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Abstract

Corporations usually employ some
profit-sharing schemes. However, the extant
literature typically discusses the effects of
these schemes, e.g., how these schemes either
expropriate the welfare of equityholders or
raise the incentives of employees. The extant
literature, however, abstracts from exploring
the formation of these schemes.

This project is composed of two models.
The first

productivity-enhancing effect resulting from

model  emphasizes  the
the profit-sharing plans. The second model
emphasizes that the profit-sharing rate is
determined through bargaining between a
firm’s owner and its employees.

This project employs a continuous-time



continuous investment project model. Demand
function is of a constant elasticity and
production function is of a Cobb-Douglas type
with capital and effective labor as inputs. The
uncertainty is  characterized by @ a
multiplicative demand-shift factor that follows
a geometric Brownian motion process. For the
first model, the amount of effective labor will
be higher if workers endeavor more or their
share of profits is higher, both of which
indicate the productivity-enhancing effect of
profit sharing schemes. At each instant, both
equityholders and debtholders as a whole must
decide whether to expand capacity, how many
new bonds to be issued, and the optimal profit
scheme. Thereafter,

sharing should any

adverse  situation occur, the firm’s

equityholders will choose the timing to

declare bankruptcy based on their own interest.

For the second model, it is assumed that
bargaining takes place immediately before the
firm’s capacity expansion decision.

This project investigates how market
structure and market characteristics (such as
demand elasticities, the output elasticity of
labor and demand uncertainty) and the
workers’ effort affect the capacity expansion,
debt financing, bankruptcy, and profit-sharing
decisions. These comparative-static results are
then compared with those of the literature.
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