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Development Strategies and the Labor Movement 

Objectives of Development 

Today, there is growing recognition that the objectives of development go beyond simply an 
increase in GDP:  we are concerned with promoting democratic, equitable, sustainable 
development.1  If that is our objective, then it is natural that we should pay particular attention to 
the issue of how the plight of workers changes in the course of development; and we should look 
not only at their incomes, but broader measures—at their health and safety, and even at their 
democratic participation, both at the workplace, and within the broader political arena.  Workers’ 
rights should be a central focus of a development institution such as the World Bank. 

I am just completing serving three years as Chief Economist of the World Bank.  During that 
time, labor market issues did arise, but all too frequently, mainly from a narrow economics focus, 
and even then, looked at even more narrowly through the lens of neo-classical economics.  Wage 
rigidities—often the fruits of hard fought bargaining—were thought to be part of the problem 
facing many countries, contributing to their high unemployment; a standard message was to 
increase labor market flexibility—the not so subtle subtext was to lower wages and lay off 
unneeded workers.  Even when labor market problems are not the core of the problem facing the 
country, all too often workers are asked to bear the brunt of the costs of adjustment.  In East 
Asia, it was reckless lending by international banks and other financial institutions combined with 
reckless borrowing by domestic financial institutions—combined with fickle investor 
expectations—which may have precipitated the crises; but the costs—in terms of soaring 
unemployment and plummeting wages—were borne by workers.  Workers were asked to listen to 
sermons about “bearing pain” just a short while after hearing, from the same preachers, sermons 
about how globalization and opening up capital markets would bring them unprecedented growth.  
And nowhere, in all of these discussions, did issues of workers’ rights, including the right to 
participate in the decisions which would affect their lives in so many ways, get raised?   

It was finance ministers and central bank governors—and outsiders who often seemed to be 
representing international financial interests—that had the seats at the table, not labor unions or 
labor ministers.  Indeed, even as debate on reforming the international economic architecture 
proceeded, these people, who would inevitably face much of the costs of the mistaken policy, 
were not even invited to sit in on the discussions; and I often felt myself to be the lone voice in 
these discussions suggesting that basic democratic principles recommended that not only should 
their voice be heard, but they should actually have a seat at the table.  To be sure, increasing 
attention did get focused on safety nets, but:  was it simply an attempt to assuage feelings of guilt, 
providing too little, too late, or even worse, an attempt to moderate public criticism of 
“globalization without a human face?”  The suspicion of the international institutions evidenced in 
Seattle was perhaps the not unsurprising outcome of the attitudes and policies of recent decades.    

As Chief Economist, I faced several problems.  I simply could not ignore the standard arguments 
about the adverse effects of inflexible labor markets—and while I agreed with some of the 
arguments, there were others that left me unconvinced.  I had to tackle those issues on terms that 

                                                
1 See, e.g. Stiglitz [1998]. 
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the economists themselves—viewing the world from their particular perspective—could 
understand.  But there was a more positive agenda:  Improving labor relations, including 
promoting core labor standards. 

More instruments 

These concerns quickly led to the older and broader questions of labor and development.  There is 
a strange “studied inattention” to the possible role of the labor movement in economic 
development.  Organized labor has played a well-known role in the already developed countries of 
North America, Europe, and East Asia/Pacific (e.g., Japan, Korea, and Australia) to:  

• stabilize industrial relations;  

• contribute to preserving firm-specific knowledge and organizational capital; and  

• mitigate the income inequalities that might be aggravated by the unchecked power of 
employers.2 

 

In addition, the labor movement in many countries has played highly constructive social and 
political roles; broadly construed, it has promoted 

• the adult education movement;  

• the mutualism movement in the form of credit unions, mutual banking, mutual insurance, 
cooperatives (consumer, marketing, worker), friendly societies, and other self-help 
associations;  

• the democratic movements to extend civil rights and the franchise to all adults; 

• Health and safety standards and improved working conditions; and finally, 

• Child labor standards.   

These movements all made important contributions to the economic and social development of 
the broader population in the now-developed world.3 

These perspectives bring me back to two themes that I have been stressing over the past three 
years.  The first is that not only was the Washington consensus too narrow in its objectives—in its 
focus on GDP—but also in what it saw as the instruments of development, the improvement of 
resource allocation, through trade liberalization, privatization, and stabilization.  The second, 
related theme, is that development needed to be seen as a transformation of society, a change in 
mindsets.  If that is the case, then workers have to be at the center of the development 
transformation, and workers’ organizations can be a key institution in the development process. 

 

                                                
2  See Freeman and Medoff [1984] and Kochan and Osterman [1994]. 
3  "Industrialism has, wherever it has appeared, produced some form of trade unionism and some kind of exclusive 
organization of the working class.  In all industrialized countries in Europe, trade unions and the working class 
movement connnected with them have formed the most lively defenders of democracy.  Even in Eastern countries 
like Japan and India industrialism has produced the need fo rtrade unions and trade unions are the beginning of 
democracy." [Lindsay 1943, 192] 
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The objectives and organization of this lecture 

This lecture thus has three objectives.  First, I want to review the standard economic arguments; 
while there was much in that analysis with which I agreed, there were hidden assumptions that 
limited the domain of applicability, even given the limited objectives of economic efficiency on 
which the economics literature focused.  Indeed, in recent years, there has developed a large 
literature that has stressed the efficiency benefits of worker involvement in the work place.  
Today, the World Bank sees one of its roles as disseminating knowledge.  If it were clear that 
increased worker involvement led to increased efficiency, then one could let the matter rest at 
that:  simply informing firms of this new finding would lead them to change their behaviors.  
There would be no need for government intervention—the profit motive would drive firms 
towards a “high worker involvement” workplace.  My second objective, then, is to ask why that 
may not be the case, why government action may be required.   

Over the past three years, I have been particularly concerned about developing countries, and this 
brings me to the third objective:  are there particular reasons, rationales, for government 
intervention in developing countries?  Development entails not only creating market institutions, 
but also political institutions—and the two are intimately intertwined.  I began this lecture by 
emphasizing both a broader conception of development—the transformation of society—and a 
broader set of objectives—democratic development.  That, in turn, entails participation and 
involvement both within the workplace and at higher political levels.  

 

Neoclassical Perspectives on Labor 

If one didn’t know better, it might seem as if the fundamental propositions of neoclassical 
economics were designed to undermine the rights and position of labor: 

• In the standard formulations of general equilibrium, e.g., Arrow and Debreu [1954] and 
Debreu [1959], labor is just another factor, denoted by its own subscript, xL, just like capital 
and land—or any intermediate good.  There is nothing special about labor, nothing to suggest 
that labor should be treated differently from any other factor. 

• Indeed, from John Bates Clark on, there has been the view that it does not matter whether 
labor hires capital, or capital hires labor. 

• Coase [1937] went one step further:  not only did these institutional arrangements not matter, 
but the distribution of wealth did not matter; so long as property rights were well defined, 
outcomes would be (Pareto) efficient, and indeed, in some circumstances at least certain 
aspects of the patterns of resource allocation would not even depend on distribution. 

• Thus, the central tenet of the Fundamental Theorems of Welfare Economics was that issues of 
distribution could be separated from issues of efficiency; again, so long as property rights 
were well defined—and so long as none of a limited number of market failures, such as 
externalities, arose—then the economy would be efficient.  Issues of distribution could be left 
to a separate “branch” of government (Musgrave [1959]), and need not concern most 
policymakers.   
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• And Coase went one step further:  even when there were externalities, so long as there were 
well defined property rights and transactions costs could be ignored, efficient outcomes would 
emerge as a result of bargaining.  

• Even issues of workers’ working conditions could be embraced within the standard 
neoclassical formulation.  If workers value working conditions, then the optimal “contract” 
will entail firms spending on improved working conditions an amount such that the marginal 
value of improving working conditions still further is just equal to the marginal cost.  More 
generally, competition among firms forces them to be “good” employers, paying full attention 
to all efficiency aspects of the workplace, from working conditions to organization design 
(e.g. the extent of involvement of workers in decision making); and issues of distribution 
should be handled not through labor market legislation, but through general legislation 
directed at redistribution. 

• Keynes (at least in Hicks’s interpretation [1936, 1937]) traced the problem of unemployment 
back to rigid wages.4  He thus provided a ready prescription for the doctors of modern 
capitalism approaching the developing countries confronted with chronic unemployment:  
what is needed is more flexible labor markets, which reads:  abolish minimum wages, lower 
wages, eliminate job protection, and privatize social security.  When possible, the doctors of 
the international financial community force the painful medicine on the country in its times of 
need, when it comes to the international financial institutions for help.   

 

If establishing these propositions that served to eviscerate the rights and positions of workers can 
be viewed as one of the great achievements of economics during the century from 1850 to 1950, 
one of the great achievements of economics during the last half century has been to show the 
fragility of each of the propositions.  Indeed, one might argue that the real achievement of 
neoclassical theorists was to find the singular set of assumptions—involving perfect markets, 
perfect information, etc.—under which the propositions were valid, and then to dress up this 
highly restrictive set of assumptions in the fancy clothes of mathematical generality.  The 
fundamental weaknesses—the assumptions concerning economics, e.g. information and 
markets—were not even listed by Debreu as assumptions; what were listed as assumptions were 
mathematical properties of the relevant functions.  General equilibrium theorists spent much 
energy during the subsequent decades showing that those mathematical assumptions could be 
weakened, paying scarce attention to the underlying economics.  It was only with the 
development of information economics, and the broader focus on transactions costs (Williamson 
[1975, 1979, 1981]) that the lack of generality of general equilibrium became apparent.   

• Labor is not like other factors.  Workers have to be motivated to perform.  While under some 
circumstances, it may be difficult to coach a machine to behave in the way desired (e.g., trying 
to get a computer not to crash), what is entailed in eliciting the desired behavior out of a 
person and out of a machine are, I would argue, fundamentally different.   

                                                
4 But operating not just through the labor market, as in classical economics, but through the product market as 
well. 
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• Indeed, some might go further and argue that the central (or at least one of the central) issues 
of labor economics is the design of the appropriate mix of incentives and monitoring 
arrangements, and that some of the most important (physical and social) innovations have 
been those that have altered monitoring costs and devised new incentive arrangements. 

• But whenever information is imperfect—that is essentially always—the Fundamental 
Theorems of Welfare Economics do not hold.  The economy is in general not (constrained5) 
Pareto efficient, and issues of efficiency cannot be separated from issues of distribution 
[Shapiro and Stiglitz 1984].  Whether or not the economy is Pareto efficient can depend on 
the distribution of income.  An economy in which workers own their own land may be 
efficient; there are no agency costs.  But an economy in which wealth is concentrated in a few 
hands may not only be less productive—as agency costs lead to an undermining of 
productivity—but there is actual scope for government intervention to make both workers and 
capitalists better off.  There are pecuniary externalities that arise that have real consequences.  
The distortions associated with static resource allocation may be increased over time, through 
distorted incentives to innovate (the savings in private costs for labor saving innovations need 
not coincide with social benefits).6  More generally, firm incentives to provide improved 
working conditions may depart significantly from what would be required by efficiency. 

• The fact that redistributions are not costless (there are no lump sum transfers) implies that 
issues of distribution cannot simply be left to the “distribution” branch of government.  
Distribution issues should—and do—come into every aspect of public policy, from the design 
of expenditure programs to labor legislation.  The redistribution of bargaining power that 
results from collective bargaining may lead to redistributions that would not occur through the 
tax/welfare system, or which would be far more costly to effect in that way.  Indeed, by 
redressing the asymmetries in bargaining associated with costly search, it is even conceivable 
that the overall efficiency of the economy will be enhanced.   

• These information costs undermine Coase’s attempt to resolve market failures (See, e.g. 
Farrell [1987]) 

• With incomplete contracting and imperfect risk markets, it does matter whether labor rents 
capital, or capital hires labor:  It determines not only who bears the residual risk, but who has 
residual control rights—the rights to take actions not specified in the contract.   

• And recent changes in macro-economic analyses have suggested that increased labor market 
flexibility could actually exacerbate economic fluctuations.7 

 

Before turning to an elaboration of the unique features of labor markets that make it more likely 
that such markets not conform to the Arrow-Debreu idealization—and that such markets are 

                                                
5 That is, taking into account the costs of obtaining information or creating markets.  See Greenwald and Stiglitz 
[1986]. 
6 See Braverman and Stiglitz [1986]. 
7 See Easterly, Islam, and Stiglitz [1999]. 
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more likely to be characterized by “market failure”—there is one attribute of the labor market to 
which I would like to call attention, that highlights the differences between labor and other goods.     

To Markets and Beyond 

There is an old saying that a kid with a hammer sees everything as a nail.  An economist with a 
neoclassical toolkit sees every social problem as a “market” waiting to be developed and 
perfected.  With a little hammering here and there, the market will solve the social problem.  
While the neoclassical perspective sees a role for government action in addressing market failures, 
but there is a deeper question of what should or should not be “on the market” in the first place.8  
Some “markets” should fail—and government has a role to see that they stay “failed.”  We do not 
believe that individuals should buy or sell votes—regardless of whether the resulting exchanges 
might or might not be Pareto improvements. 

The point is even more important within the labor market, and understanding this helps us 
understand the limitations in the idea of a competitive labor market as we see it in general 
equilibrium theory, e.g., the Arrow-Debreu model. 

For capital goods or land, there is the buy or rent decision.  One can rent the durable entity for a 
period of time (e.g., buy the services of several car-days from a car-rental agency), or one can buy 
the entity itself (i.e., all the services the durable can provide plus the remaining salvage value).  
But this free market choice of rent or buy is not available for people!  Alfred Marshall [1920, 
Chapter IV and V of Bk. VI] noted this as the first in a number of peculiarities of labor.  Paul 
Samuelson also recognized the first peculiarity. 

Since slavery was abolished, human earning power is forbidden by law to be 
capitalized.  A man is not even free to sell himself; he must rent himself at a wage. 
[1976, 52 (emphasis in the original)] 

The voluntary self-enslavement contract would be a contract to sell all of one’s present and future 
labor services.  Although now outlawed, the idea of such a contract is not of just antiquarian 
interest.  The corresponding contract for the citizens of a country would be the Hobbesian 
contract of subjugation wherein people alienate their rights of self-determination to an absolute 
sovereign.  The contemporary Harvard philosopher Robert Nozick9 would allow the Hobbesian 
contract between individuals and a “dominant protective association.”  Nozick goes further: 

The comparable question about an individual is whether a free system will allow 
him to sell himself into slavery.  I believe that it would. [Nozick 1974, 331] 

This ‘sophisticated’ form of madness does not stop at the Harvard Philosophy Department; it is 
hidden within the assumptions of the competitive general equilibrium model.  As Gerald Debreu 
puts it:  a consumer/worker “is to choose (and carry out) a consumption plan made now for the 
whole future, i.e., a specification of the quantities of all his inputs and all his outputs.”  [Debreu 
1959, 50]  Thus a worker could sell all of her future labor at once.  If sold to one buyer, it would 
essentially be the slavery contract.  If complete future markets in labor were not allowed, then 

                                                
8  See Kuttner [1999] for more discussion. 
9  See Philmore [1982] for elaboration. 
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there could not be “capitalist acts between consenting adults” (Nozick’s phrase) that would be a 
Pareto improvement, so one could not have the fundamental theorem that a competitive 
equilibrium is Pareto optimal.  Therefore the fundamental efficiency theorem requires revising 
constitutional law to allow voluntary slavery contracts!  Needless to say, this labor market 
peculiarity is not emphasized in the standard texts but it has been occasionally pointed out.  The 
John Hopkins economist, Carl Christ, made the point in no less a forum than Congressional 
testimony. 

Now it is time to state the conditions under which private property and free 
contract will lead to an optimal allocation of resources.... The institution of private 
property and free contract as we know it is modified to permit individuals to sell or 
mortgage their persons in return for present and/or future benefits. [Christ 1975, 
334; quoted in Philmore 1982, 52]. 

Thus the fantasy world of the “idealized” competitive equilibrium model is not only unrealistic—a 
point I have emphasized throughout my career; it has even been illegal since the abolition of 
slavery (involuntary and voluntary).  Thus those of us who were trained as neoclassical 
economists should not feel too guilty as we try to devise institutional solutions that do not fit well 
into the idealized competitive model of the textbooks.10 

These results stand in stark contrast to the previously prevailing wisdom.  In the limited time 
available, I want to elaborate on questions of market failures, labor’s role in corporate governance 
and industrial relations systems. 

 

Market Failures:  Search Costs and Macro-economic rigidities 

Search costs and asymmetric bargaining power   

In the standard model, no firm and no worker has any bargaining power.  There are an infinite 
number of firms offering identical jobs, and any firm attempting to lower its wage below the 
market wage would immediately lose all of its workers; and any worker attempting to increase his 
or her wage above the market wage would immediately find no job opportunity.  But in the real 
world, there are costs to search, to finding out what wages other firms are offering, and even 
greater costs associated with moving from one employer to another.  Even small costs can have 
large effects.11  For instance, with ε search costs, the equilibrium wage is the monopsony wage; 
even when there are many employers, each firm has considerable bargaining power—indeed the 
same that it would have had had it been the only employer. Assume that all firms paid a wage 
above the monopsony wage.  Then if any single firm were to lower its wage by less than ε, it 

                                                
10 Robert Solow in his own way seeks to provide succor to the neoclassical faithful: “I want to emphasize to 
economists that it is not a betrayal of the structure of economic theory generally to admit the likelihood that labor is 
a peculiar sort of commodity and the labor market correspondingly a peculiar sort of market.” [1990, p. 30] 
11 One of the important insights to emerge from the economics of information is that the economy is rife with 
convexities, so that small costs (or more generally small perturbations) can have large effects.  See, e.g. Stiglitz 
[2000].  
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would lose no workers.  It thus pays each to lower its wage.  The process continues until the 
wage is lowered to the monopsony wage.12   

Thus, whenever there are search and moving costs, there may be, in effect, a mini-bargaining 
problem; outcomes of such bilateral bargaining problems—even when the scope of bargaining is 
limited—may depart markedly from those associated with the perfect competition model, 
especially when there are sunk firm-specific costs and incomplete contracting.  Whenever one firm 
raises its wage to attract more workers, it may induce a worker elsewhere to quit (indeed, that 
was the intent), imposing additional training costs on other firms.13   

Macro-economic equilibrium   

Traditional Keynesian analysis focused around a single market failure, wage rigidity, and ignored 
key aspects of the dynamics of adjustment.  If wages and prices start to fall more rapidly, in an 
economy facing downward rigidities in interest rates (e.g. nominal interest rates cannot fall below 
zero—a problem confronting Japan), then greater wage and price flexibility leads to higher real 
interest rates and decreasing investment and overall aggregate demand, potentially exacerbating 
the economic downturn. 

Moreover, with incomplete contracting, there are large redistributions associated with 
unanticipated decreases in wages (and prices).  Bruce Greenwald and I have argued that such 
redistributions may have large aggregate demand effects, because of compounding imperfections 
in capital markets.  The unanticipated fall in wages and prices implies that firms have to pay back 
in real terms more than they had anticipated—a redistribution from debtors to creditors.  Debtors 
(firms) contract investment and consumption expenditures more than creditors expand in their 
response to the redistribution.  The net effect is a large contraction in aggregate demand, and 
possibly even in aggregate supply, as firms’ real working capital also deteriorates, and cannot be 
compensated for (especially in a recession) by additional borrowing or equity issues. [Greenwald 
and Stiglitz 1993] 

On a priori grounds, it cannot be ascertained whether the standard “wage” rigidity effect 
predominates over the real interest rate/redistribution effects just discussed.  It is certainly 
theoretically possible that greater wage and price flexibility actually leads to a lowering not just of 
welfare (as in the discussion above of efficiency wages) but of output.  Recent cross section 
estimates of output variability and the likelihood of recessions suggests that greater wage 
flexibility is either unassociated with greater output stability or may actually contribute to an 
enhanced likelihood of a recession.  (See Easterly, Islam, and Stiglitz [1999]). 

 

                                                
12 See Diamond [1971].  Under some circumstances, the wage may be somewhat higher than the monopsony wage, 
or the equilibrium may be characterized by a wage distribution.  See Stiglitz [1985a, 1987]. 
13 For an early discussion of the inefficiencies associated with labor turnover, see Stiglitz [1972].  The problem is 
that imperfections of information and incomplete contracting make it impossible to distinguish between efficient 
quits, e.g. when the worker is badly matched with the firm, as a result of basic differences in preferences, and 
inefficient quits.  See Arnott and Stiglitz [1985]. 
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Labor as a Stakeholder in Corporate Governance   

Much has been written over the past seventy years, and especially over the past fifteen years, 
about the consequences of the separation of ownership and control;14 in modern parlance, we say 
there is a principal-agent problem.  Shareholders have limited ability and incentives individually to 
monitor fully managers; and managers have an incentive to make it more difficult for themselves 
to be monitored. [Edlin and Stiglitz 1995]  

A central theme of the literature on corporate governance is that there are differences in interests 
among the various stakeholders in the firm.  One strand of literature has argued that there is a 
variety of mechanisms by which a greater congruence can be obtained, e.g., by making workers 
partial owners, as under ESOPs, or by making banks also equity holders.  Unfortunately, these 
same practices often lead to conflicts of interest; a bank which is also an equity holder may have 
an incentive to make an excessively risky loan, partially at the public expense (as a result of the 
government guarantee to depositors). 

There are several advantages to bringing workers within the fold of corporate governance beyond 
enhancing this congruence of interests.  First, the sharing of information may lead to less conflict; 
under some theories, strikes are a result of imperfections of information—strikes are a costly way 
of conveying information between the parties.  If firms have to disclose the same information to 
workers as they do to other board members, then the credibility of that information is enhanced; 
workers are more willing to accept a firm’s claim that it cannot pay higher wages without 
threatening the viability of the firm.  

There are also arguments that worker participation in decision making, even if only through 
representatives, may increase the sense of “fairness” of any decisions made, and fairness in turn 
can affect worker morale and productivity.  [See Akerlof and Yellen 1988] 

Second, workers are often in a better position to monitor the firm than are creditors, since they 
are continuously on the spot.  They can verify—or challenge—management claims about what is 
actually happening within the firm.  It is for this very reason that management may resist having 
worker participation. It may limit the power that management exerts (and its rents) by reducing 
the asymmetries in information. 

 

On the Importance of Residual Control Rights:  Lessons from the East Asia 
Crisis 

The issues with which I have been concerned here are not just theoretical niceties, but can have 
take on first order importance, not only in affecting the prospects of particular individuals in 
particular firms, but in determining the nature of the market equilibrium.  This was brought home 
forcefully in the context of the recent East Asia crisis.  Standard contracts in place gave all (or at 
least a predominant proportion) of residual control rights to shareholders.  Consider first the 
situation prior to the crisis.  When workers came to work at a firm, they typically did not know 

                                                
14 See Berle and Means [1932] and Stiglitz [1985b]. 
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the full risk profile of the firm, in particular, its uncovered foreign exchange exposure.  Though 
this risk represented a potential real cost to the worker, he would benefit little if any from any 
returns.  Had workers had a significant voice in management, they would have strongly argued 
against the firm taking on such a position, unless the firm provided adequate job security 
(severance benefits) to the workers.  As it was, the workers had no say.   

Next, consider how firms responded to the unanticipated macro-economic events (the soaring 
interest rates, the falling exchange rates, and declining demand).  Workers’ interests would 
probably have been maximized if the firms had gone into a speedy chapter 11 reorganization; but 
this would hurt creditors, and it would have hurt equity owners (the presumed decision makers) 
even more.  In this case, there was a natural alliance between international creditors and equity 
owners (supported by one of the international financial institutions, whose officials, in trying to 
ward off such a default, spoke repeatedly of the sanctity of contracts, paying little heed to 
bankruptcy being a core part of capitalism, and the at least implicit contracts between workers 
and their firms that were being torn up, all in the name of protecting creditor rights).  The point is 
that because workers were not represented—either at the firm decision making counsels, or 
within the international institutions that were attempting to address the crisis—the outcomes were 
clearly not in workers’ interests, and were probably not even efficient.  The costs to workers were 
not adequately weighed against the benefits to creditors or equity holders.   

 

Principal-Agent Problems and Worker Involvement 

The problem of corporate governance is, of course, nothing more than a manifestation of the 
general principal agent problem.  I want to spend a few moments focusing on agency problems in 
industrial relations systems.  The competitive model has some rough plausibility in a market 
populated by small firms.  In our Jeffersonian tradition, we celebrate the family farm, the owner-
operated shop, and the small independent craftsmen.  In terms of the principal-agent relation, all 
these cases are characterized by the unity of principal and agent, i.e., the people are self-employed 
(no agency costs).  Here the assumption that the principal and agent have the same knowledge 
and incentives is obviously true, but how should that assumption be generalized to larger firms?  
For larger firms, the assumption that the principals (e.g., far-flung shareholders) are able to 
enforce their incentives on the agents (managers and workers in the firm) and monitor the 
behavior of the agents becomes a rather heroic assumption.  Yet without that assumption, the 
basic theorem fails. [Greenwald and Stiglitz 1986]  How in the actual world can the virtues of the 
limit case of self-employed individuals be best generalized to multi-person firms?   

Let us consider some of the informational and incentive problems inherent in the employment 
relation and in other agency relationships.  The shareholders are principals relative to the 
managers as their agents, and the managers can be seen as principals relative to the workers as 
agents.  In such pyramided principal-agent relationships, there may be many gaps in monitoring 
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and incentives between the shareholders and workers:  managers have imperfect incentives to 
ensure that the two are well aligned.15 

One approach to the effort question was developed in efficiency-wage theory as an explanation 
for involuntary unemployment in otherwise flexible labor markets.16   Employers are assumed to 
fire workers who are caught shirking (working at chronically low effort levels) but if labor 
markets clear at the prevailing wage, then workers will be able to readily find new employment at 
the prevailing wage.  Assuming effort is costly and the probability of being detected shirking is 
low, workers would tend to operate at low effort levels.  Employers may pay more than the 
market-clearing wage, i.e., an efficiency wage, in order to give workers something extra to lose if 
they are fired for working at low effort levels.  At that efficiency wage, there would be more job-
seekers than vacancies resulting in involuntary unemployment.  A higher level of unemployment 
would make dismissal more costly.  Since fired workers would join the unemployment queues, 
there would be an incentive for work at a high effort level so as not to risk being detected shirking 
and fired.   

For purposes of this paper, three observations concerning efficiency wage theories are relevant: 

A. The extent of the agency problem depends on the distribution of wealth.  Agency problems are 
less important in societies in which wealth is more equally distributed. 

B. When there are agency problems, the market is, in general, not even constrained Pareto 
efficient. Costly supervision implies that workers are imperfectly monitored; when bad 
performance is discovered, a worker is fired, but if firing is to have a cost, there must be 
surplus associated with holding the job; there may be unemployment in equilibrium.  In this 
case, firms have no incentive to provide job benefits (severance pay, grievance settlement 
mechanisms) which reduce the cost of leaving—even if such benefits are welfare enhancing.  
Indeed, the firm has an incentive to look for ways that increase the costs of separation, 
because in doing so it can lower wages. 

C. This use of an efficiency wage to elicit high effort is best suited to what is typically called the 
low involvement or “low road” workplace17 since it assumes a credible threat to fire shirking 
workers and it assumes no other motivation for high effort levels.   

 

A high involvement or “high road” workplace (as in what we might call the “Japanese-style” 
workplace) uses quite different methods to elicit high effort from the workers.  A high 
involvement labor participation program deals not just with economic variables such as pay 
(perhaps performance-related) and benefits but with a range of other factors such as worker-team  
involvement in decision-making and control on the shop floor or in the office.  At the risk of 

                                                
15 These agency relationships are a major topic in information economics, since many aspects of the agents’ 
behavior are unobservable.  Many of the unobservable factors that affect labor productivity are grouped under the 
label “effort.”  Managers cannot directly observe the workers’ effort level, and yet effort can have a considerable 
effect on productivity and profits. 
16 See Shapiro and Stiglitz [1984] and the other papers in Akerlof and Yellen [1986]. 
17  In Shapiro and Stiglitz [1984], this was described as the “lower-paid, lower-skilled, blue-collar occupations.” 
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oversimplifying the psychology, the idea is to increase each worker’s involvement in and 
identification with the firm so that there will be some unification of agent and principal and a 
resulting tendency for higher effort.  The high involvement workplace, by approaching principal-
agent unification (however in quite a partial manner), provides a different method of eliciting high 
effort than the “risk of unemployment” motivation emphasized in the “low road” approach. 

In 1990, Laura Tyson and David Levine [1990] surveyed 43 empirical studies on the connection 
between participation and productivity.  They found that the effect of worker participation on 
productivity was usually positive though sometimes small or statistically insignificant—but almost 
never negative.  The effect improves the more the participation was close to the shop floor or 
office. 

Several dozen new studies have been conducted since then, several of which have particularly 
strong research designs and data quality.  Their conclusions reinforce the earlier findings: A small-
scale employee involvement plan, just as a small amount of training or a modest change in pay 
systems, may have some beneficial effects, particularly in the short run.  Furthermore, a system of 
high involvement, strong rewards, and high levels of skill and information, integrated with a 
corporate strategy that relies on front-line employees’ ideas and creativity, is capable of 
impressive improvements in organizational performance. [Levine 1995, 81] 

The literature on ESOPs and other forms of employee-ownership has generally, but not always, 
found a positive relationship between ownership and performance.  But when the ownership is 
coupled with genuine participation, the positive relationship is quite clear.18 

 

Two Industrial Relations Systems: the Low Road and the High Road 

The contrasts between the low and high involvement workplaces are part of a larger story about 
the interlocking attributes of different types of systems (see Aoki [1994]).  Indeed, one way to 
look at the East Asian crisis is as the turmoil that occurs at the interface between two systems just 
as an earthquake is produced by the collision and rubbing of tectonic plates.  In a system of 
information-rich and stable but highly leveraged relationships between firms and financiers, 
distress is handled with understanding and lenience on the part of the lenders.  The high trust in 
the firm-financier relationship pairs together with the high leverage as part of a workable system.   

But when the same firms start to become indebted with arm’s-length short-term borrowing, there 
will be little slack in the face of distress and the high leverage may lead to crisis.  Low trust and 
arm’s-length finance relationships need to be paired with lower debt-equity ratios to provide more 
flexibility under distress.  The point is not that one system or the other is “better” but that an 
unwise mixture of the two systems may be quite prone to crisis. 

Yet the world changes; new circumstances arise.  Each system must find ways to adjust their set 
of interlocking attributes to address the new realities and yet avoid unstable mixtures prone to 
crisis.  Just to be even-handed, let me mention the opposite sort of problem when a low trust 

                                                
18  See Blinder [1990], Gates [1998], and the updated reports on www.nceo.org/library  posted by the National 
Center for Employee Ownership in Oakland, California. 
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system adopts a sub-system from a high trust system.  Many firms in the US and Europe have 
wanted to cut inventory costs and to foster the problem-solving induced by the just-in-time 
inventory system.  But the JIT inventory system interlocks with rather cooperative labor 
relationships both in the firm and in the suppliers and truckers who supply the parts “just in time.”  
In a more confrontational labor environment, the JIT system is rather unworkable. 

I will proceed by outlining the two systems introduced as two ways of addressing the effort 
problem in the agency relationship and the more general problem of opportunistic behavior in 
contractual relationships.  The two stylized industrial relations systems will be characterized with 
generic characteristics (e.g., low trust and low involvement of the low road versus high trust and 
high involvement of the high road) rather than geography—even though one system is commonly 
thought to be Anglo-American and the other is identified with Japanese and German systems. 

In terms of Hirschman’s exit-voice distinction [1970], dissatisfaction in a relationship leads in a 
low trust/involvement system to exit and the search for a better partner.  In a high 
trust/involvement system, contractual relationships are more stable and long-term.  Each partner is 
expected to have higher commitment to the relationship and more trust that the partner will not 
act opportunistically.19  In the high road workplace, dissatisfaction would be addressed through 
various voice mechanisms (e.g., collective bargaining, grievance procedures, and labor-
management committees) rather than termination and exit.  To paraphrase an old advertising 
slogan, the partners would “rather fight [to resolve the differences] than switch.” 

High trust is developed between workers and managers by managers exercising the self-restraint 
to not use their power to enrich themselves and to take advantage of the workers.  On their side, 
the workers choose to be cooperative without feeling that they are exposing themselves to being 
opportunistically exploited by self-aggrandizing managers.  That mutual cooperativeness in the 
high trust management-labor relationship is the basis for high “X-efficiency.”20   In a high trust and 
involvement environment, the genuine participation of the workers leads to their increased buy-in 
to the goals of the immediate work group, if not to some goals of the broader enterprise.  As a 
result of this socialization into the enterprise, the worker tends to identify with and to affect the 
goals of the whole effort.  Instead of better threats and monitoring to reduce opportunistic 
behavior in the agency relation, the high trust/involvement system strives towards identification of 
principals and agents.21  In a 1991 symposium on “Organizations and Economics,” Herbert Simon 
emphasized the importance of identification. 

Although economic rewards play an important part in securing adherence to 
organizational goals and management authority, they are limited in their 
effectiveness.  Organizations would be far less effective systems than they actually 
are if such rewards were the only means, or even the principal means, of 
motivation available. In fact, observation of behavior in organizations reveals other 
powerful motivations that induce employees to accept organizational goals and 

                                                
19 See Goldberg [1980] for a treatment of the contrast between relational contracting and arm’s-length contracting. 
20 Where we might take X = effort.  See Leibenstein [1984, 1987]. 
21 These considerations raise a host of important questions that cannot be pursued here.  See McGregor’s classic 
treatment of “Theory Y” [1960] and the more recent literature on intrinsic motivation such as Lane [1991], Frey 
[1997], and Kreps [1997]. 
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authority as bases for their actions.  [The] most important of these mechanisms 
…[is] organizational identification. [Simon 1991: 34] 

 

Moreover the greater congruence between the goals of the agents and the goals of the firm can be 
achieved by adjusting both instead of only the former.22 

The body of employees is, together with the body of shareholders, explicitly or 
implicitly recognized as a constituent of the firm, and its interests are considered in 
the formation of managerial policy. [Aoki 1987, pp. 283-4] 

We have thus seen how the system tries to generalize to larger enterprises the virtues of the family 
farmer, small producer, or shopkeeper who is self-employed.  In doing so, we have seen several 
different levels of analysis: 

a) Implicit contracts—reputational relationships, with incomplete contracts, with adjustments in 
response to changing circumstances based on voice and trust—may be more effective than 
explicit contracts with, say, one side having all “residual” rights to control and all residual 
income.   

b) Adaptations in workers’ preferences, identification, may be more effective in eliciting desired 
behavior of workers than incentive based contracts; how to achieve such identification is one 
of the major challenges facing management.  Profit sharing, which in terms of standard 
incentive theories, may be fairly ineffective, may still be effective because of its effects in 
facilitating identification.  Identification can also be facilitated by 

c) Firms convincingly changing their stated objectives as going beyond simply profit maximizing, 
to include the welfare of their workers, not only as means to end, but as ends themselves. 

The following table tries to concisely give the flavor of the two systems and how their internal 
interlocks might be played out in different markets.23 

 

                                                
22 This formulation does not make clear whether the firm is supposed to abandon the goal of profit maximizing, or 
only that it has to recognize that to achieve that goal, it must act as if it incorporated the concerns of workers 
within its own objectives.  See Akerlof  and Kranton [1999]. 
23  See Levine and Tyson [1990]; Levine [1995] for many of the same points and see Clark [1979] or Dore [1987] 
for similar tables comparing Anglo-American-type and Japanese-type firms. 
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Enterprise 
Characteristic 

 
Low Road 

 
High Road 

LABOR MARKET   
Inducement to high effort High unemployment and efficiency wage High involvement induces effort even 

with low unemployment 
Compensation Contractual wages Wages plus profit sharing 
Wage differentials High differentials as incentive for 

individual advancement 
Low differentials for increased group 
solidarity and cohesiveness 

Employment security Low: dismissal is credible threat for 
discipline 

High security to promote identification 
with enterprise 

Training costs Paid by individual to increase 
marketability 

Paid by firm as long-term human capital 
investment 

Macro-environment Can adjust to and contribute to larger 
recessions with layoffs 

Works better with and contributes to 
fewer and smaller recessions by avoiding 
layoffs 

   
PRODUCT & FACTOR 

MARKETS 
  

Relationship Arm’s-length, market-oriented, and 
competitive 

Long-term relation based on 
commitment, trust, and loyalty 

Product Standardized (to foster competition) Customized to buyer or seller 
Curb to opportunism Exit and competition Voice, commitment, and trust 
   

CAPITAL MARKET   
Relationship Arm’s-length and market-oriented 

finance 
Long-term relational finance 

Time perspective Short-term since hard-to-monitor; human 
capital investments downplayed 

Long-term and patient to reap return to 
human capital investments 

Debt/equity ratios Need low D/E ratio to provide flexibility 
in face of unforgiving market 

Can have higher D/E ratios with patient 
relationship to financial sources and with 
involved, more flexible workers 

Low costs of equity Low costs since no sharing of income or 
control rights with workers 

Lower costs for internal equity since 
workers already share some income & 
control rights 

 

Development Strategy for Labor: From the Low Road to the High Road 

In the developing world, the picture of a market economy is often based on images of the “dark 
satanic mills” of 18th and 19th century England.  Market-based development was conceptualized 
using what we have called the “low road” system of industrial relations.  The modern experience 
in Japan and other East Asian countries shows that there is another model that more closely 
approximates the high road system.  Until the East Asia crisis struck, there was, at least among 
some circles, the view that the “high road” had distinct advantages over the low road:  macro-
stability would be greater, productivity growth higher, worker morale stronger.  I worry that one 
of the more adverse consequences of the East Asian crisis may be the abandonment of the “high 
road,” as firms are being encouraged to break long standing implicit contracts with workers, to 
“downsize” in response to the new economic realities—even if downsizing implies forcing long 
term workers into unemployment.  Such long standing relationships are viewed as contributing to 
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market rigidities, impeding the quick adjustments needed in the nimble world of modern 
globalization.   

To be sure, excessive labor market rigidities (almost tautologically) can have adverse effects.  
But long term social contracts between firms and their workers may make them more accepting 
of—and more promoting of—change and progress.  Indeed, the breaking of the social contract 
and the undermining of social capital is increasingly being given “credit” for the huge decreases in 
productivity in the former Soviet Union.24  But given imperfections of information (e.g. between 
workers and firms) arm’s length market based relationships will lead to an underinvestment in firm 
specific human capital (relative to the first best optimum) and higher labor turnover.   (See Arnott 
and Stiglitz [1985].)25    

The Need for–and Limitations of—Collective Action 

I have stressed these market failures, often implicit in the discussions of labor relations, for an 
important reason. In the absence of the kinds of imperfections noted earlier, firms would have an 
incentive to have the “optimal” amount of worker participation in decision making—there would 
be no need for government intervention in governance.  If the evidence that the “high road” is as 
compelling as many seem to believe, firms will move in that direction. 

But the market failures depicted earlier explain why they may not move as much or as fast as is 
socially desirable, and provide a clear rationale for collective action.  There is at least the 
possibility that government interventions in the labor market—through regulations affecting 
working conditions, collective bargaining, and more broadly workers’ rights—will bring about 
redistributions that might not otherwise be achieved.  Such interventions may, under certain 
circumstances, actually be Pareto improvements.   

But I hasten to add that there is a delicate balance:  excessively strong unions can through 
collective action “hold up” the rest of the economy, reduce product market competition, and 
interfere in other ways with the efficiency of the economy.  This is particularly problematic in 
areas in which there is a natural monopoly, or a government created monopoly or near monopoly.  
Wage increases can be passed on to consumers, and workers in these industries have in country 
after country been able to use their market power to extract wages far in excess of their 
opportunity cost.  When the service is publicly provided—such as education—market discipline 
may too be limited.  Though eventually voters may raise concerns about public employees being 
paid wages considerably in excess of market wages, the process is a slow one, and before the 
political process responds, considerable rents may be extracted from the public.  Of particular 
concern are those instances in which, in order to maintain their rents, unions attempt to suppress 
competition, as many would argue has been happening in the United States, with unions’ 
vehement opposition to vouchers. 

                                                
24 See Stiglitz [1999a, 1999b] and Hussain, Stern, and Stiglitz [1999]. 
25 Similar arguments have been put forward to suggest arm’s length financial relationships associated with 
securitization may be less efficient than “relationships” associated with banking.  See, e.g. Stiglitz [1992] and the 
references cited there.   
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Is there a role for collective action within the public sector? 

I was going to ask, more broadly, what is the justification for unions in the public sector?  The 
arguments presented earlier suggested that profit maximizing private firms would act to exploit 
their monopsony power over workers, or otherwise engage in wage setting policies that ignored 
the externalities that those policies exerted on others.  Clearly, the government need not do so; 
with good economic advisers, they would be tamed against abusing any monopsony power and 
act in a way that is acutely sensitive to externalities.  Indeed, correcting externalities is one of the 
major rationales for collective action.   This reasoning would suggest that while there is a need for 
government-enforced collective bargaining rights in the private sector, such rights should not 
extend to the public.   

But there is a strong qualification to this argument.  Principal agent problems arise in the public 
sector just as they do in the private.  The manager of a public school may not act in a way that 
fully reflects the public interest.  He is likely to see his job as producing high quality education at a 
minimum cost—just as the manager of a private school would—and as such he would have every 
incentive (absent collective bargaining) to keep wages as low as possible.  More broadly, political 
control mechanism are far from perfect—far less effective than market control mechanisms.  In 
such cases, the exercise of voice—through unions—may be particularly important.  (See 
Hirschman [1970].) 

Systemic problems 

The case for redressing the imbalance in bargaining power seems clear, but it provides only part of 
the rationale for the role for government in regulating corporate governance, especially given the 
magnitude of managerial discretion and the role that management plays in deciding on corporate 
governance.  The fact that there exist quite different systems of corporate governance (those with 
and without a large role for workers) suggests26 that there may be multiple equilibria, in which 
case government can play a role in moving the economy from one equilibrium to another.27  
Norms are established that govern “appropriate” behavior—not only the extent of consultation, 
but appropriate compensation differentials between management and workers.  (Does one really 
believe that the ratio of managerial productivity to worker productivity differs so markedly across 
countries?)  In a society in which workers participate on a regular basis in decision making, any 
firm that took away that right would be castigated.  But in a society in which workers do not 
regularly participate in decision making, granting that right might not serve to make the firm that 
much more attractive; indeed, a self-selection process may be set in motion, whereby workers 
who feel most strongly about participation—and who in other ways are the most militant—may 

                                                
26 It is only suggestive, since the legal environment differs in other respects as well. 
27 The role of government in moving an economy from one equilibrium (that is Pareto inferior) to another is 
illustrated well by Basu’s discussion of child labor.  He argues that there may be a “low level equilibrium trap” in 
which wages are low; because wages are low, families send out their children to work; and because they send their 
children out to work, the equilibrium wage is low.  There is another high wage equilibrium, in which at the high 
wage, families chose not to send out their children to work.   Prohibiting child labor ensures that the economy 
avoids the low level equilibrium trip.  (See Basu [1998].)  Similarly, Basu, Genicot, and Stiglitz [1999]  show that 
there may be a high unemployment equilibria, with families sending many members into the labor market because 
of the risk that some will not be hired.  A guaranteed family income may eliminate this “bad” equilibrium.  
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be attracted to the firm.  Similarly, in societies that value long term relations, the signal sent by a 
worker leaving his firm is markedly different from that sent in an economy like the United States.28   

 

Development as Democratic Transformation 

Finally, I would like to view this developmental strategy for labor within a broader framework for 
development.  In my Prebisch Lecture [1998], I emphasized the concept of development as 
transformation. 

Development represents a transformation of society, a movement from traditional 
relations, traditional ways of thinking, traditional ways of dealing with health and 
education, traditional methods of production, to more “modern” ways.  For 
instance, a characteristic of traditional societies is the acceptance of the world as it 
is; the modern perspective recognizes change, it recognizes that we, as individuals 
and societies, can take actions that, for instance, reduce infant mortality, increase 
lifespans, and increase productivity. 

If a change in mindset is at the center of development, then it is clear that attention needs to be 
shifted to how to effect such changes in mindset.29  Such changes cannot be “ordered” or forced 
from the outside , however well-intentioned the outsiders may be.  Change has to come from 
within.  The kinds of open and extensive discussions that are central to democratic processes are, 
I suspect, the most effective way of ensuring that the change in mindset occurs not only within a 
small élite, but reaches deep down in society.   

Change is also often threatening–and sufficiently risk-averse individuals are willing to pass up 
opportunities for expected gain to avoid the downside risks.  Democratic and participatory 
processes involving labor unions and other social organizations ensure that these concerns are not 
only heard, but addressed; as a result, these processes dissipate much of the resistance to change.  
Consider an example that is particularly relevant in a time of globalization.  As one who supports 
lowering trade barriers, I am nonetheless dismayed to note that all too often ardent free-trade 
advocates cavalierly dismiss the opponents, including those who stand to lose by free trade, and 
refer to them as “special interests” trying to protect their existing “rents”.  But among those hurt 
by trade reforms will be many who will lose their jobs.  And if the society lacks an adequate safety 

                                                
28 A similar argument has been used to show that while it may be more efficient for firms to have more extensive 
risk sharing arrangements with their workers (Weitzman [1984, 1985, 1995]), it will not pay any firm to introduce 
such an arrangement.  The firms that are most likely to do so are those whose profit expectations are most bleak. In 
effect, profit sharing arrangements are analogous to the firm issuing shares to its workers, and so the adverse 
selection arguments for why equity markets work poorly apply here.  (See Greenwald, Stiglitz, and Weiss [1984])  
By forcing all firms to have risk sharing arrangements with their workers, one dilutes, if one does not eliminate, 
the adverse signaling effect. 
29  “All [vicious development] circles result from the two-way dependence between development and some other 
factor, be it capital or entrepreneurship, education, public administration, etc.  But the circle to which our analysis 
has led us may perhaps lay claim to a privileged place in the hierarchy of these circles inasmuch as it alone places 
the difficulties of development back where all difficulties of human action begin and belong: in the mind.” 
[Hirschman 1958, 11] 
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net, the unemployed worker therefore risks true impoverishment, with disastrous effects on the 
lives of all family members.  What is of concern is not just the loss of “rents”, but the loss of a 
family’s livelihood.  Inclusive democratic processes involving unions and other popular 
organizations make it more likely that these legitimate concerns will be addressed.     

We should be clear:  workers in much of the world have grounds for suspicion.  Capital market 
liberalization in East Asia did not bring the benefits that were promised, except to a few wealthy 
individuals.  It did impoverish many—both through lower wages and increased unemployment.  
Worse still, workers have seen decisions that affect their lives and livelihoods being seemingly 
forced upon their countries, with hardly a nod towards the concerns of the workers, apart from 
sermons about the virtues of bearing pain.  I believe, for instance, that there is some chance that 
some of the disastrous economic decisions that were made in responding to the East Asian 
economic crisis would not have occurred had workers had a voice (let alone a voice 
commensurate with their stake in the outcome) in the decision making.30  And even if similar 
decisions had been made, at least workers would have felt that they had had their say.   

Thus, I would argue that economic democracy is essential to effect the systemic change in 
mindset associated with the democratic transformation, and to engender policies that make 
change—which is at the center of development—more acceptable.  And because labor and other 
affected social groups have had a voice in shaping the changes, in making them more acceptable, 
change is likely to be accepted or even embraced, rather than reversed at the first opportunity. 

The economic benefits of workplace democracy are, however, as I have already suggested, more 
pervasive than just the acceptance of change:  there is a growing literature arguing that 
participation in decision making increases efficiency.31  Changes in technology would be expected 
to be associated with changes in the degree and nature of worker participation, as the efficiency 
benefits and economic costs of participation change.  New information technologies and 
production modes hold open the promise of greater worker participation—just as they hold open 
the promise of more effective citizen participation in public governance.32 

 

Toward Economic Democracy 

So far, I have largely cast the analysis in traditional economic terms.  I have argued that, given 
traditional objectives (Pareto efficiency) and traditional modeling of individual behavior, simply 
taking into account imperfections and costs of information, and the imperfections of mobility and 
asymmetries in bargaining to which they give rise, there is a rationale for government intervention 
in labor relations.   

                                                
30 See Stiglitz [1998c]. 
31 See Blinder [1990] and Levine [1995]. 
32 See Stiglitz [1999c]. 
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But I want to put forward a stronger hypothesis.  We care about the kind of society we live in.  
We believe in democracy, regardless of whether it increases economic efficiency or not.33  

I would argue that democracy entails far more than majority voting.34  Indeed, there is a whole 
tradition that identifies “government by discussion” as key to democracy.35  Democratic processes 
must entail open dialogue and broadly active civic engagement, and it requires that individuals 
have a voice in the decisions that affect them, including economic decisions.  Thus, we can speak 
of industrial or economic democracy in the workplace—where unions play a key role—and local 
democracy at the community level, as well as democracy at the national level. 

A society in which there is a widespread view of class  conflict between workers and capitalists is 
fundamentally different—and functions fundamentally differently—from a society in which there is 
perceived to be a wider congruence of interests.  A society in which large portions of the labor 
force are marginalized, are treated as if their voice does not count, who see their opportunities for 
advancement highly restricted, will function in ways that are fundamentally different from a 
society in which there is perceived to be greater respect for every individual and greater attempts 
at comprehensive inclusion.   

Economic democracy is thus an essential part of a democratic society.  The limits and bounds of 
economic democracy are evolving, just as democracy itself is changing.  Though democracy has a 
long tradition—in the West, it dates back at least to the Greek city-states—even political 
democracy has been slow to evolve.  It was only in the century just ended that universal political 
suffrage became the norm.  Many countries have been slow to grant those basic rights—of a free 
press, free speech, the right to organize to pursue common objectives (both in general, and for 
workers in particular)—that are so necessary for an effective democracy.  Many governments 
continue not to recognize the people’s fundamental “right to know,” pursuing secrecy well 
beyond the domain where it is needed for national security. 

There have been comparably great strides in economic democracy.  Today, management is more 
willing to listen to the concerns of workers—they do not view this as an intrusion into managerial 
prerogatives.  Even language is changing, as one speaks of partnerships, teams, community.  One 
need not be pollyannaish—believing that there is complete congruence of interests—to believe 
that such a change in language represents a fundamental shift in mindset, a move towards greater 
openness, to delineating more clearly the sources of conflict, clarifying the asymmetries of 
bargaining power that arise from costs of labor mobility, limited worker resources, and 
asymmetries of information.   

                                                
33 Within the development literature, there is a large and controversial literature addressing the issue of the two-
way relationship between growth and democracy.  See, e.g., Knack and Keefer [1997], World Bank [1997],  
Stiglitz [1999d]. 
34 “In theory, the democratic method is persuasion through public discussion carried on not only in legislative halls 
but in the press, private conversations and public assemblies.  The substitution of ballots for bullets, of the right to 
vote for the lash, is an expression of the will to substitute the method of discussion for the method of coercion.” 
[Dewey 1939, p. 128] 
35 See, for example, John Stuart Mill [1972 (1859)], Walter Bagehot [1948 (1869)], James Bryce [1959 (1888)], 
John Dewey [1927, 1939], Ernest Barker [1967 (1942)], Frank Knight [1947], and Charles Lindblom [1990]. 
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Democracy is also fragile.  Repeatedly, we have seen high levels of social disorder lead to calls for 
strong (read “anti-democratic”) government to restore the basic foundations of law and order 
without which individuals cannot live and work together.  We have seen how economic policies, 
and the manner in which they are adopted, can either contribute to social cohesion or to social 
disorder.  The world has experienced economic crises of increasing frequency and severity.  There 
is a growing consensus on the causes of the crises, and on the policies that must be adopted to 
reduce their frequency and severity and to mitigate the consequences, e.g., by developing stronger 
safety nets.  But there is no safety net that can fully replace the security provided by an economy 
running at full employment.  No welfare system will ever restore the dignity that comes from 
work.  It is imperative that countries not only work to put into place policies that prevent crises 
and minimize their magnitude and adverse consequences, but respond to these crises in ways that 
maintain as high a level of employment as possible.  Too often, in advising countries on policies 
that they should pursue, the focus has been too narrow.  While potential efficiency benefits were 
stressed, the downside risks were given short shrift; worse still, little attention was put on 
sequencing—ensuring that the country had in place the institutions that would enable the country 
(and especially the most vulnerable workers within it)—to bear the risks.36  And in exposing the 
country, and its workers, to these risks, we not only put at risk  the lives and livelihoods of the 
workers, but more fundamentally the systems of economic and political democracy. 

 

Concluding Remarks 

As we end the millennium and begin another, it is time to view the issues of labor relations 
through new lenses—and begin a shift in the prevailing paradigm.  Few writing a history of 
capitalism in the United States would venture that organized labor did not play an important role 
not only in restructuring the relationships between workers and firms, partially redressing an 
imbalance of power, but also in improving living standards.  Critics who say that these changes 
would have come on their own, simply as a result of higher GNP, are simply not credible. 

But the world today is markedly different from the world 75 or 50 years ago.  The statistics 
suggest that unions are playing a far less important role within the private sector than they did in 
the years immediately following world War II.  Yet that does not mean that issues of labor 
relations have disappeared.  Rather, the grounds have shifted—for instance, to issues concerning 
the role of workers in ownership and governance.  There may be a need for government to 
facilitate this shift in economic organization, just as it did earlier in the century, in facilitating the 
growth of unions.  Many of the developing countries—some of which are just emerging from a 
history of feudal relations—face more traditional problems of redressing fundamental imbalances 
of power.  Those of us in the business of dispensing development advice must be aware of the 
social, political, economic and historical context in which that advice is given:  advising countries 
to have more flexible labor markets may be tantamount to telling them to give up hard won 

                                                
36 Thus, a large literature now bears testimony to capital and financial market liberalization, whatever the 
efficiency benefits that might be derived from them (and some recent literature has even questioned that—see 
Stiglitz [1999e]  and Rodrik [1998]), unambiguously contributing to economic volatility and an increased 
probability of financial and currency crises and recessions.  See Demirgüç-Kunt and Detragiache [1997] and 
Easterly, Islam and Stiglitz [1999].   
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advances in labor standards.  And even the welfare gains may be problematic, once the social 
costs of the risks imposed and the adverse macro-economic effects described earlier are taken into 
account.  The streets of Seattle bear testimony to the sense of frustration that many within the 
developing world feel about how the international community has addressed their concerns.   

But even more fundamental than the issues of economic efficiency are those concerning economic 
democracy:  the kind of society we are attempting to create.  There is more that we can do than 
just following the dictum of “do no harm”—though some might argue that that would, by itself, 
be going a long way.  While globalization provides new challenges for sustainable democratic 
development, it also offers new opportunities to loosen the fetters of the past and to promote the 
democratic processes essential for long-run success.  By becoming advocates of stronger 
workers’ rights and representation, at every level—from the workplace, to the local, regional, and 
national level, to the international level—I believe that we can achieve much more than 
improvements in efficiency.  Labor unions and other genuine forms of popular self-organization 
are key to democratic economic development.  That is why today, the World Bank supports the 
Labor Standards of the ILO, including the rights to organize and collectively bargain. 
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