitt (2002) shows that reorganization associated with IT investment
demands more skilled workers. For example, the use of flexible machinery often
requires workers to have greater discretion, which in turn requires them to have data
analysis skills and problem solving abilities.

Learning is another important feature of the model. As Jovanovic (1982) ex-
plains, a firm gradually learns its own productive capacity. However, unlike Jo-
vanovic (1982), we assume that a firm’s productive capacity is a product of its active
investment and is affected by uncertainty arising from that investment. Ericson and
Pakes (1995) incorporate similar dynamics for productive capacity. Hence, our model
can be seen as a hybrid of the passive learning model of Jovanovic (1982) and the
active investment model of Ericson and Pakes (1995).

Several models generate an equilibrium distribution of wages [e.g., Burdett and
Mortensen (1998)] and an equilibrium distribution of productivity [e.g., Eeckhout
and Jovanovic (2002)]. These researchers show how ex ante homogeneous agents can
generate ex post heterogeneity. Unlike them, we assume an ex ante heterogeneity of
skills and then generate distributions of organization capital, productivity, wages and
profits. An advantage of our approach is that our unique stationary distribution is
globally stable. Hence, our distribution is robust to disturbances.

The paper is organized as follows. In the next section, we set up a dynamic
positive assortative assignment model under the assumption that organization capital
is perfectly observable. In this section, we clarify the mechanism through which skill
differences enhance persistence in the model. In Section 3, we extend the model
to incorporate the imperfect observation of organization capital. We analyze how
perceived capacity and actual capacity have interactive effects on persistence. In
Section 4, we discuss the identification of the parameters from the data and report
our empirical results. In Section 5, we simulate our model by using the estimated

structural parameters. In Section 6, we discuss extensions and conclude the paper.



2 A Dynamic Assignment Model in which Orga-
nization Capital is Observable

In this section, it is assumed that organization capital is observable. We establish a
positive assortative assignment equilibrium between organization capital and skills.
The assumption that organization capital is observable is used to clarify the intuition
about how an assignment model can explain persistent differences in productivity,
wages, skills and profits. Our standard assignment model is based on that of Sat-
tinger (1979). We extend the model to incorporate dynamics by endogenizing the
distribution of organization capital.

The economy is represented by a continuum of workers and firms. The population
of both firms and workers is normalized to unity. Each firm has organization capital
of k7, and a set of jobs, the total mass of which is also normalized to unity. We
assume that the ith job in a firm that has organization capital of kY employs one
worker who has quality of ¢; and produces output of y; according the following
production function:

yie = A(E)* ¢4, o> 0,9 >0,

where A, o« and 1) are constant parameters. Because the total mass of jobs is 1, we
interpret fol yirdi as both a firm’s total output and its labor productivity.

Assume that the ith job pays competitive wages of w (Ing;). As discussed later,
the employment decision is made for each job and job supervisors are assumed to
maximize the profits made from the job. The profit maximization problem by the
managers in the ith job is written as

X; (Inky) = arg max {exp[InA+alnkf +¢Ingy] —w(lngy)}, Vi,Inky. (1)
ngit
We express wages and policy as functions of In & and In g; to simplify the algebra.
Suppose that Ink? is normally distributed with a mean of x;, and a standard

deviation of oy at the date t. Assume also that In ¢, is normally distributed with a



mean of p, and a standard deviation of o, at any date. For simplicity, we assume
that jobs and workers have reservation values of 0. Because the number of jobs is
the same as the number of workers, nobody chooses the outside option and every
agent can find a partner. Hence, these assumptions make it possible to focus on the
assignment problem.

We focus on the positive assortative equilibrium. This means that the top x

percent of In kY is assigned to the top x percent of Ing; for any z. Let ® (-) denote

the standard normal distribution. Given that = kg;“ i and 2 q;q_“" are distributed as
standard normal variables, a positive assortative equilibrium implies that

o __ . 1 kO _
1—<1><—h“k1t “’“) :1—q><—x’<n ) Mq),Vi,lnkf. 2)

Okt Oq

Equations (1) and (2) characterize a static market equilibrium.

Definition 1 A market equilibrium with observed organization capital consists of

X; (+) and w (+) that satisfy equations (1) and (2).

We aim to find a policy function and a wage function that are consistent with this

definition of equilibrium. Equation (2) states that the policy function must satisfy

X (k7) = x; (k) = L (k7 = ) + g1, VI
Hence, all jobs in a firm are filled by workers of the same quality. This policy function
means that, in equilibrium, highly qualified workers must be assigned to a firm that
has a high level of organization capital. For this policy function to be consistent with
the definition of equilibrium, the policy function must solve equation (1). Consider
a firm that has organization capital of In kY = (;—’;t [ln qr — ,uq} +p =x 1(Ing). For

all jobs in this firm, In ¢; must be the optimal choice. Hence, marginal cost at In ¢;

must be equal to the marginal product of In ¢;, as follows:

w' (Ing) =¢y (x ' (Ing),Ing), Ving,
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where y (Ink?;Ing;) = exp(In A+ alnk? + ¢ Ing). Moreover, because the reserva-
tion value of workers is 0, w (—o0) = 0. The following wage function is derived from

the marginal condition and the boundary condition:

%y (x 7! (Ing),Ing)
w (hl qt) == 2 ’LLYO' .
L+ o=

It is easy to check that the second-order condition is satisfied by this wage function.
Hence, the policy function and the wage function are consistent with the definition of
equilibrium. By construction, the equilibrium is unique. Note that wage payments
increase in In g;, which is also an increasing function of In k7. Hence, a firm that has
high organization capital pays high wages.

The firm’s profits are strictly increasing in In k7.

(Inky, x (In k7))
1 + Yog

winkg) = [ Iy (kg G k0) — o, mbg))] di = 2

0 v

Hence, labor productivity, the quality of workers, wage payments and profits per
worker are positively correlated, and if In £ is persistent these variables are persis-
tent. To determine what influences the persistence of these variables, we analyze the

dynamics of In & below.

Dynamics: Following Atkeson and Kehoe (2005) and Samaniego (2006), we assume
that organization capital is acquired by learning by doing. In the spirit of Arrow
(1962), learning by doing is modeled as an unintended result of production.

More specifically, we assume that an individual worker cannot change a particular
routine or culture in a firm, but a group of workers can. Because top managers
cannot evaluate the qualities of individual workers, they must rely on evaluation by
supervisors in each job. Although supervisors can evaluate the quality of each worker
with respect to production in a particular job, they are unaware of how interaction

between individual workers can change the firm’s routines or culture. We implicitly
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assume that communication cannot perfectly resolve this issue.  Because skilled
workers are likely to learn the mechanism of production well and have better ideas,
the employment of skilled workers has indirect external effects that are not initially
acknowledged.

We model this process by assuming that the average quality of employed workers

improves organization capital in the next period:?
=Bk () e 0< 9 <1, >0, (3)

where ¢f = fol qadi, B, ¢ and ~y are constant parameters and ¢, is a random variable,
which is normally distributed with a mean of _%3 and a standard deviation of o.. The
parameter ¢ measures the technological persistence of organization capital. Because
some organization capital depreciates, we assume that a fraction, ¢, of organization
capital can be carried over to the next period.

The assumption about learning by doing might be unreasonable if top managers’
talents are the most influential inputs for creating organization capital. When a firm
employs top managers, it expects them to change the firm’s structure and norms.
Hence, the firm’s maximization problem must also take into account equation (3).
In Appendix 2, we assume that a firm solves a dynamic optimization problem by
taking into account the dynamics of organization capital. It constructs a recursive
positive assortative equilibrium and examines its properties. This shows that the

dynamics of organization capital are the same as those obtained when one assumes

2Given that every job is filled by workers of the same quality, equation (3) generates dynamics

that are the same as those from the transition equation,
Ko = Br (k)™ () e,

where y; = A (k9)“ qf’ , and By, 9, and 7, are parameters. This equation implies that Inky, ; is
expressed as a weighted sum of {In yt,s}’;zo. As discussed by Bahk and Gort (1993), in empirical
studies, cumulative gross output is used as a proxy of experience accumulated through learning by

doing. Hence, our assumption is consistent with the standard learning-by-doing assumption.
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that there is learning by doing. Differences arise in the wage and profit functions.

We maintain the learning-by-doing assumption for three reasons. First, as con-
vincingly argued by Simon (1997) and Nelson and Winter(1982), it is reasonable to
assume that an individual in a firm would find it hard to change a firm’s routines
or culture. Second, the learning-by-doing assumption simplifies the model, but con-
veys the main logic of the paper. Hence, most of our analysis avoids the technical
difficulties associated with dynamic optimization problems. Third, the wage and
profit functions derived on the basis of the learning-by-doing assumption are use-
ful for our empirical work. We discuss the unique outcomes generated by the the
learning-by-doing assumption later.

Because all jobs in a firm are filled by workers of the same quality, in which case,
Ing, = ;—:t (In k7 — 1) + g1, in equilibrium, the dynamics of organization capital can

be written as
Ik =B+ Sk | 2 (kg = ) + |+ @
kt

Because Ink{ and &; are normally distributed, Inky ; is also normally distributed.

The dynamics of p,, and o3, can be derived from equation (4) as follows:

o2 o\ 2
Prrsr = 0B + dpgy + i — 76, Oktl = (qb + J—;) 0%, + 02

These two equations characterize the dynamics of the aggregate state variables. By

using the dynamics of p,;, equation (4) can be rewritten as

o ’yo- (o} *
Inkg ) — pyy1 = (Gb + U_kj> (Inkf — pge) + €7,

where e} = ¢, + %3 is normally distributed with a mean of 0 and a standard deviation
of .. This equation implies that when In &{ is larger than its industry mean p;,, the
fraction, ¢+ :%f of this relative advantage is carried over to the next period. The pa-
rameter ¢ captures the assumed persistence, and the second term, 222, represents the

Okt

result of positive assortative assignment. When the ratio of the standard deviation of
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skills to that of organization capital is large, organization capital is more persistent.
When the ratio is large, the firm with the most organization capital derives the most
benefits because this leading firm attracts the most talented workers, who provide
the firm with the best knowledge. Therefore, relative advantages persist longer.
This intuitive result is analyzed more rigorously below. First, we show that the

distribution of In &k converges to a stationary distribution.

Proposition 2 The mean, p,, and standard deviation, o, of Inky converge to the

stationary points, ., and O, TESPECtively, where ., and O are

2
In B +yp, — %
= 5

160, +1/(10,)" + (1 ¢°) 02
Tkoo = 1— ¢ : (6)

Moreover, when the distribution converges to the stationary distribution, the dynamics

of organization capital follow a first-order autoregressive (AR(1)) process, as follows:
DInk?,, = <¢+ﬂ) DInko +el, (7)
O koo

where DInky = Inkf — p, -

The proposition states that there is a unique, globally stable stationary distrib-
ution. Hence, an economy converges to the stationary distribution in the long run.

In the remainder of this section, we discuss the dynamics of equation (7). Because

Y94q
Okoo ’

persistence is only influenced by ¢+ we refer to this as the persistence parameter

in what follows.

Persistence when o. = 0: In order to have a clear intuition, we first analyze a

deterministic model.
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Proposition 3 Suppose that o. = 0. Then, there is still a stationary distribution,

In B+ . . . .
Poo = 1_;%, Okoo = %, and the level of organization capital remains constant:

Ink? ; =Ink;p.

The proposition states that, if there is no shock, the ranking of organization capital
is constant. When there are no idiosyncratic shocks, the top organization always
attracts the best workers, who, in turn, equip the firm with the best knowledge.
Hence, it remains at the top and maintains exactly the same level of organization
capital in the long run.

Note that o is not 0. Hence, organization capital varies between firms and so
too, therefore, do productivity, wages, skill mixes and profits. Because o, is always
positive, when oy, is small, the assignment effect, %, is large. Hence, a firm with
a high level of organization capital benefits substantially. This mechanism increases

ok- Ultimately, ok, does not converge to 0.

Persistence when o. > 0. When we introduce idiosyncratic shocks into the accu-
mulation of organization capital, reversion to the mean occurs. Idiosyncratic shocks
make changes in rankings possible. A firm that receives a positive shock climbs
the rankings, which enables it to attract higher quality workers. This means that
top organizations cannot remain the best. Top organizations might slip down the
rankings.

Substituting equation (6) into the persistence parameter reveals that this para-

meter is a strictly increasing function of £7¢.
€

2
o+ 274 = 44 1-9¢

Okoo ¢+\/1+(1_¢2) (%)2

d(¢+22)
— =2 > 0, lim (¢+ﬂ>=1, lim <¢+ﬂ>=¢.
d-+ L =00 T koo 22450 T koo
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When o, > 0, %‘1 is finite. Therefore, the persistence parameter is always less than
1. This means that equation (7) is covariance stationary. Hence, the dynamics
exhibit reversion to the mean and eventually initial advantages disappear. In this
case, it is easy to show that

E|DInk)DInkj . vog \’
Pinkj = | tz tj}:(¢+—q> :

O koo

Okoo
That is, the larger the persistence parameter, the larger is the autocorrelation. Hence,
an increase in %" raises the autocorrelation.

Two remarks are worth making. First, the parameter % represents the impor-
tance of skill variation relative to the reshuffling effect. Hence, the importance of skill
variation to persistence is not absolute. Small skill variations can induce substantial
persistence in variables when an industry is stable. Second, when %‘1 is infinite, the
persistence parameter converges to unity. Hence, the results in Proposition 3 can be

seen as the limit of this general case.

3 A Dynamic Assignment Model in which Orga-
nization Capital is not Observable

In the previous section, we provided a clear intuition about how assignment influ-
ences the persistence of variables and explained why productivity, skills, wages and
profits are positively correlated. However, our analysis did not explain how historical
relative productivity influences future relative productivity. Because the dynamics
of organization capital in the previous section were represented by an AR(1) process,
once we control for a current value, past values do not influence future ones.

In this section, we examine the same dynamic assignment model but incorporate
organization capital that is not observable. We show that past organization capi-
tal can influence future organization capital even when current organization capital

is controlled for. We also analyze how perceived organization capital and actual
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organization capital have interactive effects on the persistence of capital.
Assume that £ cannot be directly observed, but can be inferred from the realiza-
tions of output. To capture this idea, we add a firm-specific idiosyncratic shock to

the production function for each job as follows:
v = e A(K)" iy, @ > 0,4 >0, (9)

where w; is normally distributed with a mean of —% and a variance of o2.

When employment decisions are made about the ith job, output is not realized.
Hence, a decision must be based on a conditional expectation given the prior belief
about the level of organization capital. We assume that the prior distribution of In k;
is normally distributed with a mean of p,, and a variance of o%,. Then the expected
output from the job is

a’o?
E [yt | pige, In qit] = exp (hlA + oty + B B 4 Y In Qit> . (10)

Similarly to the previous section, all firms are assumed to have the same oy, at date ¢.
However, we deviate from the previous section by assuming that the belief, ,,, differs
between firms. Given that all agents in an economy receive the same information,
these agents hold the same beliefs about a firm’s organization capital. That is, the
belief, p,, characterizes a firm’s position in the economy. It is assumed that the
belief, j,, is normally distributed with a mean of uf, and a standard deviation of
o, We examine a positive assortative assignment equilibrium between a belief, y,,,
and a skill, In g,.

Similarly to the previous problem, by assuming that the wage is a function of

In g, W (Ing;), we can define a market equilibrium as follows.

Definition 4 A market equilibrium with unobserved organization capital consists of

aXx; (+) and a w (-) that satisfy the following two equations:
Xi (pre) = argmax {E [yie| g, In gie] — 0 (I gie)}, Vi, pig- (11)
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1@ <—“’“ - “’“) —1- <—Xi () = “") Vi, gy (12)

Ot Oq

Applying the same logic used in the previous section, we can derive a policy
function and a wage function that are consistent with this definition of equilibrium.

Because the derivation is as before, the proof of the following theorem is omitted.

Theorem 5 There exists a unique equilibrium, which is characterized by the following

functions:
. A Jq e
X () = X (Hge) = U_t (gt — i) + Hgs (13)
w
Yoq E [ o1
) o el X" (Inge) , Ing]
w (ln qt) = — 1+ Vo, ) (14)

2

where E [y;| g, In q] = exp (logA + g + = ;zt +11n qt) and ' (Ing) = %’;—t (Ing — py)+

ug,. Moreover, the expected profits of the firm are

E ~
#e (:U’kt) _ [yill—l’i_kww)gq(/l’kt)] ) (15)

A0 oo

This theorem shows that the levels of skill and expected profits are strictly in-
creasing functions of u;, and that the wage function is a strictly increasing function of
Ing;. Hence, the dynamics for skills, wages and expected profits follow the dynamics
of ;. On the other hand, labor productivity, Iny,, is strictly increasing in In & and
Ing;. Hence, the dynamics of labor productivity are influenced by the dynamics of
In kY and py,. To understand the dynamics of productivity, wages, skills and profits,

we analyze the dynamics of In kY and p;, below.

Dynamics: Similarly to the analysis of the previous section, we can derive the

dynamics of In kY by substituting equation (13) into equation (3) as follows:

g
K7y, = B+ @Ik 7 | - (s — p) + 11y + 0 (16)

ut
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To derive the dynamics of y,,, we must describe the information structure of the
model. After the firm employs a worker, output is produced. From the realized
output, the firm knows e“ (k?)®. Hence, a firm uses a signal, s; = Ink? + u}, to
infer In k¢, where uf = 1 (ut + %) is normally distributed with a mean of 0 and

a standard deviation of Z+.  Because ji,, = E [ln k.1 |se, ,ukt,akt} and ogq =

\/ Var [ln kg1 1St, e akt}, the dynamics of p;,, and oy can be written as follows:

2
o O- e 0-5
Priv1i = B4 @ [Inkf|sy, pyy, ope) +y {—a qt (gt — M) + g | — o (17)
w

Okt+1 — \/¢2 (1 - ht) O-it + Uga (18)
where

Bk |se, pre, o] = (1= he) gy + husy = (1 = ha) pigy + be (In k7 +u3), (19)
(=)

he = ————. (20)
L+ (22

Equation (19) shows that E [Ink?|sq, py, okt 18 a weighted average of the prior
belief, 1, and new information s;, where the variable h; is the weight on new infor-
mation. As shown in equation (20), h; is negatively related to o,. If the variance
of temporal shocks is large, it is difficult to infer In k7 from s, and thus place a small
weight on s,. In this way, the variable h, measures the reliability of new information.?
Because oy, is the same in all firms, equation (18) shows that oy, 1 is also the same in
all firms. Similarly, because p,, and s; are normally distributed, equation (17) shows

that g, is also normally distributed. Hence, the normality of the distribution

31n fact, h; can be also rewritten as follows:

B E [Var [Ink?|st, iy, Okt]]
hy=1- 5 :

Okt

This equation shows that h; would be larger if the average conditional variance were smaller relative
to the prior variance. It measures the accuracy of information, as previously used by Takii (2003,

2007), as a tractable measure of prediction ability.

19



is preserved. The following mean and standard deviation of the belief in the next
period can be derived:

2

e e 0-5
Presr = InB+ oy, + v, — o (21)
vo,\’
O'/J,t—‘,—l - <¢ + 0'_;1> O-l%‘t + ¢2ht0%t' (22)
w

The derivation of equation (22) is given in Appendix 1. Furthermore, by substituting
equations (19) and (21) into equations (16) and (17), we can also rewrite the dynamics

of Ink{ and p,, as follows:

o e o e ,yo- e *
Nkl — pier = o (Inky — pgy) + . j (Kt — Hie) + €5, (23)
o
e ] e /70- e *
ks = ey = b (kg = 1)+ [0 = k) 27 G = i) + O 24
%

where €f = ¢, + %g is normally distributed with a mean of 0 and a standard deviation
of o..

Equation (23) shows the dynamics of Inkf. The first term of equation (23) is
influenced by technological persistence, ¢. That is, if organization capital is above
average, the fraction ¢ of this relative advantage is carried over to the next period. On
the other hand, the second term is influenced by positive assignment. If organization
capital is believed to be above average, the firm attracts skilled workers that help the
firm accumulate further organization capital.

Equation (24) shows the dynamics of p,. The first term captures how new infor-
mation influences the dynamics of the belief. Managers know that the fraction ¢ of
current organization capital affects the next period’s organization capital. However,
current organization capital is not observable and must be inferred from current out-
put. High output can be the result of either a large temporal shock or a high level
of organization capital. Because managers put a weight h; on new information, the
fraction ¢h,; of current organization capital is believed to be translated into the next

period’s level. New information incorporates noise. Hence, the ¢h, portion of wu;}
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also influences the posterior belief. This effect is captured by the third term, ¢ph,u;,
in equation (24).

The second term of equation (24) captures the effect of the prior belief on the
posterior belief. There are two separate effects. Because there is assignment be-
tween the prior belief and worker quality, the higher the level of organization capital
is believed to be, a priori, the higher is the quality of workers that the firm can
employ. Given that skilled workers help the firm to accumulate organization capital,
organization capital in the next period is believed to be high. This assignment effect
is captured by Z;:Z in the second term. On the other hand, because output provides
only noisy information about organization capital, a weight of 1 — h; is placed on
the prior belief. Because the fraction ¢ of current organization capital is translated
into organization capital for the next period, the fraction ¢ (1 — h;) of the prior belief
influences the posterior. Overall, the fraction ¢ (1 — hy) + Z,;:Z of the prior belief
influences the posterior.

The equations (23) and (24) provide some intuition about the dynamics of In &
and p,,. First, the interpretation of equation (23) is that In kY exhibits reversion to
the belief i, and the speed of the reversion is influenced by the constant parameter
¢. Hence, assignment does not influence the persistence of In k; unless it affects p,.
Second, given equation (24), the smaller is hy, the less is p,, subjected to two types
of shock, ¢} and u;. Hence, the ranking of x,, is less likely to change. Because there
is assignment between pu,, and Ingq;, fewer changes in the rankings imply that py,
becomes more persistent. That is, the noisier is the information, the more persistent
is the belief.

More importantly, equation (24) implies that the current belief, p,,, can be influ-
enced by sequences of real organization capital, {In k;’}';;%). Because current beliefs
influence the next period’s actual levels of organization capital according to equa-
tion (23), past sequences of actual organization capital can influence future values.

It is shown later that this mechanism can explain why higher order lags matter for
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productivity dynamics.
To confirm these arguments, we first show that this economy converges to the
stationary distribution. Then, we analyze the dynamics of organization capital in an

aggregate economy that reaches the stationary distribution.

Proposition 6 The aggregate economy converges to a unique stationary distribu-

tion.
— InB +yp, — 072
010+ /(00" + (1= 67) $*hecorh
E (=)
. a’o? — (1 — ¢2) o2+ \/[oﬂag — (1 — ¢2) 03]2 + 4020202
Thoo = 202
2
()
he = —2 L
L+ (22)

Moreover, the dynamics of an individual firm in the stationary distribution are de-

scribed by the following vector autoregression (VAR):

kt+1 - Mkt + €t7 (25)
where
, 200 Dlnk? !
M = ¢ oo o 5 kt = e ; Et = '
¢hoo> ¢ (1 - hoo) + %—oqo D/'th gbhoou;f‘<

and DInk =1Inky — puf. and Dy = fiy — Poo-

Because the stationary distribution is unique and globally stable, the economy
converges to the stationary distribution in the long run. We investigate the properties

of equation (25) and discuss what influences the persistence of organization capital.
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Persistence when o, = oco: It is instructive to start with an extreme case, in which
o, = o0. In this case, information is too noisy and the firm can learn nothing about
the level of organization capital. Hence, ho, = 0 and the firm only puts weight on
its prior belief. Therefore, its belief never changes. By substituting o, = oo and
he = 0 into equations (18), (22), (23) and (24), the following proposition is easily
derived. It shows that the movement of organization capital reverts to this constant

belief.

Proposition 7 Suppose that 0> = co. Then, the dynamics of the economy are given

by ,
_InB+yp,—F R

Hoo = 1—¢ 7Uuoo_ﬂ>akoo_1_¢2

and

ki = @Ikl + (1 — @)ty + €45 Hpen = M-

Because the firm cannot learn about its own organization capital, the firm never
changes its own belief. Hence, the belief is constant. Because assignment is based on
this belief, the firm that is believed to have a high level of organization capital attracts
good workers and maintains its position. Moreover, as actual organization capital is
subjected to shocks, the movement of organization capital temporally deviates from
the firm’s own belief. However, the level of organization capital remains the same

on average because of the constant belief.

Persistence when o, € (0,00), 0. € (0,00) and ¢ € (0,1). Let us examine a more
general case. First, we analyze the stability of equation (25). Then, we analyze what

influences persistence. The following lemma provides the conditions for stability.

Lemma 8 Let \; and Ay denote the eigenvalues of the matriz M. Then, equation

(25) is covariance stationary if \y = ¢ + U%i <land Xy =0¢ (1 —hy) < 1.
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Note that \s is less than unity. This means that stability is guaranteed if \; < 1.
The eigenvalue \;corresponds to the persistence parameter of the previous section. It
consists of assumed persistence, ¢, and the assignment effect, ;Loqo Hence, similarly
to the analysis of the previous section, if the assignment effect is not too strong, the
dynamics eventually converge to the mean.

Clearly, X

. Thus, there are more fundamental
conditions for stablhty. The followmg lemma describes the relationship between the

Ty and Wq
Qo

endogenous variables, h

Lemma 9 *Suppose that ¢ € (0,1), Z= € (0,00) and ¢ € (0,00). There exists a
function n(-) and X (-,-) such that

o
heo = “ 0,1),
0(2) e 0.
where 7' ( ) <0, llmJ_*)O/r]( ) =1 and lim%%oon (57“5) =0, and

ﬂ:g(ﬂ,hm> €(0,1- ). (20)

O poo O¢

where (ﬂ,h ) >0, %, (W hoo) <0, limazg % (ﬂ hoo) =0, limaey .5 (7"‘1 h ) -

o ! og !
Og

1—¢, lim,_ 1 X% (Wq hoo) € (0,1 —¢) and limy,_,_,o X (WE", hoo) =1-¢.

4Explicit solutions for 7 () and ¥ (+,-) in the Lemma 9 can be derived. Lemma 9 describes

results based on the following explicit solutions. Technical parts of the derivation are in Appendix

1.

n(%) - 15?:252 where (26)
e (%)2(1¢2)+\/{(£t2)2(1¢2)]2+4(ME)2’ .

and

E PR SR
o (1=67)0%hee (2047
¢+ 1+W(—>

Oc
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The first part of this lemma shows that h., and o= have a one-to-one relation-
ship. Hence, in the steady state, without loss of generality, h,, can be treated as an
exogenous parameter.

The parameter aes represents the standard deviation of noise relative to that of
shocks on the accumulation of organization capital . If the standard deviation of a

noise term is relatively large, firms cannot learn much and h, is small. If the noise

term has a relatively small variance, the firm can learn a lot and h, is large.

The second part of the lemma shows that for a given h., and ¢, 2:; and >

exhibit a one-to-one relationship. As explained in the previous section, if % is
large, the top organization derives the greatest benefit from a positive assortative
assignment. Hence, the dynamics exhibit more persistence.

More interestingly, ;L; is decreasing in h,. When information is noisier, rational
agents rely more on their prior beliefs to make inferences about the current level of
organization capital. Therefore, the posterior and prior beliefs are similar. Hence,
iy, 1S more persistent. Because the dynamics of actual organization capital exhibit
reversion to the firm’s own belief, noisy information makes actual organization capital
more persistent.

Note that the properties of the function X (-, ) imply that when h., converges to
0, the persistence parameter, A\;, converges to 1. This means that when o s large,
the dynamics can be approximated by the previous results, with o, = oo.

Note also that equation (29) implies that A\; = ¢+ ;LL; < 1. Hence, the following

proposition can be stated.

Proposition 10 Suppose that ¢ € (0,1), and that Zu and % are finite. Equation

(25) is covariance stationary.

The two eigenvalues, A\; and A, are important determinants of the persistence
of the stochastic process.  Let py,,; denote the autocorrelation between current

organization capital and organization capital j periods before. In addition, let p,,;
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denote the autocorrelation between a belief about current organization capital and
. . . _ . ) _ E[DinkyDInky_}] .
a belief about organization capital j periods before: py,;; = Var (DT L opu =
B[Dpy Ditgy |

2
0o

. The following proposition derives the autocorrelation of In k; and p,.

The proof is established in Appendix 1.
Proposition 11 The autocorrelations of Inky and py, are functions of Ay and Ao

Pk = (1 - w) )‘]1 —f-CU)\%, Puj = Ajla
2% (1 — A})

O oo

(A = A2) (PPhoo +1— A7)’

where w =

The above proposition states that the autocorrelation of organization capital can
be expressed as a weighted average of A} and X}; the autocorrelation of the belief
is A{. Note that A\; > Xy. Hence, the following corollary results from the above

proposition.

Corollary 12 Suppose that %“ > 0. The autocorrelation of the belief about a firm’s

organization capital exceeds that of its actual organization capital: p,; > py, ;> V-

The corollary states that the belief is more persistent than is the organization cap-
ital itself. Because idiosyncratic shocks directly influence the realization of random
variables, the variance of the realized random variable is generally larger than the
variance of the conditional expectation. The same logic applies in this case. Given
that the belief is less volatile than is actual organization capital, the autocorrelation
of the belief exceeds the actual value. This corollary confirms this intuition.

Next, we show how the parameters % and hq, (or 57“5) affect the autocorrelations.

The proof is established in Appendix 1.

Proposition 13 1) There exist 7* and j7** such that for all j > j*, Cfipﬁj > 0 and

Og

for all j > j**, ddp;,,—rf < 0. 2) Forall j, 5% >0 andZZ—’:i < 0.

og
This proposition implies that an increase in % and a decrease in h, increase the
£

autocorrelation about the belief. The same changes can increase the autocorrelation
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of organization capital after enough time has passed. Because there is positive
assignment between the belief and skills, there are direct effects on the autocorrelation
about the belief. However, both influence the autocorrelation of actual organization
capital because future actual organization capital is influenced by the firm’s current
belief. Actual organization capital can temporally deviate from the belief. However,
as time passes, an increase in the persistence of the belief dominates the temporal

disturbance and increases the persistence of organization capital itself.

4 Empirical Examination

In this section, we derive empirically testable equations and examine the validity
of our model. We show that the predictions of our model are broadly supported
by the data. The estimated parameters are used to identify the structure of our
models: technological persistence, ¢; the effect of assignment on persistence, J%;
and a measure of the accuracy of information, h.,. These structural parameters are
inputs into the simulation exercises of the next section.

Because we cannot observe k{, we must translate the results from the previous
section into dynamics for observable variables. = One such variable is output, y;.
Given that the number of workers is assumed to be unity, we estimate y; by using
labor productivity. The dynamics of a firm’s labor productivity relative to the

industry and year average and the expected relative productivity in the steady state

are derived from equation (25), as follows:

Dinyiy1r = bDIny, + b E [DInyy |y, + v, (30)

E[DInyy|ppyr] = bsDIny, + biE [DInyyfpy, (31)

where DIny; = Iny; — Elnyl, by = ¢ + ;ﬁ%ﬁbhm, by = ;%qo - Oﬁ%¢hoo, by =

Bhoo + 222 @hog, by = by + by — by and v, = a (] — ¢ +uf,,). The derivations of
equations (30) and (31) are given in Appendix 1.
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Before showing how to estimate these parameters, it is instructive to discuss how
the estimated parameters are related to ¢, (Zﬁ and h.,. Suppose that aﬁ% is known.

The parameters ¢, ;Loqo and ¢h., can be identified from the following three equations:

b
6—by— L% gp D%y VT g .
Qa0 oo 0 oo Qa0 oo 14 2%
Qo 00
These equations imply that ¢, JZ:O and h., are primarily related to by, by and b3,

respectively.
To clarify the intuition behind these relationships, note that equation (30) can be

written as

o o
Dnyi 1 = ¢DIny; + 1% [D In | pay] + O:é—qubhoo [DIny, — £ [DInyy|p)] + vt

0 poo poo

As in equation (23), the coefficient on D In y; represents technological persistence and
the coefficient on F [D Iny|u,,] represents the effect of assignment on persistence.
That is, because the fraction ¢ of current organization capital is transformed into
next period’s organization capital, the fraction ¢ of current labor productivity is
linked to labor productivity in the next period. On the other hand, because belief
in a high level of organization capital attracts skillful workers, the coefficient on
E [D Iny; 4] ukt_l} represents the effect of assignment on organization capital in the
next period. The third term does not appear in equation (23). It arises because of
a prediction error. When realized output exceeds expected output, people update
their beliefs. The updated belief attracts better workers in the next period, which
raises output. Hence, if the effects of prediction error are removed, the coefficients
on DIny, and E[D Iny|u,,] in equation (30) separately identify ¢ and (Z%

Note that we can separately identify ¢ and ;LL; even if ho, = 1. When h, =
1, a firm knows the exact level of current organization capital. However, future
organization capital remains unknown because it is influenced by shocks. Hence, a
firm’s employment decision must be based on its beliefs, rather than on real values.
That is, our model can separate 27 from ¢ not because of noisy information, but

J7Ee)

because it distinguishes the effects of firms’ decisions from those of firms’ capabilities.
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The prediction error is clearly influenced by the accuracy of information. In our
regression analysis, the parameter b3 provides useful information about h.. Note

that

by — by = (1 — hao) . (32)

This expression shows that the difference between b; and b3 provides information
about hy. In equation (30), v; and DIny; are correlated because F [uf|D Iny,] # 0.
Because measured productivity is influenced not only by the level of organization
capital, but also by current temporal shocks, observed productivity contains informa-
tion about current shocks. When rational agents predict future productivity, they
efficiently extract this information from current productivity. Hence, b3 deviates
from the fundamental parameter b;. When the variation of ] is a large component
of the variation in measured productivity, measured productivity is influenced more
by u; and less by In k{. Hence, measured productivity is useful for predicting u;, but
not for predicting In k7. Therefore, hy, is small and the difference between b, and b3

is large.

Estimation Method 1: To implement the procedure discussed above, we must
estimate E [DlIny|uy,] from the data. We propose two methods for doing this.
Because each strategy has its own strengths and weaknesses, it is hoped that the
strategies complement each other.

The first method applies the following proposition, which is proven by equations
(14) and (15). Although the dynamics of organization capital are not influenced by
the assumption that organization capital is accumulated through learning by doing,
equations (14) and (15) are affected by this assumption. Therefore, the following

useful proposition represents a benefit of assuming that there is learning by doing.
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Proposition 14 Perceived relative productivity is equal to relative wages and ex-

pected relative profits per worker.

E[DIny|p,) = DInw (X () = DIn® (pyy)

where DI (X (pge)) = I (X ()= B [ (X (pye))] and DIn7® () = Inwe® (pg,)—
E 7 ()]

Proposition 14 states that perceived relative productivity can be estimated by
using relative wages. Hence, the following testable equation is derived from equations

(30) and (31):
Dlny; =60:DIny;_1 +0:DIny;_o + 03D Inw;_g + vy_1, (33)

where 6y = by, 03 = bybs and 65 = by (by + by — b3) > 0. By using the estimated value

of 01, 65 and 63, we can identify by, by and b3, which allows us to estimate ¢, ho, and

Yoq

Opoo

Equation (33) shows that after controlling for the first and second lags of relative
productivity, the second lag of relative wages must have a positive impact on current
relative productivity. Given that skilled workers equip firms with better firm-specific
knowledge, the theory predicts that there is a positive association between past wages
and current productivity.

One econometric issue exists. Because v,_; contains u;_;, it is correlated with
Dlny;_ ;. Hence, we need an instrument for this variable. Proposition 14 provides a
suitable instrument. Because the firm makes employment decisions without observing
realized output, relative wages, DIlnw;, 1 = Inw;_; — F [Inw], are not influenced by
the realization of the noise term, u; ;, but are correlated with DIny, ; because of

positive assignment. Hence, D Inw;_; can be used as the instrument.

Estimation Method 2: The next estimation method is more complex. However, it

allows us to examine a different prediction of our theory. This is that the belief, which
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is constructed from sequences of past relative productivity, influences future relative
productivity. Furthermore, to apply this alternative method, we need not assume
that there is learning by doing. Hence, even if top managers’ skills are important
elements of organization capital, this estimation method can be used to identify
parameters.  To construct E [Dlny|u,,) from the data, we derive the following
regression equation from equation (31):

t—1

Diny, =bs Y (ba) Dye—s—i + by E [DInyo|pge] + wr, (34)

=0
where wy; = DIny, — F [D1Iny|u,]. Note that o, is not correlated with Dlny, 1,
for all i > 0 and E'[D In yo| )

As already discussed, the parameters b; and b3 differ because E [v:|DIny,] # 0.
Hence, to separate by from b3, we apply ordinary least squares (OLS) to equation (34)
and use an instrumental variables (IV) approach to estimate equation (30). The IV
estimate provides a consistent estimator of the parameter b; and the OLS estimate
provides a biased estimator of by, which is b3. Hence, the difference between the
IV estimates and the OLS estimates indicates the extent to which labor productivity
provides information about the error term and identifies ho,. We use this technique
in applying the second estimation procedure discussed below.

Assume that there is a proxy for E[DlInyg|u). First, we choose an arbi-
trary value of by, and construct S._¢ (bs)' Dys_1; and (by)" E [DInyp|py) from the
data. Second, equation (34) is estimated under the constraint that the coefficient of
(bs)" E [DInyo|p) is 1. This yields bs, where by is the estimated value of bs. Third,
using by and by, we estimate E [D Iny;|u,] by bs 32—t (bs)’ Dyy1—i+b4E [D Inyo| ).
Fourth, using the estimated value of E [D In y;|u,], we estimate equation (30) by us-
ing the IV regression. We use DIny, ; and DIlnw; as instruments for DlIny, and
E[DIny|u,). We need an additional instrument for E [D Iny,|su,,] because bs con-
tains a measurement error. This IV estimation procedure yields 131 and 132, where 131

and 132 are the estimated values of b; and b,. Fifth, because there is a regulatory
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relationship, according to which by = b; + by — b3, we replace by by l;l + 32 — 53 and

repeat the same procedure until the estimated b, converges to the assumed by.

Data: We use COMPUSTAT industry annual data from 1970 to 2004 for estimation.
COMPUSTAT provides data on an unbalanced panel of publicly traded firms in
the U.S. It contains information from balance sheets, and information on incomes,
cash flows and financial variables. The variables value added per worker and the
average wage rate are constructed for each firm and each year. Details of our data
construction procedure and summary statistics on the constructed variables are given

in Appendix 1.

Z;nt Inyys,
me

my
> "Inwgy
me )

We estimate DInyy and Dlnwy by Inyp — and Inwg —
where yy; is value added divided by the number of workers and labor expenses per
worker in the fth firm in year ¢, respectively, and m; is the number of firms in the
corresponding four-digit industry in year ¢. We estimate each firm’s initial prior
belief, E'[DInyo|pg), from the average value of DInys over the five consecutive

years following the firm’s initial appearance in COMPUSTAT after 1970. Therefore,
the following regression is estimated by using data for 1975-2004.

Results: First, in Table 2, we report the regression results from the first estimation
method.

Because only few companies report labor and related expenses in COMPUSTAT,
we estimate labor costs for companies that do not report this information. (The
estimation method is described in Appendix 1.) To investigate the potential bias
arising from the use of this estimation method, we also report regression results based
on the sample of companies that report labor and related expenses. The “Small
Sample” in Table 2 includes only companies that report labor and related expenses.
The “Large Sample” includes companies whose labor costs we have estimated.

All coefficients in Table 2 are significant and positive, which is consistent with our
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The dependent variable is D Iny;.

Small Sample | Small Sample | Large Sample | Large Sample
Dlny_ 0.708* 0.696* 0.708* 0.671*
(0.027) (0.027) (0.008) (0.008)
Dlny; 0.120** 0.132** 0.158* 0.084*
(0.026) (0.026) (0.009) (0.008)
DInw,; o 0.116** 0.101** 0.040* 0.087*
(0.018) (0.018) (0.006) (0.006)
Dlnk, 0.038* 0.106**
(0.007) (0.002)
# of observations | 3113 3113 30135 20119

Table 2: Estimation Method 1
The variables DIny;, DInw, and D In k; are relative labor productivity, relative
wage payments and the relative capital-labor ratio, respectively. The “Small
Sample” includes only companies that report labor and related expenses. The
“Large Sample” also includes companies whose labor costs we have estimated. The
variable D Inw;_; is used as the instrument for this regression. Standard errors are

reported in parentheses. ** denotes significance at the 0.5 percent level.

theoretical predictions. Moreover, the results do not depend on the sample size.

More interestingly, two-year lagged relative wage payments have a positive impact
on current relative productivity even after conditioning the first and second lags of
relative productivity. The elasticity of two-year lagged relative wage payments is
0.12 in the small sample and 0.04 in the large sample. The coefficient is smaller
in the large sample. However, the results from both samples are significant and
demonstrate the quantitative effect. The results support the hypothesis that skilled
workers improve a firm’s assets.

In this regression, we implicitly assume that there are no adjustment costs of

investment in physical capital. Given this assumption, physical capital can be derived
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as a function of organization capital. Organization capital not only directly increases
labor productivity, it also increases the physical capital stock, which in turn raises
labor productivity. Because we are interested in the total effect of organization
capital on labor productivity, we ignore the physical capital stock.

However, if adjustment costs of investment in physical capital are important,
a high current level of labor productivity can partially be explained by the initial
physical capital stock per worker. The omission of physical capital might have

biased our estimates. To investigate this possibility, we add relative physical capital

Z}nt In kft
mg ?

per worker, DInk;. We estimate D Ink; by using In ks — where ky; is the
initial capital stock per worker in the fth firm in year ¢.

The inclusion of D Ink; hardly changes the coefficients in the small sample, but
raises the elasticity of D Inw;_» and lowers that of DIny, 5 in the large sample. This
indicates that adjustment costs of investment might have biased our results in the
large sample. This is a potential problem. However, this minimal bias is unlikely
to affect our simulation results. We discuss this point later.

We report the regression results obtained by using the second estimation method
in Tables 3 and 4. The initial value of by is chosen to be 0.5. The result is not
sensitive to this choice. The results in these tables are based on the estimated b,
matching the assumed by. Table 3 reports the results from the regression equation
(34). Table 4 reports the results from the regression equation (30).

Table 3 shows that bs (the coefficient on 3'_0 (bs)’ DIny; 1 ;) is 0.64 in the small
sample and 0.72 in the large sample. The large sample produces a slightly larger
value of b3. To check whether the constrained regression produces a bias, we also
ran an unconstrained regression. This regression yields a similar value of b3. This
suggests that our estimates are not sensitive to the constraint.

The unconstrained regression also reveals an interesting feature of the data: the
weighted initial prior has a persistent effect on labor productivity. This means that

the effect of initial values declines over time, but does not fade out altogether. The
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theory predicts a coefficient on the weighted initial prior of 1, but this is not supported
by data. However, the coefficients are not far from 1. In particular, the coefficient
in the small sample is close to 1, 0.93. These results indicate that the model is a
useful first-order approximation of the data.

As already discussed, if adjustment costs of investment in physical capital are
important, our results might be biased. Hence, we also include D In k; in our regres-
sions. This does not materially change the coefficients of the regressions. Hence,
our results are robust in this respect.

Table 4 shows that, after controlling for current relative productivity, the con-
structed belief about relative productivity continues to influence relative productivity
in the next year. Note that E [D In y;|u,,] is constructed from past observations. Our
regression results are consistent with the hypothesis that people learn about a firm’s
capacity from its past performance and form a belief that influences the employment
of skilled workers and future performance.

Table 4 shows that b; (the coefficient on D1Iny;) is 0.84 in the small sample and
0.72 in the large sample. Given that b3 is 0.64 in the small sample and 0.72 in the
large sample, b; exceeds b3 in the small sample, but both are similar in the large
sample. Hence, equation (32) implies that h., < 1 in the small sample, while A
= 1 in the large sample. That is, according to the results from the large sample,
labor productivity is useful for predicting organization capital.

Adding relative physical capital stock per worker hardly changes the coefficients
in the small sample, but causes the coefficient of E [DIny;|u,,] to decrease in the
large sample. This indicates that the large-sample regression results might overstate
the effects of assignment if adjustment costs of investment in physical capital are
important. However, as is discussed later, this potential problem is unlikely to affect

our simulation results.
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The dependent variable is D Iny;.

Small | Small Small | Large | Large Large

Const | Unconst | Const | Const | Unconst | Const
Z’;é (b4)i Dlny; 1 | 0.637** | 0.639** | 0.627 | 0.715** | 0.719* | 0.667**
(0.009) | (0.009) | (0.009) | (0.003) | (0.003) | (0.003)

b4 E [ D In yo| o] 1 0.931* | 1 1 0.847 | 1
(0.026) (0.006)
Dlnk, 0.074** 0.082**
(0.007) (0.002)

# of observations 3645 3645 3638 32211 | 32211 32114

Table 3: Estimation Method 2 — the First Stage

The dependent variable is D1nyy; .

Small | Small | Large | Large
Dlny, 0.838* | 0.798" | 0.716™ | 0.757**
(0.041) | (0.040) | (0.013) | (0.013)
E [D1Iny| ] 0.090* | 0.118* | 0.211** | 0.103**
(0.043) | (0.042) | (0.014) | (0.013)
Dlnkyy 0.049* 0.085*
(0.008) (0.003)

# of observations | 2772 2771 23019 | 23012

Table 4: Estimation Method 2 — the Second Stage

We report regression results in which the estimated b, matches the assumed b4 in
two tables. “Small” refers to the small sample, which includes only companies that
report labor and related expenses. “Large” refers to the large sample that includes
companies whose labor costs we have estimated. “Const” denotes the constrained

regression and “Unconst” denotes the unconstrained regression. Table 3 reports

OLS results, and Table 4 reports IV results. Standard errors are reported in

parentheses. * denotes significance at the 5 percent level. ** denotes significance at

the 0.5 percent level.
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Small Sample | Large Sample

Elw]
] 0.429 0.608
. Table 5: Labor Share
SIyT [—% " g
?{;’jﬂ = IZTf L , where wy;; and yy; are the wage payments and labor

productivity of the fth firm in the ith industry in year ¢, my, is the number of firms
operating in the ith industry in year ¢, I is the number of industries and 7" is the
number of years. “Small Sample” includes only the companies that report labor
and related expenses and “Large Sample” includes also companies for which we

have estimated labor costs.

5 Simulation Results

In this section, we report our estimates of ¢, h and Jﬂ Using the estimated
oo

parameters, we simulate our model and examine the extent to which assignment and

the noisiness of information affect the persistence of relative productivity, relative

wages and relative profits per worker.

Calibration of zﬁgq : To identify the parameters, we need to know the value of zﬁgq .

Qoo Qo oo

For this purpose, we use a calibration technique. The wage function (14) implies
I T Z}nit Wit
22 {Z}nit yf'it“
T ’

can be estimated from E[wt], and we estimate

that Hoo E[yt}

Yog
g

E[wt]} from

Elye
where wy;; and yg;; are the wage payments and labor productivity of the fth firm in
the ith industry in year ¢, my is the number of firms operating in the ith industry

in year ¢, I is the number of industries and 7" is the number of years.

Table 5 reports our estimate of ?{;’ tt}} . This is 0.43 in the small sample and 0.61 in
the large sample. Because ?ﬁ: :}] approximates the labor share, the estimate of 0.43 is

fairly small. This may be because COMPUSTAT only includes publicly traded firms,

which are relatively capital intensive and above average in size. In particular, because
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only relatively large firms in COMPUSTAT report labor and related expenses, “Small
Sample” contains only fairly large firms. In 2000, the average capital stock of firms
not reporting labor and related expenses was 421 million dollars, whereas that of
firms reporting labor and related expenses was 787 million dollars.

Note that our estimated values are similar to those obtained by previous studies
based on COMPUSTAT data. Dhawan and Gerdes (1997) report an estimated labor
share from COMPUSTAT of 0.3. Summary statistics in Bresnahan, Brynjolfsson
and Hitt (2002) indicate a labor share for their selected sample from COMPUSTAT

of 0.53.

Elw]

Although our estimated V3

varies between samples, fortunately our simulation
results are not particularly sensitive to these variations. Below, we use our estimates

to estimate ¢, ho, and ;L;

Estimated Structural Parameters: The results from our regression analysis yield

the following parameters of interest: Ojﬁi;, ¢, heo and :Z; Table 6 reports the

results.

Our estimates generally differ between the small and large samples. The large
poq

QO oo

Elw]

Bl The value of

difference in arises because of different estimated values of

Yoq
Qo 00

Yogq
QA0 0o

measures the relative importance of worker quality to production. Hence, if
is large, a firm’s productivity is affected more by assignment. This partially
explains why ;%o is relatively large and ¢ is relatively small in the large sample.

> Qutput is useful

Similarly, our estimates of h., are also sensitive to the sample size.
for predicting organization capital in the large sample, but not in the small sample.
While different sample sizes yield large differences in the estimated parameters,

different estimation methods produce similar results. In particular, the results in

5Because hs cannot exceed unity, if the estimated value of h is greater than 1 we set hoo =1

for the purpose of simulation.
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Small Sample | Small Sample | Large Sample | Large Sample
Estimation 1 | Estimation 2 | Estimation 1 | Estimation 2
o 0.751 0.751 1.549 1.549
o) 0.499 0.565 0.279 0.282
heo 0.556 0.644 1 0.993
;L; 0.456 0.363 0.646 0.645
A =90+ ;LL; 0.955 0.928 0.925 0.927

Table 6: The Estimated Structural Parameters
Pogq

Qo oo

measures the relative contribution of skills to current labor productivity. ¢
measures technological persistence. h., measures the accuracy of the information

contained in realized labor productivity for predicting the level of organization

Y0q

oo

capital. measures the importance of assignment for persistence. “Small
Sample” includes only companies that report labor and related expenses. “Large

Sample” also includes companies for which labor costs are estimated.

the large sample are almost identical. The robustness of the estimates to different
estimation methods suggests that the results are reliable.

More importantly, although regressions from different samples produce different

Yoq
O poo

values, the estimated persistence parameters, A\; = ¢ + , are remarkably stable.
They range from 0.93 to 0.96. Note that Proposition 11 suggests that A; is the
most important parameter for the persistence of organization capital. It is shown
later that A; is also the most important parameter for the persistence of relative
productivity, relative wages and expected relative profits. The remarkable stability

of the persistence parameter explains why our simulation results are not particularly

sensitive to variations in sample size and estimation method.

Persistence of Productivity, Wages and Profits per Workers: To understand
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the effects of assignment on persistence, we calculate autocorrelations for produc-

tivity and expected productivity. —Let us define the autocorrelations as py,,; =

E[E[D In yt‘/"t}E[D In yt7j|/"t7j]]
Var(E[lny:|p,]) )

E[DIny:DIny;_;]
Var(Inyt) and pE[lnym]j

The following proposi-

tion, which is proved in Appendix 1, generates the theoretical prediction.

Proposition 15 The autocorrelations of relative productivity and expected relative

productivity are
Shoe (1 + aﬁ%) N [qshoo (1 + a%)) A +1— Aﬂ

(1+ %)2 (Ghoo)? +1— X2

— _\J
Piny; = ) pE[lnym]j - >‘17

where)q:qﬁ—l—;% and j > 1.

Note that the predicted autocorrelations can be calculated by using the estimated

structural parameters, a’ﬁi;, @, hs and ;LL; Proposition 15 shows that A; is the
most important determinant of these autocorrelations. Given that there is a stable
estimate of A1, we do not expect the predicted autocorrelations to depend greatly on
the sample size and estimation method. This expectation is confirmed below.

We compare the simulated correlations with the correlations observed in the data.
Proposition 14 states that perceived relative productivity is equal to the relative wage,
which is also equal to expected relative profits per worker. Hence, for wages and
expected profits per worker, we can use the autocorrelations of expected relative
productivity to compare the simulated correlations with the observed ones. Note
that, in this model, autocorrelations are equivalent to correlations between current

relative values and relative values from j periods previously. Hence, we estimate the

observed correlations by using
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Mt

T T —m; Y7 Ina gy Xyt Inw i)
Zt Ez Z;nt [ln T — fm—lt} [ln L fi(t—g) — tht]}

plnmj =

Myt

(35)
where zf;; represents either the labor productivity, labor expenses per worker or the
operating income per worker of the fth firm in the ith industry in year t, m;; is the
number of firms operating in the ith industry in year ¢, I is the number of industries
and T is the number of years.

Figures 1, 2 and 3 summarize the results of our simulations. Figure 1 compares the
simulated correlation for relative productivity with the one estimated from the data.
As already discussed, the results are similar despite differences in sample size and
estimation method. All predicted correlations fit the data quite well. In particular,
the simulation results in the large sample are remarkably good. All results indicate
that the model can quantitatively account for the observed persistence of productivity
differences.

Figure 2 conducts the same exercises for the relative wage. All results suggest
that the model’s predictions are consistent with the data. Hence, the results in
Figure 1 are unlikely to be the result of coincidence. Our model can also explain the
persistent differences in wage payments.

Figure 3 compares the predicted correlation for expected relative profits per worker
with the correlation of relative profits per worker. Although the predicted correlation
is much larger than the observed correlation, this result is expected. Our theory ex-
plains the correlation for expected relative profits per worker, but not the one for real
relative profit per worker. Real profits per worker are affected by unpredictable idio-
syncratic shocks. Hence, this correlation is expected to be smaller. This reasoning

is consistent with the pattern observed in Figure 3.
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The correlation between current relative productivity and past relative productivity

(small sample)
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1.2

The correlation between current relative wages and past relative wages
(small sanple)
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The correlation between current relative profits per worker and past relative profits per worker
(small sanple)
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Let us conduct a counterfactual experiment. We first ask “What would happen if
people were homogenous and, therefore, there were no assignments in the economy?”

This experiment can be done by assuming that o, = 0 and the other parameters are

Yo

constant. The assumption of o, = 0 implies a zero labor share, ——% = 0, and implies
oo

= 0. Figures 4 and 5 report the results of

that there is no assignment effect, 174

Qoo

this experiment.

Figure 4 shows that, if o, = 0, the autocorrelations for relative productivity
diminish to about 0 after five years. This result does not depend on either the
sample sizes or the estimation method. All results show that relative temporal
advantages disappear quickly if there are no benefits from positive assignment.

This point is confirmed by Figure 5. It shows that if o, = 0, the autocorrelations
of perceived relative productivity (which is equivalent to relative wages® and expected
relative profits per worker) become 0 after between four and six years. This result is
not affected by either sample size or estimation methods. This means that positive
assignment accounts for much of the observed persistence in wage payments and
profits.

We also ask “What would happen if ho, = 17”. Recently, many economists have
recognized the importance of intangible assets to firms and have tried to estimate
them [e.g., Hall (2001)]. This exercise may provide valuable information on how
better estimation of organization capital might affect the persistence of variables.

Table 6 shows that labor productivity is quite informative in the large sample.
This means that the noisiness of information is not the main source of persistence
in the large sample. Hence, we conduct this exercise only for the small sample and

investigate whether the small sample confirms the findings from the large sample.

There is a caution for the interpretation of Figure 5. Equation (14) says that if o, = 0, wages
must be 0 for all firms. Hence, the relative wage is always 0. In order to maintain a link between
the relative wage and expected relative productivity, o, has to be slightly larger than 0. Hence,
when we discuss the persistence of the relative wages, the results in Figure 5 have to be interpreted

as an approximation.
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The autocorrelation without skill variation : productivity
(small sample)
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The autocorrelation without skill variation : wages and expected profits per worker

(small sarmple)
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1.2

The autocorrelation without noise: productivity
(small sample)
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When A, changes, Lemma 9 shows that ;%o changes through equation (29), which

%% This is because 22 — ¥ 1%

QO 00 QO 0o QY Opoco

in turn influences These combined effects are
reported in Figure 6. This shows that an improvement in information causes only
slight changes in the persistence of productivity, even in a small sample.

Figure 6 also illustrates an interesting finding. When h,, = 1, the autocorrela-
tions of relative wages and expected relative profits are smaller than those from the
benchmark model; that of relative productivity is larger in the short run and smaller
in the long run. When h,, = 1, because beliefs are frequently updated the autocorre-
lations of relative wages and expected relative profits per worker are small. Although
the same effect influences the autocorrelation of relative productivity, there is an ad-
ditional effect. When h,, = 1, 0, = 0. Hence, labor productivity is not affected by
temporal shocks and the autocorrelation may be larger. Although temporal shocks
negatively affect the persistence of relative productivity in the short run, their effect
is dominated by that of beliefs in the long run.

In summary, these exercises consistently suggest that positive assortative assign-

ment accounts for much of the observed persistence of a firm’s relative advantages

(disadvantages), whereas the noisiness of information plays a relatively minor role.

Positive Correlation Between Relative Productivity and Relative Wages:

Our model can predict the correlation between relative productivity and relative

E[D1Iny: D Inw]
\/Va'r'(D Iny:)Var(DInwy) ’

wages, Plnylnws where Phynw =

The following proposition is

proved in Appendix 1.

Proposition 16 The correlation between DIny, and D Inw; can be simulated by
(1+ 72 ) ohae
voq \? '
(142 ) ¢z +1- X

This proposition states that the correlation can be predicted by using our esti-

plnylnw -

mated parameters. We compare the simulated correlations with the observed ones.

49



Small Small Large Large

Estimation 1 | Estimation 2 | Estimation 1 | Estimation 2

Data 0.774 0.774 0.842 0.842
Model 0.853 0.863 0.879 0.886
Model without Skill Variation | 0.305 0.404 0.278 0.280
Model without Noise 0.923 0.919 0.879 0.886

Table 7: The Correlation Between Relative Productivity and Relative Wages
“Small” includes only companies that report labor and related expenses. “Large”

also includes companies for which we have estimated labor costs.

The observed correlation between relative productivity and relative wages is estimated
by using a method similar to that used to estimate equation (35).

Table 7 reports the results. The model predicts a slightly higher correlation than
the observed one: the model predicts a correlation of between 0.85 and 0.89, whereas
the one recorded by the data is between 0.77 and 0.84. However, 0.77 and 0.84 are
still high. Hence, the high predicted correlation reasonably captures the feature of
the actual correlation.

There is an explanation of why the correlations predicted by the model exceed
the observed correlations. To prove Proposition 16, we assume that organization
capital is accumulated through learning by doing. However, some workers may be
intentionally employed to develop organization capital. As Appendix 2 suggests, if
a firm’s maximization problem takes into account the accumulation of organization
capital, the wage is related not only to current expected productivity, but also to
the market value of a firm. Hence, the predicted correlations would be lower than
those reported in Table 7.

Similarly to the previous argument, if we assume that o, = 0 the correlation is

between 0.28 and 0.4.7. This means that the observed positive correlation between

"When oq = 0, the wage is 0. Hence, the result obtained from the model that does not

50



relative productivity and the relative wage largely arises because of positive assor-
tative assignment between organization capital and the quality of workers. On the
other hand, if h,, = 1 the correlation is slightly larger. This indicates that the
noisiness of information contributes little to reducing the correlation.

In summary, according to the theory, a large assignment effect and the generation
of fairly accurate information for inferring organization capital from output combine

to explain the high observed correlation between labor productivity and wages.

6 Conclusion

In this paper, we developed a theory that accounts for persistent differences in pro-
ductivity, wages, skill mixes and profits between firms. Firms with a high level of
organization capital attract skilled workers, who increase organization capital further.
This positive feedback brings about persistent differences in these variables. It is
also shown that history can be important for predicting future persistence because
organization capital is unobservable. Our model is consistent with empirical evi-
dence. Our simulation results show that positive assortative assignment explains a
large proportion of observed persistence.

Some points are worth discussing. We defined organization capital as all the in-
tangible assets embodied in an organization. As explained by Prescott and Visscher
(1980), a source of organization capital is firm-specific human capital. Firm-specific
human capital may raise an issue not explicitly considered in this paper. Follow-
ing Atkeson and Kehoe (2005) and Samaniego (2006), in this paper, we assumed
that firms receive benefits from organization capital. However, because firm-specific
human capital is valuable only to a particular firm, it is difficult to determine who
benefits from it.

Fortunately, the dynamics of organization capital are not affected by the explicit

incorporate skill variations, in Table 7, can be interpreted as the correlation when o, ~ 0.
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incorporation of firm-specific human capital. In the context of this paper, organiza-
tion capital is essentially vintage human capital, which is influenced by the history
of skilled workers in a firm. Hence, one could consider a model in which a sequence
of senior workers develops the organization capital of the firm and in which there
is assignment between organization capital and worker skills. Although this would
alter the wage function derived in the paper, it would not materially affect persis-
tence. This is because profits and wages would continue to depend on organization
capital, and the dynamics of organization capital would continue to be influenced by
assignment. Because incorporating an internal labor market raises several separate
issues and complicates the model, it would represent an interesting extension of our
model.

We were unable to address questions about the dynamics of firm size because
our assignment model requires that the number of workers is fixed. However, it
would be possible to extend the model in order to analyze firm size. Assuming
that assignment between top managers and organization capital determines the total
factor productivity (TFP) of a firm, other factors such as physical assets and the
number of workers can be derived as functions of TFP. That is, the larger is TFP,
the higher are the levels of capital and labor. This approach can be used to generate
theoretical predictions about the dynamics of firm size. In this case, assuming that
there is learning by doing is questionable and, thus, one would rely on the results in
Appendix 2. This interesting extension is left for future research.

Finally, it would be interesting to extend the model to incorporate entry and exit
by firms. We ignored entry and exit by firms to focus on effects on the persistence of
variables. Incorporating entry and exit would inevitably introduce nonlinearity and
make it difficult to find an analytical solution. Hence, one would use computational
exercises for this analysis. Because equation (12) implies that a firm’s position, rel-
ative to the top, is important in an assignment model, one would expect that the

cut-off points at the bottom of distribution would not greatly affect the theoretical
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prediction of our model. Nonetheless, it would be interesting to examine how as-
signment affects entry and exit by firms. We plan to investigate this issue in future

research.

7 Appendix 1

The Derivation of Equation (22): Because F [uyE [(Ink? — ) [1x]] = 0, the

covariance of p;, and Ink{ — 1, is 0. Hence,

2
O pt+1

o\
Uit + (¢ht)2 Var (111 k}f — :U’kt) + <7t) Ui

ot (0 B [B [k — ) ] + (52 o

(%)

oo 2
- (ov2) azt+(gbht)202t—: (%) o

(%)

(%)

The Derivation of Equations (28), (26) and (27): The derivations of equations
(26) and (27) follow from Proposition 6. Hence, we only discuss the derivation of

equation (28). From Proposition 6, it follows that
V9q _ (1 - ¢2)
T oo 2
g ¢+\/1+(1—¢2)¢2h00 (2=)

Y0q

(36)

Note that equation (18) implies 02, = ¢*(1 — h;) 07, + 02 in the steady state.

Hence, it follows that

Okoo = - : (37)



Substituting equation (37) into equation (36) yields equation (28).

The Proof of Proposition 11: Because equation (25) implies that

J
k; = Z Mi_lgtﬂ' + Mjktﬁﬁ

=1

hence, we can show that

Ekk, ;| =E

i=1

J
ZMl_lftﬂ' + Mjkt—j] k::—j] =ME [k,_;k; ;] (38)

Note that Lemma 8 shows that the two eigenvalues of the matrix M are \; = ¢+ JHL;

and Ay = ¢ (1 — hy). Hence, we can easily calculate the following corresponding

eigenvectors:
__ %
21, Vz1 € R for A\, Tuee | 29.Vz9 € R for Ag.
1 Phoo
Define two matrices, A and Z:
)\17 0 21, _ﬂz2
A= , L= Thoo ,Vz1,20 € R. (39)
0, A 21,  QPhooza

Then, the matrix M can be decomposed into A and Z: M = ZAZ™*. Hence, it

follows from equation (38) that

E[kk, ;] = ZNZ'E [k _jk_;],

' 1 hoo)\j‘f' ’YUq)\j’ 2% (N — )\
where ZA'Z™1 = P T ¢ ! ; "*mj 2 7‘;“‘” j( ! 2)j . (40)
0T G | hoo (A — AD), %—;)\1 + Phoo N}

Because we can easily calculate
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an autocovariance matrix can be calculated as follows:

) J L Y%q ~J .
MNo?  + otz ot o? M o2
E [k k/ ] 1% poo ¢hoo+ﬂ koo? 1% poo
— O poo
tBt—51 — . . . .
oh J J\ ~2 J 2 J 2
5 ()\1 - )\2) Tloo T )\10#007 )\1‘7“00

Phoot 5L
By using the first row and first column element F [ktk;_ j] and the second row and

second column element of E [ktkgfj}, the following autocorrelations of In kY and p,

are derived:

pri = (L—w) M +wX, p,; =N,
9q

(A1 — Ao) ("11 (gg)? |

Note that equation (22) implies 07, = (¢0 00 + v04)? +¢*hooo? . in the steady state.

o 2 o 2 o > (o 2
() =a(G5) o (52) (5)

V04 Voq 0 poo V04
Hence, it follows from this equation that

Tuoo\° *hee
<L> T )

O koo

w =

This means that

Substituting this equation into the definition of w, we have

2% (1 — A})

O oo

(A= X2) (1= AT+ ¢*heo)

w =

The Proof of Proposition 13: The impacts on p,; are clear. Hence, we only

derive the effects on py,, ;-

dpiy i j—1 -. A2 ! dw o
_rmky — )\.7 1 - o 1 . e )\ e 2 q hoo
d(ﬂ) 1 _J( w) N 1739 1 5

o
oc poo

dw Yo
)\1@“ 2 (a_:’ hoo)

O oo

> M7 i(l-w) -
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dpiy 1j

Hence, there exists a j* such that a(21) > 0,Vj > j*. Similarly

Te

dp lnkj
dhoo

. d
| (7

Hence, there exists a 7** such that

i1 . Yo dw Yo
= )\{ [j (1—&)) 22 (O_—:;hoo> _)\1 <d’yz22 (O_—:,hoo> +%

O oo

Yo, dw .
Z2 < o, 7hoo) + dh@) >\2 ]w¢} .

dpy; . .
dhii < O,V] Z]**

The Derivation of Equations (30) and (31): Substituting equation (13) into

equation (9) yields, in the steady state,

2
Dlny, = a(lnkf —pug,) + %D,ukt +u + ﬂ,
O oo 2
Yo,
EDInylpy] = o+ — ) Dy
T oo
We define the vectors y; and ¢, and a matrix G such that
Dlny; a, fﬁ up + %
y: = ) G = HO;O ) Ct = ?
E [D Iy uy 0, a+in 0
Then,
yt — th + Ct'
Combining this equation and equation (25) yields
yis1 = GMG 'y, + G¢, 4 ¢,,, — GMG ¢,
The results follow immediately because it is easy to derive
1 -1
GMG™*! = M+ ﬂi¢hOOJ, where J=
@ O oo 1 -1

G€t + Ct+1 - GMG*ICt -

o2 o2 o2
Oé(i‘ft"—?s) —qb(ut—f—?“) +ut+1+7“
0
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The Proof of Proposition 15: We define vectors y; and ¢, and a matrix G in the

same way as we defined equation (44). Using equation (45), we find

~1
yi = (GMG_l)Z_l Vit (GMG_l)]_l Yt—(j—1)s

1

<.

(2

where v;_; = G, + ¢, — GMG'{,. Hence the covariance matrix is
E(yiyij) = (GMG ™)' E (yig-nyi ;) = (GMG ™)' E (yeyy)

We define matrices A and Z in the same way as we defined equation (39). Then, as

stated in the proof of Proposition 11, M = ZAZ™'. Hence,

) i—1 )
(GMG ) = (GzAZ G ) =Z,A7'7,,

where

4, (- Eoha) 7

Z,=GZ=|"" e > | Va2 R

2 - ((bhoo + ﬁd)hm) 2

Hence, we can show that
. ' )\jfl . )\jfl
(GMG 1) ™ =ZA1Z 7 4 G ) Vo, Pheod, (47)

Ohoo + JHL; Q0 o0
where ZA7Z~! is defined in equation (40) and J is defined in equation (46). Next,

we calculate F [yHlytT ] Because y;1 = GMGly, +v,, E [ytﬂyf ] can be de-
composed into E (y.y7) and E (viy?).

E (yi11y7 ) = GMG™'E (y1y{) + E (viy/)

Because F (ytytT ) and (vty;[’) are calculated as

- 2 2
(1 + L% ) a’o?  +afol  + o2, (1 + L7 ) a’o?
E T) _ Q0 oo H Q0 0o K (48)
(Ytyt voy \2 voo \2 )
(1 + T g ) ()420'200, (1 + e g ) ()420'200
Hoo oo
T _¢0-12u 0
E (Vth) - ) (49)
0, 0

o7



we can derive

1/)0- 2 2 'lZJO' 2
E (Yt-l-ly?) = Oé2 (1 + &> (1 + ao,;io) )\10“00 T ¢O-k°°’ (1 + aUMZo) Alguoo
Q0 oo (1 + —aﬁi—;) MO + G0 (1 + a‘ﬁ%) Mo

(50)

Hence, equations (47) and (50) can be used to show that

2 2
1/’Uq O oo 1/)0',1 O poo
vy )y | (Urams) n(5z) we (e i) v (5z)
E (yeyi ;) = 0’0hes (1 +— A w“ e w” o
A0 oo (1+QJL)A1(%§) s @.+QJL)A1(%§)

Using the first row and first column of this covariance matrix, we can derive the

autocorrelation between Iny, and Iny;_;,

2
'(/}Uq j—1 ¢'Uq O oo
(14 22) l(l o) (322) “b]

¥ 2 2 2
(1rase) () +ie(3)
Q0 oo Okoo QA0 koo

2
Note that equation (41) implies (%k&) = @< and that equation (26) implies

plnyj =

0o 1-)2

2
o __1=h i
( - ) = =;==. Hence, py,,; can be rewritten as

QA0 koo

aoy,

Ohoo (14 222 ) M7 [9hoo (14 2225 ) A+ 1 X

plnyj - 2
(14222 ) () +1 -2

QO oo

Similarly, using the second row and second column of the covariance matrix, we can

derive the autocorrelation between F [Iny|u,,] and E [ln Y| ,ukt,j},

PEmylul; = M-

The Proof of Proposition 16: Proposition 14 implies In @ (X (ug;))—E [Inw (X ()] =
EIny|pp] — E[Iny,]. Hence,
Cov [[ny, — B [ny,]] B [ny,|p,] — E[In ]

plnylnw = :
OyO Ely|s)

o8



Using equation (48), it is easy to show that

(1 _|__1/’Uq ) Tpoo

Q0 00 O koo

plnylnw - D) D) 5
0 () o ()
QA0 00 O koo QA0 koo

1-23

oo

2
Note that equation (41) implies (g’;—‘”) = < and that equation (26) implies

1-hoo

2
( Tu ) = ~—=_ Hence, p,,, can be rewritten as
Q0 koo yw

hoo
(1+ 22 ) oo

2 .
\/(1+—aﬁj;) $Ph2 +1— A2

plnyln’w -

Data Appendix: ((#X) s implies COMPUSTAT number X of fth firm in year ¢
and (#X) ;;, implies COMPUSTAT number X of fth firm in ith industry in year ¢.)

Selection of data: We used industry annual data from 1970 to 2004 from COM-
PUSTAT. However, because we constructed initial priors for each firm by using
the initial five annual observations in COMPUSTAT, our regression is based on
data for 1975-2004. We deleted observations for which either the estimated
wage or value added was negative and deleted those for which the labor share
exceeded unity. This was because such observations are not consistent with the
model’s assumptions. Because we are interested in deviations from the indus-
try average, we retain industries that have at least five firms throughout the
years for which data are available. Industries are classified based on four-digit

industry codes.

Total expenses are defined as (#41) ;, + (#189) ;,, where (#41), is the cost of

goods sold and (#189) ¢ measures administrative, selling and general expenses.

Labor expenses: If a firm reports labor and related expenses, (#42) ft0 that

includes employee benefits, we use this as our measure of labor expenses. The
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small sample comprises these firms. Otherwise, we estimate labor expenses
as follows. First, if a firm reports labor and related expenses that exclude

employee benefits, we replace labor expenses by

Zfeyt (#42)ft/(#29)ft

ZfGXt(#42Y)tft/(#29)ft (#42)ft , Vt,

nxt

where (#29); is the number of workers in the fth firm in year ¢ and Y; is the
set of firms that includes employee benefits for year ¢, X; is the set of firms that
exclude employee benefits for year ¢, ny; is the number of firms in set Y; and
nx 1s the number of firms in set X;. This is an estimate of labor and related
expenses that includes employee benefits. Second, if a firm does not report
labor and related expenses, we estimate these expenses by

S e (#42) g | [ (#41) g+ (#189)

nzit

[(#41) 5 + (#189) 1] V5

where Z;; is the set of firms that report labor and related expenses in the
1th industry in year ¢ and ng; is the number of firms in set Z;. Note that
(#41) p;; + (#189) 4, is defined as total expenses. This is our estimate of labor

expenses for firms in the large sample.

ysi: Value added divided by the number of employees (#29) ;. Value added is
measured as sales (#12) ¢ minus the value of materials, which is total expenses

minus labor expenses.
wy: Labor expenses divided by the number of employees (#29) ;.
T Operating income (#13), divided by the number of employees (#29) .

kg: Total net value of property and plant and equipment at the end of the
previous year (#8),, , divided by the number of employees (#29)s;. Hence,
we approximate the initial capital stock by using the value at the end of the

previous year.
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Yit wir | T | kit

1990 | Mean 82.9 | 34.8 | 48.1 | 32.9

Std. Dev. | 120 | 14.0 | 110 | 29.9

Median 67.6 | 31.4 | 36.9 | 27.9
# of Obs | 142 | 142 | 142 | 141
2000 | Mean 145 | 52.2 1928 | 47.1
Std. Dev. | 39.8 | 14.0 | 31.6 | 22.7
Median 139 | 49.1 | 84.2 | 41.5
# of Obs | 86 86 | 86 85

Table 8: Summary Statistics for the Small Sample

Yit Wit it kit
1990 | Mean 77.2 | 33.8 | 43.4 | 103
Std. Dev. | 366 | 45.7 | 360 | 338
Median 48.0 | 284 | 144 | 254
# of Obs | 1371 | 1371 | 1371 | 1353
2000 | Mean 153 | 59.1 | 94.0 | 221
Std. Dev. | 533 | 169 | 488 | 1141
Median 75.3 | 41.2 | 26.5 | 32.7
# of Obs | 1561 | 1561 | 1558 | 1524

Table 9: Summary Statistics for the Large Sample

The nominal value is reported. Dollar figures are in thousands.
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8 Appendix 2

In this appendix, we show that even if a firm takes into account the dynamics of or-
ganization capital for its maximization problem, the dynamics of organization capital
do not change. However, the wage function and the value function are affected.

We define a recursive positive assortative equilibrium with unobserved organiza-
tion capital. To formally define the equilibrium, we distinguish prevailing uncertainty
about In k¢, of, from a firm’s uncertainty about Ink{, oy, which are, however, equal
in equilibrium. Let x; = (S, o, 0%,)" denote the vector of these aggregate state

variables. The firm’s problem can be rewritten as

. E [yel tre: 0 In @] — w* (In gy = )
V* (g Okt © X¢) = max

, (51)
g +0 f Ve (,LthJrlv Okt+1 - Xt+1) dls (t| gy Ore)

a’o?
6.5 [yl e, 07, I g) = exp (hlA + Qi + 5 B4 lbhl(h) ;

2
o
Prir = B4 @[(1—hy) pyy + hes] +yIng — =,

2
Okt+1 = \/¢2 (1= hy)og, + 02,

/JJZH—I = f(x) yOut+1 = 9 (x¢) 7UZt+1 =m(xy),

where Ty (s¢|ps, 0ke) s a conditional distribution function of a signal s; given
and oy, and functions f(-), g(-) and m (-) represent firms’ expectations about the
transition of the aggregate state variables. Our candidate equilibrium is a positive
assortative equilibrium. Hence, similarly to the static problem, the policy function

must satisfy

* o €
X" (g Okt = Xy) = —L [t — M) + Mg
O-p,t

Given this policy function, the dynamics of uf, ; and 0,41 are
o2

2 )
Out+1 = \/(¢Uut+70q>2+¢2ht (UZt>2-

g1 = B+ Qupy + vy —
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Hence, a recursive positive assortative equilibrium with unobserved organization

capital is defined as follows.

Definition 17 A recursive positive assortative equilibrium with unobserved organiza-
tion capital comprises values of X* (e, Okt © Xt), V' (g Okt = Xe), W* (G 2 Xe), [ (Xt),

g (x¢) and m (x;) that satisfy the following conditions.

1. An individual firm solves its maximization problem (51).

2. The labor market is cleared:

* o e
X" (Mg Oht =+ %) = a_q [:ukt - th] + g

pt
3. Expectations are rational:
o?
fx) = B+ oy +1, — 5 (52)
90x) = (6o +70,) + R (0, (53)
mx) = 6 (L= k) (0%) +0% (54)

where

= 5 Ol = Oy
1+ (”%)

Because 0§, = oy in equilibrium, oy, is used subsequently to denote the aggregate
state variable. Note that if this equilibrium exists, the dynamics of k7 and i, are the
same as those presented in the main text. Hence, our main results are unaffected.
Because the labor- market clearing condition and rational expectations assumption
determine the functions x* (ug, ok © Xt), f(Xt), g (x¢) and m (x;), we need to find a
value function and a wage function that are consistent with the definition of equilib-

rium. The next theorem derives the value function and the wage function.
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Theorem 18 Suppose that ¢ € [0,1), a € (0,00), ¥ € (0,00), v € (0,00), 0. €
[0,00), 0, € [0,00) and o, € [0,00]. There exists a unique recursive positive as-
sortative equilibrium with unobserved organization capital. In equilibrium, the value

function and the wage function are

E [yt+2|:ukt7 9 kt]

Ve (:ulct’ Okt - Xt) = Z H ¢ ’Yoq 1+ “gog_ (55)
Opt+s—1 QO pt+i
M E|
Yeltrgs o]
* . _ aout
w (Ing : %) = 14 Yoo =2 (I g =g ) g, (56)
‘YUq '
+¢ n ,ygq /V (thJrla Okt+1 - Xt—i—l) dl’s (St’/‘ktv Ukt) ’ukt:%(lnqt*#q)Jr#it’
Out
where TI°_,—P¢_— =1 and

s= 1¢+

Tut4s—1

a20'2 .
InA+7vy (/’[’q oM ) ot
g 2
Yo _Yoq (Oé+ pt )
( + ) E [Hkt+i|/~bkt, o kt} + fvm" [Mkt+z|”kta o kt}

Optti
) (I — Hiet)

E[yt+i|'uktaakt] = €xp

E [:ulctJri’tha Uit] = Mpeyi T I, (¢ +
O pt+i—r

i 2
T— o
Var [MktJri’th? Uit] = ZHSZ% (Qb + ! > ¢2ht+i—7'0-it+i—7—7

— O pt+i—s
and
e 1 ¢1/ 0-2 e
Migri = 1—0 <nB—|—’y,uq—?6) + ¢ g,
o = 9 (%) =g (o9 ™ () om'™ (x0) ")
i _ e i— i— T

U%t+i = m'(x)=m ((Mktﬂelag ! (x¢),m ! (Xt)) ) )

and

g (x) = 9(x) = /(60 +70,)° + Fhe (03,

ml(x) = m(x) = /6 (L - hg) (0%,)° + o2
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Proof. Consider a mapping, T

E Lo, Ing| —w* (Ing : x
TV* — max [Ye| o> Ot In 4] (Ing : x;)

R 4B [V (s Treer - Xer1) A (Sl g, Oke)
a’o?,
E [ye|pg, one;Inge] = exp (log A+Ing + apy, + 5 )

2

o
Mgy = lnB+¢[(1_ht):ukt+ht3t]+71n%_78-

Suppose that the value function and the wage function are represented by equations

(55) and (56). Define

MPQ (pys Okt, Inqy) =

dFE 1 dv* , :
[Ye| g Thot 10 G +5/ (:ukt+1 Okt+1 Xt+1) dT. <3t|,ukt;0'kt)-

dln g dln g

Then, we can derive
* g €
w” (Ing : x;) = MPQ (U—“t (lnqt — uq) + ukt,akt,lnqt> )
q
Hence, when a firm is endowed with p, = x* (Inqs, ope : X3) = % (ln q: — uq) + Uy
it can equate the marginal cost of Ingq;, w' (Ing : x;) to the marginal benefit of In g,

MPQ (g, 0rt, Inqy) by choosing Ingq,. It is also easy to check that

3MPQ (Mkt; Okt In qt)

aln Qs |th:2_f(1nqt_ﬂq)+/"2t.

w” (Ing : x;) >

Hence, the objective function of the firm for which u, = x ' (Inqs, ogs @ X¢) is strictly

concave and Inq; is a unique optimal decision. This decision is consistent with a
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policy function of X (fis, Okt = X¢). Hence,

* * o e
TV = Elylpge one] —w (a_qt (bt — ] T g Xt)
w
—I—ﬁ/V* (I“kt+1v‘7kt+1 : Xt+1) dls (8¢|pats Oket)

ok [y |:U’ :Ok] ﬁ¢ *
= t| Mkt t =+ ¢ n ﬂ \%4 (/,thJrl, Oktt1 - Xt+1) dFs (St’/,l,kt, O'kt)

Yoq
o+ ot
_ aE [y ok Z Im_ e e
= | oy *3 + vffq Wq oy
@ out Out =0 Uut+9 a Opt4+144
al| yt‘:ukta Ot OF [Yej| e O]
U;MH»U, 1 O ut+j
_ H akb [yt+j|:ukt> Ok
o Z ’Y”q Yo ’
o+ —=
"H”“ 1 O pt+j
Hence, TV* =V*,
Finally, we show that Y .2 I\ _ 1¢+ Be aE[yTLff,’“;’U’“} is bounded. Because Mﬁ#ﬁ,q <
Tut+s—1 @ O pt+i Tut+u—1

1 and Proposition 6 show that g, ;, Okevi and 044 converge to finite values, it is

enough to show that E [ukt il ok akt] and Var [ukt il ot akt} converge to finite val-

ues. We deﬁne
' ( >
O pt+ax

Suppose that ¢ € (0,1), 0, < oo and that 0. € (0,00). Then, Proposition 8 shows
that lim,_, oo (qﬁ + UZ‘:Z) = ¢+ ;’% < 1. Hence, lim;_,oo D; — 0. This means that
E [,ukt il o akt} and Var [,ukt il o o*kt] converge to finite values. Now suppose that
¢=0,0,=000roc.=0. Then, Var [:uktJri’thvo-it} = 0. Note that if lim;_,o D;
s bounded, lim; ., F [ukt il ,ukt,akt] 1s bounded. We need to prove that lim;_,., D;
is bounded. Suppose that ¢ = 0; then, o1 = o4 for all t. This means that
o+ azt% =1 for all t. Hence, D; = 1. Suppose that 02 = 0o or 2 =0. Because
Ot = Qo+ 047, 1=+ ;’% Note that

—¢°
Out+z = 1 p —— 047+ ¢ O ut-
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Hence,

- o
T50q7 T 0 0u

V04
o4+ [1 — (¢+ %j)] Tud”
- [1-(o+5)
1—¢+ 24 (d% - 1)

pt

= A1+ (p—1) |1

= M q1-

Note that for both 1 > ¢ + %:’ and 1 < ¢+ %:Y, the following condition is satisfied:

sof-(orz)
1—¢+(1—¢)(¢—2—1)

11— (55
1—¢+M(¢—£—1)

Out

i—1
=0 1-

31—

Hence, it can be shown that

i—1
o < mfiew (oo )] S [(o052) -
pt =0 pt
< oo (00 20) 1] <o 228 (92 22) 1)
=0 T put 1_¢

Out

The third inequality uses the fact that log (1 + g) is concave in g. This means that

(o3)
lim D, < ” .
Jim Dy < exp =——4

Hence, D; 1s bounded. m
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