
(WORKING PAPER SERIES - 145)

MACRO AND THE MICRO OF ECONOMIC PARTICIPATION
AND PARTICIPATION IN DECISION MAKING)

by

Daniel J.B. Mitchella /

*Daniel J.B. Mitchell
Director
Institute of Industrial
U.C. L.A.
Los Angeles, California
(213) 825-4339

Rel ati ons

90024-1496

and

Professor
Anderson Graduate School of Management
U.C.L.A.

DRAFT:Q)November 1987.

INSTITUTE OF INDUSTRIAL RELATIINiLf,A,L`01,
UNIVERSITy, O j¢ALIFORNIA, 0

Gtois ANGELZS)

/THE

V



The Macro and the Mlicro of Economic Participation
and Participation in Decision Making

Daniel J.B. Mitchell
Director

Institute of Industrial Relations
U.C.L.A.

Los Angeles, California 90024
(213) 825-4339

and

Professor
Anderson School of Management

U.C.L.A.

November 1987

Paper for a volume edited by Richard Magjuka for JAI Press.



The Macro and the Micro of Economic Participation
and Participation in Decision faking

A. The Economic Approach to Eployee Participation

I. The Classical Economic Model
i. Perfect Information
ii. Costless Mobility
iii. The Law of One Price (Wage)

II. Institutional Challenges
i. Unemployment in Depression
ii. Unions & Postwar Labor Economists
iii. Job Ownership
iv. Internal Labor Markets
v. Economic History

Union Influence
Public Policy Influence

III. Recent Economic Theory
i. Search Costs & Unemployment
ii. Efficiency Wages t Unemployment
iii. Implicit Contracting

Turnover Costs
Job Security
Bondinq

iv. Job Tenure Research

B. Types of Participation

I. Information Sharing
i. Wages and Working Conditions
ii. Employer Policies
iii. Strategic Decisions and Information

II. Participation in Decision Making
i. The Immediate Work Situation
ii. Participation at the Firm Level
iii. Participation through External Influence

III. Economic Participation
i. Participation Through the Wage Level
ii. Participation in Individual Output
iii. Sharing Arrangements for Non-Owners
iv. Participation Through Employee Ownership

C. Methods by ihich Participation is Achieved

I. Information Sharing
i. Efficiency Motivation
ii. Participation as an Employee Benefit
iii. The Union Avoidance Motivation



II. Collective Bargaining Pressure
i. Participation through Normal Bargaining
ii. Participation through New Structures

III. Governmental Pressure

D. Maroecormuic Considerations

I. Wage-Purchasing Power Theory
i. Origins
ii. Current Status

II. Productivity Concerns
i. The Failure to Explain the Post-1973 Productivity Slump
ii. Foreign Competition
iii. Examples of Union-Management Cooperation
iv. Public Policy Results to Date

III. Stagf lation Concerns
i. Inflation/Unemployment Tradeoff Ideas of the 1960s
ii. Phillips Curve Skepticism of 1970s
iii. Is the Problem in the Labor Market?

E. The Share Economy Proposal

I. Early Anticipations

II. The Weitzman Analysis
i. A Brief Explanation
ii. Criticisms

Sources of Waoe RiQiditv
Incumbent Resentment
Unemployment for Discioline
Risk Aversion
Senior vs. Junior Interests

III. Evidence
i. Anecdotal Evidence in the U.S.
ii. Foreign Experience

IV. U.S. Policy Reactions to Date

V. Private Developments
i. Re-examination of Compensation Policy
ii. Union Shifts with Regard to Profit Sharing
iii. Lump-Sum Bonuses

F. The Share Economy and Other Forms of Participation

I. Information Sharing

II. Participation in Management Decision Making



III. Collective Bargaining
i. A New Role for Unions?
ii. Legal Obstacles?

IV. Inevitable Linkages

Footnotes



A. The Econwmic Approach to Elpioyee Participation

Employee "participation" in the firm, both in a managerial and financial

sense, has become a hot topic. Usually, it is discussed from a behavioral

science viewpoint by both academics and management consultants. The economic

perspective has been limited to a small group of academics who tend to see the

idea either from a highly abstract level, or - alternatively - as part of a

program to remake the economy and society.' Until quite recently, most

academic economists had not thought much at all about employee participation.

For reasons to be discussed below, the current interest of economists in

participation mainly involves financial participation of employees in

compensation arrangements such as profit sharing and gain sharing.

Participation in decision making remains a topic little analyzed by mainstream

economists. And, even where there is interest in the financial type of

employee participation, that interest has been motivated in large part by

macroeconomic considerations. This approach to participation is in sharp

contrast to the position taken by behavioral scientists and management

consultants; they have generally seen participation as a potential influence on

firm, plant, or individual output, i.e., as a micro issue.

I. The Classical Economic Model

The limited interest by economists in employee participation is a heritage

of the classical economic model, as applied to the labor market. Most

economists begin their training with that model; even though modern economics

qualifies the assumptions and conclusions of the classical approach, the

classical model still colors initial perceptions. The model depicts the labor

market as a combining together of capital and labor in efficient production.

Efficiency is maintained through the competitive mechanism. Hence, the bias is
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naturally that what is observed in the real world is inherently efficient. (If

it were not efficient, it should have been replaced by something else through

Darwinian competition). Since the newer forms of employee participation - as

that phrase has been popularly used - is not widespread in market economies,

such participation is assumed to be inefficient.

Three assumptions of the classical economic model are critical to this

perception: perfect information, costless mobility, and the resulting "law of

one price." Modern economic theory has qualified these assumptions,

particularly in the 1970s and 1980s. However, the new thinking that has

occurred has yet to be focused on the issue of employee participation.

i. Perfect Information

The classical labor market is characterized by perfect information

available to all participants. Potential workers know where to find jobs, and

what the characteristics of those jobs are. Employers know where to find

employees, and know precisely what the capabilities of workers are. Once

employees are on the job, their productivity can be costlessly monitored.

Neither side can cheat the other. Compensating wage differentials adjust for

positive or negative job attributes.

Since all aspects of the employer-employee contract are understood from

the outset by the parties, issues of employee motivation do not arise.

Employees contract for a given level of effort and employers can readily detect

any deviation. Hence, there is no need for creative compensation incentives.

In particular, use of profit sharing or gain sharing as a productivity-

enhancing device is unnecessary.

Of course, sharing information with employees (employee communications)

has no meaning in the classical setting. In a world of perfect information,
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all relevant matters are known anyway. Workers cannot be made more productive

by telling them things they already know.

ii. Costless Mobility

In the classical model, employees readily move from job to job. Indeed,

there is no real employer-employee relationship. Instead, there is a daily

auction market in which labor and capital are momentarily joined. ("Joined" is

a good description of the process, since it is unclear whether capital hires

labor or vice versa in this imaginary world). Absent an ongoing employer-

employee relationship, it is difficult to include any role for employee

participation, either in the decision making or the financial sense. All such

participative arrangements assume that the employee stays with the enterprise

for an extended period. But given costless mobility, there is a fundamental

incompatibility between participative proposals and the classical model.

iii. The Law of One Price (Wage)

With perfect information and costless mobility, equivalent labor will sell

everywhere for the same wage. The only qualification to this result is the

existence of compensating wage differentials to which reference was made above.

Firms which attempted to pay less than the going price for labor would be able

to hire no labor. Firms which (for some irrational reason) paid more than the

going wage would find themselves with a very long queue of job applicants and

reduced profits relative to their competitors.

The law of one price means that compensation systems that offered

employees a share in the value generated by the firm (apart from wages) would

make no economic sense. Share systems would have no micro-level justification,

since perfect information and costless monitoring take care of any motivational
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issues. And, in any case, the total compensation received by an employee

should not rationally exceed or fall short of the fixed wage paid by other

employers.

II. Institutional Challenges

As noted, modern economic theory has qualified the conclusions of the

classical model. Once it is understood why the classical assumptions conflict

with real world phenomenon (such as long job durations, incentive compensation,

elaborate mechanisms of screening, monitoring, and supervision of employees,

etc.), the rationale for such accoutrements of personnel policy can be

understood by relaxing the assumptions. However, such theorizing is a

comparatively recent development. In contrast, the first doubts about blind

application of the classical approach arose from casual empirical observation.

i. Unemployment in Depression

Unemployment poses a nasty challenge to the classical economic model,

since it suggests the existence of a persistent excess supply of labor. In

contrast, the smoothly-operating classical model should guarantee market

"clearing," i.e., the equating of demand and supply. Of course, classical

economists were aware of the phenomenon of unemployment. But they tended to

view it as an aberration in the market or as a transitional feature.e

The lack of a theoretical basis for unemployment colored public policy.

During the Great Depression, unemployment - the pressing social and economic

issue of the day - went unmeasured in official statistics. Although

statistical handbooks today display unemployment rates for the 1930s, these

estimates (really "guestimates") were made later. The Current Population

Survey from which modern unemployment data are derived did not exist until
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1940.3 However, the post-1940 availability of data on unemployment contributed

to, and reinforced, the development of macroeconomics. In turn, the

development of macroeconomics - theoretically and empirically - led to

increased interest in cures for labor market slackness and, eventually, to the

modern interest in a "share economy" as a macro remedy.4

In certain respects, the desire to reconcile classical analysis with

recognition of the unemployment problem contributed to the antecedents of the

share economy proposal. Viewed in a classical perspective, unemployment could

be explained only by wage "rigidity." If (real) wages were somehow set too

high, and if they would not (for some reason) decline, there could be a

persistent excess supply of labor within the classical framework. Adding a

share system - such as profit sharing - to the labor compensation mechanism

would create an ersatz kind of wage flexibility. In particular, during hard

times, profits would fall (as in the 1930s) and profit-related bonuses would

therefore drop, too. The effective level of compensation would decrease,

helping the labor market clear.5 Hence, a case could be made for enhancing

wage flexibility through financial participation of employees, although a

rationale for sharing in decision making would not necessarily follow.

ii. Unions & Postwar Labor Economists

One of the most dramatic results of the Great Depression was the

substantial expansion of unionization in the U.S. economy. The expansion which

began in the 1930s was continued during World War II, as the government

indirectly assisted unionization in its quest for uninterrupted wartime

production. The jump in unionization produced conflicting influences regarding

employee participation, both in the financial and decision making sense.

Postwar labor economists tended to be institutionally and empirically
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oriented; classical theory was part of their training, but was more readily

abandoned by them when contradictions between theoretical predictions and labor

market phenomena were uncovered.* The union-analyzing institutionalists became

interested in such features of the labor market as long-term job attachments,

promotion ladders, etc. Although the nonunion sector - where the majority of

employment existed - was often neglected in these studies (often in the belief

that the union sector set patterns which nonunion employers passively

imitated), these observations became the seeds of modern departures from the

simple classical model.7 These departures, in turn, opened the door to new

views of the employer-employee relationship which are potentially more

hospitable to participative ideas.

However, the postwar concentration on the union sector also led to

reduction in interest in sharing arrangements. Collective bargaining evolved

into a system of employee participation in certain critical employment

decisions: those affecting wages, hours, and working conditions.Q Alternative

forms of participative arrangements were therefore viewed as unnecessary or-

worse - sly devices designed to avoid real participation through union

representation. And there was historical evidence which supported this

negative perception.

During World War I (in part with government encouragement) some employers

in the U.S. created employee representation plans ("company unions") as

alternative to outside unionization.' These plans persisted in the 1920s-

some receiving widespread publicity as progressive management practices - and

then blossomed in the 1930s when outside unionization became a substantial

threat.10 Company-dominated unions were outlawed by the Wagner Act of 1935,

but they left a distaste towards participative schemes among union officials
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and among institutional labor economists that then persisted for many years.

Similarly, financial participation arrangements - such as profit sharing-

were also viewed with great suspicion as union supplanters.11 Union leaders,

and the institutional labor economists who analyzed collective bargaining in

the postwar period, regarded collective bargaining as a sharing device. It was

a tool for workers to increase their share of the economic "pie." The precise

connection between the wage demanded, and the economic condition of the firm,

was not always clear. But use of profit sharing seemed to be an alternative to

the bargaining form of sharing, and therefore was not welcomed.

iii. Job Ownership

One of the labor market phenomena studied by postwar institutional labor

economists was the notion of job ownership. Although courts of the period did

not recognize a property right in a job, workers and unions seemed to behave as

though they believed such a right existed (or should exist).10 They acted, in

short, as though workers had an "investment" or a "stake" in their jobs which

should not be abrogated by arbitrary employer action.

Often, the general public viewed union claims of job rights with

skepticism, particularly when such rights were asserted in situations where

technological change was reducing labor demand. Charges of union

"featherbedding" were commonly heard in the postwar era. Prominent examples

such practices as standby musicians, "bogus" typesetting, and insistence on

preservation of the fireman's position on diesel locomotives were often

cited.13 In some cases, major strikes - such as the 116 day steel work

stoppage of 1959 - occurred in response to management pressure to obtain

workrule modifications.14

Later, however, empirical evidence suggested that even in the nonunion
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sector, concepts such as seniority played some role in worker "rights" on the

job. More senior workers seemed to command more rights, as if time on the job

increased their investment stake.15 The stakeholder idea was supported by

survey evidence which indicated that public norms exist in the labor market

incorporating standards of fairness for employers. These concepts reject as

improper attempts by employers to take advantage of loose labor markets in

dealing with employees. But the norms also suggested that employees might be

expected to absorb some losses during periods during which the employer

experienced economic difficulties. That is, stakeholders were seen as

analogous to stockholders.1'

iv. Internal Labor Markets

A major strand of institutional literature developed in the 1960s around

the notion of internal labor markets.17 Basically, the internal labor market

was viewed as a substitute for the external market. Workers - particularly

those in the "primary" sector - came into employment through well-defined entry

jobs and progressed through a job ladder, acquiring seniority rights as they

went. As part of their compensation, they received a variety of fringe

benefits - such as pension plans - which both presumed and promoted long

employee attachments to the employer.

However, the internal labor market contained a paradoxical element.

Clearly, workers with considerable seniority in such markets had a substantial

stake in their jobs, and therefore in the wellbeing of their employers. Yet

part of their seniority-related compensation was insulation from the shifts in

labor demand of the firm. It was the junior workers who were first to be laid

off in the event of an economic downturn. Senior workers were protected from

layoff, except in cases of the most severe demand declines, even though their
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stake in the firm is larger than those of other employees. Junior workers,

with little stake, were expected to absorb the impact of shifting economic

fortunes of the firm.

It was with such observations that micro level analysis began to be joined

with macro considerations. General unemployment began to be viewed by

economists as a conflict between labor market "insiders" and "outsiders."11

Outsiders (job seekers) seemed to have little influence on firm decision

making, particularly with regard to compensation. Insiders, perhaps through

unions or perhaps through other channels, kept firm decisions focused on the

inframarginal employee. Or, possibly, employers themselves were motivated to

concentrate their attention on existing employees rather than potential

recruits. Whatever the cause, a shift in incentives that would place greater

attention on outsiders and marginal insiders - and less on the inframarginal

employee - was seen as desirable by some economists, especially those

advocating share systems.

v. Economic History

One of the obvious criticisms of the research of postwar institutional

labor economists was their heavy concentration on the union sector and on union

practices. Even within the union sector, the center of attention was the

union; management was a less attractive target of study. That is, management

practices in both union and nonunion settings were often neglected.

More recent work in economic history has redressed the imbalance by

focusing on management in union and nonunion settings. Historical research

suggests that - in fact - unions did have a considerable influence in

establishing the norms of "good" personnel policy, including the internal labor

markets described earlier. There may be economic rationales for employers to
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provide a measure of job security and insulation from economic fluctuations.

But the lesson of history is that these norms developed in certain periods, not

others, and that external pressure on employers (from unions, government, and

public policy) has importantly helped to determine what the norms are.1' The

possibility that norms might be reshaped - for reasons of improved macro

performance - must therefore be considered.

Union Inf luence

Economic analysis of union behavior in the 1970s and 1980s has suggested

why unions might attach especial weight to seniority in formulating bargaining

demands, i.e., why inframarginal insiders might be favored over both marginal

insiders (junior employees) and outsiders.0 If the union is viewed as a

political institution, it is the median "voter" (member) whose influence will

determine union policy. Desires of junior workers will receive lesser weight;

outsiders, of course, do not take part in the union's political processes.

There is no guarantee that unions in the future will be as influential on

personnel policy throughout the economy as the historical evidence suggests

they have been in the past. Unions found themselves in a much weakened state

in the 1980s, faced with both membership and political losses. However, as

will be argued below, the forces that weakened unions in the 1980s also made

the median voter/inframarginal worker more vulnerable to job loss. This shift

heightened union interest in job security and in the economic fate of the

employer. Previously unattractive participatory mechanisms began to be viewed

more positively by union officials. If the past is a guide to the future, the

resulting union-management experiments could have a significant influence in

the nonunion sector as well.
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Public Policy Influence

The history of personnel management also suggests an important role for

public policy in determining modern practices. First, public policy in the

1930s and during World War II had a good deal to do with the growth of unions,

which - as noted above - in turn influenced personnel management practices.

Second, in numerous other ways - including the establishment of social

insurance programs, the encouragement of fringe benefits via tax incentives,

and the creation of pressures for equal employment opportunity - public policy

has conditioned workplace norms and expectations of American employers and

employees. as

As has already been referenced, federal government policy did encourage

limited forms of employee representation during World War I. The ability of

tax incentives to encourage employer-provided fringe benefits is manifest; that

ability could be harnessed to promote financial participation arrangements such

as profit sharing. And, indeed, proposals to do just that will be discussed

below.

Finally, a wide definition of public policy must include the intangible,

but important, power of moral suasion - especially of the President. In the

1930s, the idea that "the President wants you to join the union" provided a

substantial boost to unionization, apart from particular laws and regulations.

Encouragement of participatory schemes through the creation of a friendly

political climate toward such arrangements could prove a powerful influence in

contemporary circumstances.

III. Recent Economic Theory

The Great Depression and the widespread unemployment it brought pointed to

deficiencies in the classical economic model. But the macroeconomic models
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spawned by the Depression led to an unsatisfying gap between the micro and

macro perspectives. Early tensions over this gap resulted in debates

concerning whether falling nominal wages could, in theory, end unemployment.

Some economists have argued that extensive efforts to reconcile micro and

macroeconomics are wasteful. The difficulty with that view is that a

macroeconomics grounded on casual empirical observation - as it was initially-

or even based on elaborate econometric models, will always be open to sniping.

Any inaccurate predictions (for example, of the type prevalent in the 1970s)

will be taken as undermining the overall model.

In contrast, macro policy recommendations that seem grounded in micro

reasoning are likely to be given special attention. Micro-based

recommendations - such as the Weitzman proposal for a "share economy" discussed

below - avoid the perils of the macro/micro theoretical gap. On the other

hand, they can run afoul of recent changes in micro thinking, changes which in

many respects have been stimulated by macro developments. It is to these

changes that the discussion now turns.

i. Search Costs & Unemployment

As noted, classical economists tended to view unemployment as

transitional. More recent elaborations of this perspective have emphasized

imperfect information in the labor market. Workers may not know what jobs are

available and what wages are offered. In such a world, a type of frictional

unemployment results, as workers spend time unemployed searching for jobs.a.

Attempts to explain cyclical fluctuations in unemployment purely with

search models have not been successful. It is difficult to argue that

unemployment was high in 1933 because workers had not yet learned that a severe

depression had occurred or that they were unaware that nominal wages had
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fallen. Neverthelessi search models do focus attention on the costly nature of

unemployment to workers, and help explain why long-duration employer-employee

relationships develop. Such long attachments are required for most

participatory schemes to have any meaning.

ii. Efficiency Wages & Unemployment

Recent economic theorizing suggests that unemployment may play a role in

maintaining employee discipline. Given costs of monitoring, employees will

have an incentive to "shirk" on the job unless there is a penalty for

misbehavior. In a classical auction market there is no effective penalty for

shirking; firing a worker imposes no costs since another job can be immediately

found at the going wage.

According to efficiency wage theory, employers have an incentive to pay

higher than going wages to create a penalty. A job loss from an above-average

payer would deprive the worker of the pay premium. But all employers cannot

pay above the average. What emerges, therefore, is a "too-high" wage for all

employees and resulting unemployment. Unemployment after dismissal becomes the

penalty for shirkers rather than loss of a pay premium.(04

In an efficiency wage world, unemployment would persist. Job security

would therefore be of value to workers. And tendencies for long-term employer-

employee attachments would develop. Thus, like search cost models, efficiency

wage theory creates the necessary conditions for participative arrangements.

iii. Implicit Contracting

Various influences contributed to implicit contracting theory. In fact,

there are many variations of this approach. In essence, implicit contracting

starts from the notion that the labor market is not a spot market. Rather,
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employers and employees are seen as engaging in long-duration contracting, with

at least some provisions regarding future wages and conditions a part of the

bargain. However, the contract is seen as implicit (unwritten), given the

observation that most nonunion workers do not have explicit (written)

agreements with their employers.

Internal labor market studies contributed to the development of the

implicit contracting approach, since internal markets are suggestive of long-

duration commitments. Still another factor contributing to implicit

contracting theory was the empirical observation that wages are not highly

sensitive to business cycle pressures.A' If wages are set as part of a long-

duration package deal, there would be no reason why current wages should

respond to transitory business cycles.

Turnover Costs

As noted above, there are various versions of implicit contracting. In

one version, costs of employee turnover explain the long-duration agreement.

It is assumed that employers incur a hiring cost (recruitment, screening,

training, expenses) which is large enough to make it advantageous to discourage

employee turnover. Put another way, each quit inflicts a cost on the employer,

because a quit - in the steady state - requires a new hire. Employers promise

fair treatment over a career in exchange for employee loyalty. Arthur M.

Okun's "invisible handshake" replaces Adam Smith's "invisible hand."e7

Job SecuritY

Another version of implicit contracting stresses job security. Risk

averse employees are seen as receiving a form of income insurance from

employers through an ongoing commitment. Insurance-type models are often
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abstract, even esoteric. However, when combined with the observation that

senior workers are typically less likely to be laid off than junior workers,

the notion of job security as a reward for loyalty is attractive.

Bondia

Finally, some implicit contracting models are focused on the

discipline/shirking problem. Employers are assumed to offer new entrants to

their workforces wages below their marginal value to the firm initially. As

workers increase their seniority, their wages are raised until eventually pay

exceeds marginal value. At the start of their careers, workers have an

incentive not to shirk, since detected shirking will cause them to lose the

future premium. Later in their careers, when they have become "overpaid,"

workers have an incentive not to shirk because they will lose their above-

productivity premiums. In effect, seniority-based wage profiles function as if

the worker has posted a bond to guarantee good performance.00

iv. Job Tenure Research

Implicit contracting models, in their various forms, all emphasize the

ongoing nature of the employer-employee relationship. Models emphasizing the

ongoing aspect of the relationship were reinforced by empirical studies of

typical job tenures. Periodic surveys by the U.S. Bureau of Labor Statistics

provide information on the seniority of workers who are currently employed.

The years of employment reported by current workers are underestimates of their

eventual spells with the employer, since most workers will go on gaining

seniority after the survey.

Survey results reveal that, especially for older males, job tenures of

twenty or more years are not at all unusual.0 Indeed, some analysts have
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compared American workplace practices with the "lifetime" jobs provided by

large Japanese firms. However, there is a considerable variation in job

durations by industry, age, and sex. These variations are often not explicitly

considered in the employee participation literature. Yet, presumably, those

workplaces which are most suited for participative arrangements are those in

which employees remain on the job for long periods, and thus have significant

stakes in the outcome of their efforts.

B. Types of Participation

Up until this point, types of employee participation have not been

enumerated. Nor has the degree of participation currently in use been

explored. There is a temptation to assume that participation does not exist in

the absence of an explicit device, such as a quality circle or a profit sharing

plan. However, in this section participation is viewed as running across a

spectrum; some employees, even if they are not covered by "innovative" systems,

may enjoy a degree of participation through traditional practices. In the

section below, three forms of participation are considered: information sharing

by employers with employees, employee participation in decision making, and

employee participation in the economic surplus of the firm.

I. Information Sharing

Information sharing is a necessary condition for meaningful innovative

participative systems, whether of the decision making or economic type.

Workers cannot participate in decisions in any constructive way without having

information on which to base decisions or recommendations. Similarly,

arrangements such as profit sharing or gain sharing require disclosure of

company financial data. However, even in the absence of innovative systems,
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workers must have some knowledge - even if inferred - about the enterprise.

i. Wages and Working Conditions

At a minimum, workers know something about their own pay and working

conditions. In unionized firms, and in the public sector, pay schedules are

often quite formal and readily available.30 Nonunion employers may not

disclose pay schedules, but workers are likely to have some information about

what others in their immediate work group are being paid.

Given the ongoing employer-employee relationship, some nonunion employers

find it to their advantage to explain the process by which pay is determined to

their employees. They may use elaborate job evaluation plans, in which

occupational pay is based on a rating scheme, as part of an effort to appear

fair and scientific. Nonunion employers may also reason that use of, and

employee knowledge of, a seemingly fair and rational pay system will make

unionization less attractive to their workers.

Medium and large sized employers are likely to have formal procedures

whereby individual "merit" pay determinations are made. Since the possibility

of earning a merit pay award is supposed to be an incentive for workers,

employers will usually want to make known the standards for such awards to

employees. And since employers will want supervisors who make the merit

decisions to appear fair, they often will create systems whereby supervisors

discuss the reasons for performance appraisals with subordinates.51

ii. Employer Policies

Firms typically have a range of policies and rules, some relating to such

personnel matters as job posting, promotion standards, discipline, grievances,

layoff procedures, and the like. Others relate to safety standards or rules to
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protect company property. Such policies and rules inherently require

promulgation to be effective. Employers will often find it advantageous - in

the interest of obtaining employee cooperation - to explain the reasons for

policies and rules as well as enumerating them.

iii. Strategic Decisions and Information

American labor law has traditionally made a sharp distinction between

matters relating to wages and working conditions and other matters which are

"reserved" to management. But innovative participative arrangements sometimes

require that the wall between these categories be breached. Examples of

traditional managerial decisions include such matters as pricing, product

development, marketing strategy, and decisions to enter or leave a line of

business. The greater the involvement of employees in decision making,

however, the more such issues must be discussed with workers or their

representatives.

Even in the absence of an innovative participative system, however, firms

may find it in their interest to disclose some information about these matters

to employees. Particularly when the firm faces hard times, and decides to take

actions adverse to employees' immediate interests (such as wage cuts),

information about the causes of the problem may be disclosed. The firm may

hope to justify its actions as fair under the circumstances and thus continue

to maintain employee productivity and morale.

Nevertheless, survey evidence suggests that strategic information and

decisions are not generally disclosed to nonsupervisory workers.33 One factor

is fear of a leakage of proprietary information through employees to

competitors. And even when the firm is facing hard times and is making adverse

decisions, disclosure of such decisions to employees may not be perceived as
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being in the firm's interest. For example, managers might fear that employee

knowledge of a decision to close a plant could lead to quits and a drop in

productivity prior to the target closing date."*

The new economic view of the employer-employee relationship emphasizes

that employers have an investment in their employees, and thus have a

motivation to provide fair treatment. Seen in this way, the incentive to

continue providing fairness will be reduced if the employer knows the

relationship will soon terminate. Thus, while it may seem unfair to withhold

information about a plant closing, there is no economic incentive from the

firm's standpoint to disclose it.

II. Participation in Decision Making

It is employee participation in decision making that has received the most

popular attention. Quality circle arrangements, under various names, have been

featured in the news media along with other departures from standard practice

such as union representatives on corporate boards of directors. What is

important to realize is that some degree of employee participation is

inevitable; it is the point on the spectrum running from modest worker input to

complete worker control that is at issue.

From the economic perspective, the point should be chosen on the basis of

efficiency. An important question is whether the worker/decision maker will

have the appropriate incentives to make the "correct" decisions. This issue

arises particularly in situations where decision participation accompanies

economic participation, as will be discussed in a subsequent section. But it

can be noted at this juncture that worker incentives are more likely to

coincide with employer objectives in situations where the worker has a

significant stake in the ongoing employer-employer relationship.
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i. The Immediate Work Situation

Many kinds of jobs do involve some level of employee decision making.

Generally, the more skill involved in the job, the greater the degree of

individual discretion which is permitted. Indeed, it takes some effort (and

expense) to design jobs which require no discretion. The turn-of-the-century

"scientific management" approach, which sought to break down jobs into simple

rote tasks, was basically an attempt to shrink worker discretion. In effect,

the idea was to create a division of labor between decision-making managers and

output-producing workers.

There is no guarantee, however, that such a division of labor will be

efficient. Indeed, it is difficult to imagine applying the scientific

management approach to such diverse occupations as engineer, sales

representative, or automobile repair mechanic. Even among relatively unskilled

employees, there are often quasi-supervisory lead workers who influence the

pace of work and who assign tasks.

Most observers will concede that employee participation in decision making

exists (to some degree) at the immediate worksite. What is innovative, they

will argue, is the substitution of the judgment of ordinary employees for that

of traditional supervisors. Note, however, that traditional supervisors are

themselves employees. And the notion of "delegation of authority" to lower

levels in a managerial hierarchy has long been standard doctrine in large

organizations. Such delegation is justified as a way of avoiding an

administrative overload (inefficiency) at the upper levels of the hierarchy.

With regard to workplace tasks, therefore, greater involvement of employees in

decision making at the lower levels of the pyramid is simply an extension of
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the old doctrine of delegation.

ii. Participation at the Firm Level

The delegation of authority, however far it is carried, involves

responsibility for tasks at levels at or below the particular employee

involved. Each person in the hierarchy takes the decisions made by "higher

ups" as given and exercises discretion within those constraints. Participative

arrangements which reverse this pattern, i.e., which involve employees in

decisions which are normally made above them, are truly innovative, in the

sense of being quite rare.

Management generally does not seek to create such participative apparatus.

Schemes that do exist, such as European co-determination programs, are

typically mandated by law.35 Observers of these mandatory arrangements often

are skeptical of their actual influence.' The fact that management resists

such programs could imply that they are inefficient means of making decisions,

i.e., not in the interest of the firm's shareholders. Or it could be that such

arrangements are not in the interest of managerial employees. In an imperfect

world, management cannot be presumed to act as selfless agents for their

shareholder principals.07

iii. Participation through External Influence

The political process offers employees an alternative means of influencing

the policies of their employer. Laws can be enacted, for example, that require

minimum wages, overtime pay for extended hours, employer subscription to social

insurance plans, or the provision of certain fringe benefits. Legislation may

also create incentives for firms to adopt certain policies as opposed to strict

mandates.
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External economic regulation can go beyond immediate workplace conditions,

such as pay, hours, and benefits. It can also affect product mix and the

location of production as well as the kind of technology chosen. Where unions

are involved, union resources will often be expended either on improving the

market environment of the firms with which they deal, or, alternatively,

influencing internal firm policies which have proved resistant to private

bargaining pressure.m

III. Economic Participation

Economic participation need not be accompanied by participation in

decision making. Indeed, de facto economic participation can take place

without formal plans for sharing economic surpluses. That is, there need not

be an official or formal profit sharing or gain sharing plan for economic

participation to occur.

i. Participation Through the Wage Level

Where union bargaining is involved, wages may reflect the economic surplus

generated by the firm. Unions which bargain across and industry may be able to

capture economic "rents" which spring from inelastic product market demand.

There is evidence that union wage premiums do cut into profits, so that

collective bargaining can be viewed as a form of economic participation.:' In

addition, large nonunion firms which can "afford" to do so will sometimes pay

above average wages, perhaps to avoid unionization and perhaps to maintain

employees loyalty.

Although wages may reflect the firm's economic surplus, sharing via pay

rates alone produces a peculiar result. A worker's income is determined both

by the rate of pay and by the hours worked. High pay, but with frequent
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layoffs, may result in lower income than low pay with steady employment. The

stylized labor contract designates the rate of pay, but leaves layoffs and

hiring to employer discretion. At first glance, from the employee perspective,

such sharing seems notably defective.

Where layoffs are used to reflect short-term changes in the firm's

"ability to pay," however, the welfare of the individual worker will be

importantly dependent on the specific layoff rule used. In particular, layoff

by reverse order to seniority will shift the burden of income variation to

junior employees. If union policy is viewed as determined by the median

voter/member - a view to which reference was made earlier - such shifting of

the burden of adjustment seems a natural outcome. Higher wages will translate

into higher incomes for those workers senior enough to avoid layoffs.

ii. Participation in Individual Output

There are a variety of compensation arrangements whereby individual

employees (or small team work groups) participate in the economic value of

their efforts. Use of piece rates - simple and not-so-simple - has a long

history in American industry. The 1920s appeared to be the height of the

popularity of such systems. But - for industries and occupations where output

is readily measured - piece rate systems continue to be widely employed.40

From the economic perspective, piece rates can be viewed in two ways.

Since employers are really paying employees for efficiency units of labor - not

just time on the job - piece rate systems monitor worker efficiency

automatically. They may be less expensive than other monitoring systems

involving supervisors.41 Second, piece rates provide (imperfect) incentives

for increased worker effort which may be less expensive than other forms of

motivation.* However, although piece rates provide employees with a share in
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their own efforts, they are not intended to provide a share of the general

economic surplus of the firm. Piece rates are a form of economic

participation, but one which is very narrowly defined.

iii. Sharing Arrangements for Non-Owners

Profit sharing and gain sharing are explicit options for employee economic

participation. The former involves a direct bonus formula linked to profits at

the firm level; the latter entails sharing through bonuses at the plant or work

group level based on measures related to value added or sales revenue.'w

Profit sharing and gain sharing are not the only share devices. For example,

in rare cases explicit formulas have been used which gear pay to the price of

the firm's output. Such price-linked systems have been found chiefly in

competitive mining operations where the employer does not control the output

price.

Compensation-related economic participation systems both recognize, and

create, an employer stake in the economic fortunes (or misfortunes) of the

enterprise. Yet the employees are not made owners of the firm. They receive a

share of the surplus, but only so long as they are emDlovees. An employee who

leaves the firm is no longer entitled to share payments in the future. Profit

sharing covers perhaps a fifth to a fourth of workers in medium to large sized

firms. Gain sharing plans have a long, well-publicized history, but are not

widely used in actual practice. As noted above, pay systems geared to output

prices are also oddities.

iv. Participation Through Employee Ownership

The concept of an employee/owner is hardly new. Small proprietorships,

mom-and-pop stores, medical practices, legal partnerships, and family farms all
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involve employee/owners.0 That is, in all these enterprises, the owners of

capital also perform labor services. And apart from cases of self employment,

it is not unusual for upper-level salaried managers of large industrial and

commercial to have ownership positions in their firms.

All of these examples suggest that worker-owned firms per se are not

inherently inefficient. The issue of possible inefficiency, and the notion

that employee ownership is innovative, arises from ownership experiments among

nonsupervisory employees in types of firms that traditionally have not included

such ownership. There are some firms with long histories of worker ownership

operating in industries where such practices are otherwise unusual.4' However,

modern employee ownership seems to be mainly an artifact of the tax code.

The U.S. tax code provides a variety of incentives for employers to create

Employee Stock Ownership Plans (ESOPs). Under such plans, a trust is created

which holds stock for employees. Although ESOPs which have a controlling

interest in the firm are rare, they typically receive the bulk of publicity

concerning employee ownership. Most ESOPs, however, do not involve majority

ownership .47

Pure ESOP plans are quite rare, despite the tax incentives provided to

them. However, variations on ESOPs (so-called "tax-credit" ESOPs) were created

in the late 1970s and early 1980s by extremely generous tax provisions which

have since been abandoned.4 A full discussion of ESOPs would be out of place

here. However, an important difference between the ESOP form of economic

participation and non-ownership forms (such as profit sharing) is the treatment

of employees who leave or are separated from the firm. Those who leave under

an ESOP have a continuing ownership position (which, of course, they may cash

out). But those who leave under non-ownership share systems have no further
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claim on the firm. This distinction has important macroeconomic significance;

it gives profit sharing a much greater claim to a tax subsidy that employee

ownership .*'

C. Methods by ihich Participation is Achievd

Participative arrangements - whether involving decision making or economic

sharing - can come into existence by three routes. Nonunion employers may

unilaterally install such procedures. Where there is collective bargaining,

unions can press for creation of alternative participative systems. Finally,

government may pressure firms to install participative systems or may provide

positive incentives to do so. These alternative methods of implementation are

taken up below.

I. Unilateral Employer Implementation

Employers could have various motivations for installing participative

arrangements in the absence of government or union pressure. Economists are

likely to assume that if a firm unilaterally installs a personnel policy, it

does so for reasons of efficiency. Students of personnel practice, however,

often find that firms often have a personnel "philosophy" which reflects the

preferences of the founding owner.B° If the firm remains solely owned by the

founder, there is nothing irrational about indulging such preferences.

However, the original philosophies seem to persist, even after more general

ownership develops.

Microeconomic models usually are developed with only one efficient

solution. However, this feature is only a pedagogical convenience. The real

world may in fact be characterized by multiple equilibria, all of roughly the

same efficiency. In such cases, a variety of personnel options might be
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feasible, with the choice determined by the accident of founder tastes. If the

founder happens to have a bent toward a participative style, the firm simply

retains that approach. It might be, however, that a more traditional,

hierarchical style would have produced similar company performance.

i. Efficiency Motivation

Nevertheless, efficiency could be a factor in selecting the degree of

employee participation permitted in the firm. As already noted, delegation of

authority has long been viewed as an efficient strategy in large organizations.

Thus, with regard to participation in decision making, there is no magic line

in economic theory which prevents delegation to nonsupervisory employees.

Since such employees are closest to the locus of production, they may have

better insights into appropriate production decisions than persons higher up in

the management hierarchy.

It is more difficult to make a case, however, for believing that employees

would have special insights into strategic firm decisions involving issues

normally outside their purview. In this regard, it is useful to make a

distinction between an individual worker asked to make such decisions and a

union official, acting on behalf of the worker. The latter potentially has the

option of employing experts to assist in the decision process; the former

typically would not have that option.

Until the recent interest of macroeconomists in profit sharing and similar

forms of economic participation, such arrangements of economic participation

had traditionally been viewed as employee motivators and loyalty generators.

Employers continue to express such views about profit sharing, when surveyed.

To the extent that economic participation raises productivity and/or cuts

costly turnover, it may be advantageous (economically rational) for employers
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to install it.

ii. Participation as an Employee Benefit

Apart from any immediate productivity effect that decision making

participation could have, employers might still move in a participatory

direction if employees had a strong preference for such practices. It is

rational for employers to weigh the costs and benefits of providing conditions

of work employees find desirable.1 The benefit to the employer is that

compensation can be lower than would otherwise be the case if conditions are

better. And the cost is providing the particular condition, be it air

conditioning or participative decision making.

iii. The Union Avoidance Motivation

American management has been characterized by strong resistance to

unionization. Nonunion firms attempt to maintain their "union-free" status;

partially unionized firms attempt to prevent the spread of unionization to

nonunion facilities or occupational groups. From the management perspective,

unionization is seen as costly in terms of both bargained pay increases and

limits on managerial discretion. Management resistance has played an important

role in bringing about the declining fraction of the American workforce

represented by unions since the mid-1950s.'

One strategy management has used for union avoidance has been to convince

workers that they do not need a union; that they already have benefits a union

might provide. Sometimes this strategy takes the form of providing tangible

benefits, such as above-average pay or union-like grievance procedures. But it

ean also involve providing routes for employee participation.

The past history - prior to the passage of the 1935 Wagner Act - of
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management creation of "company unions" has already been referenced. These

arrangements varied considerably in the scope of participation they permitted

employees; generally, that scope was (not surprisingly) substantially

constrained. But some employee representation plans did permit significant

latitude for an employee role in decision making. Some, indeed, evolved into

independent unions.

In more recent times, management's interest in creation of participative

quality circles and related institutions in nonunion facilities has sometimes

been stimulated by a quest to create an alternative to union representation.em

Quality circles typically have focused on issues of production, rather than on

the general management of the enterprise. They usually have not considered

issues such as pay levels, benefits, or individual worker grievances. Thus,

although quality circles often pose a challenge to lower level supervisors and

managers, top management does not see them as a threat to managerial

flexibility and ultimate control. Nor do they threaten to raise pay levels.

In that respect, quality circles have certain similarities to the company

unions of the past.

Profit sharing and similar participative compensation arrangements-

unlike company unions - were never outlawed, even though historically some

firms viewed them as part of a union avoidance strategy. Some managements

still see such economic sharing arrangements as helpful in retaining nonunion

status. But, as will be noted below, profit sharing has increasingly been

incorporated into union contracts, as have quality circle programs.

II. Collective Bargaining Pressure

To the extent that federal policy has had a longstanding and continuous

position on employee participation, that policy has been to provide certain
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protections to unions and collective bargaining, through the Wagner Act

framework. Collective bargaining is a participative scheme which was as

innovative and revolutionary when the government first fostered it in the 1930s

as the participative experiments which are widely heralded today. And like

today's experiments, the full ramifications of collective bargaining were not

perceived when it began to become widespread.

i. Participation through Normal Bargaining

It may seem surprising - simply because it is not a new invention - to

include collective bargaining as a participative system. However, the

negotiation of union-management contracts does add an employee "voice" to the

determination of wages, hours, and working conditions which otherwise would not

be as strongly felt.54 Unlike quality circles and similar participative plans,

however, unions - through the strike mechanism - are able to make managerial

disagreement with their demands potentially costly. Both sides in a collective

bargaining negotiation must weigh the potential costs and benefits of

continuing a disagreement. There is employee participation through collective

bargaining, but it has traditionally been based on an adversary relationship

with management.

In contrast, the cost to management of failing to implement the

recommendations of a quality circle is mainly an eventual undermining of

employee interest in the participative system. The views and suggestions that

arise from a quality circle are not backed by economic pressure. Rather, there

is simply an assumption that the employees whose views are tapped may develop

solutions to problems better than a top-down management system could. Or it

simply be assumed that creating a participative system will increase

productivity and loyalty by catering to employee needs to be "involved."
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As noted earlier, collective bargaining provides a form of economic

participation, through the mechanism of wage and benefit bargaining. The

economic participation aspect of conventional bargaining works best for more

senior employees, who are not at high risk of layoff. To the extent that the

employer's ability to pay is raised by external economic conditions, some of

this ability may be reflected in higher incomes of bargaining unit employees.

In some cases, as during the wage concession movement of the 1980s, reductions

in ability to pay may also be reflected in the form of wage and benefit freezes

or cuts.

ii. Participation through New Structures

Although conventional collective bargaining is a participative arrangement

(both in terms of decision making and in terms of economic sharing), nothing

prevents unions from pressing for new-style participative plans in their

bargaining with employers. Indeed, particularly in the 1980s, unions became

interested in creation of quality circles (often under the heading of "employee

involvement") and in formal economic share plans such as profit sharing and

gain sharing. To the extent that such alternative forms of participation

become attractive to union members, unions - acting as representation

mechanisms themselves - ought to bargain these items. Some of the influences

which affected the "tastes" of union workers regarding new forms of

participation will be discussed in a later section.6

III. Governmental Pressure

Government involvement in fostering employee participation arose

historically when there was an official interest in increasing industrial

production. During wartime, government officials acquire a direct interest in
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industrial efficiency as government becomes a major customer of business-sector

output. The risks for government suppliers in undertaking government-

sponsored participative experiments are reduced to the extent that any

resulting costs are covered in cost-plus type purchasing arrangements. It was

precisely in such an environment that labor-management productivity committees

were stimulated by government during World War II in response to government

pressure to raise efficiency.'"

General concerns over economic performance, however, can trigger

government interest in participative systems even in peacetime. Ultimately,

poor economic performance adversely affects the voting public. Political

leaders in such circumstances may find it useful to propose a government role

in stimulating employee participation.

In theory, government could operate by fiat, requiring the creation of

employee representation programs. However, in thg American case, however, the

mandatory approach has not been much used, nor is it likely to be. Even the

laws covering union-management regulations tend to specify process rather than

results. The alternative to a fiat approach has been tax incentives for

certain economic sharing plans and small subsidies on a competitive grant basis

to selected union-management cooperative committees.

D. flcroeconmic Considerations

The kinds of economic performance indicators that have triggered peacetime

government attention to participative proposals have been macroeconomic.

Issues such as recession and depression, aggregate productivity growth, and

inflationary pressures - all obvious matters of public concern - can become

linked to participative ideas. In the 1930s, the Great Depression provided an
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impetus for government encouragement of collective bargaining as a

participatory device. The issues of the 1970s and 1980s have been productivity

trends and a perceived inflation/unemployment tradeoff.

I. Wage-Purchasing Power Theory

The preamble to the Wagner Act of 1935 justifies the then-new government

role in fostering collective bargaining in terms of macroeconomics. It argues

that an imbalance in bargaining power favoring management produces too-low

wages, thus reducing worker purchasing power and consumption and aggravating

depressions. That is, too-low wages were viewed as having constrained consumer

demand and prevented the economy from recovering. The Wagner Act's solution,

collective bargaining, was designed to push up wages through negotiations and

thereby foster economic expansion.

i. Origins

Although the wage-purchasing power theory came to the forefront of

economic policy in the 1930s, it had an earlier parentage. In part, it

reflected a strand of underconsumptionist economic thinking which can be found

in Marxist writings. The notion of employers depressing wages in pursuit of

profits, thus leading to depression and the loss of profits, was an ideal

"contradiction" in capitalism. However, the theory had a broader following

than just Marxists.

The wage-purchasing power theory was found among influential "progressive"

businessmen in the 1920s and 1930s and as well as among selected economists.

Union officials subscribed to the theory even earlier, since it provided a

handy economic justification for wage bargaining. It was the motivation behind

President Hoover's exhortation to employers not to cut wages in the early days
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of the Depression. The theory was reflected in the centerpiece of the early

New Deal, the National Industrial Recovery Act of 1933, legislation that had a

significant wage-boosting effect. And it was reflected in the late New Deal in

the form of a federal minimum wage floor (originally 1938).

Despite its influence on public policy, most economists did not subscribe

to the wage-purchasing power theory in the 1930s (nor would they today). Some

of the criticism of the theory by economists centered on the price effect of

wage hikes; if firms boosted prices to pay for wage increases, real wages (and,

therefore, real consumption) might not rise at all. Other criticisms involved

potential employment displacement; if wage increases led to employment

decreases, total worker incomes might not rise.

Although these views were not always cogently expressed by modern

standards, they did point to a difficulty in the wage-purchasing power view.

There is a distinction to be made between worker wages and worker incomes. The

lack of a tight connection between the two concepts came to haunt unions in the

1970s, when - as it turned out - pushing up wages in an effort to raise incomes

led to declining unionization. The wage vs. income distinction is also

relevant for the analysis of the share economy proposal of the 1980s which will

be discussed in a later section.

ii. Current Status

By the late 1940s, the wage-purchasing power theory had receded as an

intellectual force. The Keynesian viewpoint, which was developing an important

following by that time, was that government monetary and fiscal policy should

maintain purchasing power; it wasn't the job of unions to do so. Not

surprisingly, the slippage in popularity of the wage-purchasing power approach

occurred at a time when federal policy changed from overt fostering of
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collective bargaining toward a position more in line with employer perceptions.

Although the wage-purchasing power theory does not command a substantial

following anymore, reformulated as a theory of excessive wealth concentration,

it has been raised in popular literature predicting the next Great

Depression.'" The observation that real wage trends have been stagnant in the

1970s and 1980s could encourage a revival in the theory. To date, no prominent

politician has explicitly picked up the theme, but it could someday become the

basis of a populist economic platform. Or, more productively, it could be

married to the share economy proposal discussed in a subsequent section.

II. Productivity Concerns

Economists have tended to view productivity as the product of impersonal

influences such as capital investment and technological change.dO

Practitioners in the human resource field are more likely to see the quality of

the employer-employee relationship as having some role.61 However, it is

widely agreed that real wages and living standards depend importantly on

productivity growth. As is well known, the tendency of real wages to rise with

productivity reflects a kind of employee participation in economic growth at

the national level.

i. The Failure to Explain the Post-1973 Productivity Slump

The idea of a permanent productivity improvement trend - where

productivity is defined as output per (labor) hour - was well ingrained in

macroeconomic thinking until the early 1970s. For example, the anti-inflation

wage guidepost of the Kennedy and Johnson administrations and the wage standard

established under Nixon administration wage/price controls were based on

ongoing productivity improvements of about 3% annually.'6 Yet research into
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the sources of productivity growth suggested that a considerable residual

element remained unexplained by measurable inputs into production. Other than

the past trend, there was no reason to assume that the residual element in

productivity growth should remain constant.

The marked drop in productivity growth after 1973 has remained largely

unexplained, despite the many theories offered and the volume of empirical

research it generated. One suggestion has been that workplace frictions and

tensions accounted in an important way for the productivity slump.68 There was

some evidence of a rising level of dissatisfaction in the union sector - as

measured by strikes and rank-and-file contract ratification rejections - in the

years just prior to the slump. However, direct and ongoing measures of such

dissatisfactions are not available, especially for nonunion employees.

Because of the possibility that improvements in the workplace climate

could provide a remedy for lagging productivity growth, interest in

participative arrangements was heightened in the 1970s. A quality circle fad

seemed to sweep the country, with many experiments ending up stillborn or dead

at a tender age - but others showing some success. In addition, the recessions

of the early 1980s seemed to focus attention on inward-looking compensation

schemes. Managers became interested in such slogans as "pay for performance"

and "flexible compensation," phrases which are sometimes linked to

participative pay arrangements.4

ii. Foreign Competition

The manufacturing sector in the early 1980s was particularly hard hit by

the double blow of severe recession and rising foreign competition, the latter

being associated with a sharp appreciation of the U.S. dollar. With the growth

of foreign penetration of the U.S. marketplace, it was natural that foreign

Page 36



employment and compensation practices should receive substantial attention.

Japanese practices, in particular, came in for special scrutiny.

Although imitation of Japanese quality circles became a fad for many

firms, other aspects of Japanese practice also attracted interest. In

particular, the provision of strong job security and the use of a bonus form of

compensation appeared to be important. Evidence was developed that the bonus

component of pay functioned partly as an implicit profit sharing plan.'5 Thus,

the stakeholder relationship of the employee with the employer seemed to find

various forms of expression. Job security and extended career ladders linked

the worker's fate to the firm; the linkage then reflected itself in variable

pay. Reliance on consultation and consensus building seemed to join economic

participation with participation in decision making.

There were, of course, dissenters from this view of Japanese enterprise.

Some sought to recast the idyllic images of Japanese practice as paternalistic

nightmares.66 Others simply noted that only the larger Japanese firms provide

the tight job security described above. However, the actual details of the

Japanese model were less important than the impetus the American perception of

that model provided for internal changes in the U.S. workplace.

iii. Examples of Union-Management Cooperation

As already noted, union officials became more willing to experiment with

participative approaches in the 1980s which went beyond traditional collective

bargaining relationships. In some ways, the 1980s were similar to the 1920s,

when manufacturing stagnation also triggered union-management cooperative

experiments.67 The median voter model (described earlier) provides some

insight into the change in attitudes.

During periods of severe economic distress, the normally-insulated senior
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union worker is suddenly put at risk of job loss. The senior worker may be the

last to be laid off. But in a total plant closing or mass layoff situation,

all or most workers are going to be terminated. Senior union workers have a

large investment in their existing jobs; thus if those jobs are at risk,

experimental workplace practices which might foster job security look more

attractive than they would in good times.

Perhaps the most dramatic, and well publicized, participative experiments

occurred at the major U.S. automobile manufacturers. The new programs ranged

from quality circles to a union representative on the company board of

directors (Chrysler) to tight job security guarantees and profit sharing.

Macroeconomic pressures translated themselves into micro-level innovations.

Although the 1980s were a period when pattern setting wage agreements seemed

less influential, the new practices in the automobile industry did spill over

into some other unionized industries. Generally, other industries did not pick

up the entire auto package; instead, bits and pieces of the auto approach were

adopted.

iv. Public Policy Results to Date

Prior to the coming to office of the Reagan administration, federal

macroeconomic policy had involved varying degrees of intervention into

collective bargaining negotiations, usually with anti-inflation motives. These

interventions ranged from informal "jaw-boning" to mandatory wage controls.

The Reagan administration, however, was committed to a laisser faire economic

approach generally; it did not seek to influence collective bargaining

outcomes, except those directly involving the government as the employer or as

a prime customer.

Thus, despite the growing interest in participative arrangements in the
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union sector and elsewhere, no moves were made by the federal government to

reinforce such programs. Presumably, the reasoning was that if participative

arrangements actually raised productivity, the parties would have sufficient

private incentives to implement them. Such a view would be valid, absent

significant positive externalities connected with participative approaches.

The possibility that externalities do arise from such arrangements - as has

been argued by proponents of the share economy proposal discussed below - were

apparently either discounted or not considered.

The U.S. Department of Labor, however, did move to disseminate information

about those participative experiments that were occurring. Case studies-

typically from the union sector - were reported through newsletters and other

means by the Department's Bureau of Labor-Management Relations and Cooperative

Programs. In addition a study was launched to determine if existing U.S. labor

laws might impede participative steps, an issue to be considered below. In

general, the focus of these studies and investigations was on productivity

improvement at the micro level. Other economic aspects of participation were

not a major consideration of Labor Department policy on information

dissemination.

III. Stagflation Concerns

Stagflation - the simultaneous occurrence of inflation with relatively

high unemployment - was the macroeconomic problem of the 1970s, eclipsing even

the concern over lagging productivity growth. But stagflation bore a

resemblance to lagging productivity as a macro issue; neither had been

anticipated before they appeared. And both produced a shift toward economic

pessimism.
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i. Inflation/Unemployment Tradeoff Ideas of the 1960s

In the late 1950s and early 1960s, the development of computer technology

made practical econometric research into macroeconomics as well as other areas.

One of the major macroeconomic applications of the new technology was the

estimation of "Phillips Curves."60 The Phillips curve - an equation relating

the rate of wage inflation to the rate of unemployment - suggested that a

relatively stable, long-term relationship existed. That is, there was presumed

to be an inverse tradeoff between inflation and unemployment. Given such a

tradeoff, the job of macroeconomic policy was to pick the optimum

inflation/unemployment combination.

In principle, the (price) inflation/unemployment tradeoff could be

improved, if productivity growth could be increased. Such a development would

permit more "push" from wages to be accommodated within a given level of price

inflation. However, government intervention was not aimed at micro-level

innovations that might improve productivity performance in the 1960s. The

record of productivity growth looked pretty good as it was. Government

intervention - to the extent it occurred - was mainly aimed at containing wage

pushiness, thus improving the inflation/unemployment tradeoff through another

route.

The notion of the 1960s that "excessive" wage inflation would develop

before the unemployment rate reached a low target level foreshadowed a later

view in the 1980s associated with the share economy proposal. This more recent

view held that problems in the wage determination process exist which impede

macro objectives. However, unlike their later counterparts, economic policy

makers in the 1960s tended to be Keynesian optimists. Keynesian analysis - as

applied to the Great Depression - carried the message that the problem in the
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labor market (unemployment) could not be solved in the labor market through

wage manipulation. Rather aggregate demand management was needed. Translated

into the 1960s, the Keynesian focus was still on demand management. However,

potential wage inflation was viewed as a development which could impede such

management, by triggering public pressures for deflationary policy.

ii. Phillips Curve Skepticism of 1970s

In the late 1960s, the Phillips curve appeared to be shifting its position

so that higher unemployment seemed associated with any given rate of inflation.

Theoretical criticism of the notion of a stable Phillips curve tradeoff

suggested that this shifting result was to be expected.6' A new view held that

over a long horizon, unemployment could not be reduced simply by accepting

higher inflation rates. The "natural rate of unemployment" was postulated

below which inflation would accelerate and above which it would decelerate.

Deviations from the natural rate were seen as possible only temporarily.

Beyond the theoretical undermining of the simple Phillips curve approach,

two external oil price shocks - one in 1973-74 and the other in 1979-80-

showed that domestic inflation could be triggered by boosts in foreign prices;

inflation once started - even if initiated from abroad - seemed to become part

of a difficult-to-unwind domestic wage/price spiral. It was quite possible to

have extended periods of stagflation, given the lags entailed in fighting

inflation through restrictive demand policies.

iii. Is the Problem in the Labor Market?

As already noted, the Keynesian approach to macroeconomics tended to focus

attention on demand management, not wages. Macro solutions - even for

unemployment - were to be sought outside the labor market. Nevertheless, the
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Keynesian optimists of the 1960s had thought it worthwhile to undertake ad hoc

interventions in wage determination through the announcement of wage

guideposts. The macro policy of the Nixon and Carter administrations also

featured similar interventions. Even if precise theories were not developed,

macro policy in the 1970s seemed to be stumbling towards the position that

there was a problem with wage determination and the labor market.

The experience with macro policy in the 1980s did nothing to defuse this

trend. Although often justified in unorthodox language, macro policy during

the early years of the Reagan administration fought inflation through demand

repression. Stimulative fiscal policy arising from tax cuts was more than

offset by restrictive monetary policy producing a substantial and prolonged

economic slump which gradually reduced inflation. Inflation could be fought

with demand reduction, the experience of the 1980s showed, but at the cost of

an extended period of high unemployment.-'

In short, macro developments through the mid 1980s suggested the need for

two kinds of economic remedies. First, some means of reconciling low

unemployment and low inflation on an enduring basis was needed. Second, there

was need for a way to correct pre-existing inflationary "mistakes." If

inflation had been high in the past, a way of reducing it without creating

widespread economic distress was required. The question was, could a

participative scheme meet these objectives?

E. The Share Economy Proposal

The proposal of Martin L. Weitzman and others for introducing a share

economy - one featuring widespread profit sharing or other, similar forms of

economic participation - is intended as a response to both needs.71 Yet many
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unanswered questions remain about the share proposal, even if the underlying

theory on which the proposal is based is accepted without question. In this

section, the theory is presented in brief outline, together with some

discussion of developments which might foster a spread of the share approach.

The following section covers the relation between the share proposal for

economic participation and other forms of employee participation.

I. Early Anticipations

As noted earlier, some proposals for introducing profit sharing were made

in response to the Great Depression. These proposals saw profit sharing as a

way of introducing responsiveness to the business cycle into an otherwise rigid

wage structure. It was assumed that falling wages would eliminate unemployment

through classical demand/supply mechanisms. If the wage could not fall, why

not introduce a profit sharing bonus scheme; the bonus would then fall in

depression, presumably invoking the same classical solution.

A more modern version of this idea - one not relying on classical

mechanisms - considers the interaction of monetary policy and inflation.

Assume that the monetary authorities will crack down on "excessive" inflation

via demand restriction. In such a world, if wages are relatively insensitive

to demand, the monetary restrictions will lead mainly to unemployment and only

gradually to disinflation. However, if profit sharing is present, the demand

restriction will quickly and automatically reduce the bonus element of pay.

And if firms mark up their prices over total compensation (wage plus bonus),

demand restraint will rapidly produce the desired slowdown in price inflation,

without provoking a big drop in employment as a byproduct.7Y

A variation of this view - particularly as it applies to the union sector

- notes a potential connection between job security and profit sharing. A
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firm's payroll is the product of its hourly wage (W) times the number of

employee hours it hires (H). During business downturns, firms typically reduce

H. To a limited extent, H-reductions can be accomplished by decreasing weekly

hours per employee. But the scope for such adjustments is modest and

substantial reductions are more likely to be achieved by layoffs,"

In a rigid wage model, all the adjustment in the payroll (WH) is made via

H and not W. However, if the firm has a profit sharing bonus plans W = w + b,

where w = the official hourly wage and b is the profit sharing bonus per hour.

Reductions in WH will thus be (partially) accomplished through W by means of an

automatic drop in b (due to declining demand - and therefore profits). Unions

wishing to bargain for job security could accept a somewhat more variable

compensation system in the form of a profit sharing program. The firm obtains

its WH reduction through W rather than H; the union obtains more job security.

II. The Weitzman Analysis

Weitzman's analysis of profit sharing differs from most (not all) earlier

analysis in that it is grounded in the standard theory of the firm. This

grounding has undoubtedly helped the proposal in winning converts among

economists. However, its strength also creates a point of vulnerability, since

- as noted earlier - micro theory as regards the labor market has been subject

to critiques and qualifications some of which could undermine elements of the

Weitzman proposal.

Noneconomists - particulary personnel practitioners - are subject to two

chief confusions about the Weitzman proposal. First, although grounded in

micro theory, the Weitzman call for a share economy is aimed at solving a macro

problem: the propensity of modern economies to drift into stagflation episodes

or to suffer from either excess unemployment or inflation. Usually, programs
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such as profit sharing are viewed as devices to solve micro problems related to

company productivity and employee loyalty and morale.

Second, although profit sharing has a superficial resemblance to flexible

pay plans ranging from simple incentives to ESOPs, most seemingly-related plans

do not provide the kind of sharing Weitzman is seeking. That is, they don't,

within the context of simple economic theory, have the desired macro effect.

In the Weitzman world, all flexible pay plans are not created equal.

i. A Brief Explanation

There are now various sources from which detailed explanations and

criticism of the Weitzman proposal can be found.74 To avoid duplicating

existing literature, this section presents only a brief sketch of the Weitzman

idea. In essence, in the simple theory of the firm, profit maximization is the

goal and demand and cost conditions are the constraints. The firm sets prices

- and therefore the amount sold - and purchases inputs into production in

pursuit of the largest possible profit.

Profit (,) is defined as the difference between revenue and cost.

Potential revenues are derived from conditions of demand and potential costs

are based on the prices of inputs and the available technology of production.

Generally, if the prices of inputs are raised, the firm will use less of them.

This result flows from two mechanisms.

First, if the price of an input is raised, the effect will generally be to

raise overall costs of production and therefore the price of the firm's output.

But higher prices mean that a smaller quantity of output is produced and sold,

which in turn means that real inputs can be reduced. Second, raising the price

of an input to production makes substitution possibilities more attractive to

the firm. Thus, the firm will reduce its use of inputs whose prices are rising
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and use more of other inputs. In particular, if the wage is raised or lowered

the firm will decrease or increase, respectively, its employment of labor.

Although there are many forms of profit sharing in actual use, the

simplest version simply allocates a percentage share (s) of profits to workers

in the form of a current or deferred bonus. With profit sharing, the firmm's

owners receive net profits which reflect the deduction of the workers' share.

Thus, net profits (u*) are equal to (1-s)r. Since n* differs from ir only by a

multiplicative constant, any steps the firm would have undertaken to maximize u

will also be undertaken if sir is "skimmed off" and paid to workers. With no

change in demand or supply conditions, creating a profit sharing plan does not

change firm behavior because the steps needed to maximize u are the same as

those needed to maximize (1-s)r.

But, in fact, Weitzman notes, there will be a change. A firm which offers

profit sharing bonuses can pay lower wages, since workers receive some

compensation through the bonus. Even if workers are risk averse and do not

value the expected value of the bonus as equivalent to a sure wage of the same

amount, they will place some value on the bonus and be willing to substitute

some reduction in wage offered for the bonus. Thus, the wage will be lower,

other things being equal, in a profit sharing firm, and therefore employment

will be higher.

Weitzman carries this argument a step further. If most firms offer profit

sharing, they will all expand their hiring. But, unless unemployment is very

high, the pool of available labor will be exhausted by the increase in labor

demand. Firms will face a labor "shortage" so that all who wish to work will

be sucked up into jobs. The economy will gravitate toward full employment.

Even if a recession develops, firms will tend to hang on to workers and
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avoid layoffs in a Weitzman share economy. With a sufficiently large initial

labor shortage, the recession simply reduces the excess demand for labor, but

does not extinguish it. Indeed, take to the extreme, recessions in the usual

sense of the word cannot exist since firms hold on to their labor and continue

to produce. Any decreases in demand translate into nominal price changes.

Recessions become painless deflations, with no decrease in real output. Booms

become inflations. If a zero inflation rate is desired, an appropriate

monetary policy can be costlessly followed.

ii. Criticisms

The share economy seems to be an economic paradise. When proposals are

made that promise a great deal, it is natural that a skeptical reaction occurs.

Critics look for defects and loose ends in the proposal. And there are

criticisms to be made, although none are ultimately devastating." Weitzman's

proposal would not bring about an economic paradise, but it would improve

macroeconomic performance. And it has potential ramifications beyond those

initially described by Weitzman.

Sources of Wage Rigidity

The share economy proposal does not contain an explanation of wage

rigidity. Weitzman notes that in theory a conventional was system with

flexible wages ultimately gravitates to the same full employment equilibrium as

a share system. The problem is that the current conventional wage system is

characterized by very limited wage responsiveness to increases and decreases in

labor demand. Firms vary employment, not wages, as demand pressure fluctuates.

Given that empirical observation, adding a share element makes up for the

inflexibility of wages in the Weitzman model of the firm.
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If wages were rigid due to some exogenous influence, the share proposal

would be on firm ground. But suppose wages are rigid because employers and

employees find it useful to transact in that fashion. The implicit contracting

theories described earlier suggest just such behavior.

In an implicit contracting world, imposing a share system on firms might

not have much actual impact. The share element of pay would be potentially

variable, but firms could filter out the variability by implicitly smoothing

total compensation. For example, in a year when the bonus was small, the firm

might promise a large wage increase the following year to make up the loss. In

a year when the bonus was large, the firm might grant a small wage increase to

offset the previous gain. That is, firms could transform a seemingly-variable

bonus into a component of a rigid total compensation system. The Weitzman

model assumes that they would not do so, even though they could.

Implicit contracting poses an intellectual challenge to the Weitzman

proposal. However, the notion that employers are committed to providing

employees with a totally steady compensation level is far fetched. The

implicit contracting model itself has loose ends, not the least of which is why

the understandings are unwritten. If it is clear what the employer is

guaranteeing to the workers, why is the guarantee not specified in a written

document?

Incumbent Resentment

Firms have an incentive to hire more workers under a share system because

the marginal cost of doing so is lower than the marginal benefit. But that is

another way of saying that addition hiring "dilutes" the bonus pool - and

therefore the total compensation - of incumbent workers. Incumbents would

naturally resent such hiring.7'6
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In a union situation, where incumbents have a mechanism to voice their

resentment (and to pressure the employer to heed it), the result could be

bargaining to restrict hiring. If many firms in a share economy restricted

hiring, the move toward Weitzman-style full employment would not take place.

Still, even though not achieving full employment, the economy might still be

more stable than under a conventional wage system. A firm constrained not to

add employees would still not want to lay off those already employed, unless

demand dropped dramatically.

Of course, in the American case, most of the workforce is nonunion. In

the mid 1980s, only about 16% of wage and salary workers were represented by

unions in the private sector. Thus, incumbent worker resentment, even if

present, might not find full expression. Nonunion employers might nevertheless

be concerned about incumbent morale, and constrain themselves not to hire

"excessively." However, given the vast amount of empirical research indicating

that wages, benefits, and conditions are different in the union sector, it

seems unlikely that employers would totally stifle their own profit-seeking

instincts under a share system.

Unemployment for Discipline

It was noted earlier that efficiency wage theories suggest that wages are

deliberately held "too" high by employers to create a dismissal penalty for

misconduct or poor performance. If such is the case, nonunion employers would

have a profit incentive to constrain hiring. Excessive hiring might lower

compensation (including the bonus) to a level at which losing a job would not

be s severe penalty. Indeed, a share economy as envisioned by Weitzman would

be a system under which every available worker could easily find employment.

Dismissal would not be a severe penalty in such a world.
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The unemployment-as-discipline argument is similar to incumbent

resentment; it suggests that part of the Weitzman scenario - very low

unemployment - would not result in practice from a share system. But it does

not rule out greater stability of employment, given achievement of an

equilibrium unemployment rate needed to maintain appropriate discipline. The

efficiency wage argument explains the persistence of some unemployment rate,

not cyclical fluctuations in unemployment. Would anyone seriously seek to

interpret the sharp rise in unemployment during 1973-75 or 1979-82 as the

reaction of employers to an exogenous increase in employee unruliness?

Risk Aversion

Profit sharing bonuses vary with the economic fortunes (or misfortunes) of

the employer. As such, they are typically more variable from year to year than

wage rates. If employees are risk averse, they may not want variable bonuses

and their desires may prevent the share economy from coming into effect.

It is undoubtedly true that employees are typically risk averse. However,

if a share economy brought about a greater degree of economic stability, the

riskiness associated with profit sharing under a predominantly conventional

wage system might be substantially reduced. The ups and downs of the business

cycle play an important role in influencing profit fluctuations. Smaller

cyclical adjustments would mean smaller profit (and profit-related bonus)

fluctuations.

To the extent that profit sharing bonuses are perceived as risky by

employees, the transition to a share economy will be impeded. This is a major

reason why Weitzman and others have proposed that a tax incentive be given to

profit sharing. There are many aspects of modern employment compensation that

exist largely because of provisions in the tax code. Indeed, key benefits such
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as pensions, health insurance, and life insurance are provided by employers in

large part because they are either free of personal tax or subject only to

deferred taxation. There is some incentive which could overcome risk aversion.

Senior vs. Junior Interests

The share economy proposed by Weitzman tends to favor marginal junior

workers relative to seniors, when compared with the contemporary wage system.

Juniors are most subject to employment fluctuations. If they have jobs, they

are the first to be laid off. When they do not have jobs, they become the

outsiders, watching from afar as incumbent insiders continue their employment.

In the full Weitzman story, with a perpetual labor shortage, juniors have

almost the same job security as seniors. Juniors would be the first to be laid

off, but layoffs are extremely rare. And, effectively, there are no outsiders,

since everyone has a job.

A partial Weitzman story - employment stability but no perpetual labor

shortage - still is mainly of advantage to juniors. Those juniors who do find

jobs tend to keep them. There are outsiders (since there is significant

unemployment), but unemployment does not rise cyclically to very high peaks,

and therefore does not further put outsiders at a disadvantage.

Seniors who are insulated from employment fluctuations under the

contemporary wage system would pay a price for converting to a share system.

Even if aggregate cyclical forces were removed by a share economy, individual

firms would still experience some profit fluctuations due to changes in

consumer tastes, to managerial decisions, and shifts in the prices of inputs.

Seniors would have to absorb some of these fluctuations in the form of varying

bonuses.

Again, the issue comes down to creating fiscal incentives. Seniors would

Page 51



be disadvantaged by a share system. But there is some price which could induce

them to buy into it, or at least reduce their opposition to politically

manageable proportions. Weitzman did not argue that a share system would

spring to life, simply by dint of its micro merits. Whatever private

advantages there may be in profit sharing, these advantages have not been

strong enough to create a share system spontaneously. Since economic stability

is a positive social externality in the Weitzman model, an external social

incentive must be provided.

III. Evidence

Can evidence be found that moving to a share economy would produce the

macroeconomic benefits that Weitzman proposes? It is certainly reasonable that

public policy makers would want such evidence before engaging in tax

expenditures to foster a transformation of the American compensation system.

Unfortunately, it is in the nature of the proposal that solid evidence can be

obtained only by an economy-wide trial. That is, a share economy must be fully

installed before it can be tested.

An important element in the Weitzman proposal is the labor shortage that

it creates. It is this labor shortage that keeps the economy at a low

unemployment rate, even when nominal demand slumps. But the labor shortage

results from most employers adopting a share system. If only a few firms have

share plans, these firms may hire more workers, but not enough more to lower

the overall unemployment rate noticeably.

i. Anecdotal Evidence in the U.S.

In principles some evidence might be obtained by observing firms with

Weitzman-type share system at the micro level, even though they are operating
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in the context of an external, traditional wage system. Unfortunately, most

firms with share systems do not make the share element a large fraction of pay.

Alternatively, it might be tempting to identify the share proposal with wage

flexibility, and to look for signs that firms which exhibit more wage

flexibility also exhibit greater employment stability. But such evidence

really would not have a direct bearing on a share system, since a flexible wage

firm and a share firm need not behave identically.

A share firm would be expected to hang on to existing workers in a

business downturn and generally to be looking for more labor. There is some

anecdotal evidence that firms with share compensation systems do stand ready to

hire workers, and will retain those they have.-" But real-world firms with

more-flexible-than-average wages are unlikely to be characterized by anything

like classical wage flexibility. Their wage structure will vary somewhat with

product demand conditions, but not necessarily enough to affect their demand

for labor significantly. Indeed, firms which exhibit wage flexibility may well

be those whose employment levels are especially unstable. A severe adverse

economic shock may lead them to institute both employment and pay cuts. The

American steel industry in the 1980s is a good example.

ii. Foreign Experience

In the absence of readily-available evidence based on the U.S. experience,

lessons might be drawn from foreign share systems. Generally, researchers have

turned to Japan and its bonus system for signs of positive macroeconomic

effects of share systems. Japan has been noted both for low unemployment rates

as compared with the U.S. and an ability to absorb recessionary demand

movements without substantial jumps in unemployment.

The first element in obtaining evidence from Japan's macroeconomic
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performance is a determination that the Japanese bonus system is, in fact, a

share system. Various authors have concluded that there is a share element in

the bonus, even though some fraction of the bonus may be relatively constant.7

An interesting question, however, is whether the bonus system is a cause of

Japanese employment stability, or the result of it. That is, if major Japanese

firms have a commitment to employment stability, they might - for reasons cited

earlier - obtain needed flexibility in labor costs by varying the bonus.

Recently, changes in British tax policy were adopted to encourage share-

type compensation arrangements.7' Assuming that the tax incentives prove to be

sufficiently strong, the U.S. might benefit by viewing the British program as a

laboratory experiment. The British economy is similar to the American, in that

in neither case do employers have a pre-existing commitment to employment

stability. Thus, it should be possible to learn whether installing a share

system gives employers incentives to tilt toward such stability in the

interests of profit maximization.00

IV. U.S. Policy Reactions to Date

Although in Britain the share proposal caught the fancy of a conservative

government, in the U.S. it has attracted the interest of center-to-left

politicians.81 The fact that the proposal can capture such interest across a

broad political spectrum is itself interesting. Those on the right can view

share systems as teaching workers the virtues of capitalism. Those on the left

can view them as ersatz socialism. But the problem is that these perceptions

can be easily reversed. Those on the right can see share system as a threat to

the property rights of shareholders, while those on the left can see sharing as

a sly capitalist plot to delude the working class.

There have been proposals for tax incentives aimed at fostering share
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plans introduced in Congress.8t To a limited extent, because profit sharing

has been seen as part of labor-management cooperation, government-sponsored

educational efforts in the cooperation area have publicized profit sharing.

However, to the extent that the tax system promotes a particular form of

compensation, that form remains the ESOP, an arrangement which does not fit the

Weitzman model of a share system.

V. Private Developments

The early-to-mid 1980s was a period of economic stress and distress for

many firms and industries. Two back-to-back recessions (1979-80, 1980-81) put

severe pressure on many employers. The recession problem was intensified by

de-regulation in certain sectors and foreign competition - associated with

dollar appreciation - in others. These economic travails naturally were

reflected in compensation practices.

Three particular reactions can be noted of special relevance to the share

economy proposal. First, as previously noted, there ensued a general

rethinking of compensation policy in the American management community, often

tied to the notion of regaining "competitiveness." Second, long-held union

attitudes toward profit sharing and related systems began to change. Third, a

move toward bonus arrangements developed - mainly in the union sector - which

could have share implications in the future.

i. Re-examination of Compensation Policy

The early 1980s brought about a more inward-looking concern on the part of

corporate compensation managers. Survey evidence suggests that managers began

to place less weight on external measures (such as outside wage and price

trends), and more weight on internal considerations, in formulating pay
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policy.603 Because the labor market was slack during this period, an inward-

looking approach was feasible. When jobs are scarce, firms do not have to

worry about retention and recruitment problems resulting from a failure to keep

up their pay level relative to some external index.

There was much discussion in the 1980s about such concepts as having a

"flexible" pay structure, or about "pay for performance." Such notions are

obviously vague, and could refer to anything ranging from piece rates and

simple incentive systems to wage cuts during hard times. However, whenever

there is a focus on a more inward direction in pay setting, a window of

opportunity for introduction of share-type compensation systems is created.

Devices such as profit sharing are inherently based on the (internal) economic

circumstances of the enterprise.

ii. Union Shifts with Regard to Profit Sharing

As noted earlier, personnel practices in American firms have historically

been much influenced by developments in the union sector. Unionized firms are

directly affected by collective bargaining outcomes. Nonunion firms may

imitate policies in the union sector, in part out of union-avoidance

motivations. The much weakened state of unions in the 1980s raises questions

about whether the union sector will play such a key role in the future.

However, at the very least, the public nature of collective bargaining tends to

focus media interest on major settlements. Thus, much more attention is paid

to negotiated conditions in the unionized automobile industry than to

unilaterally determined employer policies in, say, the heavily nonunion high-

tech electronics sector.

The big news in the union sector in the 1980s was the wage concession

movement. Wages freezes and cuts became commonplace occurrences. These union
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wage developments had counterparts in the nonunion sector, but they appeared to

be less common there. In part, the concession movement represented an

unwinding of the relative rise in union pay (compared with nonunion) in the

1970s.

Union wage concessions represented a type of immediate wage flexibility.

During the 1970s, empirically-estimated Phillips-curve type equations showed

little sensitivity of wage change to real macroeconomic conditions. But in the

1980s, estimates of such equations began to show increased sensitivity of wage

change to real economic conditions, once the new data were incorporated. What

was unclear was whether this new sensitivity represented a permanent behavioral

change, or whether it represented a one-shot change in the balance of

bargaining strength between unions and management.04

As adverse economic circumstances threatened even the most senior union

workers with job loss, union interest in job security grew. The combination of

pressure from management for concessions and union concerns over job security

led to shift in union attitudes toward profit sharing and similar plans.

First, negotiating for profit sharing in exchange for a wage concession makes

acceptance of the concession by the union and its members easier. In a case

where the employer is facing current economic difficulties, the wage relief

provided can be automatically recouped later through profit sharing, assuming

that today's concession leads to tomorrow's recovery and prosperity.0

Second, just as profit sharing makes acceptance of a concession easier for

a union, so it can make acceptance of a demand for job security easier for

management.' As has already been noted, firms which have relied on layoffs to

deal with economic downturns could alternatively rely on the automatic pay

relief afforded by profit sharing. The Weitzman model - which is really based
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on the economic incentives profit sharing provides to nonunion firms - predicts

that the substitution of flexible pay for flexible employment will

automatically ensue from the installation of profit sharing. However, in the

union sector, it is not necessary to rely on employer incentives; the tradeoff

between flexible oaY and flexible emploYment can be explicitly neQotiated.

Unions have by no means become enthusiastic converts to profit sharing-

in part because it has been associated with adversity and concessions. 7 But

they have been willing to look at sharing as a potentially useful tool in

bargaining. Profit sharing can now be found in contracts in the automobile

industry, as well as in telephone communications, lumber and paper, steel, and

other sectors. But it is still relatively uncommon in the union sector as a

whole, despite the well-publicized breakthroughs. An important question for

thee future is whether share systems will spread further. One possibility is

that they will spread, but not through formal share plans. The spread could

occur through an informal and gradual shift in the use of bonuses which became

important during the mid 1980s.

iii. Lump-Sum Bonuses

As part of the concession movement, union wage settlements began to

feature lump-sum bonuses instead of pay increases. Even non-concession

settlements started to feature such bonuses. From the employer viewpoint, the

cost advantage is obvious. A three-year contract with three annual 3% bonuses

does not raise the base wage, and raises the dollar pay out by only 3%.

Because the base wage does not rise, additional savings to the employer may

accrue because benefits such as pensions are geared to the base wage only and

do not reflect the bonus. In contrast, a three-year contract with annual 3%

pay increases raises the dollar pay out by 9% by the end of the contract and
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lifts associated benefit costs proportionately.

While the immediate genesis of the lump-sum bonus was employer desires for

cost savings, the long-term effect could be different. The word "could" must

be emphasized at this point, since it is too early to predict what form the

lump-sum bonus might take in the future. However, it is possible that union-

sector pay could ultimately come to resemble the Japanese bonus system. That

is, a typical contract could feature a relatively insensitive wage element plus

a variable bonus component reflecting employer economic circumstances.

There are barriers to such a development, not the least of which is the

American propensity to negotiate multiyear agreements. Unless negotiation of

the bonus component was handled through annual reopeners, the bonus might

reflect only economic conditions at infrequent bargaining intervals. American

management would probably balk at having annual bonus negotiations, if that

entailed the risk of an annual strike. °' However, there are creative solutions

available, if the parties are of a mind to find them.

F. The Share Economy and Other Forms of Participation

On their face, share systems such as profit sharing need not entail other

forms of employee participation. Indeed, Weitzman expressed concern that

giving employees a voice in employer decision making could have an adverse

impact on the macro benefits he associated with a share economy.'0 In

particular, it has been noted that the incentive to add employees under a share

system has the effect of reducing the average bonus. Thus, if employees had a

voice in decision making, they might seek to veto new hiring, thus thwarting a

reduction in unemployment.

Weitzman's concern about the issue of non-economic participation was
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initially expressed in connection with collective bargaining. However, any

form of worker voice - union or nonunion - potentially poses the same dilemma.

Despite these concerns, there are obvious difficulties with the position that

employees can be economic participants only.

I. Information Sharing

If employees are given a claim on profits, revenue, or some other internal

value measure, some means of verification is an obvious accompaniment.' For

firms which are not publicly traded, how would employees know what profits are,

and therefore what their share should be, without access to the employer's

accounts? In the 1970s and 1980s, courts increasingly began to look at the

employer-employee relationship as an enforceable contract, even if no written

agreement existed. Thus, if a firm announces that it shares profits according

to some formula, employees potentially have a legal claim to verification.

Even for publicly-traded companies, where financial disclosure is

required, the profit figures that appear in the annual report need not be those

on which a profit sharing plan is based. Many profit sharing formulas are

complicated and do not rely on a simple percentage of published profits. For

example, a conglomerate or multinational firm may base its profit sharing on

profits from a particular line of business or from domestic operations. Yet

its published data may aggregate profits from all components of the firm. Only

some type of information sharing can provide verification.

Not all firms which have profit sharing today in fact make verification

information available. However, profit sharing is currently a relatively minor

element in total compensation. Were a Weitzman-type share economy to be

adopted, the proportion of pay derived from share bonuses would be much larger.

Particularly if federal tax expenditures were used to stimulate creation of
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widespread economic sharing, it is difficult to imagine that legal requirements

for information sharing would not soon follow.

II. Participation in Management Decision Making

Employee participation in managerial decision making is not a necessary

accompaniment of economic participation. In principle, even if information

were shared for verification purposes, no means would have to be provided for

worker inputs based on that information. Yet there is a potential connection

between economic sharing and sharing in decision making. After all, the size

of the share will be partly dependent on management decisions, good or bad.

Those persons financially affected by decisions might well want a voice in

them.

Shareholders who are leery about the quality of management decisions can

always sell their shares; financial capital is outwardly mobile at very low

cost. But employee/stakeholders in the firm may not be so mobile. Even

without formal share systems, employee/stakeholders have an investment in the

firm which has value only if their jobs continue. Adding a share system simply

increases their existing stake. The stakeholder relationship is yet another

reason why economic participation might spread into participation in decision

making.

Finally, there has been a widening interest in employee participation in

decision making apart from considerations of economic sharing. Many firms have

experimented with quality circles; many now have them in place. While it is

common for nonunion firms to exclude pay from the purview of quality circles

and similar employee involvement mechanisms, once pay is linked to profits, the

distinction between pay and non-pay issues becomes fuzzy.. Any decision or

suggestion that enhances profits also enhances pay.
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III. Collective Bargaining

It was stressed in an earlier section that collective bargaining is a form

of employee participation in decision making, although traditionally that

participation has been confined to a narrow sphere of workplace issues. Under

a share economy, however, that narrow sphere might well expand. Many employers

already seem to believe that economic sharing in the presence of a union is

likely to lead to demands for other forms of participation. And there is

reason to believe that unions might come to a similar conclusion.

i. A New Role for Unions?

Union membership as a fraction of the workforce has declined since the mid

1950s. However, in the 1980s, the decline shifted from a gradual relative

erosion to a sharp absolute membership drop. Faced with this crisis, the union

establishment began to engage in unprecedented self criticism and to search for

a new role for unions that would expand the appeal of union membership.'e

A share economy could provide a special role for unions and give them a

new appeal to potential members. If a significant element of pay were to come

from a share bonus, employees might feel that they needed more than just

informational reports and quality circles. Information must be both audited

and interpreted to be useful. Unions could play that role, by providing

research and professional expertise to their members.

Similarly, participation in decision making by employees may require

outside assistance. It is not unusual for management to bring in outside

consultants for an alternative perspective on particular problems. In

principle, unions could provide a similar consultative service to their

members. Even without the stimulus of a share economy, unions in the 1980s
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increasingly became involved in previously managerial matters such as mergers

and acquisitions. The leap from this new activity to other forms of

participation is not large conceptually. But it does entail changes in union

structure, generally in the direction of strengthening national unions relative

to locals, since professional staffing and expertise cannot be provided

efficiently except through a centralized mechanism.

ii. Legal Obstacles?

Ironically, it is from the legal apparatus that surrounds the traditional

collective bargaining system that a potential challenge to expanded employee

participation arises. The longstanding notion that a sharp distinction is to

be made between management's rights and the scope of union bargaining is now

enshrined in legislation and rulemaking. Thus, changes in the legal system may

be required to accommodate a new union role.

Similarly, labor law protects collective bargaining as a form of employee

participation relative to other forms. As already noted, various forms of

"company unions" and employee representation plans existed until outlawed by

the Wagner Act of 1935. Concerns have been expressed about whether quality

circles, particularly if their roles were widened, might run afoul of these

restrictions. Changes in labor law might be needed to accommodate

participative systems."

IV. Inevitable Linkages

To the extent that a share economy is linked to other forms of

participation, its implications go far beyond macroeconomic considerations. In

a share economy, basic aspects of the employer-employee relationship are likely

to be affected. The view of employees as stakeholders in the firm is
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strengthened. Unions may find new roles in non-traditional areas. Managers

may have to adapt to changes in decision processes. And public policies may

need to be amended in ways going beyond simply providing incentives to share

systems.
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