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Many of the unemployed would presumably work even for a lower wage rate

4000, - than that being received by employed people. Why don’t we see firms cut-
have ting wage rates, increasing employment levels, and thereby increasing their
profit? Can our models of competitive equilibrium explain persistent unem-
ployment? '
In this section we show how the efficiency wage theory can explain the pres-
ence of unemployment and wage discrimination.’® We have thus far deter-
often mined labor Rrgductivity according to wor'kers’ abilities and firms’ investment
arise in capital. Efficiency wage moc}els recognize thaF labor productivity als<_) de-
 and pepds on what wage rate is pald‘.17 There are various explanations for this re-
hem latlops'hlp. In developing countries, economists have suggested that the pro-
i bar. duct1v1ty' of workers depends on the wage rate for nutritional reasons.
oonth 4 Better-‘pa1d workers can afford to buy more and better food and are therefore
how. healthier and can work harder.
them A better explanation for t.he United States is found in the shirking model. Be-
rgets cause monitoring workers is c.os'tly or impossible, firms have imperfect infor- ;
lways: mation about worker prf)dgctlv1ty, and there is a principal-agent problem. In '
ntive its simplest form, the shirking moc!el assumes perfectly competitive markets,
s so all workers are equally produc;hve and earn the same wage. Once hired,
— workers can either work productively or slack off (shirk). But because infor-
mation about their performance is limited, workers may not get fired for
caua- shirking.
'ri?( of The model works as .follows. If a firm pays its workers the market clearing
hosen wage w*, they have an incentive to shirk. Even if they get caught and are fired

1d b (and they might not be), théy can immediately get hired somewhere else for
¢ the same wage. In this situation, the threat of being fired does not impose a

f ;\gg cost on workers, so they have no incentive to be productive. As an incentive
! not to shirk, a firm must offer workers a higher wage. At this higher wage,
workers who are fired for shirking will have to face a decrease in wages if they
get hired by another firm at w*. If the difference in wages is large enough,
workers will be induced to be productive, and this firm will not have a prob-
I

lem with shirking. The wage at which no shirking occurs is the efficiency wage.
Up to this point, we have looked at only one firm. But all firms face the

* problem of shirking. This means that all firms will offer wages greater than
the market clearing wage w*, say, w, (efficiency wage). Does this remove the
incentive for workers not to shirk because they will be hired at the higher
»bs for wage by other firms if they get fired? No; because all firms are offering wages

tantial greater than w*, the demand for labor is less than the market-clearing quan-
work tity, and there is unemployment. This means that workers fited for shirking
will face a spell of unemployment before earning w, at another firm.

Qy, with

Il Journal

:;:i hazs 16See Janet L. Yellen, “Efficiency Wage Models of Unemployment,” American Economic Review 74 (May
’rinfinle’ 1984): 200-205. The graphical analysis relies on Joseph E. Stiglitz, “The Causes and Consequences of

p the Dependence of Quality on Price,” Journal of Economic Literature 25 (March 1987): 1-48.
fay-June Y This linkage between productivity and wages has been discussed by economists before the devel-

opment of efficiency wage theory, most notably by Karl Marx.
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Figure 17.5 shows shirking in the labor market. The demand for labor D, is
downward-sloping for the traditional reasons. If there were no shirking, the
intersection of D, with the supply of labor (S;) would set the market wage at
w*, and full employment would result (L*). With shirking, however, individ-
ual firms are unwilling to pay w*. Rather, for every level of unemployment in
the labor market, firms need to pay some wage greater than w* to induce
workers to be productive. This wage is shown as the no-shirking constraint
(NSC) curve. This curve shows the minimum wage workers need earn in order
not to shirk, for each level of unemployment. Note that the greater the level
of unemployment, the smaller the difference between the efficiency wage and
w*. This is because with high levels of unemployment, people who shirk risk
long periods of unemployment and therefore don’t need much inducement
to be productive.

In Figure 17.5, the equilibrium wage will be at the intersection of the NSC
curve and Dy curves, with L, workers earning w,. This is because the NSC curve
gives the lowest wage that firms can pay and still avoid shirking. Firms do not
need to pay more than this to get the number of workers they need, and they
will not pay less than this because of shirking. Note that the NSC curve never
crosses the labor supply curve. This means that there will always be some
unemployment in equilibrium.
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One of the early examples of the payment of efficiency wages can be found
in the history of Ford, one of America’s major automobile producers.’® Before
1913 automobile production had depended heavily on skilled workers. But the
introduction of the assembly line drastically changed the workplace. Now jobs
demanded much less skill, and production depended on maintaining the
assembly-line equipment. As the automobile plants changed, workers became ;
increasingly disenchanted. In 1913, turnover at Ford was 380 percent. The fol-
lowing year, it rose to 1000 percent, and profit margins fell sharply.
Ford needed to maintain a stable work force, and Henry Ford (and his busi-
ness partner James Couzens) provided it. In 1914, when the going wage for a
day’s work in industry averaged between $2 and $3, Ford Motor Company
. introduced a pay policy of $5 a day for its workers. Improved labor efficiency l
: (not generosity) was behind this policy. The goal was to attract better work- ;
. ers who would stay with their jobs, and eventually to increase profits.
gllfet i: Although Henry Ford was attacked for it, this policy succeeded. The work
shirk.. 4 force did become more stable, and the publicity helped Ford's sales. And be-
r wage ¥ cause Henry Ford had his pick of workers, he could hire a group that was on
- average more productive. Ford stated that the wage increase did in fact in-
¥ crease the loyalty and personal efficiency of his workers, and quantitative es-
timates support his statements. According to calculations by Ford's chief of la-
bor relations, productivity increased by 51 percent. Another study found that
i Dy is : absenteeism had been halved, and discharges for cause had declined sharply.
ng, the So the productivity increase more than offset the increase in wages. As a re-
vage at - sult, Ford’s profitability rose from $30 million in 1914 to $60 million in 1916.
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e and Summary
igl:nrelil; 1. The seller of a product often has better information about its quality than the buyer. Asym-
N 1 metric information of this type creates a market failure in which bad products tend to drive
- good products out of the market. The market failure can be eliminated if sellers offer stan-
:e NSC ; dardized products, provide guarantees or warranties, or find other ways to maintain a good
-curve reputation for their product.
do not
the
;dnevez g ®See J.R. Lee, “So-called Profit Sharing System in the Ford Plant,” Annals of the American Academy of
2 some ; Political and Social Science (May 1915): 297-310; David Halberstam, The Reckoning (New York: William

Morrow, 1986), pp. 91-92; and Daniel M.G. Raff and Lawrence H. Summers, “Did Henry Ford Pay
Efficiency Wages?” Journal of Labor Economics (1987): 557-586.




PARTIV INFORMATION, MARKET FAILURE, AND THE ROLE OF GOVERNMENT

. Insyrance markets frequently involve asymmetric information because the insuring party

has better information about the risk involved than the insurance company. This can lead
to adverse selection, in which the poorer risks choose to insure, and the good risks do not.
Another problem for insurance markets is moral hazard, in which the insuring party takes
less care to avoid losses after insuring than before.

. Sellers can deal with the problem of asymmetric information by sending buyers signals

about the quality of their product. For example, workers can signal their high productivity
by obtaining a high level of education.

. Asymmetric information may make it costly for the owners of firms (the principal) to mon-

jtor accurately the behavior of the firm’'s manager (the agent). Managers may seek higher
fringe benefits for themselves, or a goal of sales maximization, even though the shareholders
would prefer to maximize profit.

. Owners can avoid some of the principal-agent problems by designing contracts that give

their agents the incentive to perform productively.

. Asymmetric information can explain why labor markets have substantial unemployment

when some workers are actively seeking work. According to efficiency wage theory, a wage
higher than the competitive wage (the efficiency wage) increases worker productivity by

discouraging workers from shirking on the job.

Questions for Review

1. Why can asymmetric information between buyers
and sellers lead to market failure when a market is
otherwise perfectly competitive?

2. 1f the used car market is a “lemons” market, how
would you expect the repair record of used cars that
are sold to compare with the repair record of those
not sold?

3. Explain the difference between adverse selection
and moral hazard in insurance markets. Can one
exist without the other?

4. Describe several ways in which sellers can convince
buyers that their products are of high quality. Which
methods apply to the following products: Maytag
washing machines, Burger King hamburgers, large
diamonds?

5. Why might a seller find it advantageous to signal

the quality of her product? How are guarantees and
warranties a form of market signaling?

6. Why might managers of firms be able to achieve
objectives other than profit maximization, the goal
of the firm’s shareholders?

7. How can the principal-agent model be used
to explain why public enterprises, such as post
offices, might pursue goals other than profit maxi-
mization?

8. Why are bonus and profit-sharing payment
schemes likely to resolve principal-agent problems,
whereas a fixed wage payment will not?

9. What is an efficiency wage? Why is it profitable
for the firm to pay an efficiency wage when workers

Jhave better information about their productivity -
- than firms do?
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