ARA FUH 199/

1, Cornell University
-ELECT:
O’ Brien, Metro. Water Reclamation Dist. of Creater nr_.hﬁn:

RESIDENT:
oyt N. Wheeler, University of South Carolina

SECRETARY-TREASURER:
David R. Zimnmenmnan, University of Wiscousin-Madison

EDITOR-IN-CHIEF:
Paula B. Voos, University of Wisconsin—Madison

NEWSLETTER EDITOR:
Rachel Hendrickson, National Education Association

CHAPTER ADVISORY CHAIR:
Janet R. Conti, New York State United Teachers

ADMINISTRATOR AND MANAGING EDITOR:
Kay B. Hutchison, University of Wisconsin-Madison

EXECUTIVE BOARD MEMBERS:
Katharine G. Abraham, Bureau of Labor Statistics
Eileen Appelbanmn, Economic Policy Institute
Dorothy Sue Cobble, Rutgers University
Janet R. Conti, New York State United Teachers
Roger E. Dahl, National Public Employer Labor Relations Assn.
Bemard E. DeLury, Carriers Container Council
Morley Gunderson, University of Toronto
Bruce E. Kaufinan, Georgia State University
David B. Lipsky, Comell University
Craig A. Olson, University of Wisconsin-Madison
Robert Pleasure, AFL-CIO
John Serumgard, Rubber Manufacturer$ Association
Jan Sunoo, Federal Mediation and Conciliation Service
Gregory Woudhead, AFL-CIO Task Force on Trade

LEGAL COUNSEL:
- Steven B, Rynecki, von Briesen & Purtell, S.C., Milwaukee, W1

1973 Douglas 11 Soutar
1974 Nathaniel Goldfinger
1975 Gerald G. Somers

William M. Leiserson 1976 Irving Bernstein
1952 . Douglas Brown 1977 F. Ray Marshall
1953 Ewan T_..i:s 1978 Charles C. Killingsworth
1954 Clark Kerr 1979  Jerome M. Rosow
1955 Lloyd G. Reynolds 1980 _snr Barbash
1956  Richard A. Lester 1981 Rudolph A. Oswald
1957  Dale Yoder 1982 Milton Derber
1958 E. Wight Bakke 1983 q\nr Stieber
William Haber 1984 Wayne L. Horvitz

ohn T. Dunlop 1985 Everett M. Kassalow
ip Talt 1986 Lloyd Ulman
es A. Myers 1987 Michael §1. Moskow

F. Whyte 1988 Phyllis A. Wallace
Barkin 1989 *cv\ré D. Miller
1990 Robert B. McKersie

1967 Neil W.
1968 Cewrge I
1969  Frederick

1991 —HEGM L. Stern
Srnest J. Savoie

1993 George S

1994 Lyun R.

George 11, Hildebrand

1996 Hoyt N. Wheeler
1972 Benjamin Aaron

chapEr A

INDUSTRIAL RELATIONS RESEARCH
ASSOCIATION SERIES

Government Regulation
of the
Employment Relationship

EDITED BY

Bruce E. Kaufman

Q)

N




T T

e

CHAPTER 2

The New Institutional Economics
and Employment Regulation

Greconry K. Dow
Simon Fraser University

The new institutional economics (NIE) is a large and unruly beast. A wide
varicty of definitions has been suggested, but the simplest defines the NIE as
the study of social, economic, and political institutions using the tools of con-
temporary microeconomic theory. This definition highlights the fact that
nmicroeconomics has moved beyond its roots in price theory (roughly speaking,
the study of competitive markets and monopoly) and now sees institutions
through more subtle lenses. The analytic methods used by the NIE range from
the sophisticated mathematical techniques found in game theory and princi-
pal-agent theory to rigorous and systematic verbal r susoning about economic
history, property rights, public choice, and the evolution of social conventions.

For our purposes, the most important arca of the NIE is the new theory of
the firm, understood broadly to include the relationships linking the lirm to
surronnding markets for labor and apital. By the “new theory of the firm™ |
mean a line of rescarch dewv Joped over the last two decades which tries to

exXpose the inner Ec_.r:ﬁw. of enterprise organization in order to show how
firms cope with problems ol coordination, incentives, and bargaining. In this
introduction I will sketeh ont the NIEs conceptual apparatus, serutinize some
key intellectnal premises (especially the NIES reliance on cfficiency explana-
tions), and indicate possible rationales for regulatory policy within the NIE
framework. The themes of coordination, incentives, and _Eﬁ::::n_ will also
he addressed. Incacly case | identify some regulatory issues on which the
NIE wmay shed new light. Finally, the N1 contribution to the analysis of
cmployment regulation is summarized.

Firms, Markets, and Contracting

In traditional microcconomic theory the firm is modeled as a set of tech-
nological possibilities witly a profit-maximizing entreprencur attached. The
7
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NIE has sought to open up this black box and Took at what is going on inside.
Coase (1937), who is generally credited with initiating this line of inquiry,
posed some deep questions sarly on: What is the nature ol the firm? Why do
firms exist? What determines the boundaries of the firm? When will transac-
ather than by market exchange? Readers
role in its

tious be organized within firms
interested in the roots of the new theory of the firm and Coase’s
development should consult Williimson and Winter (1991) as well as Coase’s
Nobel lecture (1992).

With few exceptions (e.g., Simon 1951: Coase 1960), there was little fur-
ther work along these lines antil the 1970s, when a turning point was 1t whed
with two publications: an article on team production and cffort incentives by
Alchian and Demsetz (1972) and a book entitled Markets and Hievarchies by
Williamson (1975). Williamson in particular resurrected Coase's carlier
agenda of specilying the relative advantages and disadvantages ol firm organi-

alternative of market exchange. The {ollowing
two decades saw an explosion of related analysis as economists began to apply
technical tools drawn from game theory and informational economics to
incentive, bargaining, and coordination issues within the firm. An overview ol
these developments is provided in the anthology edited by Putterman and
Kroszner (1996), which reprints many classic N1 articles on firm organiza-
tion. Other surveys that will guide the novice toward the large N literatare
on the firm include Milgrom and Roberts (1992) and Miller (1992).

The NIEE has now reached a consensus on some basic points about
cuployment. Most NIE writers agree on the need to distinguish employment
per se, which is regarded as an intralirm phenomenon, from independent
contracting, regarded as a relationship of market exchange. There are various
ways to draw this line depending on one’s theoretical predilections. For
instance, one could define employment by the mode of payment (flat wage for
broadly defined labor services rather than payment for a well-specificd fin-
ished product), by asset ownership (ownership of tools by the employer rather
than the worker), or by the identity of the person dirceting the production
process (a boss -ather than the worker). Clearly, these features ol employment
are correlated empirically, but none taken in isolation appears to provide a
fully satisfactory definition of the employment relationship.

Whichever definition one may adopt, NHE writers agree that employment
would be uninteresting from an institutional perspective if labor contracts
were complete. A complete contract lully specifies all of the obligations of
cach party in advance and is costlessly enforced by third partics such as the
courts if necessary. If labor were bought and sold using complete contracts,
labor services would become just another market commodity, no different

ation in comparison with the
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from apples or toothpaste. Firms would buy whatever services were required
at the moment and pay the going market price for these services ;_: ,.__ 1 ,
world, employees would be indistinguishable from cc:?_:.::..m we vone
wvould in effect be sell-cmployed. , - e
The interesting questions for the NIE only arise alter some sonree of con-
..::.:_:_ incompleteness has been identified. Contracts might be incomplete
lor _:v.:::...., if it is hard to anticipate all future contingencies, if ne 5:.:_:.:
costly, or i enforcement of some provisions would require n.x_‘x:zrw _:.::::“.f
ing. Such costs are generaly called transaction costs. It then _z..w.:::;. :E.r;.H
sary to have some decision process that determines the actions of Ln__ v..k
as events unfold in circumstances where the original 2:::_2'7 ﬁ_..”_z __. _v_\
adopt Williamson's (1985) terminology and refer to the LE..?.::_-__...._M,S r
“,:..:...zm :.:: _._..__._ in contractual gaps over time as a governance .ﬂ?i:?.. m““MJ
:»_N\A”_”A_”_fhzﬂ___i_ﬂv_q_”____.v_ﬂ“ﬁ_.:“.f.”___ﬂ_p“”_.AH”%_.:: why specific governance structures

As a mle, NIE anthors also tend to assume that product, capital, and labor
markets are competitive in the sense that there are miny ::czz.:,s. trading
_x_.l_:.ﬁ. when any given contractual relationship is first established :cs.:é T
this _.z.:_z...E:: must be treated with considerable care in a zl.::n hv_. Q::. ”n.,
::.__ ::.::_1_1.:.:;.. Itis not asswmed in general that the informational . .-
.___:...::.:? ol traditional competitive markets are met: there niay _.... :_:. -
__:_“:_ asvinmetries at the time contracts are negotiated ?:?a;.”w..ﬁ.\ma.:.:”w___.u_..
w_uﬁnv:_‘.m.\.m;\n_____.ﬁ.ﬂ:.w u::w\ :._‘_.ﬁ. ::.2..:_.1 contractual relationship begins A::WEN

There may be problems of bilateral monopoly that unfold over time as
H?_ _N:Q_._:..f. _:.:_2. investments that are specialized to the relationship and :_.:2._#._
_V.A_. :“w.:._. ”““__”_f.:_”_ mﬁ.._“?‘,.@ ; l .,.t..;.;b.nmz\v. It is also _Emzm_,_: that employees may
| 1 han their next best market alternative, either for incentive rea-
sons (see the discussion of efficiency wage theory below), or for hargaini - _.A._,_
sons ?..p ¢ the discussion of asset .f._:..e:,:.m_? below). _r.:nm man :‘..:V_J.“_m.n_wv._ ~..-
_._<...ﬁ_ from the traditional theory :_.ec_:c.ﬁ::% labor ::.lz.wt M\_.:_. :_M;.: .._,,f A_.r
notion that employees are paid compensating wagre A_:._.A._...::,:_ﬁ for :_”“.A__AZ, :M
nnustally severe risks of injury) may apply only in attenuated _.:_.,_:. L. _:,: :.~ MH__“,_J

W o \~
‘ ONOl ioenct 11 & [ ~ stitution N. o
\\ H \: a\ \\ Z e fustitulic :sN LConomies

. Phe NIE has both strengths and weaknesses as a deviee for evaluating
regulatory policy toward the employment _.A._::::z__:y On :r. EL:S.V ﬁA._ ,_:._,,
the Tedger, the NIE has phiced the structure of cmployment e_::,:.:n.?.::M_qu
very A.._:..A. analytic seratiny and has brought a powerful and A.A._E.:.,,. et of
_::._.._:;..m tools to bear on the problem. However, on the negative side ”ﬂ_:..q.,
are two important gaps. First, _:.cc?c_v\ because the NIE .:.:n_: :.. open :_M
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the black box of the firm, it lias often downplayed the _.»._::::L_:. hetween
internal enterprise organization and the external market environment. The
effeets of outside labor or capital markets are often captured in sunnnary formn
by specifying an exogenously given “next best altermative” for cach participant
in the firm. The N1E does not yet possess & well-developed theory where firm

zation is determined ¢ imultancously with market prices.

The sccond gap in the NS is that its proponents have tended to see their

as one ol explanation rather than preseription. A great deal of intellectual

effort has gone into the construction of economic ationales {or existing orga-
nizational practices, while much less time and energy has been devoted to the
assessment of policy proposals aimed at changing those practices. This reflects
a :._:_c:hv\ anong most NLE writers to assume, at least _:.::... facie, that
actual employment practices represent efficient solutions to complex con-
tracting problems. This efficiency assumption is useful in generating explina-
tory hypotheses of a functionalist kind (employment practice X exists hecause
it satisfics efficiency criterion Y under environmental conditions 7). However,
it also places a heavy burden of proof on advocates ol Labor market regulation
by obliging them to identify specilic market failures that warrant governmen-
tal intervention. One must often read between the lines (and squint hard) in
order to discover a rationale for regulatory policy in the NIE.

The confidence of the NIE in the efficiency of market solutions
zling at first glance, because in a world of incomplete contracts owe can 1o
longer appeal to the standard result that a perlectly competitive equilibrium is
Pareto eflicient (Mas-Colell, Whinston and Green 1995:Ch. 16). 1t is also odd
that a theoretical framework seeking to explain why market exchange is dis-

s would at the same time claim
structures. Or to

organi

u.v_.

—:_Nu

placed by hierarchical organization within firm
that market competition brings about efficient governance
put the same point a bit differently, why doesn't the very existence ol positive
transaction costs become an obstacle to transaction cost-minimization? Some
circularity is apparent. It is worth taking time to unravel these puzzles,
because the NIE'S focus on economic efficiency is closely related to its view of
regulation. The NIE justifies its efficiency assmmptions in two ways: by argu-
ing that rational economic agents have a common interest in designing an efli-
cient governance structure (the ex ante rationale) or by arguing that inelli-
aced over time by more efficient ones

cient modes of governance will be displ
tionale). We examine

through a process of market competition (the ex post i
sach of these propositions in turn.

Iirst, consider the :_ﬁ.:_:c_: that cconomic agents
cmployees) are rational and therefore design governance structures that are in
their mutual interest. By definition, it is true that all individuals involved ina

(e, .._:_v_:vs...z and
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»...._r,..c:E. endeavor would be at least as well off, and some would be hetter off
,__, ...::.:.:_ contractual arrangements were adopted rather than ::.:#:..:M _, :. §
Fhis idea places natural theoretical restrictions on the kinds of n::.::n? :_.A _-”.zw.
ernee structures we expect to observe A..:_c:.:.:__v: inefticient z:.:S.:Zirc.
]x. ruded out ._x, wise there will always be some feasible alternative that is ..:_.._._.__u
“A_u._“..:w.__v.\_.m“_“‘__...m_r__,”i.A._A.ﬁn...__..wm::,.:.5.@ ?_.:ﬁ_.:_.: m::_ :.:_:..Zz 1992:Ch. 2). The
. y is a bit subtle here, since informational and incentive con-
straints must be taken into account in defining what is feasible. For example, a
governance structure where all employees are required to report ::.:._ C<“:.
..:cA: levels trathfully could violate incentive constraints with respect to .:_.2_
:w:::: transmission. But the _i:c:u_n is clear: governance ,.:.:Q_:.wi are .-
;:._.2_ to be Pareto efficient in a second best sense, taking ..,.,:n__ ::.c‘_,:.wﬁ.~ a_”H_o...
v.:.:::v. into account. To the extent that there is a conllict over the m?:.:r.:
of the _x,_:..._:,f. derived from a governance structure, the parties «<.c:_ ] ~:__“
adopt an efficient structure in order to maximize the m_.”\.c of the o . qrall :ﬁc ..,__ ]
settle the ;7:.::.::.:; conflict by bargaining at the start of the _.m_.zwc_?.__::
over .::, size of the side payments to be transferred from one _Ek :., .:::.__ ._.u
Efficient arrangements shonld thus prevail regardless of initial _u:v“ :._.m ri ._A:-
or the relative bargaining power of the parties to the contract, a pro V_:‘.:w\ WJ_ ‘ X
has been enshrined in the literatare as the Coase Theorem ?.»,é n_,:.._ﬂ.,_chw_v.v “
_uc.f._u:m the commonsense appeal of this ideu, it is _:.A,v_v_t_h_.._.ﬁ.mc, :h ﬁé.c..:_
_.,.z_:..ﬁ....‘. “irst, it may be hard to separate efficieney issues from &ﬁlr.::c\:. 1
m::,v. il ther ”E... limiits on the Q._x:..:v\ of some ?:.:A,z T..n. [Q1] v_c.c :5) to ..p
in advance for _:..._:._.: streams that will arise later (Dow _.».Euz_ _ﬁw\ow“rv m_r_._v\
_v._.:_._..:_v. oceur, for example, if an efficient governance v.::n.:“_.c. ,.z_::_._ o
vide workers with considerable bargaining power after it is implement .»m _v_:T
workers are unable to “bribe” an cmployer up front to acce V_. :_?. ,4: Hn z._w
w__:. to ::..:. limited wealth. Second, even il wealth a.::v.:.:;__u? .:.m _,_c“:_.«..:_r
“:rﬁ _::,m::::ﬁ processes often fall short of Parcto efficiency <<._:..: the p: ._H:-
rave private information abouat their owin preferences or res cos _..:. o
and Roberts 1992:140-49: Miller 1992:Ch. 2. _Ac::..:_ .:””_Zhe:___m; ARMHMW.,_hH
governance structures are the result of such _,,E. :.::._ 4 . 'OCeSS ,,J:_ ¥ ..
M.M:“_“:._w_:h_::v\ g :,:_.,_ presumption that such Eﬂx._._:__wh_.m._A..“”.A._H.”_..H._.ﬁﬂ.m__._,c:n_,ﬂ._q._:
dent. By the same token, Tabor market equilibria nee > effici ., if > .-
are ~=._<J...£. .JHA._E,.::: problems where _,:.____m are ____c“,_ﬁ.._mn___._::__“”:p:__“_n_” _~: __. »1_:. "
acteristics of job applicants (Greenwald and Stiglitz. 1986; Stiglit: _c._._f Mus-
Colell, Whinston and Green 1995:Ch. 13). The Z.:.“ o _“T e o
_:..:_,_..:_v. by assuming (artificially) that :__.:.._.::::::_ :.“ ‘“”u_,_.___...;w\, ._d_:.,f._mcv. s
after a govermance structure is established and :::,.W__c__ z:._ﬂ_w.m_.____. < E_:Exn
need to be renegotiated later once private information does exist o ol
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A third set of difficultios stems from the fact that mutilateral bargaining is
unlikely to be practi al when large groups are involved (consider what would
happen if pollution problems involving millions of people had to be resolved by
direct multilateral negotiation among all affected parties rather than through
government regalation). According to the NIE itsell (Coase 1937), this is one
key reason why firms typically have a central owner who makes bilateral con-
tracts with other input suppliers. The NIE has also acknowledged in other ways
that large employee coalitions face dilficult collective action problems. For in-
stance, Klein (1991) has argued that this is why groups of employees with firm-
specific skills cannot easily seize quasi rents from their employers, and Hans-
mann (1996) identifies problems of collective choice among workers as the
central reason why workers do not usnally run their own firms. I we aceept
these arguments, then we must also conclude that the collective interests ol cm-
ployees as a group are unlikely to be fully represented cither at the stage where
governance structures are iitially designed or in the ongoing management of
the enterprise itself. The literature on the “collective voice” role of unjons
(Freeman and Medoff 1984) is cone srned with precisely these problems

Finally, claims that efficient governance structures arise through conscions
x ante design should meet with skepticisim in contexts where hounded ratio-
nality is also assumed. This dilemma arises for Willizunson’s (1985) transaction
cost :_cc_vn which assumes that c:_:_:.c__c:ag _::n-:._,:_ contracts are infea-
sible due to the limitations on human cognitive apabilitics. At the same time,
Williamson argues that efficiency, and in particular the desire to cconontize
on transaction costs, drives the choice among governance structures. This is
puzing because the very limits on rationality that thwart comprehensive con-
tracting might be expected to obstruct a comprehensive assessiment of the
transaction costs associated with alternative governance systems (Dow 1987;
Willi:unson 1987).

If efficient governance cannot be guaranteed by app aling to ex ante
design, we are left with the natural selection analogy: governance structure
revealed to be inefficient ex post will be driven out in the fong run throngh
competition from more efficient structures. Again, this propuosition is debat-
able (for a thorough dissection of the relationship between evolutionary eco-
nomics and neoclassical orthodoxy, see Nelson and Winter 1982). First, the
Hl ‘.f.::__u::: of a c::__x.::(g.. market environment muast now be taken seri-
ously. When firms with differing cmployment practices compete in an oligop-
olistic product market, for example, inellicient firms may not be driven ot il
there are substantial entry harriers facing new competitors. Fven if the product
market is characterized by free entry, there are cases where the evolutionary
selection criterion (profit) diverges from the appropriate efficiency measure

«
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(e.g.. total surplus). Suppose, for instance, that finn survival or growth de-
pends on prolit, but employees receive wages in excess of their ontside mar-
ket opportumities for efliciency wage or bargaining reasons (discussed later in
this paper): The wage premimn is clearly part of the aggregate social surplus
generated by a firm, but firms paying higher wages may be at a c::__.:.m:<m
disadvantage in the product market because wages are scen by the :_.:‘_ as a
cost item. Whenever there is a wedge between the profit captured by :.1:._
owners and the aggregate surplus generated by the firm as a whole, differ-
ences in rates of investment can lead to the A_:_:\:::_E. of inefficient c“. raniza-
tional structures (Dow 1993¢). .
,._,_:._... may also be spillover or externality effects where the profitability of
a given practice in an individual firm is directly affected by the practices
adopted in other firms. For instance, Weitzman (1984) has argued that profit
sharing conld be unattractive to an individual firm if no other finn zn_:_vz it
but might be guite attractive in a world where all other firms have _u_.:_,:-_ﬁ_...:-
ing plans. Along similar lines, Levine and Parkin (1994) argue that E:_u_a‘. M.?.
may provide too little training if workers are likely to move m:_,.,.:;_:.._;_v\ ~:.v
some other firm. Due to this spillover, all firms might benefit by :.n.zz_w\::
their training expenditures s imultancously, even though no finn would 2:. | v
doing so inisolation, e
Cinally, there are typically multiple equilibria in repeated game models of
the Labor market (Garmichael 1989; MacLeod and Malcomson 1989, _.c.n,% ).

3

Two issues then arise: some equilibria will be superior to others on »,_.*.mn:.:‘c

n_‘:_::,_,f.. and the efficient equilibria will differ in their LZ..::.:C::_\:: V_.m N
_.m::.f_ lov the players in the game. Althongh the implications for the ::A—: M;.
firm :_.E..:F._::: have not been adequately developed, three broad _n}.w.\:z
cmerge from this literature. First, _:ﬁcQ matters, becanse the nature c,_,. ::.(.
currently prevailing labor market equilibrivm may be determined :_ large
part _...< ,ﬁ.:.m:_ convention or random drift. Second, it can be _:7_1..:::.%.”v.
examine firms or cimployment contracts in isolation from the r:‘w.._. :EWF;
environment where they emerge and persist. Third, we again have reason to
doubt the proposition that competitive markets generate efticient modes of
organization, becanse market-wide coordination problems can arise. ,

Rationales for Regulatory Intervention

.(<.. have now sketehed various difficultios with the ex ante (rational
,_A.zﬁ_,& and ex post (natural selection) arguments commonly used to .:f_:m,
the efficiency of _:.1<.,.:::n govermance structures. These ﬁ:_.\_,:.:._:...f, m:ﬁ:.ﬁ:wﬂ
than a superficial . ..:__”_\._:ﬂ.__ﬁ_..v\-..___.::m.:_x policy intervention may be broader

ading of the NIE would saggest. In the remainder of this

that the scope for el
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introductory section, I will briefly summarize some pos sible sources ol market
failure that might justify regulation of employment. In cach case 1 distinguish
(before a specific governance structure has been

failures arising ex ant
adopted) and ex post (after a governance structure is already in place). It
should be kept in mind, however, that this distinction is a bit contrived since
governance systems may need to be renegotiated periodically in order to track

a shifting external environment.

Informational asymmetrics. The ex ante problem is that agents who will
participate in a governance structure have unknown characteristics. This may
lead to adverse selection in the labor market or to bargaining incfficiencies at
the design stage. The ex post problem is one of enforcement or moral hazard.
The enforcement tools available to private parties are usually confined to
internal monitoring and incentive systems, along with reputational forces in
the external market. These tools may fail because the parties are unable to
commit themselves in advance to particular actions, because the future is dis-
counted too heavily, or because information flows are thin.

Market power. Although the NIE usually assumes “large nunthers” at the
ex ante stage, this assumption can fail if market scarch for alternative partner
is costly, since then there will be some degree of bilateral monopoly even at
the design stage. This is particularly likely if.prospective partners are hetero-
geneous, so that a match between a firm and worker may be “good” or “had.”
The ex post issue is that of bilateral bargaining, which can lead to costs or
rigidities when information is not complete. The Coase Theorem then fails
and it may not be pos: ible to alter existing governance structures in a wiy that
efficiently tracks the external environment.

Collective action. Ex ante, the problem is twofold. Because numerous
cmiployees are usually hired by a single firm using bilateral contracts, it is
highly unlikely that collective worker interests regarding local public goods
such as 2:..5:% conditions will be <<:=-_.£§cmr_:2_ at the ._..ﬁn: stagre. IFor
similar reasons, bargaining power is unequally distributed ex ante, hecause
firms can deal with one worker at a time in de signing a governance structure
rather than with workers as an organized group. At the ex post stage, workers
need to overcome preference aggregation and free rider problems, both in
articulating their interests and in enforeing agrecments.

Exit costs. The mechanism of compensating wage differentials requires
that labor markets function in a frictionless manner, so that the overall com-
pensation package for cach job leaves an employee indifferent between taking
that job or instead taking the next best market alternative. But for cither
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informational or bargaining reasons, workers may negotiate compensation
exceeding their outside opportunities and thus the labor market may not clear.
In this situation there is no guarantee that wages will adequately compensate
for unsafe or otherwise unattractive working conditions. At the ex post stage,
workers will not generally be indifferent toward losing their jobs, and this pro-
vides the employer with some power that can potentially be abused in a sell-
interested way. Private salegnards devised by the parties themselves may fail
to restrain such opportunistic behavior.

Externalities and mudtiple equilibria. Two issues arise ex ante. First, gover-
nance structures adopted by some firms may have spillover effects onother
firms, so that unaided market forces do not ensure overall efficiency. Second,
in a repeated game setting there can be many possible market equilibria
which differ in their efficiency and distributional features. At the ex post
stage, related indeterminancies give rise to multiple equilibria inside firms,
perhaps leading to social conventions about work effort, working conditions,
wage structures, or carcer paths that have more to do with historical accident
than with overarching equity or efficiency criteria.

With these preliminary ideas in hand, we next turn to three key themes in
the new theory of the firm: coordination, incentives, and bargaining. In cach
case we will first consider some relevant theoretical literature and then iden-
tily E.r:__:::v\ ::_v: ation

Coordination

. By lar the most popular way of characterizing the difference hetween
firms and markets involves the idea that firms use awthority structures rather
,:,::. prices to allocate resources (Menard 1994, _.4_:::5::, 1995; Dow 1996).
his distinction was emphasized by Coase (1937), and Simon (1951) took a
similar view in his theory of cmployment. Williamson (1975, 1985, 1991
1996) has repeatedly highlighted the authoritative or “fiat” :.f._x....,.a :_.._:1::..,
chy in firms. Milgrom and Roberts (19902) characterize the firm by “the sub-
stitution of centralized authority for the relatively unfettered negotiations that
characterize market transactions.” e i

e . inally, there is an extensive literature in
MISINEeSS _:v.::% that mterprets the firm as an :::_:_,zw structure (see Chan-
dler 1992). v

Theoretical Background

s ’ . YSVE) y o " . YR N .. H H H

What wre the advantages of central authority in relation to the price sy
r,:... I __,_,v been recognized at least since Adwn Smith (1994:Ch. 1-3) that the
division of labor can increase productivity. Modern writers have emphasized

. . e .
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that these gains from specialization can only be realized il there is some way to
coordinate the cc_:_v_c:_c::_d\. tasks performed by individual members ol a
production team (Milgrom and Roberts 1990b; Becker and Murphy 19492).
This coordinating job could be performed in principle cither by market price
or by an authority relationship within a firm (Coase 1937; Arrow 1974). We
thus need to explain when each coordinating mechanism will be used and why.

Markets are rather good at solving coordination problems involving large
numbers of traders and the equalization of supply and demand for homoge-
neous goods. But markets seem ill-suited 1o coordination problems that
involve small groups of individuals interacting in complex ways (Richardson
1972). Tasks within production teams must be coordinated botly in time (syn-
chronization) and in space (localization). Intermediate goods often have idio-
syncratic features that are of little importance in their own right but which
must be made compatible to facilitate linal assembly or use (standardization).
It imay make no difference who performs which job, but every job must be
assigned to someone without duplication (assignment). In cases ol this sort,
the price systen is likely to be displaced by an authority structure as the main
mechanism for coordination (Milgrom and Roberts 1992:Ch. ).

Central authority entails some degree of power over subordinates, at least
in cases where subordinates would be tempted not to comply. Numerous reg-
ulatory issnes turn on the question of whether such managerial power is a
source of social concern. This debate was especially sharp in the carly 1970s.
At one pole, Alchian and Demsetz. (1972) rejected the view that lins have
power over employees by pointing to the voluntary nature of the employment
contract. At the other pole, New Left writers saw the firm as an arena where

apitalists use hierarchy to dominate and exploit workers (Marglin 1974;
"Edwards 1979).

More :.e...:_v\ there has been some convergence between the mainstrean
and radical perspectives. Bowles and Gintis (1990, 1993), for example, argue
for the centrality of the power idea but overlap in various other ways with
mainstream NIE. Williamson (1980, 1993, 1996) argues lor the primacy ol
efficiency goals but is willing to entertain power as an anxiliary factor. Other
points of contact between the two camps have been identified by Goldberg
(1980), Rebitzer (1993), and Stiglitz (1993). A reasonable synthesis might be
(a) to accept the theoretical possibility that coordination problems could moti-

ate the nse of hierarchy even when all parties have identical objectives but (1)
to recogmize the ubiquity of conflict between peak coordinators and their sub-
ordinates (Dow 1987). Or as Milgrom and Roberts (1990a) put it, “The author-
ity to intervene inevitably implies the authority to intervene incfliciently. Yet
such interventions, even il they are inefficient overall, can be highly heneficial
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for particular individuals and groups. Thus either inefficient interventions will
be made and resources will he expended to bring them about or to prevent
them, or else the authority to intervene must be restricted.”

How might authority be abused within firms? Anmong other things, em-
ployers may try to extract more effort than workers are willing to offer at cur-
rent wagres; assign tasks or working conditions in ways counter to worker inter-
ests: shift surpluses away from workers by cutting wages, withiholding promised
bonases, appropriating pension funds, or shutting down plants; or discriminate
on the basis of race, sex, and other irrelevant characteristics. Apart [rom dis-
crintination, these dangers from employer discretion would disappear if the
labor contracts involved were complete and competitive. Bosses who wanted
employees to work faster or at more dangerous jobs would have to offer higher
wages o attract or retain workers (Rosen '1986), and workers displaced by
plant shutdowns would quickly obtain equivalent jobs at some other firm. No
employer would be able to cut wages or withhold pensions because the rele-
vat contracts would be enforeeable at zero cost. But when contracts for labor
are incomplete or costly to enforce, anthority is a more dangerous tool.

In theory, the danger would be minimal it employees were paid a wage
equal to their nest best market alternative, because then worker interests
would be adequately protected by the option of exit to an external labor mar-
ket. But for various reasons the Tabor market may not clear and employees may
enjoy rents or quasi rents. (wage payments exceeding the minimum needed to
keep workers in their current jobs). Casual observation indicates that this phe-
nomenon is widespread, since workers are seldom indifferent toward dismissal
or fayolt. The existence of rents or quasi rents can derive from incentive _:.c_v,.
lems (discussed below), specialized worker skills (also discussed below),
adverse selection problems (Weiss 1990), or the scarch costs incurred to obtain
good matches between workers and firms (Rosen 1991). In each case, workers
preler not to leave their carrent employers, and employers will connt the wage
premium flowing to workers as a part of total cost. Because the firmi does not
properly internalize the costs borne by workers, we may see excessive output
demands (Dow 1993a), ineflicient task : signments (Garvey 1993), or prema-
ture plant shutdown decisions (Miceli and Minkler 1995).

Regulatory Implications

The capacity of privite parties o overcome these hazards is limited. One
possibility is that dircet hargaining within the firm may ensure efficieney for
Couase Theorem reasons. However, it hargaining processes worked smoothly,
there woukd be no reason to rely upon hierarchical allocation mechanisms in
the first place (Milgrom and Roberts 1990w, see also below). There is also a
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(undamental asymmetry derived from the fact that hicrarchical firms have a
single central anthority but many subordinates. Henee efforts by subordinates
to forestall or penalize harmful managerial decisions run up against the stan-
dard free-rider problems associated with the provision of any public good.

Apart from bargaining within the firm, the greatest protection furished
through the private market is provided by reputational mechanisins, Such
mechanisms can operate both within the firm and in the broader fabor mar-
ket 1f there is sufficient solidarity among the work foree, for example, a tirm
could find that abusing one employee would provoke costly retaliation from
other employees. The recruiting or training costs a: sociated with replacing all
employees simultancously may be prohibitive, so that the firm is cliectively
deterred. A firm which routinely breaks its promises may also have to ofler
higher wages in the Tabor market in order to attract new employees. Depreci-
ating one’s reputation can thus be costly

Unfortunately, reputational mechanisms can be inelfective because new
cmployces may be casy to hire, the firm may not place enough weight on
future payolls relative to the present gains from cheating, or outsiders niay
lack information about events inside the firm. Henee it can be hard for a finm
to credibly commit itself to keep promises, even when a eredible connmitment
would be in the interest of all parties. For instance, a firm might want to
promise that a plant will remain open il its employees agree to wage conces-
sions. However, both the finm and its work force know that the firm will be
free to demand further concessions later and that promises to the contrary are
not credible. Hence no agreement is reached and the plant is closed, contrary
to the mutual interests of the parties involved. .

Regulation can address these problems in a variety of ways. First, regula-
tion can indirectly facilitate private enforcement. Reducing the obstacles to
union organization, for instance, helps workers to overcome the free-rider
problems associated with monitoring or punishing opportunistic hehavior.
Regulation can also overcome precommitment problems by assuring both
partics that promises about safety, pensions, and similar matters will be kept
or by taking the relevant decisions ont of the hands of private parties alto-
gether, Blair (1995), for instance, argues for greater portability ol employee
benefits across firms, in part to reduce the incentive for firms to renege on

implicit agreements with their employees. The re ity of such concerns is sug-
gested by Shieifer and Sunimers (1988), who show that hostile takeovers can
be motivated at least in part by the financial windfalls vesalting from the abro-
gation of implicit contracts concerning wages or benelits.

More far-reaching policies to enrh employer opportimisim have also been
_:.:_z.ﬁ;_, including A,z_x::_c»_ n._:_u_cv\. srepresentation on boards of directors.
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For example, Levine (1995) suggests that tax subsidies be offered for em-
_,_:,f... stock :2_:._.7.___1 1_::.; (15S0Ps) __:_A::T‘ more than 5% of company
stock. To ._:::_..ﬁ a linm would have to allow workers to vote all shares held by
the ESOP and cleet a proportional share of the board of directors and ::_v_ﬁ.,
ment a profit-sharing or gainsharing plan. Similarly, Blair (1995:Ch. 9) argues
that all stukeholders of the firm shonld be represented on the hoard of diree-
tors and that employees should exercise full voting rights over shares held for
them in ESOPs or profit-sharing plans. Finally, both Blair and Levine recom-
mend changes in US. labor faw to permit greater employee participation in
day-to-day management activities.

Such proposals wnount to a form of co-determination, and resemble poli-
cies that have already been implemented in Germany and other European
countrics (Smith 1991). Some _:.?.:::_ E.S:::ﬁi iare z;:_m_v\ identified. First,
there are the productivity benefits that may be associated with profit-sharing.
Sccond, board _,1_:.,.%.:::::_, even ina minority capacity, may _::<:_c
cmployees with aceess to eredible accounting data. Third, to the extent that
worker voting power sulfices to block decisions detrimental to the interests of
emplovees, such as plant shutdowns, employees would be able cither to pre-
vent such actions altogether or secure adequate compensation in advance,

Proposals for employee board representation raise a wide range of issues.
For the sake ol brevity, 1 will focus here on a specific theoretical problem
involving the aggregation of individual preferences. It is well known that
majority voling can exhibit pathologies, including problems of indeterminacy
where no proposal conmands a majority of votes against all feasible alterna-
tives (Plott 1967). At a more general level, Arrow's Impossibility Theorem
shows that individual preferences cannot be aggregated to yield a social prefer-
ence ordering evenmder relatively weak requirements on the properties of
the social ordering (e.g., Parcto efficiencey and nondictatorship; for details, see
Miller 1992:Ch. 3). These pathologies are unlikely to he severe when boards of
directors represent the interests ol a :._::S,_v\ _.::_:ﬁ.,_:.::.f. group such as
sharcholders, though even here there are somctimes serious conflicts over
merger offers and other forms of corporate restructuring. But under most pro-
posals for cmployee represcentation, the board would need to reconcile a far
wider range ol conflicting interests. Thansnann (1996) argues that collective
choice problems are the central reason why more firms are not managed by
ciplovees vather than by investors. Farthermore, Skillman and Dow :c.ca.v
show that worker-owned firms where preferences are heterogencous will be
vilnerable to takeover by investor-owned firms. This is not to say that employ-
ces cannot suceessfully run firms but just that the obstacles to _:.c_.n._..._:\.c
aggregation in worker-owned Tirms must be faced squarely and overcome
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(Benham and Keefer 1991). For more on the topic of worker control, see Dow
and Putterman (1996).

Incentives

Measured by sheer volume, the greatest contribution of the NIE to the
theory of the firm during the past two decades is surely in the arca of elfort

incentives. The key premise of this literature is that workers view income as a
good and cffort as a bad. Employees will accordingly shirk unless cmployers

provide appropriate work incentives. Of course, there wondd be no shirking
problem it cmployment contracts were complete since then employers could
simply specify a desired type and level of effort and pay the corresponding
market wage. However, it is usually impossible to write sufficiently detailed
contracts or to prove in court that an cmployee has shirked, and thus lirms
must _.c_v\ on other incentive systens.

Theoretical Background

“The classic NIE piece on incentives is by Alchian and Demsetz (1972).
They begin with the idea that teamwork is often more productive than work
by an equal number of isolated individuals (due for example to gains from a
division of labor). But production in teams makes it difficult to assess individ-
ual efforts. Unless rewards are tied closely to individual contributions, the
productivity gains from team production will be lost becaase sach worker will
shirk. In the view of Alchian and Demsetz, the solation is to appoint a special-
ist who monitors the effort levels of team members and pays wages as a fune-
tion of estimated effort contributions. One difficulty with this proposal is

immediate: why wouldn’t the monitor shirk? They handle this objection by
pointing out that the monitor can also be the resicdual claimant. That is, the
monitor keeps the diflerence between firm revenues and costs (including
wage payments to team members directly engaged in production tasks). In
this case any shirking by the mounitor implies that wage payments will not be
properly aligned with individual efforts, and thus the residual income avail-
able to the monitor will fall.

"Several standard eriticisms of Alchian and Demsetz can now be reviewed
(sce also Putterman 1984). First, they one-sidedly cmphasize shirking by pro-
duction workers, without appreciating the potential for opportunistic behavior
on the part of the monitor. There is a clear incentive lor the monitor to under-
state the true effort inputs, becanse as the residvad clainmant the monitor gains
a dollar of income for every dollar ot paid in wages. Second, it may not bhe
true that monitoring can only be accomplished through vertical supervision by
a specialist. One could imagine instead that a team might share profits among
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its members and rely on horizontal monitoring, where cach team meinber’s
contribution is reviewed by colleagues. Finally, the Alchian and Demsetz, story
has been eriticized for overplaying the need to monitor effort inputs rather
than overall team output. Even it one cannot measure the contributions of
individual workers, incentive schemes involving group rewards and penalties
have been proposed that could potentially avoid the need for costly monitor-
ing (Holinstrom 1982),

An alternative approach to the incentive problewm is provided by principal-
agent theory (for a survey sce Sappington 1991 or Milgrom and Roberts
1992:Chs. 7 and 10-13). Tmagine first that output is casily m sasured {or an
individual employee, where output depends not just on effort but also on ran-
dom events. The firm keeps the worker’s ontput and pays the worker a wage
that could depend npon outpat. However, the wage cannot depend on effort,
tandard models the lirm is risk neatral and the

which is unobservable, In
employee is risk averse. 'The task is to design an elficient contract between the
firm and cmployee. Due to employee risk aversion, cfficiency considerations
suggrest that all risks shonld be borne by the firm. Unfortiumately, the only way
to do this is to have the worker receive a flat wage regardless of output, which
would climinate effort incentives, An optimal contract thus involves some
dependence of wages on output (to deal with the incentive _:.c_._::.v. but not
too much dependence (to deal with the risk aversion problem). In a general-
ization tevrmed nudti-task principal-agent theory, Holmstrom and Milgrom

(1991) have shown that firnms should be cantious about rewarding employees
lor casily measured aspeets of performance, because this induces workers to
allocate time and effort toward such dinmensions at the expense of other tasks.
For instance, sales agents who are paid Targe commissions will spend less time
helping colleagnes establish valuable contacts (Holmstrom and Milgrom
1994). and teachers who are rewarded when their students achieve higher
scores on standardized tests will spend less time teaching hard-to-test bat
qualitatively important skills (Milgrom and Roberts 1992:230-31).

Another variation on the basie principal-agent model is to reward workers
based on their performance relative to similar colleagues. Such incentive
schemes are widely used by finns in making promotion decisions and have
come to be known as torrnaments in the cconomic literature (Carmichael
1989). A detailed case study illustrating how promotion tonrmaments are actu-
ally nsed has been provided by Baker, Gibbs, and Holmstrom (1994a, 1994h),
who lind for a medimn-sized U.S. firm ina service industry that there is a sim-
ple and well-delined hievarchy of job titles and that cmployees have standard
carcer paths involving movements from one hicrarchical level to the next. This

svstem simultanconsly addresses incentive issues

well as the problem of
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matching cuployces to jobs: as the firm accumulates internal information
about its employees over time, it promotes those who are identified as having
higher ability into upper-level jobs that require broader competence.

Tournaments have a number of attractive features. Because rewards are
based on relative rather than absolute performance, sources ol uncertainty
that aflect all workers jointly are climinated. Contests of this kind also rednee
temptations for the firm to cheat because promotions must he given to somie-
one, unlike a _:.c::v,c; bonus payment that may be withheld by the firm. But
on the negative side. tournaments underinine incentives for competitors to
help one another in a team setting and could trigger acts of sabotage against
rivals. Collusion by contestants to withhold effort is also a danger. And as with
standard _E:c:x._-:nc_: contracts, the :_:1_:%.._. must possess measures of
individual performance, at least of a comparative kind, in order to conduct a
tournament in the first place. Some amount of costly individual monitoring is
therefore likely to be needed in a team setting,

Yet another approach to the problem ol effort incentives is provided by
efficiency wage theory (for surveys, sce Akerlof and Yelen 1986; Weiss 1990;
Carmichacl 1990; and Lang and Kalin 1990). In this framework, firms offer a
wage above the going market rate and threaten to fire anyone who is canght
shirking. The dismissal threat must be taken seriously by employees, becaunse
their only recourse is to accept a lower wage from some other firm. Of course,
if all firins raise wages simultancously, this is no louger true, but as the market
wage increases, the quantity of labor demanded fulls while the quantity sup-
plied rises. This generates unemployment so that fired workers caomot quickly
find other jobs. In equilibrium, the prospect of prolonged uncmployment
serves as the penalty for shirking. Models of this kind have been developed by
many authors over the last two decades; two of the most influential examples
are Shapiro and Stiglitz (1984) and Bowles (1985).

The efficiency wage approach to the effort problem leads naturally to
:y_:...:cn_ game madels, because a long-term relationship between firins and
cmployees must be assumed: if an employee plans to quit in the near future
anyway, the firing threat carries little weight. In particular, it has long bheen ree-
ognized. that team production has the same structure as the famous prisoner’s
dilennmna game. 11 output or profit is shared among the members of the team,
there is an incentive to withhold effort because effort is costly 1o individual
workers, while its benefits are spr ad across the entire group. Bul it has also
been recognized that cooperation can sometimes e achieved when sach pris-
oner’s dilemma games are played rep satedly (Axelrod 1984). The key idea is
that shirking by a worker in the current round of the game can be punished by
having other team members engage in retaliatory shirking in luture ronnds.
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When cach worker places enough weight on payoffs anticipated in future peri-
ods, the transitory gain [vom shirking now is smaller than the expected losses
resulting from vetaliation in all future periods. In principle, this mechanism can
sustain ellicient effort levels even in kirge teams. Such repeated game cquilibria
have been studied extensively in the context of partuerships (MacLeod 1984,
1958; Patterman and Skillman 1992; Dong and Dow 1993). A similar mecha-
nism can be used i repeated interactions between a firm and its employees.
Here employee shirking is punished not by retaliatory shirking from other team
mentbers but by wage cuts or dismissal as i the efficiency wage model.

This rescarch has led to several significant conclusions. First, it is vital to
consider the incentives of the firm as well as the employee, sinee firms can
ahways dismiss or cut the wages of nonshirkers if this happens to be profitable.
Such firm-side opportunism may sometimes be restrained by the firm’s con-
cern for its reputation in the ontside labor market, but reputational forces are
limited for the reasons mentioned previously. Second, efficient effort levels
may be sustainable even when cach individual employee works for a finite
period of time in a given finm and the employee’s date of retirement is known
in advimee. At first n_:_.E. this is swrprising, since a ::::_v\ rep sated prisoner
ditemma normally leads to cheating in the last round, hence also in the next to
the fast ronnd, and so on back to the initial round. But cooperation neverthe-
less remains feasible if there is no terminal date for the firm itself and
employee cohorts are overlapping (Cremer 1986; Bull 1987). A third conchu-
sion is that cfficient effort levels can only be viable if some surplus is gener-
ated within the employment relationship, so that cither the firm or the
employee (or both) prefers to preserve the relationship rather than end it.
Carmichael (1989), MacLceod and Malcomson (1993), and Dow (1995)
demonstrate that this surplus can be appropriated by cither party, depending
on whether the labor market is characterized by excess supply or excess
demand. But in general, the Tabor market will not elear, and if employed work-
ers appropriate some ol the surphus, they may well face significant exit costs.

Finally, in models of this kind there are multiple equilibria, inchiding an
ineflicient equilibriuny where everyone shirks. The potential for inclliciency is
casy to sces il firms expect employees o shirk, they may as well dismiss them,
and if the employees expect to be fired, they may as well shirk. The prevalence
of multiple equilibriacis a standard probleny in the analysis of repeated games.
A result called the Folk Theorem shows that any :::<.~_::__v\ rational outcome
can arise in an infinitely repeated game it the players put enough weight on
future payolts (sce Rasmusen 1994:Ch. 5; Fudenberg and Tirole 1991:Ch. 5).
Thus there is no guarantee that bigh-effort solutions must oceur, and scope
remains for an active ::::.nc_._:_ role in :c__:é:.n superior :_.n_.::ﬁ_:c:..._
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(Miller 1992:Chs. 9-11). This multiplicity of equilibria carries over
ary to the usual expectation that market
discipline imposes efficient behavior on individual firms and workers. Indeed,
it can be shown that ibor market cquilibria vary not only in their efficiency
but also in the way that surpluses are distributed between firms and workers
(Carmichacl 1989, Macl.cod and Malcomson 1989, 1993 Dow 1995).

Given the inability of game-theoretic models to predict a unigue effort
eqquilibrivm and the mixed track record of principal-agent theory in explaining
observed compensation systems (Baker, Jensen, and Murphy 1988), various
writers have turned their attention to the organizational and sociological
sources ol effort incentives. Akerlol and Yellen (1990) argue that workers sup-
ply high effort to firms as a gilt in exchange for reciprocal gilts offered by
their n.:_—,_:vséz (generous wages, _.:_, seenrity, _.:.f._x.ﬂ.:.:_ treatment). Related
ideas have been advanced by Leibenstein (1987). Indeed, game theorists
themsclves have c_:—u__.,.v._.\..;_ the importance of a corporate culture conducive
to mutual trust (Kreps 1990). A major task for the NIE is to identify condi-
tions under which such high-trust equilibria are likely to evolve and persist
o Miller 1992:Chs. 9-11, and Ghoshal and Moran 1996).

equilibria
to the abor market as a whole, contr

(¢

Regulatory Implications

Much recent discussion has :_:_u__:.,.,xi_ the value of maintaining continn-
ity in the employment relationship. This concern coimcides with tears in the
19908 about the cffect of corporate downsizing not only on laid-olf workers
and productivity of the survivors. A related

themselves but also on the morale
ater awareness of the merits of

clement in such policy discussions has been gre
Japanese employment practices, which provide
force with an expectation of lifetime employment (Aoki 1990). Levine
(1995:Ch. 8) recomnends a number of policy changes inspired in part by the
Japanese example, including just cause dismissal rules and measures to dis-

large segments of the work

courage labor tumover.

The NIE provides some support for such idcas, but not of an unqualificd
kind. The theory of rep ated games does establish that high-cffort cgilibria
are more likely to prove viable when workers have long-term attachments to
their employers. Indeed, if exit were costless, workers could simply shirk and
then quit. But on the other hand, when exit is too costly for cmployees, there is
a serious risk that _::::_E.:.__ :::::.:.< will be abused and that the labor nar-
ket will no longer function effectively as a mechianism for resource atlocation.
It can also he argued that if the henelits from continuity of employment are
understood, the partic themselves will take steps to reduce labor turnover.
LHenry Ford's decision to adopt the $5 day in 1913- 14 can be explained in this
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way (Rall and Summers 1987) and modern parallels are casy to find: for ex;
ple. the Starbaek’s coflee chain offers stock options to part-time c:“ _z ,.w....:..-
order :,v limit Labor turnover and reduce training costs. | proyeer
Unfortunately, firms may find it profitable to renege on promises of jol
scenrity ift denmand declines in the product market, if _..._v_:ﬁ.::.:,» .?.l,._.:
can be hired at low wages, it information about firm cheating becomes ._.,.
difficult to obtain, or if takcovers lead to the breaking of _:.:w._.. im V:n.:..__“_.c,ﬁ,r
ments. .~_,__:.f. it is possible that regulatory assurances of greater _.:7 ﬁ..cr_m“\-
ﬂ..::_._ facilitate more commitment to long-term relationships ..“:.:._:.,““.__A_cvM
forces alone can provide. These conld come in the form of tax in n.:.:< s
ri :JE. than direet administrative controls: for example, the emplo c_.. w.:::.,_f
bution to _::,_:_U_cv:_:._: insurance :_E_; involve more ex vﬁ.rﬂ._v_\nw. “ati -‘
with higher taxes for lirms with frequent layolts, Tpenenes TS
Levine (1995)-also advocates abandonment of the doctrine of at-will
cmployment (Epstein 1984) in favor of a role allowing A:..::..,.:_ c_.__ for
ause. While such a shift would no doubt promote continuity of n..:_ o :v“n_:
:..<E,= as providing some protection from employer :EEZ_:‘.?__: v“~ .._.v
raises problems from the standpoint ol efficiency wage theory. A x.v_:.q :_,.. £M
cause dismissal would shilt the burden of proof to firms ~.: ¢“::<.vm__. q.__._v
employee shirked rather than permitting the firm to .:.::m..f. .,.__:“_?._.f. ::mﬂ: ,..w_
:_7.\ Precisely becanse it is hard to write legally binding contracts .55..” ..:“
effort contributions (i such contracts were feasible, incentiv ”JS:__ __ __:r_
redund __.:. it is also hard to show in court that L.:.E:W has .._n.:_:_‘_, / :c».:“._.ﬁ._r
:‘A.,:QA, a ._.:ﬁ cause standard might force firms to switch to more sz_._ or _n.;,_w
ellective incentive devices, such as output-based performance n:,_;v“..ﬁ, N
promotion tournanicnts. | e
>:.:::._. regulatory policy that may be illaminated by the use of NIE con
p....._:,. is the enconragement of profit-sharing plans through ,Zx ben ,_L..T ﬁ,
._:._:z which adopt such plans, as has occurred in the U.S. and :.:. U ‘Kf__l_, 2 ,Aw
is now a _n_.xz_ deal of cconometric evidenee indicating ::... firms E_:.._ | zl_.a
_h:._; _.:.::,_ sharing have asmall but nontrivial (49%-5%) iner .:m,c in _M__“A”“____gu_”.u
A_ ._v_”v”“(:v A__:,_ w__.g.. C‘J“ see Krnse 1993: for the UKL, see Wadhwani and Wall
s and for related Japanese results, sce Jones and Kato 1995). This i

prima facie evidenee against the Alchi
again chian smsels 72) shivki
il facie evidence i ! ._: m and Demsetz (1972) shirking model,
| arg _ w the importance of a single residual claimant who monitors
cmployees. In ¢ tentalive vein, i ,
“ ployees _: amore tentative vein, it may be taken as evidence supporting
¢ repeste ) el . . - " . . )
e ..:: _n.:_.: idea that shared profit claims facilitate the emergence ol
cooperative, high-trust equilibria within i |
, s ibria w, s itz 4
o __:/E.E._.T e nitibria :_:_._._.:_:v (Weitzman and Kruse 1990).
i R L we wanl Lo focus on a different question: Does this empiri al
dence provide a justification Tor subsidies to firms that share profits?
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A believer in market efficiency would say no, for a _V_::m:._., reason: lirms
that will henefit from profit sharing already have incentives to implement such
plans and require no x:<1:::.._::_ assistance to do so. The wain effect of a
subsidy program is to induce profit sharing in firms where it is not particularly
beneficial, perhaps because cmployees already have strong effort incentives and
want to avoid further risks to their income (as suggested by the _:.::.::__-nﬁ..:_
framework). The presumption in this view should be that firms and workers will
implenent on their own whatever employment contract is ex ante cfficient in
the sense of maximizing the total surplus from the relationship, hecause then
the aggregate gain to be divided between the two parties is as Large as possible.

Is this reasoning decisi P Perhaps not. One line of connterargument in-
volves the idea that compensation plans adopted within individual finns have
spillover elfects on other firms, generating macrocconomic externalities and
calling the cificiency of market solutions into question (Weitzman 1984
Levine 1995). An alternative story that invokes adverse selection in the labor
market runs as follows. Suppose employers have private information about the
financial prospects of their firms. Workers will then wonder whether an offer
ol profit sharing sigmals anything about the firm’s true prospects. At any speci-
ficd wagarrate, perhaps firms anticipating future financial difficultics are more
inclined to propose profit sharing because they want to transfer some down-
side risk to their employees. 1 there are enough fly-by-night firms of this
type, workers will understandably reject compensation packages that include
profit sharing, Unfortunately, financially healthy firms attempting to use prolit
sharing to raise productivity will also have their proposals rejected by workers.

Hence firms that should adopt profit sharing will not do so in equilibrivun.
Under these conditions it may be possible to construet a subsidy that makes
profit sharing attractive to workers despite adverse selection problems, where
the subsidy pays for itsell” by increasing tabor productivity aned thus the tax
revenues of government (Greenmwald and Stiglitz 1986).

1t is impossible to assess the merits of this story here. As pointed ont previ-
ously, the key point is simply that inflormation or bargraining problems at the ex
ante design stage can undermine the efficiency of governance structures and
may thus open the door to efficiency-enhancing, policy interventions. Whether
or not this is true in particular instances cannot be settied through armchair
theorizing: carelul empiri al investigation gnided by a relevant body of theory
is neceded. But the theory used should not dircetly postulate, as the N1E often
does. that market forees lead antomatically to efficient cmployment contracts.

I close this seetion by looking at a rather different role for regulation, one
suggested by the potential for multiple equilibria in repeated game models and
by the importance of custom, history, and random drilt in evolutionary versions
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meins for ._.2.:.:a:::::ﬁ markets aronnd socially preferred equilibria. 4<=_.:,_
the firm, for instance, comparable worth or affirmative action programs ny
provoke reconsideration of traditional and unexamined as: nmptions about the
criteria by which wages are attached to jobs, When tniplemented by many
enployers simultancously (such as large private firms or local and state r-:<\-
ermments), such programs may also have some impact on the social conven-
tions prevailing inan entive labor imarket. The same is true for laws prohibiting
A:..f..E.::_::::: based on race, gender, age, disability, or sexual orientation. In
elfect, regnlation identilies a new focal point {(Schelling 1960) around which
the expectations and practices ol private agents can begin to converge.

ol game theory (Weiball 1995). 1n this context, regulation may _::<:r. a

Bargaining

We have now considered two themes in the new theory of the firm: coor-
dination N.::_ incentives. A third theme in the N1E is that of bargaining. NTE
writers often see the firm as an institution that enables private agents to avoid
ostly bargaining across a market. Others, however, regard the firm itself as an
arena where bargaining processes are played out. One's view of the efficiene
of firm organization, as well as the costs and henelits of regulatory :.:._SL:V.\
tion, depends to a large degree on which of these ideas is emphasized.

Theoretical Backgrownd

The Titerature on transaction cost cconomics originating with Coase (1937)
_w:.ﬁ.m a basic question: (<__.< is it that some transactions are :_.n:_:.\..s_ within
firm, while other transactions are carried out across a market interface? ._,_:..
paradigm application is to vertical integration. Finns buy many puts :.:.:_ ex-
ternal suppliers, but they also generally produce some of their :2.: 2::_:,.-
nents ar inputs. What forces govern this make-or-buy decision? One answer
&_S._:.Z_ by transaction cost cconomics (Williunson 1975, 1979; Klein, C.::,r
.:w_.i, .:_:._ >._A,__:_: 1978) is ~._:: transactions requiring investments in specialized
assets are likely to be carried on within a firm, while transactions that do not
require such investments will be conducted via market exchange. For example
a coal mine located next to an electrice generating plant is _::._,,\ to bhe ::.5:..“ 7«
the electric utility (Joskow 1985). Similarly, ?._:.ﬁ..: :_cx,:.‘..ﬁ:_,:z_:..f. ::WM
acrospace companics are more likely to produce specialized components in-
_._::.f..x ..x_x.ﬁ._:__..,\ when they are technically complex. But on the other hand
few companies find it necessary or desivable to produce their own paper clips ,

To understand these ideas, we need to develop the concept of quasi _..._:. .>
quasi rent is defined to be any Now of payments in exce .

\ chin \ of what is _.2__::;_ to
cepan asset inits cirrent use after the investinent .,z_x__:_::_.f.f. lo create the
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asset are sunk. For example, suppose it costs $1 million to build a widget fac-
tory; but alter this ex ante expenditure has been incurred, the factory owner
would be able to get at best $500 per month by putting the factory to an alter-
native use (it is only designed to produce widgets, cannot be operated by any-
one else, and would he very expensive to retrofit). At the ex post stage, once the
factory exists, any net revenue to the factory owner heyond $500 per month is a
(uasi rent. Similarly, a worker who has invested time and effort to Jearn o par-
ticular job may be able to get at most $5 per howr by taking the nest hest ay il-
able job. In this case any payment on the current job that exceeds $5 per hour
would be a quasi rent. Notice that a guasi rent can he viewed as the retuwrn on
the portion of the initial investment that is sunk. More specialized assets tend to
have a higher sunk component and thus yield larger quasi rents. A rent s also a
payment exceeding what is needed to keep an input i its curvent nse, but ordi-
nary rents do not ..c_:.c.ﬁ._: returns on earlier investments (consider the Buan-
cial rewards derived from Wayne Gretzky's genetic talent for playing hockey).
Once an asset has been put in place and its cost is sunk, there is a danger
of ex post opportunism because other parties can gain by reducing the existing
flow of payments to the asset owner. More generally, we can expect owners of
reluted assets to engage in ex post bargaining over the available pool of quasi
rents. Bargaining oceurs because after the initial investment expenditures are
sunk, the various parties find themselves in a situation of bilateral or multilat-
ive to transact with an outsider who

eral monopoly where it would be exper
has not already made the required investments. Such bargaining can be very
costly if the parties have private information (Kennan and Wilson 1990, 1993).
Bargaining costs can take many forms: lawyers may be hired, agreements may
be delayed, imnecessary visks imay be incurred, or expensive precautions may
ses during a strike or lockout, where the

be tuken. The dearest example a
value of lost production becomes painfully obvious.

For the generating plant and the coal mine, the need for repeated hag-
gling can be climinated in a simple way: the owner of one firm can bay the
other, Once all the assets are in the same hands, there is only one prolit
stream, namely, the prolit going to the owner of the combined firm. A Lurge
amouit of NI analysis has been motivated by the idea that the costs of
opportanistic bargaining can be eliminated by means ol integrated asset own-
ership (Williamson 1975, 1979, 1985; Klein, Crawford, and Alchian 197!
Grossman and Hart 1986; Hart and Moore 1990; Tt 1959, 1991). But this
solution only circimvents bargaining problems associated with pluysical assets.
Specialized skills present a more intractable problem because it is impossible

to own someone else’s human 2::.:; (that is, a _:._.z::w accnmulated stock of

productive knowledge, skill, and experience).
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Therclore, we now consider a firm where (a) A.____u_cvf.z have speciatized
skills that are valuable to the firm, (b) it

s costly for the firm to train replace-
ment workers, and (¢) the skills of the cmployees would be less vadnable in
other fivms. Such skills are firm-specific, and constitute a specialized asset on
which quasi rents can be carned. But after employees have acquired their
skills, the firm wonld like to push wages down to the lowest level that would
be compatible with retention of its employees, while emplovees would like to
push wages up until the firmeis just indifferent toward continning their em-
plovinent.

Several problems arise in this situation. First, there are the usual bargain-
ing costs due to bilateral monopoly, perhaps aggravated by the costs of over-
coming collective action problems on the employee side. Second, there is the
issuc of who pays for worker training ex aite, and whether investments in spe-
ciadized assets ol this sort will even ocenr, If the cemployees expect to receive a
low wage because the employer will Tave most of the e post bargaining
power, they have little incentive to invest in costly traming (c.gr., by sacrificing
time that conld have been used for other prirposes). On the other hand, if the
lirm expects to be “held up” by opportunistic workers once the specitic human
capital is in place, it will not have much interest in financing the training
cither. Ideally, cach party will bear a share of the ap-front cost equal to its
expected share in the ex post quasi rent, since this will lead to efficient contri-
butions by cach party. However, this may be difticult or inpossible to arrange
when the true costs (sueh as the opportunity cost ol a workers time or the
cost to the firm of reduced production during the Uraining peviod) are private
information. A third issue is the possible waste of resources on strategic
moves aimed at strengthening one? ,

ex post _x:.n:_::_ﬁ position. For instance,
..:__u_:w‘.._., niay E_:_: new _:A.x__:.::: methods in order to appropriate quasi
rents from workers by reducing the level of firm-specific skill required from
the work foree (Dow 1985, 1988, 1989; Skillnian and Ryder 1993), .

My N authors claim that sncl difficultios have motivated the ereation
of internal Tabor markets within firms. The TEM idea dates baek to Docringer
and Piore (1971 and carlier institutionally oriented labor cconomists. Rock
and Wachter (1996) summarize 1LM norms in the [oHowing way: “Wages
increase with seniority; a business downturn results in ».___1_::,.., favoffs r: _ﬁ:_.
than wage reductions: i Tayolfs oceur, junior workers lose their .m:_,,f. before
senior workes .

s discharges are for canse; i an employer catehes an emplovee
shirking, the emplover will discharge the cmployee rather Ui reduce his
Wil

and il firms discharge older workers hefore vounger workers, they do
so tirongl voluntary retivement mechanisis in which the firm buys ont the
‘contract” of the older worker”
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The first explicit application of the new institutional economics to internal
labor markets was by Williamson, Wachter, and Harris (1975). These authors
:_.ﬁ:i_ that 11.Ms _.»._:.Cmc_: an efficient v sponse Lo two _:.:_,_F.:_% the exis-
tenee of firm-specific human capital acquired through on-the-job training, and
informational asynmetries between the firm and its employees. To diminish
costs associated with opportunistic bargaining, the 11M attaches wages to jobs
or hierarchical levels rather than individuals and offers an arbitration or gricv-
ance apparatus to resolve conflicts. Reliance on internal promotion not ::_v\
preserves the continuity of the employment relationship (and henee __:.. quasi
rents associated with m_vch_::,\.:»_ skills), but also helps to overcome inflorma-
tional asymmetries in two respect First, as the firm learns more about the
true abilities of its employees, it can promote higher productivity people into
more _.:m_v::v:v_c positions. Second, the internal promotion system motivates
effort through a tourmament process where high performance is rewarded over
time through rapid career advancement, For this system to work, outside hir-
ing must be confined to specified ports of entry near the bottom of the carcer
ladder. Otherwise, firms would fail to take full advantage of the information
they accumulate about internal candidates and would dampen work incentives
by w.ﬁ_:c:.ﬁ the pool of prizes in the promotion tournament. These ideas have
subsequently been claborated by Wachter and Wright (1990) and Rock and
Wachter (1996); for an empiri al assessment in the context of a detailed case
study, sce Baker, Gibbs, and Holmstrom (1994a, 1994D).

Regulatory Implications

What policy implications emerge from the literature on intrafinm bargain-
ing and internal labor markets? Here 1 will focus on the continuity of the
employment r Jationship and extend the previous discussion on regulatory
implications of incentives above. Clearly there can be efficiency losses il valu-
able skills are sacrificed through layolTs or plant shutdowns. One might think
that complementarities hetween the physical assets owned by the firnand the
human assets of cimployees would motivate both partics to preserve the rela-
tionship (Williamson, V nehter, and Harris 1975). However, the quasi rests
from such investments are typically shared through bargaining, so that firms
and .,.___—,_:v; es both :E:‘:_:.,.,.:w :x post returns above their next-best market
alternatives. Proximately, therefore, a wage premium that is paid to an
eniployee with specialized knowledge or experience is a cost item {rom the
z::::xiz ol the firm; or to put it another way, the private cost to the firm of
retaining such an cmployee is higher than the true social cost. Because the
firm does not take into account the quasi rent Josses that Layolls inflict on em-
_v_:v:;i.z_::v\ _z.:._:_zex_:C.Ezz:: s\:q_,.p.?é:__z_:x.:.mc.f.r:_m _:.A.:_:::.,._.

—

S

N R LR SRR e

THE NEW INSTITUTIONALIST

81
Fmpirically, these costs appear to be large: Hamermesh (1987) estimates that
laid-olT or displaced workers lose between $4,700 and $15.700 in present value
terms (using 1980 dollars) and provides evidence that these losses were unex-
pected for the individuals involved. These figures do not include losses associ-
ated with spells of unemployment between jobs or the value of Jost skills that
are specific to an ocenpation or industry rather than a firm. There is also little
indication that workers are paid significant compensation up front for the risk
of layoft (Murphy and Topel 1987).

According to the Coase Theorem, incflicient layofts will not occur if work-
ers are prepared to bribe firms in order to retain their jobs, because suchy a
bribe (if equal to the full employee share of the quasi rent on firm-specilic
skills) wonld lead the firm to take account of employee losses in making its lay-
off or plant shutdown decisions. Thus, if the losses to workers from a shut-
down were severe, the workers would offer large concessions to their em-
ployer to keep the plant open, and if maintaining operations were the efficient
solution, then the employee bribe would be sufficiently large to persuade the
cmployer to continue operations. In practice, this process is unlikely to func-
tion smoothly due to informational asymmetrics, wealth constraints, collective
action difficulties facing worker teams, and the firm’s inability to commit not
to extort further bribes in the future. Indeed, the transaction cost framework
identifies such bargaining rigiditics as a central rationale for internal lubor
markets where wages are attached to jobs rather than individuals. More funda-
mentally still, if short-term bargaining were frictionless, there would be no
need for anthority structures to coordinate production in the first place (Mil-
grom and Roberts 1990a). A corollary is that layoff and shutdown decisions by
management may be inefficient from a social standpoint.

One response in the U.S. has been legislation mandating advance notice for
large plant closure

. Another approach wonld be to expand public insurance
against the risk of layoff, cither through ordinary unemployment insurance or
by subsidizing the retraining of displaced workers. Both advance notice and Ul
can lead to incentive problems. T the case of advance notice, effort incentives
can drop ol [ sharply once all players realize that they are now in the fast round
ol a prisoner’s dilenima game; and in the case of UL, unemployed workers may
defer serions job scarch until near the end of the eligibility period. Bat on the
pusitive side, hoth measures may improve the quality of matches between laid-
ofl workers and subsequent employers by inercasing the average duration of
job scarch. Both policies also help to cushion the blow of wnemployment itsell
cither _J\ :__:,S:ﬁ mare precautionary saving after advance notice is given or
through UL pavments and retraining opportunities. However, neither policy
direetly addresses the nnderlying problem, whiclhis the failare of employers to
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internalize the costs of job loss that Tayoft or shutdown decisions impose on
employees. From a social standpoint, it would be better 1o discowrage inelli-
cient layoffs in the first place, rather than shifting their costs to society al lurge.

As noted _5,5::. _v\ Levine (1995) has v.:ﬁn..,f.:;_ an alternative :_,_:.::c__
where long-time employees can be fired only for canse. This policy would
elfectively transfer property rights from firm owners to workers, since em-
ployces would have to be bribed to leave, rather than needing to bribe the
firm in order to stay. One could argue that legislated protections against
unjustified dismissal represent an extension to the nonuion sector ol provi-
sions already found in existing collective agreements and that such protections
would merely codifly existing nors in internal labor markets (Rock and
Wachter 1996). It is also true that Western Furopean countrie have T:__:._.:__v\
adopted public policies providing more job sccurity than is available in North
America (although the value of such rigiditics has been under active debate in
Lurope itsell). Finally, one can argue that the U.S. and Canada are already
___:.(_:_ﬁ implicitly toward such a system through the growing mumber ol conrt
decisions where employees arc awarded damages for wronglul dismissal.

Does this clinch the case for ending employnient at will? Probably not. It
remains unclear how just cause requirements would be enforced in sectors
that lack the monitoring and enforcement capabilitics of unions or the firm-
side reputational mechanisms that help to keep interal fabor markets viable,
The practical result would probably be a shift in the burden of proofl toward
the employer in civil litigation (although mandatory arbitration by a third
party might be used to provide a better informed, faster, and lower cost
method ol dispute settlement). It is also far from clear how workers with high
levels of firm-specific human capital, who are often the chiel intended beneli-
ciaries of such proposals, could be distinguished from workers who have made
little investment in such skills (by length of service? occupation? degree ol
responsibility?). Indeed, it might not be desirable to make such distinctions at
all. Even if their skills are not firm-specific, employees could be paid a pre-
mimn for incentive reasons; ::.v\ _:f_: apture some _:‘:._:n.::: z_:._v_:z. S
thrbugh bargaining (Osborne and Rubinstein 1990); or they might captare
part of the value from an especially good job mateh (Rosen 1991). A case
could be made that workers who derive wage preminms [rom any ol these
other sources are also inadequately protected by the option ol exit to an ont-
side Tabor market. Thus it

not obvious how one should define the employee
constituency to be targeted for regulatory or judicial protection.

There are other Tabor market implications to be considered as well, not
least whether employers will insist on lowering wages in order to ollset the
sal. As noted

reduced ex post flexibility associated with constraints on dismi
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above, dismissal threats might have to be replaced with less effective ways of
cliciting effort from workers. And finally, if cmployers must bribe employees
to leave by proposing a mutually aceeptable severance payment, bargaining
costs might make it difficult to end a bad match between a firm and worker
and could give employees incentives to shirk or even sabotage production in
order to support demands for better severance packages. 1t is impossible to
evilnate all of these issnes here, but this short discussion shonld give some
ideq of the gquestions that would he posed by the NIE with regard to modifi-
ations in the rule of employment at will,

Conclusion: What Does the NIE Have to Say about Employment
Regulation?

In our towr through the topics of coordination, incentives, and bargaining,
we have seen how the NLE can help to shed some light on regulatory issues
involving employment. While the NIE framework rarely provides a sharp pol-
icy conclusion, it does spotlight some questions that need to be addressed
when regulatory proposals are evaluated.

As T emphasized previously, the NIE generally starts from a prestnption
that individual rationality and competitive market forces can be counted upon
to induee efficient governance responses from private agents. At the sane
time, we noted a tension between the NHES stress on market failures as the
rationale for firm organization and its beliel that competitive markets will
bring abont an elficient set ol governance stractures. In contrast, we argued
that there is a second-order efficiency problem: market failures similar to
those motivating the creation of hierarchical firms may prevent private parties
from arriving at efficient governance systems and so may justify regulatory
intervention. I this closing section 1 will briefly review the major forms of
market failure that can lead to inefficient private governance and summarize
the ways in which regulation might be of assistance.

Informational asymunetries. The most divect remedy for informational
problems will often be disclosure requirements, il these c.:: be enforeed sne-
cessfully. Other vemedies include tax and subsidy systems designed to offset
the distortions from adverse selection or moral hazard in the Tabor market,
C_:,_:_v_:«.__:.:. msurance i :

\ a prominent exaumple, and subsidies to prowmote
profit sharing might be justified inasimilar way.

Market power. Monopsonistic distortions can arise il job scarch is costly
and _‘:._._.,.4. or workers are heterogencous. Depending on the situation, _:.,f.z__v_h.
solutions might be to legislate restrictions on the ontcome of wage bargaining
Guminimum wage), to diminish scarch costs ::4:5.-.__ inlormation disscmination
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(public data hanks on job openings), or to strengthen <<..:._:.1 _..:_.n::::ﬁ
power (unionization). Bilateral monopoly combined with informational asym-
metries can lead to bargaining rigidities, which may warrant policies to
enhance job seeurity or to ensure a larger employee voice in firm governance.

Collective action. Free-rider issues in negotiating and enforcing agree-
ments involving many workers simultancously are usnally addressed through
legal recognition of the right to bargain collectively. Other frictions resulting
from inadequate representation of worker interests might be Landled by
requiring employee representation on the board of directors or by subsidizing
worker buyouts of conventional capitalist firms.

Evit costs. For reasons involving s sarch costs, firm-sp ilic investinents, or
efficiency wages, it may be costly for workers to exit from firms. Possible
restraints on the abuse of managerial authority in such sitnations include
direct regulatory controls (to prevent raids on employce pension funds or
limit exposure to toxic materials), guarantees of job security (dismissal for
-ause), mechanisims through which workers can discipline firms (grievance
procedures, arbitration, strikes), and direct employee participation in corpo-
rate governance.

Externalities and multiple market equilibria. Externalities across firms
(e.g., with respect to worker training) could be addre ssed by suitable incentive
schemes (such as a subsidy to training) or other controls (such as mandatory
provision of training CEVCZ—.:E:.,.V. Labor market conventions where wages
are governed in part by social custom or historical accident could be altered
by antidiscrimination rules, comparable worth programs, or by other regula-
tory policies that provide new focal points for private sector practice.

It is far beyond the scope of this chapter to comment on the practical merits
of any of these policy suggestions. A serious examination would require compe-

tent theoretical analysis, detailed empiri al knowledge, and a sober assessnmient

of unintended side effects. The main lesson to be drawn is a more general one,
The NI can offer at least two kinds of insights that might aid in the process of
policy evaluation. First, it forces advocates of regulatory intervention to explain
in a clear and rigorous way why there is a market failure at all, given the incen-
tives of private agents to reach mutually beneficial ayreements. This is an
important form of intellectual discipline that should help to lorestall well-inten-
tioned but misguided interventions. Second, it provides some clues about the
kinds of failure one might want to watch out for. As we have seen, a central con-
cern of the NIE is to identify a set ol market failures serious enough to moti-
vate the ereation of firms. But many of the same [rictions that make it attractive
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reasons to

to suspend market forees within the firm can reappear elsewhere a
question the market’s own judgment about privately established governmance
systems. Indirectly, therefore, the NIE identifies some important grounds for
_..ﬁﬁ:_..::J\ intervention in the labor market. One can only hope that future work
in this ficld will begin to address these questions in a more explicit and system-
alic way.
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CHAPTER 3

The Law and Economics Approach to
Workplace Regulation

STEWART |, SCHWAB
Cornell University

The economic

_ invasion of labor law scholarship began over a decade ago.
(See Posner 1984, noting the paucity of labor law and economics scholarship:
mﬁ._._s\:_, 1989, warning of the invasion.) The last decade has seen ccc:c,::r
,»._:_:_ more and more territory, particularly in the distinet field of __c.:__:c.._
..E:_V_:v:::_: faw.” Indecd, the current eritical mass of labor law and econom-
ics scholurs enables them to fight their own civil wars about the proper law
and economics approach to various issues. This chapter attempts to surve m__c
cwrrent landscape. (For an cardier survey of labor law and cconomics ﬁc_.,w\v_.
ship, sce Moore 1991.) N "
1 will not comprehen sively survey all Tabor law articles that arguably could
be _:_,.A._Z_ law and ceonomics (L&E). That might demonstrate the WM:?:_ r
size ol the field, but not much clse. Instead, T will be selective. My ;mm.w:_ is »m...
show how a L&E approach can help us understand, evaluate, and _%:.:._:
labor and cmployment policy. Law and economics has ::.::,2_ and is no
longer viewed as weird or esoterie. Its terminology and conceptions ?.:n._. as
:,.::.f.:n.::: costs, cheapest cost avoider, and the like) are part of ne.r,q,.__ le q..—,_
discourse. The acenlturation is slower in kabor and cemployment _“_E m_Z:.Tm._
common law tields but is clearly visible. Judges and Board c_.:cr_? A_E._:::”
_,.__5_, ases, perhaps niore attuned to the costs as well as the _.Ez._wi c_“ z,_w
cies than they were a couple of decades ago, are reflecting the ap w_,c._c___ of
law and cconomics in their decisions. So the L&E approach __A_._.. " »al
world™ impact on labor Law. ol R
_._Z me make a quick note on terminology at the outset. T will discuss the
L& approach both to labor law, meaning the laws regulating trade ::.5:.£. an _
to enployment law, which covers all other regulation of the Ec..f:w».n Z_,_M._.. .H_.
the ._r.i.:v..f.::_ can be done together, for the L& micthodology is ﬁ.:_:_.:.. for
1.::_ ficlds. For convenience T will sometimes nse the term ..._.p_v.c_. _.~.<<: M:
include “employment law™ as well, relying on context to make my :_, .:_::«M c_cﬁc
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