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: INTRODUCTION

The aim of this chapter is to review the contribution of economics to the understand-
ing of the remuneration of labour. In much of their work, economists are primarily
talking to other economists in a common, technical language which makes it less than
easy for non-economists to carry the findings of economics across to their own areas
of interest. A key task of the present chapter is to convey an understanding of the
economic analysis of remuneration in such a way that it will be helpful to personnel
practitioners in resolving the many challenges posed for them by the design and
consequences of different approaches to employee compensation.

We begin with a statement of the standard core of the economic theory of pay, based
on the neoclassical paradigm which has been much criticised but remains the starting
point for most economists. We consider the main lines of criticism and defence: the
debate has led to some important amendments and extensions of the theoretical core,
but has not replaced it with a new superior theory. Earlier criticisms from institutional
economists were perhaps relatively easily shaken off by the defenders of the orthodox
theory, but the critique has persisted and more important theoretical objections have
been developed and supported by powerful empirical evidence. We go on to discuss
four of the most significant developments, relating to efficiency wages, bargaining
models, internal labour markets and agency theory which are particularly relevant to
the aims of this chapter. In conclusion we focus on two important areas of current
concern, executive compensation and profit-sharing schemes, which arguably provide
some insights into economic approaches which are capable of making more positive
contributions to the problems faced by the practitioner.

Our aim in this chapter is not to try to resolve the differences among the various
approaches, but rather to point to ways in which economic analysis may be helpful to
practitioners in addressing their own problems. The more a firm or a business sector
approaches the conditions of full and effective competition, the more likely it is that
the competitive theory will provide useful pointers. But where competition, whether
. in the product market or in the labour market, is restricted, the greater the departure
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Economics can be distinguished from other social sciences by the belief that most (all?) beha-
vior can be explained by assuming that agents have stable, well-defined preferences and make
rational choices consistent with those preferences in markets that {eventually) clear.

Within this framework, wages serve to allocate Jabour across job vacancies and the
outcome in terms of the wage structure and the distribution of income is typically assessed
in efficiency terms. This is quite different in purpose from the social interpretation of
wages as providing a legitimate basis for social stratification and social cohesion, and
different again from the management approach to remuneration as a tool capable of
motivating and raising the performance of workers. Economics has its own agenda.

But this rationalist economic approach is now coming under question as a result of
recent trends in the labour market, particularly the observation of growing inequality
in pay and economic opportunity, and in the implications of enhanced ‘flexibility’ deriv-
ing from the deregulation of the labour market. As Rubery (1997: 338) puts it:

The predominant theories, from the neo-classical to the radical, have overstressed coherence

and functionality and underplayed both the persistence of conflict and contradictions and the
scope for discretionary, random or opportunistic decisions . . . wage determination decisions
have been held partially in check in the past by a series of institutional and social processes
which served to link wage determination across sectors and organizations and labour force

groups. Many of these processes . . . have disintegrated in the 1980s and 1990s.

If this is a valid critique, it implies that a fully satisfactory theory of the behaviour
of wages needs to break out of the straitjacket of rationality and accept that much of
the ‘noise’ in the system, which continues to cause problems for the social scientist, is
due to forms of behaviour which are not consistently rational and orderly. If, at the
same time, some institutional and social forces operating on the wage mechanism are
weakening, the scale of the ‘noise’ problem may be increasing and the search for a new
approach may be more pressing. In the meantime we will focus on the attempts of the
economist to bring the theory based on rational principles of allocative efficiency into

line with increasingly rich empirical evidence on wage behaviour and structures and
seek to assess its value for the manager.

CRITICS, DEFENCE AND DEVELOPMENT

The neoclassical theory based on the marginal productivity theory of demand has long
had its critics. For example, Lester (1946) argued that the theory was unrealistic as

employers cannot and do not think in terms of marginal revenue calculations. The ortho-
dox response was that this was not necessary, as long as the economic agents behaved
as if they were profit maximising. If theory based on specific assumptions provided good
predictions, it was doing its job even if the assumptions proved to be poor descriptors
of reality. The defenders of the orthodox theory {e.g. Rees, 1973: 58) also pointed to
the fact that the critics had failed to come up with a convincing alternative and there
was no justification for discarding the conventional approach - though a number of
developments were introduced in order to cope more satisfactorily with the awkward
facts thrown up by new empirical research. A pragmatic defence acceptable to many
might run as follows (Reynolds, Masters and Moser, 1986: 135):
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In the extreme case this means that anything done by an economic agent is assumed
to be rational and maximising — which may be all very well for explaining eventg
ex-post but not very helpful in predicting behaviour.

A second development of much greater significance in the development of the

neoclassical thinking also emerged in the 1960s, the introduction of a supply-side approach
to the wage problem, embodied in buman capital theory. Previously the supply of labour
had been 4 necessary but rather neytra] ingredient in the neoclassical theory, the main
operative factor being demand acting through the marginal productivity principle. The
new human capjtal approach emerged from the finding of T. W, Schultz that the preval-
ent economic models faifed fully to account for U growth. The standard production
theory of the day assumed that al] units of capiral and of labour were identical, but
it was increasingly recognised that input quality, especially for labour, could have marked
effects on productivity, affecting growth over time or across countries, Unmeasured
human capital thyg emerged as a factor able to contribute o the explanation of
varying growth rates, and the study of nvestment in human capita
a new vista for the understanding of wages.

Earnings were now seen as a reflection of the hyman capital embodied in individuals,
who invest in education and training so as to maximijse the discounted value of life-
time earnings. This investment raised productivity and hence the attractiveness of the
worker to the employer who would pay higher wages to acquire it. The basic model is
subject to a daunting set of simplifying assumptions. Qver time, however, develop-
ments and extensions have emerged to provide a much more rounded theory capable
of handling problems such as the differences between types of human capital invest-
ment, the effects of intermittent laboyy market participation and variations in attirudes
to risk. Applications of the theory have shed light on the existence of the gender and

I'began to open up
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Thus although human capital theory offers a unified explan
observe in the rea| world of wages and labour markets, there 1
that this is not the whole story.

ation of much that we
emain serious concerns

DEPARTURES FROM THE COMPETITIVE MODEL

Many contemporary Jabour economists still share the basic values and beliefs of the
earlier institutiong] critics of competitive theory. They reject the basic view that
labour markets operate along essentially similar lines to commodity markets. What is
exchanged in the labour market ig inherently embodied in people. As a consequence
they argue that, first, one needs to develop a much broader and more complex theory
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Exhibit 3.2

Changes in: the wage structure in four OECD countries

1 Educational and occupational wage différentials harrowed in the USA, Britain, Japan
and France in the 1970s: But this pattern reversed itself with increases in skill differ-

entials in the USA, Britain and Japan irnt the early 1980s, with a muted but some-
what similar pattern appearihg in France from 1984,

2 ‘Reductions in the rate of growth of the relative supply of collége-edicated workers
in the face of persistent increases in the relative demand for more skilled labour can

explain a substantial portion of the increase in educational wage differentials.in the
-USA, Britain and Japan in the 1980s.

3’ Similar changes in relative skill demands are likely to have occurred in France, but
the effect of such changes on wages has been somewhat offset by a high minimum

wage and the ability of French unions to extend contracts evén in the face of
declining membership:

Source: L. Katz, G. Loreman and D. Blanchflower, 1993.

More recently, younger economists interested in wage determination from a broader per-
spective have re-examined the role of the industry, establishment and firm in wage determina-
tion, with empirical findings totally supportive of the older generation . . . While all the modern
analysts, like the older generation, have tried to build competitive studies to explain industry
and plant differentials, the broad conclusion they have reached also mimics that of the older
generation — namely, that competitive theory cannot explain the observed phenomenon.

The modern group of critics confronts the rational school of thought on grounds
similar to the earlier institutional economists but employs essentially the same meth-
odology as the neoclassical school {with an emphasis on deductive hypothesis testing using
quantitative methods to analyse large bodies of survey data). Specifically, they analyse
differentials that are inconsistent with the ‘one price’ rule for equivalent workers,
predicted by competitive theory (reflecting individual productivity). Empirical evidence
of sustained wage differentials linked to plant size, firm size and industry (even when
measurable labour quality is held constant) is inconsistent with conventional theory.
Exhibit 3.3 lists some specific findings from relevant micro-level British studies of
this area.

As a consequence of these and similar findings, theories of wage determination depart-
ing further from the standard competitive version have developed. Groshen (1991) sug-
gests five versions which progressively distance themselves from standard competitive

theory in order to explain inter-firm wage differentials for similar workers: in stmplified
terms, these are:

1 workers not quite homogeneous due to innate or acquired worker quality, leading
to firms sorting applicants by ability;

2 compensating differentials mitigate undesirable terms of employment deriving from
managenent strategy or technological requirements;

3 random variations due to imperfect information, search costs and lags;

4 efficiency wages, where higher pay generates higher productivity;

5 bargaining, where the firm earns rent through its competitive advantage, but stake-
holders are able to capture some part of it (or management is altruistic).
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1 The shirking model: The contention here is that because individual worker produc-
tivity is often difficult to measure, this provides workers with the incentive to
‘shirk’. However, if firms pay workers more than they can obtain elsewhere, they
will be motivated to reduce shirking, because of the risk of being caught and hence
losing this wage premium.

2 The turnover model: The contention here is that the wage premium is designed to
reduce labour turnover which would involve considerable costs to the firm, particu-
larly the loss of employees who have been in receipt of firm-specific training.

3 The superior job applicant pool: According to this version, it is not easy for firms
to attract, identify and hire workers with high productivity potential. As a con-
sequence, the high wage strategy is designed to attract a superior pool of applicants
so that even random hiring produces a more productive workforce.

4 Fair wages: According to this version, the ‘gift’ of higher wages is reciprocated by
a ‘gift’ of higher productivity. This is because these higher wages satisfy individual
employee demands for equitable and fair treatment, and thus result in a reciprocal

exchange of enhanced effort, reflected in increased morale and performance.

There are varying assessments of the worth and value of this particular body of work,
largely due to the difficulties of developing suitable tests able to discriminate between

different theories, but the following conclusion is one that might command broad
support {Elliott, 1991: 352):

Recent attempts to explain these industry effects have focused on efficiency wage theory. This
has the appeal that it attempts to explain why wage rates may be established and remain above
the market clearing level. Some of the variants of efficiency wage theory are merely ‘old wine
in new bottles’. More novel are the versions that emphasize considerations of morale and
fairness. These notions are by their very nature difficult to investigate empirically and it has
to be admitted that at this time there is little empirical support for these versions of the
theory. Such a remark is not meant to pour cold water on these ideas for they represent one
of the more important developments in labour economics in recent years. However until we
resolve some of the measurement difficulties standing in the way of empirical evaluation

of these theories, our appreciation of the importance of these issues is likely to be severely
curtailed.

Bargaining models

Allowing again that firms are able to earn rent above normal profit due to some degree
of monopoly power, it is possible for stakeholders in the firm to capture a share of
that rent, either through bargaining or through altruism on the part of the employer.
Trade unions, for example, may be able to engage in collective bargaining to increase
the wage rates of their members by obtaining a mark-up on the market rate, thereby
providing an incentive for employees to join the union. Equally, employers may feel
disposed to share the benefits of their market position with managers (through exec-
utive perks) or employees on a discretionary basis — though this would be difficult to

separate from the payment of efficiency wages. A special case arises in refation to senior
executive compensation which we discuss below.
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ol labour rkets party (the firm) seeks to motivate the agent (worker) to behave in a manner which is

. o S of advantage to inci inci i
A further development in labour economics with important implications for the ana- for the )erfgor the prfmupalt When a principal considers contracting with an agent
he firm or plant level has been the focus on internal labour markets. I mance of a service, each party has (asymmetrical) information which is

lysis of pay att ! o
: ol s b ¢ o o o S any large private to itself: only the agent knows the true cost of the effort required of him, while

¢ internal labour market conce © to

E?ganisations in which pay structure is effectively insulated from the fo-rces of {external) Ziitﬁ)';crialljzil}(?owsﬁtl;e (expected) value Of‘ the output. In the design of an optimal
jabour market competition. Contact with the external labour market is confined to re- princi ai . ace 1115 ks — will the agent deliver the required output on time, will the
cruitment through limited ‘ports of entry’, and jobs in the organisation are arr?nged intervgne Sng fe-nou‘igl to re\fvard the effort? And what happens if external conditions
hierarchically. Employees receive company—speciﬁc training and are PmeF)Fed in the This goes to tlms}t: dt? genuine effort on the Part of the agent — e.g. weather conditions?
hierarchy as they acquire skill and experience. Being sheltered from competiive forces, for the spent (f:)e. cart (;f 1112}“}’ compensation problems: how to provide motivation
companies are not driven to relate wages directly to (marginal) productivity but can docs notgshirk 2 ex;lmp_e through incentive pa'yments) or how to ensure that the agent
organise administrative systems of job allocation, training and career development, with itor: supervisioﬁrni N \-A;lays that the prmc%pal finds difficult or expensive to mon-
an appropriate pay structure, to suit their own needs. Wages are attached to jobs rather O supetvaion daY prolw e an answer but it too comes at a cost to the principal.
than reflecting individual marginal productivity. The internal labour market thus which empl ! 1.e employer may be'to adopt a deferred compensation approach in
breaks the link between competition and marginal productivity which is central to the but more [;}:)yeei are paid }ess than their marginal revenue product in their early years,
competitive Wage theory. ' . . e 1-eduil2 Ez)etlﬁ ma‘1g1naldreve-1_1u.e product in their later years. Such an approach

This challenge to conventional theory has been taken seriously, since the evidence v comelar quts an sh-ukmg and would be consistent with the observed

. dicates widespread use of internal labour market arrangements.” Again, however, the i’e e orre atlllon etween earnings and tenure, Equally, however, collective incent-

defendants of the neoclassical lines have sought to rationalise the challenge by argu- bet emes sluc as profit sharing ,aﬂﬁ‘ employee ownership, may improve alignment

ing that ‘the internal labour market is an efﬁciency-orientated institutional response to i ween employer and employee objectives. As we shall see, the principal-agent analysis

: e ; ; also has a beari i i i
the basic market imperfections arising from specific training and the costs of information’ ring on the issue of executive compensation.

(Addison and Siebert, 1979: 195): in other words, it is an organisational response to
form of market failure. i
) "(lihere is no doubt that internal labour markets have been —and remain — an import- - A PART OF THE STORY, BUT NOT THE FULL STORY
ant type of employment systeIn adopted by employers to contribute to co'rporate :
objectives. They involve long-term employment relationships (employee comnntm;nt),
substantial wage rigidity (reflecting income security and progression), an .er.nphams on oo :
internal promotion and training (human resource development) and a positive associa- s have the fomlSt:i to our U_ﬂdefstandlng of firm-level compensation practices? That
tion between employee earnings and tenure (effective job matching) enhancing employee at, e fl ocused on the important, strategic questions concerning compensation
actitioners will recognise these features as design elements .1 he firm level, and produced useful insights into these areas? To assist our overall

asse A ) . 7
assessment in this regard we set out in exhibit 3.4 some of the leading strategic issues
involved in firm-level compensation.

A @snr;gmshed economist once stated that ‘economists were people who thought very
ser 1 i 1
eriously about small issues’. Is this a fair and accurate summation of the contribution

loyalty. Many personnel pr : ures
in their own organisations’ remuneration policy, and their strong link into human resource

management practice. o ‘
But it is worth noting that there has recently been some guestioning about the future

of the internal labous market. If the internal labour market was developed to over
come various forms of market failure, might it not be that, as the labour market itself :
undergoes change, this device will be less important. Cappelli (1995) and Cappd.ll,
et al. (1997) has observed that the long-term commitment of many employlers to their .
employees, including middle managers, has declined. Downsizing, the adop_non of more
flexible labour contracts, deregulation of the labour market, the reduction pf union
power and the shrinking of collective bargaining coverage with its emphasis on t‘he’
common rate, all seem to be moving away from the employment and income securlty
values imbedded within the internal labour market. As new payment systems depend
ent on strong links between pay and individual performance multiply, the imp(.)rtallg
of the pay-productivity relationship (at the heart of the standard theory) might D&
coming back into play. At least this is an area that requires to be watched.

A fourth area which has attracted a good deal of attention involves the econo!
theory of agency. This theory focuses on those forms of payment by which the princip?

With ibi 1 1
o exhibit 3:4 as a referer}ce point, our reading of the economists’ contribution
e compensation literature inclines us to the following broad conclusions

1 The body of theoretical literature is considerabl

; or
Lhe bods greater than the empirical

2 The focu 3
: cus hag been much more on the determinanis, rather than the consequences
of compensation arrangements.
3 Effici i ridi
; Tﬁ‘i 1encly 1§ the over-riding theme, though more assumed than demonstrated.
i eve1 of pay or compensation has been the major research concentration
esear r r i i :
he ;1 on the structure of compensation, the mix of compensation, the criteria or
: . .. .
bas sbo compensation decisions, and the processes involved (see exhibit 3.4) is grow-
g, but is much Jess than on the level of compensation.

6 Thes ralisati r i i
e generalisations from the American literature hold even more strongly for the

; literature from other countries.
N OMIC:

A number of i r implicati
o 1b<?1 of important implications follow from the above conclusions. For instance
] B 3 i ,
pensation practitioners at the firm level essentially ask themselves the following

54 ”




3 « Labour economics, competition and compensation
ard
part | » Strategic reward — the context of rew
Exhibit 3.4

2 There is very little empirical evidence that firms pursuing high wage strategies actu-
ally outperform other firms.

; 3 N L - ms . . . NRT . . . . .
crintagic issuds in the design of compensation syste : Howeve1, as with any generalisations, exceptions exist. Accordingly we note in the‘ next
Strategt . ;- : section two such areas of research by economists which have been of considerable inter-
est to compensation practitioners at the firm level. Indeed the approach involved in these
two areas is one which we feel can and should be pursued by economists more widely.

: :is for rewards ;
! ;’;h;al;iats; be job based of skills or:competence based?

pay 1 ance : » rticular-aspects
v fOf Pe':(e)rr;ninclude the extent of performance—based payi theer:?orménce-
k que“"?nrsmance and whethér it is based on individual or group P g
of perfo ' : : :

f iy oSS L nisations?
? I,\-Iﬂarkfji)g:st':e reward system compare (with that of other organisatiol
ow :

TWO EXCEPTIONAL CASES: THE WAY FORWARD?

’ Intemal;exremal e COmPaffsonhOrif?ngtiavf:g tfo-the attainment of internal or
iat elative emphasis v
What should be the re !

external equity?

The first area is that of executive or senior management compensation. Studies of ex-
ecutive compensation in the US in the 1970s and early 1980s frequently documented

the lack of a relationship between corporate performance and executive pay (Cappelli
etal., 1997: 39). Ehrenberg and Milkovich, (1987: 92). interpreted this as evidence that:

j ised./ tegy y . .
. dacentralised reward stra ; s
X Cﬁﬂffa_llseief:: is the extent to which one ¢éeks to standardise rew sy
The-issue K e

throughout the organisation:

corporate executives may pursue objectives such as sales maximization, growth maximization,
or market-share maximization that are not necessarily in the best interests of shareholders who

are concerned with short-run (accounting profits) and long-run {total stock market return)
g measures of the economic profitability of the corporation.

jeral S ; i ierarchical
e s 0’1:' hlelr'\aerrc:)éoncerns whether an’ organisation séeks a relatively hi .
The question )

or egalitarian reward system. .

The result was the development of a number of theoretical models seeking optimal
ways to resolve this principal-agent problem (Lazear, 1995). If there is a divergence
of interests between the owners of companies and the top directors, the problem for
the shareholders is to design contracts that will bring the top executives (agents) into
line. In practice, this would seem to involve a larger proportion of stock-based, long-
term incentives relative to fixed pay. There is a growing body of empirical research on
executive compensation designed to examine the implications of agency theory,

namely that an increased alignment of shareholder and executive interests increases the
performance of the firm.

 Réward mix : ; e . L
! iﬁe iésue here is the balance petweer pay and beneﬁt;

i k N : ive foor closed
5 Procé-‘ss 'iz(:\sicaﬂon policy: The guestion is whether a relat:\ées/ec;zeopted
(a) .k-ccc:rr:munication policy concerning revyardhsystecr(r)\rs‘::rcr"\sl e eant or. fange of
VIl e i tices: ‘The question nere L& P
{sion=making practices: ion making.:
= |i::fdc‘ividuals involved inthe relevant processes of decmor\“ v

source: Lawler (1984).

A number of existing studies reveal that changes in executive compensation are highly
and positively correlated with firm measures of economic performance (Ehrenberg and
Milkovich, 1987: 93). However, both the definition of compensation and the measures
of economic performance vary across the studies. Moreover, the existence of such a
correlation is not in itself evidence of the fact that the compensation—performance link-

age has led to improved economic performance. As Ehrenberg and Milkovich put it
(1987: 94):

i . should influence my 7 hst
<ons: What choices do1 have to make {see exh.1b1t>3~4)= Wlillat by concentrating on e
QEe§tle(’s a.nd \What are the consequences of my choices? A-rguilecyi’sions economists run-
ces; :
C1 Oldete,rminants rather than consequences, of compensatl(iil latively f!ew practitioners
b - o
tt;lee risk of telling practitioners whay they agrelaciy lk'no'wl'lt ?n studies which tell them: ..
i find much helpful 1nSight, loyment
are li to be surprised by, or ) i when employ
ha hkfe1¥ ample, payment by results systems are D7 tiely ely with the incid- - .
that, Jof & }lxjori[er that the number of supervisors varies mlver‘S Yore likely to be: One possibility is that corporations initially don’t know what the true productivity of their
-acts are S ) ults is m . . ives i . e o N :
Connaf payment by results schemes, or that payment by res . takes much Jess of & : e executives is. However, to the extent that the executives’ productivity can be imperfectly
ence O 3 because economic :
. N i ts.? Furthermore, c human Té :
n large establishmen . - ox he strategic hu
fourtlilencyigbased prescriptive perspective than, for lexa1Anple, td relevangce in pointing
o 1cegmamgen’ment literature, it is arguably of less interest ap
sour a

signaled by corporate performance, relating their compensation to corporate performance is
a way of ‘paying them what they’re worth’. If this is occurring, the compensation~performance

b i nexus could reflect learning about executives’ ‘true ability’ over time, not necessarily any incen-

. hoices. As a consequence, it is likely to D PR T tive arrangement to stimulate economic performance. Furthermore, even if appropriate incentives
up the factors which shape compensation © of choices that is of major interes ST do exist, it doesn’t necessarily follow that they will have their intended effect. Disentangling

e ences 7 e s
iots’ ribution to the conseq . . I its relative R

the economists’ cont ; is body of literature 1s only 1 3

. : earlier, this body

owever, as noted )

to practitioners. H

. O ncentives’ or l()dll]ulg’ is not an easy Ic
Y- S jum not H ) ation 1s duc t N
mpos 1 Cd the foﬂ()wmg (Ehfel belg 19 90 4-5 alld t; d
mfanC A recent ymp ]

S Although important issues, such as those outlined in the above quote, remain unre-

<«ts has been directed at whether pay structufre N solved, empiri'cal research on executive compensation has already produced some

{ Little empirical testing by egon§)1}1lsts 148 1 ool » S mmportant findings, as indicated in table 3.1.

; have incentive effects at the individual employee : :
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i Strong
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executives will structure their compensa?on pacrf;gmance
i i ible to move up as firm pe :
hat their pay is flexib ove nee.
Tmproves but will not suffer it firm performance dec

i Strong
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i i si
i i ill be driven to increase tirm ¥
likely executives will ; By
if adyditiona| growth results in decreased perf.orman . ——
The more concentrated the ownership of a ﬁrm;‘th‘ior:or
i isi i long-term hori .
likely executive decisions will have a g —

Greater monitoring and incentive alignment of executives
result in improved firm performance. - ——
Greater monitoring and incentive alignment of e);iic\\ljetl\ée;y

lead to a greater observed linkage between exec

and firm performance.

Strong
i i nce v
Relationship between executive pay and firm performa
varies by extent of diversification. o " crong
Extent of division autonomy affects criteria used to re
executives. —

-related
Executive pay is more strongly relate(.j to stocl;:l
performance criteria than to accounting meas . . - S
Executive decisions are very responsive 10 what incumbe

perceive will lead to the greatest financial reward.

Source: Gomez-Mejca, paulin and Grabke {1995).
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‘ 1 f r rafe
. . . - Co po

(1 arrants CO]ltil]L\ed research not least f()f 1ts 1nplicd tons for ¢

an area at wad 5

governance issues.

i o has
1 i draw attention to e
The second area of research by economists which we would
he s area

i rguing
i : the lead in arg
been in relation to profit-sharing schemes. Economists have taken
een in rela g

that such schemes can enhance organisational performance and, if widespread, can be an
important source of overall employment stability at the macro-economic level (Weitzman,
1984). Moreover their empirical research has yielded consistent evidence of significant,
positive links between the existence of profit-sharing schemes and organisational per-
formarnce, usually defined as value added (Weitzman and Kruse, 1996). Admittedly,
reservations and criticisms have been expressed about some elements involved in this
particular stream of research. For example, important questions have been raised about
the appropriateness of the variables used in the studies, the lack of explicit attention
given to the precise mechanisms involved and the difficulty of establishing clear-cut
lines of causation. Nevertheless we would argue that it is the direction of this research
that has been particularly important and worthwhile. Economists in this particular area
have focused on the firm level of analysis, been concerned with the consequences of
the arrangements and have often broadened their frameworks of analysis to include
process variables which have traditionally received little attention in their work. For
example, one can now find economists concluding that employee participation and
contingent compensation, taken together, produce stronger positive organisational per-
formance gains than each can achieve individually (Levine and Tyson, 1990; Kruse, 1996).

CONCLUSION

The themes treated in this chapter serve to demonstrate that there is no single
orthodoxy among economists in their approach to the study of compensation. It is also
clear that many of the concerns of economists in this area, notably the focus on
overall economic efficiency and the stickiness of wage response to environmental
change, are far removed from the concerns of managers and human resource practi-
tioners who view remuneration as a management tool, amongst others, which can help
deliver organisational objectives. We have seen that much of the economist’s interest
focuses on industrial and occupational dimensions, rather than on the inter-firm
analysis of compensation policy and practice, though we have noted growing interest
in this dimension. Yet the central issues for many companies, their ability to attract
and retain suitable labour, their capacity to motivate workers to deliver what the com-
pany wants, and the well-recognised social concern within the work place for equity
in compensation, are not exactly at the top of the economist’s agenda.

This does not mean, though, that we should write off the economists’ contributions
as irrelevant. In the first place, it is important to be reminded that, even though many
firms are able to exercise considerable discretion in their remuneration strategy, both
the product market environment and the labour market environment will set limits which
cannot be ignored in the formulation of strategy for the business and for the manage-
ment of the human resource.

Second, the opening up of discretionary decision making, rather than simple
acceptance of a ruling market wage rate, still seems to leave considerable scope
for analysis at the level of the firm. Human capital theory reminds us that human
capital is embodied in individuals who have free will and can move with that capital
intact, even if its acquisition has been largely at the expense of an employer. And agency
theory returns us to the familiar problem that worker performance is not something
that can be guaranteed by the presence of a labour contract. Performance needs to be
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NOTES

1 See below, p- 54

2 But see below. ' .

3 d, Siebert and Wei (1997). . N
Z ?:)er ?Zﬁ?n?ﬁary, see M. Conyon, P Gregg and S. Machin {1995)
5 For a good example, see Kruse (1996).
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INTRODUCTION

For almost two decades now, the thrust of economic policy towards the UK labour
market has been to enhance labour market flexibility. This has substantially increased
the freedom of companies operating in the UK to construct and implement reward strat-
egies that meet their needs. The change in government that occurred in May 1997 seems
unlikely to substantially change these developments (although some greater measure
of labour market regulation is encouraged with the introduction of a minimum wage).
The policies implemented to achieve this objective have been many and diverse and,
thus, this chapter ranges wide.

The substantive change in policy toward the labour market dates from 1979. Most
of the reforms were carried out during the 1980s by the Conservative government under
the leadership of Margaret Thatcher. Thatcher’s fundamentally different economic strat-
egy consisted of two major elements. The first, on the demand side, was to pursue a
policy of firm monetary control in order to reduce inflation. The second was to pursue
radical market-orientated supply-side policies. The main thrust of these market-orientated
supply-side policies was to encourage and reward individual enterprise and initiative,
to reduce the role of government, and put more reliance on market forces and com-
petition and less on government intervention and regulation.

In the labour market, the UK programme of reforms focused on promoting flexib-
ility. To attain a more flexible labour market, successive governments sought to reduce
as much as possible all restrictions on the deployment of labour, whether from unions,
employers’ organisations or protective legislation giving workers rights either at work
or against its loss. Deregulation and decentralisation replaced incomes policies and, in
some cases, collective bargaining agreements. There has been a large drop in union
presence and, even in the unionised part of the private sector, national- or industry-
level pay agreements have all but disappeared. In the private sector, pay is now more
likely to be set within the firm or the work place. The central aim of successive
administrations has been to restore the initiative to employers (as opposed to unions
or the government itself}. In so doing, the concern is to ensure that employers’ free-
dom is strongly structured by market incentives.
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