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Economics is usually viewed as a descriptive and explanatory
discipline, i.e., an interpreter of economic phenomena. But, as
a recent article by Faulhaber and Baumol points out, sometimes
economic ideas and innovations influence actual practice.? That
in itself is not a new observation; Keynes observed many years
ago that "practical men, who believe themselves to be quite
exempt from any intellectual influence, are usually the slaves of
some defunct economist."® But Keynes’ reference was to ideology
and, therefore, to macro-level public policy. Indeed, Keynes
himself was a prime example of an economist whose ideas
influenced macro public policy.

Faulhaber and Baumol, however, refer to micro-level public
policies (such as utility regulation) and to the actual practice
of business. Utility regulators have adopted economic ideas on
efficient pricing, they point out, and the ideas have thus
influenced the internal practices of regulated firms. And,
especially in the financial sector, businesses have applied
economic innovations directly, such as the now-famous (or
infamous) institution of portfolio insurance.

In this essay, I ask the question "Can it happen here?",
with "here" meaning the fields of human resource (HR) management
and industrial relations (IR). Are there economic innovations
destined to spill over into actual HR-IR practice? The answer 1
will give is that while there are no innovations as concrete as
portfolio insurance on the horizon, new economic thinking will

undoubtedly influence management education and practice.



I. Historical Background.

Although there are many strands of research in the HR-IR
areas, economics certainly played an important historical role.
Examples of prominent researchers would include such names as
John R. Commons,; Paul H. Douglas, and John T. Dunlop. In
general, however, economic researchers focused on the union-
related aspects of the subject. This concentration was partly
due to the interest in unions as instrumeﬁts of social reform
and, in the 1930s and 1940s, from the sense that unions and
collective bargaining were the wave of the future in the labor

market.

i. Early Economic Research and Writing.

Economic researchers in the post-World War Il period
generally believed that even though the majority of the workforce
was nonunion,; nonunion employers were passive followers of union
practices. Thus, labor economists tended to leave research into
nonunion personnel practices to others. On the other hand,
because much of what was observed in the union sector did not
accord with classical economic theory, postwar labor economists
tended to be dissatisfied with existing microeconomic thought.
Instead, they followed an "institutional" (semi-descriptive)
approach. As a result, a rift was produced between labor
economics and mainstream economic theory. This rift led, for

example, to the formation of the Industrial Relations Research



Association as a breakaway group from the American Economic
Association in the late 1940s.

Textbooks of that era in industrial relations often included
economics sections. However, these sections tended to deal with
macroeconomic concerns such as inflation, unemployment, and
income distribution. Productivity was treated mainly at the
economy-wide level, not at the level of the firm. Other sections
of these books focused on the institutions, history, and law of
collective bargaining.® The economics component and the rest of
the text were really two separate books bound within the same
cover. Student readers of these texts could easily come away
with the impression that traditional economics had little to say
about real world employment relationships. And, of course, they

would have been correct.

ii. Competition from Other Disciplines.

In fact, economists had considerable competition from
writers and researchers who came to HR-IR with very different
perspectives. First, there were the practitioners themselves who
developed the field. Perhaps the most prominent early example
was Frederick W. faylor, the father of "scientific management,"
who approached the issue of employee incentives and motivation
from the viewpoint of an applied industrial engineer.“«

A second prominent group consisted of behavioral scientists
who often dismissed simple models of "economic man" as

unrealistic. The authors of the famous Hawthorne studies of the



late 1920s and early 1930s were good examples.® They developed
notions of teamwork and group dynamics that were simply out of
the range of classical economics. Behavioral scientists also
provided the management community with practical innovations,
such as employee attitude surveys, which could be applied in
pursuit of managerial objectives.®

Finally, lawyers became more and more important to the HR-IR
field as government regulation of the labor market increased.
Initially, labor law was seen as largely the regulation of
collective bargaining, i.e., the Wagner Act and its descendants,
with minor footnotes for other programs such as the minimum wage
and state Workmen’s Compensation statutes. However, the second
wave of legal regulation in the 1960s and 1970s, especially equal
employment opportunity (EEO) regulation, opened up new legal
vistas, even as the union sector declined relative to the overall
workforce. Court decisions in areas such as wrongful discharge
further developed the field of individual job rights (as opposed

to collective rights).

II. Difficulties with Classical Model.

Classical economic analysis had difficulty in dealing with
the kinds of issues that practitioners faced in the employment
situation. First, the standard model focused on the individual
in a competitive market. Notions of team production, rather than
individual, were not addressed. GQuestions of obtaining

cooperation within a work group, or between supervisors and



subordinates, were not considered. Rules such as "wage =
marginal revenue product of labor" assumed an independent
individual, not an individual within a group. Moreover, the
rules of marginalism, while useful for pedagogical purposes,
found no practical application among employers. Indeed,
institutional critics pointed out that firms showed no signs of
making marginal decisions or having the data to do so.?

A more fundamental problem was the classical assumption of
an auction-style labor market which automatically equated supply
and demand. A market which instantaneocously "clears" obviates
concerns about unemployment (or labor shortages). Thus,
questions about job security, job search, and recruitment make no
sense in such a market. Of course, economists knew that
something called unemployment existed, and was of great concern
to public policy. But much ink was expended debating whether
unemployment was "voluntary," and, hence, did not really matter.
Development of modern techniques to measure unemployment -
something that was not accomplished in the U.S. until 1940 - was
left to applied empirical pragmatists; theoreticians had little
of use to say abéut the issue.

The model of a perfect, auction labor market also assumed
perfect information. Either labor was assumed to be homogeneous
or employers were assumed to know precisely the productivities of
individual workers. In such a world, issues of screening,
monitoring, and incentives do not arise. Such questions were

left to others to discuss.



I11I. Sources of Recent Economic Interest in HR and IR.

Various developments have led to a new economic interest in
HR-IR issues. These include difficulties in macroeconomic
management which appeared in the late 1960s and 1970s, a variety
of pressing social problems, and a growing interest in the
economics of education. Also important was the increased
availability of data sets and the improvement of technology to

handle them.

i. Macro Problems.

In the post-World War II period, there developed a
pragmatic, empirically-oriented brand of Keynesianism. Keynesian
pragmatism recognized the phenomenon of unemployment; indeed,
lowering unemployment was viewed as the major goal of public
policy. However, Keynesians were prepared to accept the labor
market as a peculiar place in which things happened that were
strange (not readily explicable by prevailing micro theory). It
was accepted that the labor market did not clear. Perhaps this
lack of clearing occu?red because of wage rigidity or perhaps for
other reasons - the precise explanétion was not needed for
Keynesian remedies to be applied. Similarly, wages might rise
even in the face of surplus labor. But rather than wait for the
reasons for this mysterious inflation to be worked out; it w;s
thought best to rely on empirically-observed regularities.

The best know empirical regularity related to the labor



market was the "Phillips curve," which postulated an inverse
relationship between the rates of wage inflation and
unemployment.® Many versions of the Phillips curve were
estimated; standard wage equations soon included other
explanatory vh?iables, particularly variables related to price
inflation, along with unemployment. However, instaﬁility in the
numerous wage equations that were developed, and poor inflation
forecasting in the 1970s, led to greater interest in the nitty-
gritty of wage determination.

One response to "stagflation” in the 1970s and early 1980s
was Martin L. Weitzman’s suggestion that widespread profit
sharing - a "Share Economy" - would alleviate the problem.*
Weitzman’s view of profit sharing differs fundamentally from that
taken by HR managers. He is not interested in the alleged
motivational effects on employees claimed by traditional profit-
sharing proponents. Instead, he sees profit sharing - for
reasons which cannot be developed here - as providing a
motivation for employers to increase employment and avoid
layoffs.

Weitzman’s Share Econﬁmy suggestibn has created considerable
interest in macroeconomic circles and Smong some political
leaders. It has already led to adoption of special tax
incentives for profit sharing in Britain. As a byproduct of the
debate over the Weitzman proposal, economists have become
interested in the traditional (motivational) effects of profit

sharing and - by inference - of other pay systems.



i. Social Problems.

v

A variety of social problems in the 1960s gave rise to new
economic research. Apart from cyclical unemployment - which in
principle should respond to macroeconomic remedies - there was
increasing discussion of structural unemployment, which
presumably had micro-level roots. Structural unemployment was
seen as a mismatching of worker skills with employer demands, a
phenomenon which is not easily accommodated into a classical
auction labor market. Keynesian-oriented economists initially
tended to debunk the notion of significant structural
unemployment (or, at least, the idea that it was getting worse)
as a diversion from appropriate macro remedies. But the idea of
structural unemployment gradually took hold, and formed the basis
of an expansion in government-sponsored training programs in the
1960s and 1970s.1*

Research into the phenomenon of structural unemployment was
- not surprisingly - initially carried out by institutionalist
labor economists. They found a division of the labor market into
a primary sector of 'good jobs" And a secondary sector of "bad
jobs."*?* Good jobs featured high pay and benéfits and employment
stability, but demanded good work habits. Bad jobs were low paid
and employers providing such jobs tolerated high turnover and
absenteeism. Of special interest w;; the fact that firms in the
primary sector seemed to establish policies of promoting from

within and progression via career ladders. But access to good



jobs in the primary sector seemed to be rationed.

These findings of "internal labor markets” cried out for an
explanation. Economists were attracted to modeling what was
being observed, but doing so within the spirit of standard
economic analysis. Clearly, however,‘;he standard model had to
be extended and revised to make the accommodation. Empirical
observation thus stimulated the process of an expanded economic
approach.®

Another social issue which came to a head in the 1960s was
equal employment opportunity. Various laws and government
regulations designed to deal with the issue proved to be quite
intrusive into firm-level HR-IR policies,; since discrimination
could affect virtually any personnel decision: recruitment,
screening, evaluation, pays, layoffs, etc. The éontroversy which
resulted was bound to attract the interest of economists,
particularly to the issue of whether the new regulations
"worked." In addition, where there is a considerable public
policy concern, there are often considerable funds for research
and academic rewards. That proved to be the case with EEO
policy. .

Discrimination, at the very least, requires modification of
the classical model.*® Otherwise, it would seem irrational (not
profit maximizing) for firms to decline to use particular groups
of employees on the basis of irrelevant criteria. Remedies
sought by variocus advocates — especially comparable worth -

challenged the assumptions of the standard model. 1t became



necessary for economists interested in discrimination - even if
only to defend the classical view - to consider internal HR
policies. 1In addition, a postwar economic tool - econometrics -
came increasingly to figure in court decisions, thus pulling

empirically-oriented economists into the fray.:«

iii. Human Capital.

One of the social issues of the postwar period that
attracted considerable attention was education and training as a
means of fostering economic advance and social equality.

Although academics often prefer noneconomic approaches to their
activities, the labor market consequences of education have never
been far from the public eye. At one end of the scale, reducing
high school dropout rates has long been seen as a tool for
reducing jobiessness and crime. In the middle, access to college
has been viewed as improving upward social mobility. And at the
bighest end, academic research is said to foster productivity
improvements and economic growth.

There is much to be said about all of these propositions,
but that must be left to other forumé. What matters here is that
they all are suggestive of a capital investment. bExpenditures on
education - whether public or private - lead to "payoffs” in the
future. How much those expenditures should be is in principle
sub ject to investment criteria, such as rate of return. Thus,
the human capital approach developed.:®

Among the ideas developed in the human capital literature

10



was the distinction between general and specific investments in
skill acquisition. General skills are applicable to many
employerss therefore, firm-financed investments in them would be
difficult to recoup.*® Specific skills, on the other hand, are
of value only to a single employer and must therefore be
employer-financed.

Many qualifications to these ideas can be made. However,
they do provide a rationale for firm-financed investments in some
kinds of training. If so, firms have an investment of sorts in
their employees. And ju;t as physical capital can be lost
through depreciation, so the firm’s human.capital investment can
be lost through turnover. It is a commonplace for HR managers to
use phrases such as "people are our most important assets." Such
phrases make no sense in the context of the traditional, auction
labor market model. But they do find resonance - or potentially
do - within the human capital model. Thus, the human capital
approach tends to bring the practitioner’s world and the

economist’s world closer together.

iv. Availability of Data.

The impact of the computer and the availability of
computerized data sets in the 1960s and 1970s created new
opportunities for empirical research into the workings of the
labor market. 1In some cases, it became possible to extract more
detail out of existing data sets. The Current Population Survey,

from which monthly data on employment, unemployment, and labor

11



force participation are developed, began to yield interesting
information on labor market flows. For example, the duration of
unemployment began to be examined, and distinctions between
layoff unemployment and other forms became apparent.?? Thus,
attention was again focused on the non-clearing aspect of the(
labor market.

New information on the duration of employment also came to
the attention of economists. It became apparent in the 1980s
that very long durations of employment with a single employer
(job ternures) were not at all unusual.!® The tenure data helped

emphasize the employment situation as a potentially long-term

relationship, not a fleeting, auction-style contact.

IV. Key Concepts of the New Economic Interest in HR and IR.

With the new interest of economists in the HR and IR fields
have come some new concepts. These include internal labor
markets (already mentioned above), implicit contracting in the
labor market, insider/outsider relationships, conflicts between
principals and agents, team production, and efficiency wages. As
in any new area, there are disagreements abou£ these concepts and
their implications. My summary below will, of necessity, be

inadequate.

i. Internal Labor Markets.
The idea of there being an internal labor market, i.e., an

institutional arrangement of promoting from within and of
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internal rule making, is not a new one. Institutionalist
research prior to the 19460s spoke of internal wage structures
within firms, which were only indirectly linked to the outside
labor market.®” The internal labor market idea is also connected
to the modern view of the corporation as internalizing certain
functions that might otherwise be done through markets. A
decision to follow a promote-fraom-within policy can be compared
with other "make or buy" decisions by the firm.

In principle, therefore, an economic cost-benefit analysis
can be undertaken to determine whether a firm should use an
internal or external labor market approach. Certainly, some
measure of the employer’s investment in workers is important to
this calculation. The external labor market will not supply
specific skills. Recent discussion in HR circles of the use of a
"contingent" workforce, e.g., office temporaries, rather than
"regular"” employees suggests that the market is ripe for the

development of empirical tools to facilitate such decisions.

ii. Implicit Contracting.

The observation of long-duration empioyer-employee
attachments suggests that the employment relationship can be
described as contractual. Unlike an auction market, in which
buyer and seller are in contact only momentarily, there seems to
be an ongoing "understanding” between employer and employee. The
very concept of "my job" suggests an enduring prospect with

certain rights and obligations. Workers seem to feel they have
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(or should have) ownership rights in their jobs.®® However, with
the minor exception of a few movie stars, professional athletes,
and top executives, and the major exception of collective
bargaining agreements, most employees do not have explicit
(written) contracts with their‘employers. Hence, economists have
come up with the phrase "implicit contracting” to describe their
relationship.

There are various views concerning the reasons why such
implicit contracts might exist in the economics literature. One
view, associated with the late Arthur M. Okun, stresses turnover
costs as the main cause.®! According to Okun, there are
considerable costs of turnover which can be avoided if firms keep
quit rates down, by encouraging long durations of employment
tenure. .

Firms make implicit promises of fair treatment over the long
haul to their employees. Instead of being exposed to the
"invisible hand" of Adam Smith’s external market, workers receive
an Okun-style "invisible handshake." In particular, since the
relationship is ongoing, decisions on wages will only reflect
transitory forces - such as recessions - to a limited extent.
Workers might receive a wage increase, or at least no decrease,
even when there is an external labor surplus. Obviously,
measurement of turnover costs becomes important in the context of
this model.

Another view of the internal labor market is that it is a

way of economizing on decision costs.=2 [t would be costly to

14



re—-contract with employees every morning as to pay, benefits,
responsibilities, etc. But this view also raises questions about
the magnitude of that cost. With temporary employees, for
example, there is_jin effect a form of frequent re-contracting.
What approach is optimal for the firm?

Finally, there is an insurance view of implicit contracting.
Workers are seen as risk averse; they would like to avoid income
fluctuations. Hence, firms provide relatively inflexible wages
(which do not fluctuate wildly with business-cycle conditions)
and a measure of job security (perhaps linked to seniority).
Issues which arise here surround alternative forms of providing
income insurance - if that is what employees desire.

Employees might well want job security protections in a
world of implicit contracting. In the alternative auction—&édel
wor ld, workers can always find employment and security is not of
concern. But where there are career ladders and guarantees,
anyone who is knocked off the ladder (discharged) may have a hard
time finding another entry path.

Indeed, any model which proposes a long-term relationship is
likely to feature some kind of job rationing. Hiring represents
a costly commitment that cannot be made to everyone who walks in
the door. It also raises the possibility of a time profile of
wages that differs from current productivity. Specifically,
there are models in which workers are "underpaid" ét‘entry and
"overpaid" later in their careers, as allegedly happens under

Japanese lifetime employment practices. The later overpayment
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could function as an incentive for good behavior during the
initial period. It may serve as an alternative form of
efficiency wage of the type discussed below.

The evidence on pay-by-seniority is mixed.®2 But the idea
is of interest in various areas of concern to HR-IR
practitioners. It sheds light on age discrimination suits in
which allegations are made that the firm discharged older workers
to hire younger, cheaper workers. If, in fact, pay always
reflects current productivity, then firms would not save money by
firing older workers and replacing them with younger ones. The
younger workers would be cheaper,; but would produce
correspondingly less, eliminating the saving. But if firms have
implicit contracts to overpay to high seniority employees, then
age discrimination might be seen as a breach of contract. The
high pay of seniors today is a deferred (promised) reward for
past service.

The legal view of age discrimination - and other forms of
wrongful discharge - is potentially reinforced by the implicit
contract model. Watch for this approach in your neighborhood
courtroom! Note also the connection of implicif contracting
models to plant closing and advance notification legislation.
Thus, the implicit contracting approach may soon make itself felt
in legislative halls, as well as in court.

There are also implications in implicit contracting for
situations in which firms have terminated defined-benefit pension

plans in order to claim fund "surpluses." When these
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terminations occur, employers are legally bound to give incumbent
employees annuities which meet the current actuarial obligations
of the terminating plan. However, the current legal obligations
tend to understate the value of the plan to incumbents.

Defined-benefit pensions typically involve lumpy benefit
schedules. The plan often becomes substantially more valuable
for employees when they reach particular levels of tenure or age.
The date of vesting is one obvious critical date. Another is the
age of early retirement. When plans are terminated, workers who
are close to meeting these dates in fact are likely to suffer
significant capital losses, even if annuities are substituted.

As in the case of age-related discharges, in an implicit
contracting world, such pension terminations may also be seen as
potential breaches of contract.

To be sure, the implicit contracting view raises many
questions, as yet unanswered. Perhaps the most obvious is why
implicit understandings - if they really are contracts - are not
made explicit. Why is it that nonunion workers rarely have
written contracts? 1Is the fact that the contract is unwritten a
signal that it represents only a general intent, not an ifonclad
guarantee? If the implicit contracting approach does make its
way into the courtroom, surely this objection will also surface.
Ultimately, the current ambiguity about the employment
relationship may lead to legislative interpretation of just what
the employment relationship does and does not entail. In the

interim, employers are likely to become more careful and explicit
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about what they are promising.

iii. Insiders and Outsiders.

In an auction market, prices are determined by supply and
demand. An increase in the supply of labor, other things equal,
will drive down the wage. But in the real world, employers seem
reluctant to lower wages just because there is a queue of
"outsiders" looking for jobs. They seem to protect insiders
(incumbent workers) to the detriment of outsiders.

Recent economic literature has noted the conflict of
interest between insiders and outsiders.®“ It is argued that
insiders may have the means, through group action, to make it
worthwhile for the employer to protect them. In union
situations, of course, there is an institution available to
"voice" the concerns of the insiders. The example of two-tier
wage bargaining (in which wage reductions are conceded by the
union only for new hires) comes to mind. But proponents of the
insider-outsider model argue that nonunion workers may also have
some leverage. The discovery, for example, that nonunion workers

can take action to restrict output was made decades ago.=>

iv. Principal/Agent Analysis.

Where there are barrier to, or costs of, information, it is
difficult to ensure that you will get what you paid for. Top
management may not act in the interést of stockholders. Auto

repair shops may undertake unneeded repairs. Purchasing agents
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may accept "gifts" from suppliers in return for contracts. There
are remedies for these abuses, but the remedies themselves are
imperfect and almost always costly.

In the employment situation, the employer is the principal
and the employee is the agent. Actually, there are likely to be
hierarchies of principals and agents, traveling down the
authority structure. Dealing with the principal/agent dilemma
sometimes involves screening. Before employees are hired,
resources are expended to look for characteristics that will
ensure later performance, through tests, interviews, and even
urine samples. Employers or their agents seek signals or
indicators which will predict on-the-job performance.

Use of signals is common in the insurance business. Teenage
males are known to be high risk drivers gn_average, and so pay
higher premiums for coverage. In the labor market, use of some
signals - especially race, sex, and national origin - is
forbidden by law. But absent legal restriction, it may be
rational for employers to engage in what economists call
"statistical discrimination,"” i.e., make assumptions about
individuals based on group membership. In some cases, such
practices can be self-reinforcing. Thus, in a world in which
finishing high school has become a norm, someone who doesn’t

finish, knowing that employers use a high school diploma as a cue

to future behavior, is labeling himself or herself as a deviant.
It is possible to create models in which requirements for

educational credentials become rational demands for employers,
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even if the credentials themselves do not relate directly to job
skills.

After screening and hiring comes monitoring. But monitoring
is also imperfect; in many cases what is measured is input rather
than output, e.g.s hours of work measured by time clocks, or
quantity but not quality. Often evaluations are subjective in
nature, e.g., performance appraisal, and may be affected by
biases or perverse incentives confronting supervisors. It is a
well known that performance appraisals often lead to rankings of
everyone in the group as above average. Supervisors may fear
that angering an employee with a poor rating may lead to
noncooperation that will ultimately reflect badly on themselves.
The incentives are perverse, but it is extremely difficult to
design a performance appraisal system that properly overcomes the
perversity at manageable cost.

Sometimes, firms attempt to overcome the principal/agent
problem through the pay system. Formula arrangements, such as
piece rates and sales commissions, are examples. The pay plan
defines a monitoring indicator and ties pay directly to it.
Economic analysis, however, suggests that such systems may not
completely solve the perverse incentive problem.

The employer under a simple incentive system must pay the
employee an amount per piece that is less than the full value of
the piece to the employer, otherwise there would be no profit.
Similarly, commissions must be at less than 100% of value. Thus,

the value of incremental effort to the employee is worth less
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than it is to the employer. Thus, the interests of the two
parties are not married.

Consider, as an example, the &% commission often paid to
real estate agents. To the seller of the house, each incremental
$1000 of added sales price is worth $940 (i.e., $1000 minus the
6% commission) but only $60 to the agent. The agent, therefore,
will spend only $60 worth of time, effort, advertising, etc., to
obtain a result worth far more to the seller. Seller and agent
interests are not identical, and cannot in practice be made
identical. But viewed in this way, it may be possible to design
alternative pay systems which come closer to the ideal

convergence of incremental welfare.

v. Team Production.

Teams in the work place include groups of workers on
assembly lines, members of a product development task forces, and
people in close proximity who must simply get along with one
another to do a day’s work. But the common phenomenon of team
production raises a number of difficult problems in the work
place.®=¢ In principle, the ideal monitor of a team is the
individual who receives the residual value of the team’s output
after costs are paid. In a small firm, the owner-manager plays
this role. But in a large firm, the monitor will be an agent of
the principal - with all of the accompanying probleams.

Apart from the motivation of the monitor, two other issues

often arise. First, if output depends on team cooperation, then
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it is difficult to monitor the contribution of individuals.
Observing the output of an individual may be misleading, since
others may be responsible for therindividual’s performance (good
or bad). Second, the cost of putting a poor performer in a team
may be quite large, since the efforts of all the other members
may be thwarted. A rotten apple spoils the entire barrel. This
cost may explain why minimum standards and discharges are used by
employers to deal with poor performers rather than lower wages;
there may be no positive wage which can offset the damage done by
the poor performer.

If a team is composed of N people, and the rewards of
performance are divided equally among them, an individual
contributing $1 to the group’s reward will get back only $1/N.

As N increases; there is the potential for the "free rider"
problem to creep into the team. (Individuals may be willing to
let others in the group put in the effort, since they will share
in the rewards anyway). Group rewards, such as profit and gain
sharing, cannot by themselves completely resolve this problem,
because of the reward division. Given problems of agent-
monitoring in large organizations, the economic analysis of teams
ironically suggests that the solution lies in behavioral

techniques aimed at fostering peer pressure and cooperation.

vi. Efficiency Wages.
Given the difficulties of screening and monitoring,

employers in theory might require employees to post bonds for
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good performance. Such a system would be costly to operate, in
part because of the moral hazard involved. If employers were the
judges of employee performance, they might be tempted to assert
inadequate performance, simply to collect the bond. If employees
were made the judges of their own performance, there might as
well be no bbna at all. A bonding system would require the use
of neutral judges (arbitrators?) who would frequently assess the
performance of all employees against some agreed upon standards.

Although bonding seems impractical, efficiency wage models
suggest that an alternative could be (and is being) used.
Consider the classical auction market and add two assumptions.
Assume that employees can vary their work effort and that
employers cannot predict the performance of new hires. If
shirkers are caught on the job, they are discharged, but they
suffer no penalty. fﬁey simply go back to the auctioneer and
obtain another job. Since the market always clears, and other
employers do not know of their propensity to shirk, the shirkers
are always employed by someone at the going wage.

If catching shirkers (monitoring) is costly, employers can
iﬁdirectly create a bonding system by paying something more than
the going wage;E’ A shirker who is caught at a firm which pays
an above-the-market efficiency wage loses the efficiency wage
premium. The premium thus functions as an ersatz bond. Of
course, if all firms pay above the average, the average will rise
and the market will not clear. The penalty for shirking,

therefore, will become a spell of unemployment rather than
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employment at a lower wage.

Efficiency wage premiums might vary by firm according to the
quality of employee being sought. Firms at which shirking was
especially costly and at which monitoring costs were high would
pay higher wages than others. Of course, since discharge
inflicts an economic penalty on employees, issues arise
concerning the standards used to impose such discipline. Some
firms might wish to provide employees with review systems,
assurances of just cause, etc. This observation brings us back
to the expanding legal concept of wrongful discharge.

Finally, it is important that workers who are paid
efficiency wages perceive they are receiving a wage premium. In
a perfect classical market, a single firm paying an above-market
wage would be apparent to all participants. But in the real
world, where an array of pay policies exist, th; perception issue
becomes more important. Traditional proponents of pay plans such
as profit sharing and incentives often have insisted that
employers should add the bonus on top of the going wage, so
workers would see they are getting something extra.=® QOne view
in the efficiency wage literature that the higher wage is a "gift

exchange" of extra pay for extra effort.=<

V. HR versus IR.
Much of the recent economic thinking described above was not
focused on unionized employees. This represents a break from the

institutional labor economics of the early postwar period which
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concentrated heavily on unions and bargaining. It undoubtedly
reflects the shrinkage of the union sector relative to the
overall workforce since the 1950s.

However, despite the newer HR, rather than IR, focus, there
is still much work in economics aimed at the union sector. The
union sector is attractive to researchers in part because
contracts there are explicit and, thus, easier to study than
implicit nonunion understandings. It would be a mistake to
regard union agreements as simply a writing down of otherwise
implicit contracts. Union contracts have many features which are
motivated by a desire to reduce strike risk — something almost
entirely absent in the nonunion sector.®® However, data on union
contract features, wage settlements, strikes, etc., have
historically been more readily available than data on personnel
practices; pay, and employee discontent in the nonunion sector.
This feature may change; there were significant budgetary
cutbacks in the early 1980s, adversely affecting union data
collected by the U.S. Bureau of Labor Statistics. Thus, reduced
data availability may eventually push researchers away from IR

topics.

i. Concession Bargaining in the 1980s.

Even if the long-run trend in labor economics is away from
union-centered research, developments in the union sector in the
1980s helped maintain the interest of ,economists. Specifically,

unions underwent a period of concession bargaining involving pay
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freezes and cuts, workrule relaxations, etc. Unions in recent
years could be forgiven if they felt like patients with
"interesting" diseases who are therefore surrounded by
inquisitive doctors. However, the union sector in the 1980s did
provide researchers with something as close to laboratory
experiments as can be found in economics.

What would happen to wage bargaining if markets were
suddenly made more competitive due to deregulation? What would
happen if low-cost foreign suppliers suddenly appeared due to
dollar devaluation? What would happen to escalator clauses if
inflation rates dropped markedly? The 1980s brought about all of
these developments, providing a new stimulus for union-sector

research.

ii. Issues with Implications for the Nonunion Sector.

Although concession bargaining may be viewed as a relatively
narrow short-term phenomenon, there are other aspects of union-
management relations about which research may have spillover
effects into other fields. Economists have long noted that
strikes are influenced by macroeconomic variables, such as the
state of the business cycle.®™* But this observation raises a
theoretical puzzle. If strikes are viewed as the result of
"mistakes" by the parties concerning the intent and strength of
their opposite numbers, then strikes should be random events.=®=
The fact that they are not suggests a problem with the model.

One element omitted from the mistake approach is that the
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union-management relationship is ongoing. Bargaining behavior
today may influence future bargaining outcomes. A concession
today may erronecusly signal weakness to the other side and cause
that side to press too hard in the next round, triggering a
strike. Thus, bargainers may find consistent behavior the best
way to minimize strike costs over the long run. Today’s strike-
causing rigidity of position paradoxically may reduce tomorrow’s
strike risk.

Conflicts are not unique to the union sector. UWhere there
are ongoing relationships, e.g., between supervisors and
subordinates or between divisions within an enterprise, less
dramatic bargaining may occur. But models drawn from the union
sector may ultimately illuminate these less visible forms of
conflict and point to methods of conflict resolution.

Finally, it has been argued in the 1980s that - contrary to
the views of many managers - union workers have higher
productivity than nonunion, and that this added productivity is
due to the "voice" mechanisms that unions provide (grievance
handling, etc.).®® There is much controversy surrounding the
empirical basis of this assertion. However, if voice is
important, then nonunion firms would do well to consider
enhancing their grievance mechanisms (which are often less formal
than their union counterparts) and developing other employee
communications mechanisms. Case study evidence suggests that
progressive nonunion firms already do emphasize these

strategies.®«
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Vi. Will Economic Research Have an Impact on HR-IR?

Skeptics may well argue that interesting though the
developments described above may be to the economics profession,
they will have little impact on the actual practice of human
resource management and industrial relations. Perhaps the
interest in HR-IR is just a case of economists rationalizing real
world phenomena to accord with'their models. Managers, it might
be argued, have nothing to learn from this cathartic exercise.

Such skepticism cannot be disproved definitively. But there
are points to be made on the other side. First, as noted at the
outset, economic ideas have a way of influencing regulators and
judges. Regulators and judq?s are called upon to enforce
statutes which are often vaéue. Analytical approaches which
provide guides for rational decision making are always
attractive. Thus, even if economic ideas are not directly
applied by managers, the externally-imposed rules they must obey
often have economic content.

Second, there have been changes in management education
which may influence the views of tomorrow’s managers. Management
education, especially at the MBA level, shifted heavily towards
finance in the 1980s. Modern finance today is largely applied
microeconomics, and students therefore are exposed to more
economics in the course of their education than before.
Undoubtedly, there will be some shift away from finance - the

October 1987 stock market crash reportedly has dampened demand
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for finance majors - but most MBAs will still take significant
course work in finance, even if they are not planning careers in
the field. They will thus speak the language of economics more
fluently than earlier cohorts of managers.

Finally, an important side of modern economics is empirical.
The chipping away at unrealistic theory within economics is in
part due to the increased availability of data and improved data
handling methodology. This trend in economics is also a feature
of management education. Use of statistics and empirical
hethodology is an important part of the MBA curriculum. Modern
economics and modern management methods have more in common as a
result.@=

While it is true that labor economics has not produced
anything for HR-IR practitioners as applied as portfolio
insurance has been for financial managers, there are some
products on the market already. Statistical techniques for EEO
issues have already been mentioned. In addition, there is
growing use of economic content in such areas as human resource
accounting.®* Economics is likely to be an important influence

on HR-IR in the future.
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