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Labor Cost Rigidity and Credit Risk

• Firms cannot adjust their labor costs at will in response to 
business conditions as interests of employees are protected by a 
complex system of laws and institutions. 

• Labor compensation is the largest expense for firms (Donangelo, 
et al., 2018).

• The operational risk induced by rigid labor costs and the negative 
economic shocks could interact with each other and amplify the 
overall risk of firms during the economic downturn 
(e.g., Favilukis and Lin, 2016; Favilukis, Lin and Zhao, 2019).
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The Operating Leverage Effect of Rigid Labor Policies

• Labor cost rigidity increases the operating leverage of firms, 
creating a lower sensitivity of labor costs to economic shocks.

• Firms constrained by rigid labor policies have less flexibility in 
adjusting their labor costs in response to economic conditions. 

• Labor cost stickiness induced by rigid labor policies makes interest 
payments riskier and is detrimental to firms in economic 
downturns when cost control is crucial for the survival of firms. 

Operating Leverage Effect: Rigid labor policies increase 
operating leverage, resulting in higher firm default risk and
financing cost in economic downturns. 
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The Insurance Effect of Rigid Labor Policies 

• Stable compensation and job security provided by rigid labor policies 
can shield workers from business cycle risks and provide workers 
with insurance in economic downturns.

• Gift-exchange models (Akerlof, 1982; Akerlof, 1984) and the fair wage-
effort hypothesis (Akerlof and Yellen, 1990) suggest that workers’ 
effort depends on their gratitude and loyalty to the firm, which, in 
turn, is related to stability in their compensations. 

• Prior literature shows that wage cuts would generate negative feelings 
among employees and thereby lead to less effort and lower 
productivity (Ouimet and Simintzi, 2018).

Insurance Effect: Rigid labor policies improve workers’ 
performance, lowering firm default risk and financing cost
in economic downturns. 3



Identification Strategy  

• We take advantage of the heterogeneity in the timing of the 
collective labor agreement renewal for a sample of U.S. firms 
during the 2008 financial crisis and examine how the labor 
cost rigidity induced by binding labor contracts affects a 
firm’s financing and real activities.

• The exogeneity of labor contract renewal dates and shocks 
from a financial crisis provide a unique setting to identify the 
causal effect of labor cost rigidity on firms’ financial policies 
and real activities in economic downturns. 
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Collective Bargaining Agreement

• Our paper relies on the labor contract renewal information of 
unionized firms in the U.S. 

• The terms and conditions of employment of unionized firms, 
such as wage growth rates, working hours and conditions, 
benefits and so on, are set down and defined in the collective 
bargaining agreements (CBAs).

• The CBAs are legally binding labor contracts between firms 
and their workers for an agreed-upon time period.
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Labor Contract Renewal (F-7 notice)

• In the U.S., firms generally are not required to disclose the 
information of their labor contracts. However, if a firm is a 
unionized one, it needs to submit a F-7 notice to the Federal 
Mediation and Conciliation Service (FMCS) upon contract 
expiration. 

• The F-7 notices contain information of employer names, 
employer locations, bargaining unions and representatives, 
contract expiration dates, and the number of workers 
involved.

• F-7 notice data are from Bloomberg BNA Labor Plus.
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Sample Construction

• September 15, 2008, the day on which Lehman Brothers 
bankrupted, is taken as the onset of the financial crisis. 
Sample period spans six years, from 2005 to 2010, covering 
roughly a three-year pre-crisis period (2005-2007) and a 
three-year in-crisis period (2008-2010). 

• Binding-contract firms (194 firms): firms with no contract up 
for renewal from September 15, 2008 to the end of 2010. 

• Flexible-contract firms (357 firms): firms with labor 
contracts up for renewal from September 15, 2008 to the end 
of 2010. 
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An Example of Binding-contract Firms
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An Example of Flexible-contract Firms
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Another Example of Flexible-contract Firms
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Binding-contract vs. Flexible-contract Firms before Crisis
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Binding-contract vs. Flexible-contract Firms before Crisis
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Labor Cost Rigidity and Bond Return

• We first study the joint impact of labor cost rigidity and financial 
crisis on the value of existing bonds.

• We study whether bondholders of binding-contract firms and 
flexible-contract firms reacted to the outburst of the financial crisis 
differently. 
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Labor Cost Rigidity and New Bond Issuance

• We use a difference-in-differences approach and estimate the 
following equation:

• The model is estimated using a conditional fixed-effect 
logistic model and a linear model for appropriate statistical 
inference and intuitive interpretation of estimates.
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New Bond Issuance
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Refinancing Need

• Credit risk should matter more for firms that are in a greater 
need for refinancing. 

• If binding labor contracts increase the operating leverage of 
firms and lead to higher credit risk, their impact should be 
stronger for firms with a greater need for refinancing.

• We partition the sample into firms with high refinancing 
need and firms with low refinancing need by using the soon-
to-mature debt maturity ratio, which measures the 
refinancing need of firms. 
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Refinancing Need

• Debt market liquidity dried up during the 2008 financial crisis. 
• Firms with a large fraction of long-term debt maturing at the time 

of the crisis found it difficult to refinance their obligations than 
otherwise similar firms who did not have to refinance large 
amount of debt during the crisis (Almeida, et al. (2007)).

• Credit risk would matter more for firms that are in a greater need 
for refinancing. 

• If rigid wage increases a firm’s operating leverage that results in 
higher credit risk, its impact would be stronger for firms with 
greater refinancing risk.
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Placebo Tests

• The operating leverage effect indicates that binding labor 
contracts prevent firms from lowering wage in bad states. 

• The effect is less likely to be a significant factor in normal 
states when firms have regular cash flows and little need to 
adjust wage downward. 

• We conduct falsification tests of operating leverage channel 
by examining the difference in bond issuance between 
flexible-contract and binding-contract firms in non-
recessionary periods (placebo periods).
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Placebo Tests

• The operating leverage effect indicates that binding labor contracts 
prevent firms from lowering wage in bad states when negative 
cash flow shocks occurred. 

• The effect is less likely to be a significant factor in normal states 
when firms have regular cash flow and little need to adjust wage 
downward. 

• We conduct falsification tests of operating leverage channel by 
examining the difference in financing policies between flexible-
contract and binding-contract firms in non-recessionary periods 
(placebo periods).
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The Real Effect of Binding Contracts: Wage Adjustment

• We examine the difference in their wage and employment 
adjustments between flexible-contract and binding-contract firms 
during the financial crisis. 
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The Real Effect of Binding Contracts: Wage Adjustment

• Flexible-contract firms cut their annual wage growth by almost 0.7 
percentage points during the financial crisis. 

• In 2007, labor expenses, on average, are about 13 times net income 
for firms with a positive net income.

• A back-of-the-envelope calculation indicates that a 0.7-percentage-
point cut in annual wage growth may raise the net income by 
nearly 6 percent annually.
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The Real Effect of Binding Contracts: Investments
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Summary

• Flexible-contract firms significantly reduced their labor costs 
during the crisis while binding-contract firms lacked such 
flexibility.

• Binding-contract firms experienced a larger drop in bond prices, 
and they were less likely to issue new bonds during the financial 
crisis.

• Binding-contract firms reduced their investment spending more 
significantly during the crisis. 

• Our paper provides new direct causal evidence of labor cost 
rigidity’s impact on firm financing and real activities during 
economic downturns.
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