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Motivation

Labor income risk refers to the uncertainty associated with the
potential loss of employment or fluctuations in wages that can
affect a person’s ability to earn a consistent income

Key risk from social welfare and economic stability perspective

Dismissals impose considerable welfare losses on employees
(Low, Meghir and Pistaferri, 2010)

By absorbing shocks rather than passing them to employees via
layoffs and wage cuts, firms play a pivotal role in providing
implicit insurance of labor income risk to their employees
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Long-standing Idea

Knight (1921)

The system under which the confident and venturesome assume the
risk and insure the doubtful and timid by guaranteeing to the latter a
specified income in return for an assignment of the actual results ...
is the enterprise and wage system of industry.

Implicit contract models (Baily, 1974; Azariadis, 1975)

Risk-neutral entrepreneurs insure risk-averse workers by
insulating their salaries from adverse shocks to production, in
exchange for a lower average salary

Risk-neutrality not necessary; a lower average salary not the only
possible benefit. Determinants and benefits of such
insurance provision are not well understood.
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Entrepreneur’s Diversification as a Source of Risk Capacity

An entrepreneur’s (= a firm’s owner’s) ability to shield her
employees from shocks should depend on how severely her own
wealth is affected by these shocks

Diversification of an entrepreneur’s sources of income should
thus be a key determinant of her risk capacity and thereby her
ability to honor the implicit contracts with their employees
(Berk and Walden, 2013)

Intuition: A negative shock affecting one of the entrepreneur’s
firms may less likely translate into layoffs and wage cuts in this
firm, if the other firms owned by the same entrepreneur are less
affected by the shock or are not affected by the shock at all
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This Paper

We study the role of an owner’s diversification across private equity
stakes in different firms in her firm’s ability to provide employment
and employee earnings insurance

Focus on closely-held firms:

1 Vast majority of the private sector labor force is employed in
SMEs, most of which are closely held firms

2 Entrepreneurial wealth stems from private equity stakes in one or
a few firms (Moskowitz and Vissing-Jørgensen, 2002)

3 Lack of entrepreneurs’ diversification could limit insurance
provision
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Shocks Outside of Employees’ Control

To assess the insurance provision by firms to their employees, it is
convenient to focus on a single, easily measured source of
exogenous shocks outside of employees’ control

This paper: “export shocks” = fluctuations in firms’ exports
induced by exchange rate movements as in Caggese et al. (2019)

As these are macro shocks, for diversification across firms to increase
entrepreneurs’ risk bearing capacity, firms must have different
exposure to it
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Related Literature

1 Risk sharing within the firm

Guiso, Pistaferri and Schivardi (2005); Ellul, Pagano and
Schivardi (2018); Ellul and Pagano (2019)

Role of risk capacity of firms’ owners

2 Internal labor markets of business groups and diversified firms

Giroud and Mueller (2015); Tate and Yang (2015); Cestone et al.
(2017); Faccio and O’Brien (2021)

Risk capacity of firms’ owners as a determinant of layoffs and
employee earnings fluctuations

3 Propagation of shocks via firm networks defined by ownership

Giroud and Mueller (2019); Bena, Dinc and Erel (2021)

How shocks propagation depends on owners’ diversification
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Data

Canadian Employer-Employee Dynamics Database (CEEDD)

CEEDD is a set of linkable administrative files from individual
(T1) and corporate (T2) tax records

T2 Schedule 50 reports firm equity holdings (common and
preferred shares, ultimate ownership)

Canadian-controlled for-profit private corporations

Record of Employment (ROE) reports earnings and reason for
employer-employee separation → layoffs

Export data at firm-year level → export shocks

Firm-shareholder panel of 3.7 million observations with an
average of 301,000 firms and 456,000 shareholders per year

Firm-shareholder-employee panel of 26 million observations with
an average of 1.8 million employees per year
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Export Shocks due to CAD Exchange Rate Movements

∆eit =
∑
c

ηicτ ∆Ect,

Ect is the annual average exchange rate denoted in CAD per
unit of foreign currency of country c

∆Ect > 0 is appreciation of country c’s currency vis-à-vis CAD

ηicτ is the share of firm i’s exports to country c at τ

Pre-determined export shares τ ∈ [t− 2, t− 1]

∆eit < 0 is a negative shock to exporters. Conversely, ∆eit > 0
is a positive shock.
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Risk Bearing/Transmission Capacity

1 Construct export shocks ∆eιt for each firm ι that is part of the
owner’s portfolio

2 Define changes in sales induced by export shocks
∆ŝιt = ∆eιt Salesιt−1

3 Construct portfolio-level sales shocks ∆Ŝjt as the weighted
average of the sales shocks across firms in owner j’s portfolio

4 Compute the variance of firm ι’s sales shocks and the variance
of owner j’s portfolio sales shocks using years from t− 4 to t

5 Define owner j’s risk capacity vis-à-vis firm i at t as

RCijt = Var(∆ŝit)− Var(∆Ŝjt)
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Risk Bearing/Transmission Capacity

RCijt captures the extent to which firm i’s owner j can offer risk
bearing/transmission capacity of export shocks affecting firm i, as
made possible by the portfolio of owner j

RCijt > 0: Owner’s portfolio can mitigate the effect of an
export shock to firm i

When portfolio firms export to countries whose currency pairs
have a low or negative correlations, or when the portfolio
includes non-exporting firms

RCijt < 0: Owner’s portfolio can transmit/amplify the effect of
an export shock to firm i
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Insurance Provided to Employees

Employment insurance: layoff rate change

∆
nLayoffijt

nijt
= β1 ∆eit + β2 ∆eit RCijt + β3 RCijt+

+X ′it−1 γ1 + Z ′jt−1 γ2 + µi + µj + µmt + µpt + εijt

Earnings insurance: employees’ earnings growth

∆wlijt = β1 ∆eit + β2 ∆eit RCijt + β3 RCijt +X ′it−1 γ1+

+ Z ′jt−1 γ2 + V ′lt−1 γ3 + µi + µj + µl + µmt + µpt + εlijt

β1 estimates the pass-through of the export shocks to layoffs

β2 estimates the differential pass-through for an owner with
higher/lower risk capacity
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Firm and Employee Characteristics
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Ownership Characteristics
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Export Shock Validation
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Main Result: Risk Capacity and Layoff Rate Change
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Risk Capacity and Layoff Rate Change: +/– Shock
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Main Result: Risk Capacity and Employee Earnings Growth
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Robustness

FEs: firm (production function), industry-by-year (industry
cycle), province-by-year (macro conditions), owner (risk
aversion), employee (education, skills)

Controls: Owner’s wealth, leverage, and size of the equity stake
(may jointly drive diversification and insurance provision).
Employee age and tenure. Import shock.

Subsample of dominant owners: ≥33.33% or ≥50%

Subsample of firms that are active in international trade

Aggregation to firm-level and firm-employee panels

Alternative definitions of export shock, risk capacity, layoff rate

Alternative clustering of standard errors Heterogeneity
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How Do Entrepreneurs Provide Insurance to Employees?

Owners with greater risk bearing capacity provide insurance to
employees of firms affected by adverse shocks in (at least) two ways:

1 directly, by letting their own compensation from the firm
covary more with (hence buffer) the shocks hitting the firm,

2 via the firm’s financial policy, by letting it adjust more its
leverage in response to shocks
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Mechanism for Insurance Provision
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Benefits for Owners from Insurance Provision

Entrepreneurs’ risk bearing capacity is:

Negatively correlated with employee turnover rate and employee
quits rate (= voluntary employee separations)
Positively correlated with employee tenure
Positively correlated with employee average earnings
Positively correlated with firm profitability and owner’s total
income

Consistent with the provision of insurance translating into
better employee retention and lower costs of employee
turnover, ultimately increasing firm profitability and owner’s
wealth

Inconsistent with implicit contract model’s prediction that
entrepreneurs gain from insurance provision via lower average
wages
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Benefits for Owners from Insurance Provision

Entrepreneurs’ Diversification and Labor Income Risk J. Bena, A. Ellul, M. Pagano, V. Rutigliano 23



Introduction Empirical Methodology Results Summary Appendix

Summary

We study the role that firm’s owners’ diversification plays in the
provision of insurance against labor income risk

Owners’ diversification is robustly associated with risk-sharing
within firms

Owners provide insurance to employees by increasing the
exposure of their own pay to firm shocks and adjusting firms’
financial leverage

Results consistent with such insurance being provided to retain
valuable human capital and avoid costly terminations
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Heterogeneity: Age

Back
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Heterogeneity: Tenure

Back
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Heterogeneity: Earnings

Back

Entrepreneurs’ Diversification and Labor Income Risk J. Bena, A. Ellul, M. Pagano, V. Rutigliano 27



Introduction Empirical Methodology Results Summary Appendix

Is Insurance Priced Into Lower Average Wages?
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