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Labour economics, competition 
and compensation 

Phil Beaumont and Laurie Hunter 

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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from competitive theory that is required to explain empirical observations or to 

analyse the consequences of alternative strategies for remuneration. 

THE 'STANDARD' COMPETITIVE APPROACH 

For the economist, wage rates are the price of labour services which act as signals to 
allocate labour resources efficiently among competing alternative employments. As soon 
as we acknowledge differences in the skills and other attributes of labour we are faced 
with the need to explain, not just a wage level and its movements but also a wages 
structure. Conventional market principles suggest that wages will be determined by the 
interaction of demand and supply. The demand for labour is derived from the demand 
for the goods and services that labour will produce, while the supply of labour depends 
on the willingness of individuals to provide labour to the market at different offer 
levels of (real) wages. In other words, wages are a form of compensation that will draw 
labour into the market and persuade individuals to give up leisure which they value 
positively. If the wage is too low, the potential worker will not achieve his or her reser­
vation wage (the wage required to compensate for the loss of leisure) and no labour 
will be forthcoming. If the wage is too high, more workers will be attracted into the 
market than are required by employers and there will be unemployment. In a freely 
operating market, price changes act as a signal of shortage and surplus by floating up 

or down to correct imbalances and restore equilibrium. 
This standard market approach is encapsulated in neoclassical wage theory in which 

the demand for labour is dependent on the marginal productivity of the employee (or 
the unit of labour resource): profit-maximizing employers will hire labour up to the 
point at which the value of the increment of output to the employer is just equal to 
the addition to labour costs. With the assumption of homogeneous labour such that 
one unit of labour is readily substituted for another, and with perfect information flowing 
freely in the market place, full employment should be a natural condition to which the 
economic system will tend due to competition among employers (for workers) and 
competition among workers (for jobs). Under competitive conditions, the law of one 
price will hold: that is, wages for equivalent workers will not vary among employers. 
Differences in wages will reflect only short-term friction in the matching process of the 
market, differences in the risk or unpleasantness attaching to different kinds of work 
or perhaps the differing tastes of individuals for different kinds of w_ork - reflecting 
vocational preferences. Subject to these conditions, wages will gravitate to a level at 
which the net advantages (both pecuniary and non-pecuniary) of different employments 
are equalised: persistent differences over time are viewed as compensating differentials. 

The problem is that the real labour market does not fulfil these conditions. The empir> 
ical evidence reveals long-term departures from full employment, a tendency for wages' 
to be relatively inflexible downwards, and differentials in pay which are difficult to 

explain in terms of the standard competitive theory. Economists have responded to this 
problem in various ways. Strict neoclassical theorists have introduced a number of amend 
ments to get round the difficulties, while others have sought alternative theories. 
Virtually all these approaches are characterised by the pursuit of an economically ratio 
nal explanation for the apparent discrepancies. Richard Thaler (1989: 181) observe 
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E_conomics can be distinguished from other social . . 
v10r can be explained by assuming that ag .t I sc1enbcles by the belief that most (all?} beha-
- · l I . ' en s 1ave sta e well-cl fi d f. 
rat1ona c 101ces consistent with tl - f - . ' e ne pre erences and n1ake . . . 1ose pie erences 111 markets that (eventually} clear. 

W1thm this framework, wages serve to alloca e 1 b . 
outcome in terms of the wage str t d h 1' t . a our across 1ob vacancies and the 
· f ' uc ure an t e c 1stnb1 tlO f · · 
m e ficiency terms. This is qt11·t 1·ff . I no 111come is typically assessed e c 1 erent 111 purpose f- l . 1 . 
wages as providing a legitimate b . f . . rom t1e soCla 111terpretation of 
d

.f as1s or soc1al strat fi f d · 1 ferent again from the rn 1 ca ion an soCial cohesion and 
anagement approa h t . ' 

motivating and raising the p f . · f c 0 remunerat10n as a tool capable of 
. . er ormance o workers E · h · 

But this rat10nalist econ01111·c a l . · conom1cs as its own agenda. 
pproac 1 1s now co · d · 

recent trends in the labour l . l · mmg un er question as a result of 
. mar <et, part1cu arly the b · f . . 
111 pay and economic opportunit an :l . . . o servat10n o growmg 111equality 
ing from the deregulation of th~'i b c I~ the 1lmphcat1ons of enhanced 'flexibility' deriv-

a om mar<et. As Rubery (1997· 3"8) . . · .J puts it: 

The predom111ant theories, from the neo-classical to the . 
and funct1onahty and underplayed b ti l . radical, have overstressed coherence 

f 
. 0 1 t1e persistence of co ff d . . 

scope or discretionary random or - . . d . . n ict an contradJCtions and the h b . ' opportu111st1c ec1s1ons . d . . . . . 
ave een held parnally in check in ti b . . .. wage etern11nat1on dec1s10ns 
l 

. h · 1e past y a senes of 1 sr"t · I d . w 11c served to link wage d t - . . . n. I utlona an soC1al processes 
e ern1111at10n across sectors d . . 

groups. Many of these processes l d. . . an orga111zat10ns and labour force 
. . . . .. 1ave 1s111tegrated m the 1980s and 1990s. 

If this is a valid critique, it implies that a full . 
of wages needs to break m1t of the t . . k yf satisfactory theory of the behaviour 
l 

. . s ra1t)ac et 0 r t" r d 
t 1e 'noise' in the system which c t. a iona ity an accept that much of 
d 

' on 111ues to cause probl f . I . . . 
ue to forms of behaviour wh· I _ . ems or t 1e soCial sc1ent1st is 

. IC 1 are not consistent\ · f 1 d ' 
same tune, some institutional and . If Y. ra wna an orderly. If, at the 

k 
. soCia orces operatmg 0 tl 

wea enmg, the scale of the 'noi·se' bl . n 1e wage mechanism are pro em may be me· · d h 
approach may be more pressing In th . reasmg an t e search for a new 

. · e meantime we w 11 f I 
economist to bring the theory b d . . . . 1 ocus on t 1e attempts of the 
1
. . . ase on rat10nal pnncipl f 11 · . 
me with mcreasingly rich emp· .· l .d es 0 a ocative efficiency into mca ev1 ence on w b I · 

seek to assess its value for tl age e iav10ur and structures and 
1e manager. 

CRITICS, DEFENCE AND DEVELOPMENT 

The neoclassical theory based on the - . . . 
had its critics. For example, Lester ~;~~111:~ p1:~~1:ct1v1ty theory of demand has long 
employers cannot and do not th1· k . ) f g hat the theory was unrealistic as 
d 

n 111 terms o marg· 1 1 l . 
ox response was that th1·s ma revenue ca cu at1ons. The ortho-

. · was not necessary as 1 h . 
as if they were profit maximising If th . b ' d ong as t e econom!C agents behaved 

d · · ' · em Y ase on specific · 
pre 1Ct10ns, it was doing its 1· ob .f I . assurnpt10ns provided good 

f r even 1 tle assumptwns d b 
o rea ity. The defenders of the orthodox theor e prove to e poor descriptors 
the fact that the critics hacl fa·l d Y_ ( .g. Rees, 1973: 58) also pomted to 

' 1 e to come up wit\ · . 
was no justification for discardi11.g ti - . . 1 la convmcmg alternative and there 
d l 1e convent10na app. I l h 

eve opments were introd11c d . d roac 1 - t 1oug a number of 
f 

e 111 or er to cope m . · f . 
acts thrown up by new .. · l .· me sat1s actonly with the awkward 

. I empmca research A · · d f m1g 1t run as follows (Re ld M . pragmatic e ence acceptable to many 
yno s, asters and Moser, 1986: 135): 
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Although the economic environment of firms is more uncertain and more complex than the 
simple marginal productivity theory suggests, the theory is still highly useful. Firms may not 
be able to maximize profits with a precision in determining their optimal employment levels. 
The attention of a firm's top executives is a scarce resource, so small differences in wage rates 
do not always influence important decisions. Nevertheless, large differences in wage rates can­
not be ignored without jeopardizing the firm's survival. In this sense, the survival principle 
appears valid, even in a complex, uncertain and changing economy. Therefore, the conclu­
sions of the marginal prodnctivity theory have wide applicability, even if the reasoning that 
leads to them may appear oversimplified. Of particular importance, the demand for labour 
does have a negative slope. 

Criticisms of competitive labour market theory continued to grow, particularly in 
the United States, with the lead in this regard being taken by the 'institutional' labour 
economists of the 1940s and 1950s. It was contended that competitive theory was 
useful only for three basic purposes (Pierson, 1957: 18-19): 

1 providing a theoretical benchmark for studying the operation of labour markets; 
2 as a guide to predicting very general or long-run tendencies in wage relationships; 
3 as a reminder that competitive forces place distinct limits or bounds on the admin-

istrative discretion of managers, union leaders and government officials. 

This judgement was underpinned by a series of 'real-world' surveys and case studies 
which variously documented (i) the imperfect information and mobility of employees 
in searching for jobs; (ii) the existence of wage differentials that were inconsistent with 
the predictions of competitive theory; and (iii) the impact of institutional arrangements, 
such as collective bargaining, on wage levels. However, the institutionalists made only 
limited progress in developing an alternative framework of analysis, although some 
of their work was important in initiating the notion of internal labour markets.' 
From the 1960s their work experienced a strong 'counter attack' from advocates of 
competitive theory, based primarily at the University of Chicago. It is to this group 
which we now turn. 

RATIONAL BEHAVIOUR AND HUMAN CAPITAL 

The institutional critics had argued that imperfections in the labour market wer~. 
widespread, and that the assumptions of competitive theory did not reflect this reat{ 
ity. The advocates of competitive theory responded to this charge in two main ways. 
First (as noted earlier), they argued that the real test of a theory is not the realism ol 
its assumptions, but rather its predictive value and power. Second, and more impo 
antly, they sought to account for these imperfections in terms of rational behaviour 
That is, they sought to re-define competitive theory by arguing that (Kaufman, 1994 
175-6): 

alleged deviations from reality were themselves the product of rational, economizi 
behaviour by economic agents. The long-run effect of this argument has been to shift the end 
focus of the debate from a test of the predictions of competitive theory per se to that of a t 
ory of rational behaviour where rational behaviour means action consistent with maximi 
tion of self interest in response to a set of known (or estimated) benefits and costs. 
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In the extreme case this means that an ti . d 
to be rational and maximising wh' r 1mg bone by an economic agent is assumed 
ex-post but not very helpful in p~ed· tic 1 nbJaly e all very well for explaining events 

A d Ic mg e 1av10ur 
secon development of much reater . . . . 

neoclassical thinking also emerged in th; 1960s s;gnific.ance 111 the development of the 
to the wage problem, embodied in h't ' .. t 1lehmt10duct10n of a supply-side approach 
l db vman capita t eor P· · 1 l 
1a een a necessary but r·arh I . y. rev10us y t 1e suppl)' of labo111· . er neutra mgred · · l . < 

operative factor being demand actin throu ient m .t 1.e neoclassical theory, the main 
new human capital approach e1 . gd f gh the maigmal productivity principle The 

ne1ge rom the fi d. f T W . 
ent economic models failed full n mg 0 · · Schultz that the preval-
1 Y to account for US I Tl 

t 1eory of the day assumed that al] . f . growt 1. 1e standard production 
· · . umts o capital d f I b rt was mcreasmgly recognised that . . an o a our were identical but 

<>effects on productivity, affecting m~ut qhuality, especially for labour, could have m;rked 
h · gwwt over tune or ac · uman capital thus emerged f ross countnes. Unmeasured 

· as a actor able t 'b 
varymg growth rates, and the study f . o. contn ute to the explanation of 

· o mvestment m j · I 
a new vista for the understanding of wages rnman capita began to open up 

Earnmgs were now seen as a reflection of ~he hum . . . . 
who mvest m education and t. . . an capital embodied 111 mdividuals 
· rammg so as to · · h . , 

time earnings. This investment raised . d . maximise t e discounted value of life-
k h pro uct1v1ty and h h . 

wor er tot e employer who world h" h ence t e attractiveness of the 
! · 1 pay rg er wages t · · 

su Jject to a daunting set of simpl·ty· <. o acqmre It. The basic model is 
d 1 mg assumptions O · 

ments an extensions have emerged t 'd . ver tune, however, develop-
of handling problems such as the d'ffo ~rov1 be a much more rounded theory capable 

h f< 1 er ences etween t)' f I 
ment, t e e iects of intermittent l b . k pes 0 rnman capital invest-.· k . a ou1 mar et pa t' · · . . 
to tis . Applications of the theory h h d 1· Ir rc1pat10n and vanat1ons in attitudes 
th . . . ave s e rg 1t on th . 

e mc mmonty wage gaps J. ob . h b h . e existence of the gender and 
(F , searc e av10nr a d . . 

or an excellent account of th1's d l n m1grat10n or mobility patterns 
p 1 h k eve opment and t . f . 

o ac ec and Siebert 1993) y t d . .h ex ens10n o the basic theory see 
h . ' · e esp1te t e u d b d 

t eory m providing insights into much labour m n ou te strength of human capital 
some doubts remain. It is essential! I . arket and wage structure behaviour 

• • < Y a supp y-srde the · d · · ' exrstmg wage structure on wh· h . ory an It rs not clear where the 
11 ' JC mvestment d · · 

actua y derives from. As Polacheck d s· b ec1s10ns are supposed to be made 
an ie ert (1993: 272) puts it: , 

how the human capital rental rate (w) . d . . 
Ital literature IS etermmed IS completely neglected ,·n 11 

· uman cap-

Thus although human capita] theor offer . . 
observe ll1 the real world of w dyl b s a urnfied explanat10n of much that we 
h h' . ages an a our m ·k 1 

t at t rs is not the whole story. ar ets, t 1ere remain serious concerns 

DEPARTURES FROM THE COMPETITIVE 
MODEL 

Many contemporary labour economists ·1 . 
earlier institutional critics of .. st1 l share the basic values and beliefs of the 
1 b compet1tJve theo Tl · 
a our markets operate along essent' II . ·1 . ry. 1ey reject the basic view that 

exchanged in the labour market . ·I~ y su~1 a1 lrnes to commodity markets. What is 
they argue that, first, one needs t~s ~n 1~rent y embodied in people. As a consequence 

eve op a much broader and more complex theory 
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Exhibit 3.1 

Pay and the notion of fairness: two. views 
There is, of course, an established body ofeconomic thought on the determination 
of rates of pay, which may be found in any contemporary textbook. But orthodox 
theory, though by no means so otiose as is sometimes suggested, is to my rnind 
deficient in certain major respects: In particular, it fails to take ar:count of the 
influe.nce ofi~eas of fairness, especially in the minds of employees. The pattern of 
pay relativities is povverfully influenced also by normative forces. Of particular 
importance are pressures to eliminateor reduce various kinds of inequality of pay, 
pressures by certain comparatively highly paid groups to maintain their relative posi­
tion, and. pressures to ensure that. pay relationships .reflect authority relationships. 
Normative pressures of these and other sorts significantly modify. the broad frame-
work of relativities between different industries and occupational categories; they 
have. a very large effect on relativities between particular establishments and 
betwee[1 particular narrowly defined industries and occupations; and. their influe~ce 
is a.tits greatest as regards the various types of relativities within particular estab-

lishments··and.·industries. 
re.:ent trends in. personnel management, , . have been towards individualized and 
performance-related pay, delayering of hierarchies, and rapid increases in pay for 
high-fliers compared with bureaucratic deferred revva.rd structures. Pay is legitirpized 
by market value ratherthan by internal job descriptions, and redistribution towards 

higher earners has undermined notions of internal fairness. 

Sources adapted from: (1) Wood (1978), pp. 1 and 203; and (2) Rubery (1997), p. 355. 

of employee motivation in which social and psychological influences play an import­
ant role; in other words, a view of people as simple, rational, maximising agents is 
inadequate. Equity and fairness matter too. This has long been argued by some labour 
economists, such as Phelps Brown (1962: 4-6) in Britain, while Thaler (1989: 191) 
finds 'the pattern of industry wages difficult to understand unless we assume that 
firms pay attention to perceived equity in setting wages, an assumption that only an 
economist would find controversial'. Exhibit 3 .1 contains a further reflection of this 
view, though a contemporary comment suggests that some of the traditional equity 

arguments are under challenge. 
Second, this group attaches a great deal of importance to the notion of 'learning' 

which is seen as all-important in trying to ensure that organisational objectives a· 
achieved via the 'people factor'. To them it is this wider, more complex nature of motiv 
tion, together with the notion of learning, that is so important in accounting for man 
of the observed patterns of behaviour and outcome that do not neatly square with t 
assumptions and predictions of competitive theory. They also attach a more impor 
ant, and frequently 'positive', role to the influence of institutional arrangements in 

labour market, as is illustrated by the findings of exhibit 3 .2. , 
The link with the earlier institutional critics is underlined by Freeman (1989: 321 

one of the major conclusions which led the (older) generation of labor economists to reject 
competitive model of the labor market was the finding of significant wage differences arn° 
workers doing seemingly similar work across industries and among plants within an inclustrY 
particular local labor markets. For a long time, modern labor economists ignored these results. ·' 
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Exhibit 3.2 

Changes in the · · · · 1 .. . , . . . wage structure in four OECD countries 
Educational and occupational wa e differ . . . . . . . an~ France in the1970s. But this g atterh ;nt1als narrowe~ m.theUSA; Britain, Japan 
e.nt1als in the USA Britain and .J . p •. . eversed itself with increases in skill differ 

h 
. •. . . · '. ·. a pan 1n the early· 1980s ·t·h · . .. · · -

w. at s1.m1lar pattern appearing· ·in. F. f . • WI a muted but some-rance rom 1984. 

2 Reductions .in the rate of growth of the relative su 
inthe face of p.ersiste. nt increases in t. h 1· . . pply of college-educa.ted workers 
e 

1 
• · . ... . e re at1ve demand for k'll xp a1n a substantial portion of th . . . . more s 1 ed.labour can 

USA · · · .· . . e increase in education I · · d' . • Britain and Japan in the 1980s. a wage 1fferentials. ih the 

3 Similar changes in relative skill demands . the effect of such changes on . . h are likely to have occurred in France but 
wage a.nd the ability of Frenctua;i:~s ~~ be~n ~omewhat offset by a high mi~imum 
declining membership. ex en contracts even in the face of 

Source: L. l<atz, G. Loreman and D. Blanchflower, 1993. 

More recently yo . . . ' unger econo1n1sts mterested in w d . . 
spect1ve have re-examined the role f I . cl age etermmanon from a broader per-
. . I 0 t 1e m us try establisl d Ii · 

tlon, wit 1 empirical findings totally s . f ' 1ment an rm in wage cletermina-
1 1

. upport1ve o the older . · . < 

ana ysts, ike the older generatio11 I .· d b . generation ... Wlule all the modern 
d 1 

. < , 1a ve tne to mid c . . . 
an p ant c\1fferentials the broad co I . I ompet1t1ve studies to explain industry 

. ' nc us1on t 1ey have read eel I . . 
generation - namely, that competitive th . . 1 a so mumcs that of the older T eory cannot explam the observed phenomenon. 

. .he modern group of critics confronts the . 
s1m1lar to the earlier institutional . brat1onal school of thought on grounds 

d I I economists ut employs es t. 11 h 
0 0 ogy as t1e neoclassical school ( ·th I . sen ta Y t e same meth-. · wi an emp 1as1s on deduct' h h . 
quantitative methods to analyse larg b d' f tve ypot es1s testing using 
d'ff . . I l e o ies o survey data) S 'fi 11 h 

I erentta s t1at are inconsistent w· ti ti ' . . pec1 ca y, t ey analyse 
P

r d. d b 1 1 1e one pnce' rule f . . l 
e icte Y competitive theory (refle t. . d .. d · or eqrnva ent workers f · d c mg 111 1v1 ual producti 't ) E · · ' 

o susta111e wage differentials linked t I . . v1 y . mpmcal evidence 
bl 1 

o P ant size firm size d · d 
measura e abour quality is l Id . . ' an 111 ustry (even when 
E 1 .b. < 1e constant) 1s mco · t . 1 

x11 tt 3.3 lists some specific fi d. f· ns1s ent w1t1 conventional theory. 
this area. n l11gs rom relevant micro-level British studies of 

. As a consequence of these and similar findin s t . . . 
mg further from the standard c . . g ' heones ot wage determination depart-

fi 
< < ompet1tlve verswn have d 1 d G < 

gests ve versions which progress· I d. < eve ope · roshen (1991) sug-
h · · lVe Y 1stance them l f 

t eory 111 order to explain inter-firm wa e d'ff . . . se ves. rom standard competitive 
terms, these are: g 1 · eientials for s11111lar workers: in simplified 

1 workers not .quite homogeneous due to innate . . . . . . 
2 ~o fiims sortmg applicants by ability; or acquned worker quality, leadmg 

ompensatmg differentials mitigate undesinble . 
management strategy or tech I . 1 . <. terms of employment deriving from 

3 rand011 . . Cd . no og1ca reqrnrements· 
1 vanat1ons ue to i ·f . f . ' 4 efficiency wages wl . l . 1l11pe1 ect m ormat1011, search costs and laus· 

, 1e1e 11g 1er pay . I · l 0 
' 

5 bargaining where tl fi. c geneiates 11g 1er productivity; 
I 

' 1e 1111 earns rent thro ,j · · . 1olders are able to ca t . ug1 its compet1t1ve advantage but stake 
< P ure some p·1rt of it ( ' -< · or management is altruistic). 
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CURRENT DEBATES 
d com etitive theory recognise that the level of firi:n­

These moves aw~y from standar . d ti reflecting the existence of discretion or choice·. 
based compensat10n will vary consi era dy, ended approach becomes feas-

h . · pte a more open- · 
available to firms. Once t is is acc.e fi ·ms have some monopoly power tn 
ible. There is no problem in acceptmg that man~ rt' over and above the competitiv 

k bl" them to earn a ren . fi 
their product mar et, e~a 111~ ·1 ble the pressure of competition forcmg rms to. 
level of profits. Once this rent is ~v~i.a d d Discretionary behaviour by managers, 
operate on the knife-edge of surviva is re uced . ·kers alike is possible. The limite 

. · f r managers an wor ' · · including decisions on pay 0 . bove the market to survive stn 
effects of competition presumably allow firm~ pah::i~ firms pay more for labour tha 
they are no longer on the knife-edge. But w y s . 
would seem to be necessary? 

Efficiency wage theory ·11 b fficient an. 
. . bove the market rate wi e e . 

The basic belief here is that paymg a . . . . pact on employee produ, 
. . · Its 111 a positive nn 51 

profitable to the orgams~t10n, as_ it res~ ffi . wage theory (Elliott, 1991: 349-
tivity. There are four leadmg vers10ns o e ciency 
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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 - tl:tough this would be difficult to 
separate from the payment of efficiency wages. A special case arises in relation to senior 
executive compensation which we discuss below. 
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Internal labour markets 
A further development in labour economics with important implications for the ana-
lysis of pay at the firm or plant level has been the focus on internal labour markets. 
The internal labour market concept reflects the observed behaviour of many large 
organisations in which pay structure is effectively insulated from the forces of (external) 
labour market competition. Contact with the external labour rnarket is confined to re­
cruitment through limited 'ports of entry', and jobs in the organisation are arranged 
hierarchically. Employees receive company-specific training and are promoted in the 
hierarchy as they acquire skill and experience. Being sheltered from competitive forces, 
companies are not driven to relate wages directly to (marginal) productivity but can 
organise administrative systems of job allocation, training and career development, with 
an appropriate pay structure, to suit their own needs. Wages are attached to jobs rather 
than reflecting individual marginal productivity. The internal labour market thus 
breaks the link between competition and marginal productivity which is central to the 

competitive wage theory. 
This challenge to conventional theory has been taken seriously, since the evidence 

indicates widespread use of internal labour market arrangements.2 Again, however, the 
defendants of the neoclassical lines have sought to rationalise the challenge by argu­
ing that 'the internal labour market is an efficiency-orientated institutional response to 

the basic market imperfections arising from specific training and the costs of information' 
(Addison and Siebert, 1979: 195): in other words, it is an organisational response to 

a form of market failure. 
There is no doubt that internal labour markets have been - and remain - an import-

ant type of employment system adopted by employers to contribute to corporate 
objectives. They involve long-term employment relationships (employee commitment), 
substantial wage rigidity (reflecting income security and progression), an emphasis on 
internal promotion and training (human resource development) and a positive associa­
tion between employee earnings and tenure (effective job matching) enhancing employee 
loyalty. Many personnel practitioners will recognise these features as design elements 
in their own organisations' remuneration policy, and their strong link into human resource 

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

of the internal labour 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 irself 
undergoes change, this device will be less important. Cappelli (1995) and Cappelli 
et al. (1997) has observed that the long-term commitment of many employers to their 
employees, including middle managers, has declined. Downsizing, the adoption of more 
flexible labour contracts, deregulation of the labour market, the reduction of uniori 
power and the shrinking of collective bargaining coverage with its emphasis on the 
common rate, all seem to be moving away from the employment and income security: 
values imbedded within the internal labour market. As new payment systems depend' 
ent on strong links between pay and individual performance multiply, the importance 
of the pay-productivity relationship (at the heart of the standard theory) might 
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 attentton mvolves the econorn 
theory of agency. This theory focuses on those forms of payment by which the princip 
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2 There is very little empirical evidence that firms pursuing high wage strategies actu­
ally outperform other firms. 

However, as with any generalisations, exceptions exist. Accordingly we note in the next 
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. 

TWO EXCEPTIONAL CASES: THE WAY FORWARD? 

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 
et al., 1997: 39). Ehrenberg and Milkovich, (1987: 92). interpreted this as evidence that: 

corporate executives may pursue objectives such as sales n1axin1ization, 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) 
measures of the economic profitability of the corporation. 

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. 

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): 

One possibility is that corporations initially don't know what the true productivity of their 
execntives is. However, to the extent that the executives' productivity can be imperfectly 
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 
nexus could reflect learning about executives' 'true abiJity' over ti1ne, not necessarily any incen­
tive arrangen1ent to stin1ulate econo.mic performance. Furthermore, even if appropriate incentives 
do exist, it doesn't necessarily follow that they will have their intended effect. Disentangling 
whether the observed correlation is due to 'incentives' or 'learning' is not an easy task. 

Although important issues, such as those outlined in the above quote, remain unre­
solved, empirical research on executive compensation has already produced some 
important findings, as indicated in table 3.1. 
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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
formance, 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. . 7) 
3 See Heywood, Siebert and W~n(1:: G:egg and S. Machin (1995). 
4 For a summary, see M. Cony ' 
5 For a good example, see Kruse (1996). 

LEARNING ACTIVITIES 
. 1 roach to the economic theory of pay. 

1 Critically evaluate the standard classica app ff . d by 
. d ement of reward systems o ere 

2 Identify the insights into the design_ anl manag f pay 
h to economic t 1eones o . 

more recent approac es d \y of labour 
. . h future demand for an supp 

3 Identify the factors that imght impact on t e 

to the employment market. · · onal reward 
4 How might the factors identified in question three impact on orgamsati , 

systems? 
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Economic policy, the labour 
market and reward 

Catherine Kavanagh and Robert Elliott 

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 nnions, 
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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