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r SEPARATING IDEAS AND BUBBLES IN
::; HUMAN RESOU RCE MANAGEMENT

David Lewin, Daniel j.B. Mitchell, and Mahmood A. Zaidi

Question: Why have a handbook dealing with the latest in research and theory
in human resource management?

.Answer number 1: Because research and theory have something of practical
", importance to say about the field. At least, that is what academics surely like

to think. Perhaps a better answer, therefore, is that this handbook will allow
you as the reader to make your own judgment on that issue. As editors, we
think the reader will find valuable insights from the academic literature.

Answer number 2: Because the issues in the field are typically more complex
than many writing (and especially consulting) outside the research community
would like them to be or appear to be. Even if research and theory do not
provide definitive guides to "how-to-do-it," they at least provide a note of
caution. And caution is needed in a world in which there is no shortage of
gurus proclaiming to have found the Truth about human resource practices.

THE POWER OF IDEAS

Economists, especially those based at universities, are fond of quoting John
Maynard Keynes's famous observation in 1936 that "practical men, who believe
themselves to be quite exempt from any intellectual influences, are usually the
slaves of some defunct economist" and that "madmen in authority, who hear
voices in the air, are distilling their frenzy from some academic scribbler of
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a few years back" (Keynes, 1936, p. 383). Given the madmen then in authority, .

it is not entirely clear that this influence was something to brag about. But
perhaps it is Keynes's further observation that should receive the bulk of our
attention today:

I am su~ that the power of vested inte~sts is vastly exaggerated compared with the gradual
encroachment of ideas. Not, indeed, immediately, but after a I%rtain interval; for in the
field of economic and political philosophy the~ are not many who are influenced by new
theories after they are twenty-five or thirty years of age.. ..But soon or late, it is ideas,
not vested inte~ts, which are dangerous for good or evil (pp. 383-384).

Keynes is widely viewed as the father of macroeconomics. He wrote his paean
to the power of ideas during the Great Depression when unemployment and
inadequate demand in the immediate term was the key policy concern. Jump
ahead to the 1990s and we fmd that macroeconomists now worry as much
about the supply side as the demand side and about the long term as well as
the short. Specifically, a major concern at present is to determine what steps
might accelerate the rise of productivity and what institutions might increase
the trend rate of economic growth. Some of the conclusions are of great interest
for the field of human resources.

Macroeconomist Martin L. Weitzman has pointed out that in the
contemporary world it has become apparent that the source of long-term
growth goes beyond just adding more and more inputs of capital and labor
to the national "production function." Rather the source involves a
"combinatoric growth process" of ideas which are then applied to production

(Weitzman, 1996).
As Weitzman sees it, most innovation stems from the combining of existing

ideas and concepts into new ones, that is, the obtaining of new insights from
existing strands of knowledge. Then there must be a sorting out of the useful
new ideas from the nonviable. Such a process of producing innovative ideas
has a tendency to proliferate (in the right environment) in chain-reaction style.
In the information age it is ideas that ultimately determine economic success.
Bursts of success of the type seen in high-tech sectors, such as computer-
oriented electronics and bioengineering, are the result of the combinatoric
process. As noted, however, the ideas must be good ones if they are to foster
growth. And therein lies a critical problem.

THE RISK OF FADS

Sorting out good ideas from bad ones and useful ones from amid the
dysfunctional is as essential to the growth process as generating new ideas. But
the task is difficult and must be performed in the face of considerable
uncertainty. Seemingly promising ideas and innovations may turn out to lead
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nowhere. The market ultimately will reward true success. But for a time it may
also reward the adoption of notions that seem useful but eventually come to
be seen as dead ends or worse.

Financial markets teach US that herd behavior-which now goes under the
name "rational economic bubbles" -can lead to (temporarily) profitable
departure from fundamentals. A rise in price of an asset (stocks, currency)
attracts investors who use recent history as a guide to the near future. Soon
prices are rising because they are rising and herd-following market participants
(called "noise traders" in the fmance literature) all enjoy the resulting gains.
Eventually, however, the bubble bursts to the disappointment (and, perhaps,
substantial loss) of all.

Although the field of management-and human resource management in
particular-has a different set of incentives from financial markets, bubbles
of a different sort are always a danger in the marketplace of ideas. What is
more commonly called a fad is really an idea bubble. A plausible notion is
put forward and produces some apparent successes-or is at least correlated
with success. (In the real world of market uncertainty it is often difficult to
separate cause and correlation.) Imitators are attracted. Money can be made
by appearing to locate the key practices that appear to lie behind success stories.

Managers will want to get on board early on, just as investors want to get
"in at the bottom" of a rising market. On the one hand, doing what appears
successful elsewhere carries little risk; if the practice ultimately does not produce
the desired results, the built-in defense is that everyone else was doing it. And
at low cost; relabeling existing practices with the latest nomenclature is not
especially costly. On the other hand, not adopting the latest thing and actually
being left behind if it does work carries grave career risks. How can a manager
justify not doing what-in hindsight-appears to have been a sure thing?

Most fads do start with a useful idea. Scientific management, human
relations, management by objectives, quality of worklife, and total quality
management all began with good ideas. But all ultimately were oversold. Even
fad-following itself became a fad in the late 1980s and early 1990s; what was
the "benchmarking" craze other than the idea of imitating practices that seemed
to characterize successful enterprises?

Ultimately, therefore, our goal in presenting this handbook is to help the
reader examine contemporary ideas and to fIlter out the current rage from
fundamental advancements. We urge a healthy skepticism, but also a receptivity
to innovation. Achieving the optimal balance between the two is the key.

HANDBOOK STRUaURE

Our handbook is divided into seven sections. We begin with two sections on
"employee participation," the first being of the "nonfinancial" variety, that is,
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participation in decision making. Such participation can range from the'
traditional suggestion box-hardly a new idea-to elaborate schemes aimed
at creating self-managing work teams. The latter notion, incidentally, is less
new than many practitioners and proponents realize.

, Participation: Nonfinancial,
As David Levine points out in chapter 2, the problem for management is

to convince employees that participation and the effort it requires will bring
about benefits for them. He emphasizes the need for "trust" to be developed
and sees the failure to develop trust as the key cause of the high failure rate
of participatory experiments. Naive orders from on high to implement
participation are headed for failure.

In any event, participation takes many forms. The quality circles of the early
1980s were purely consultative. These programs seemed to have had short-run,
but not long-run, benefits. Team production is the current rage but Levine
notes that studies of the consequences of team usage are ambiguous. To make
teams work, the employer must encourage organizational solidarity through
job security and narrow pay differentials.

Levine finds that formalized systems-such as European-style works
councils-do not seem linked to productivity gains. Foreshadowing the next
handbook section, he concludes that fmancial participation tied to nonfmancial
seems the most effective policy. In particular, total quality management (TQM)
is likely to be perceived by workers as a newfangled speed up if it is not connected
to the reward system. Successful human resource practices come in packages.
Managers cannot simply buy them off the guru's shelf one at a time.

Adrienne Eaton, Paula Voos, and Doug-one Kim further disaggregate the
range of participatory practices available. Participation may be on line or off
line and may be voluntary or involuntary for participants. In off-line systems,
small groups of employees are asked to offer solutions to problems but higher

management ultimately decides whether the solutions will be implemented. In
on-line systems, the employees have direct authority.

With the exception of collective bargaining-which the authors remind us
is a form of participatory arrangement-participation is generally voluntary
for employers in the United States. (In European countries, there may be legal
requirements to establish works councils.) Middle managers and supervisors
may be ordered to set up participatory systems by top managers although
nonsupervisory participants are typically volunteers. Eaton, V oos, and Kim
note that while American management dislikes mandates from government,
it seems to feel that mandating participation within its own middle ranks is
appropriate. Financial participation is often involuntary for the individual
worker, that is, mandated by higher management decision makers.
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Although the politically correct view would probably favor completely
voluntary arrangements, Eaton, V oos, and Kim do not conclude that such
practices are always best. Again, there is much more ambiguity in the research
literature about best practice than commercial consultants are likely to suggest
to their clients. Cautious experimentation is therefore indicated.

An important element in participatory systems is the flow of information
that can be two way or one way, as Morris Kleiner and Tzu-Shian Han point
out. There is a long history of grievance systems, attitude surveys, suggestion
boxes, and the like in business enterprises. More elaborate two-way systems,
particularly in nonunion settings, may run afoul of the Wagner Act's ban on
company unions and fall under the recent Electromation decision of the
National Labor Relations Board. But simpler one-way systems in which
management attempts to gauge worker opinion are not likely to present this
legal problem. Where there are unions, information may flow through the
negotiations process. And, indeed, strikes and lockouts themselves provide
(costly) information to both sides about the strength of the other party's
position. There is some evidence that managerial failure to react to what it
is hearing eventually discourages the workforce from providing new
information. Financial sharing arrangements can reinforce information sharing
by convincing employees that all benefits will not flow to others.

Participation: Financial

Given the conclusion of those reviewing nonfinancial participatory systems
that a program of financial participation can be (should be?) an important
adjunct, the next section of the Handbook deals explicitly with such programs.
Financial participation comes in various forms. Douglas Kruse and Joseph
Blasi consider one version: employee ownership (majority or minority).

As Kruse and Blasi point out, the motives behind employee ownership vary.
At the public policy level, where tax benefits create incentives to establish
employee stock ownership plans (ESOPs), one motive has been "social," that
is, the promotion of wealth sharing. At the fIrm level the motive is more likely
to be micro: providing an incentive for increased productivity. Arrangements
may include ESOPs, stock purchase plans, deferred profit-sharing plans
(through which the company's stock is bought), stock-option plans, and 4Olk
plans (tax-favored saving plans in which employees may accumulate shares
but may also have other assets from which to choose). Other than the fact
that larger fIrms are more likely to implement such plans than small ones
(perhaps because of economies of scale in administrative costs), it is difficult
to predict what kinds of fIrmS will have them.

Situations in which ESOPs have been used to fend off takeovers or as part
of union contract concessions (especially in the I 980s) have received substantial
media coverage. But most stock ownership does not stem from such
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circumstances. There is some evidence of a link between ownership and positive'
worker attitudes, but more direct evidence linking ownership to higher
productivity and profitability is fuzzy. Still, there does seem to be some
productivity connection.

As many prior authors have noted, ESOPs-and other large group
incentives-raise the so-called I /N problem. IfN is the number of participating
employees, and if N is large, the reward an individual worker will obtain from
added effort is small. The fruits of the effort are divided among many other
workers, an arrangement that could encourage free riding.

Like stock ownership, profit sharing does not necessarily entail employee
participation in decision making, as Derek Jones, Takao Kato, and Jeffrey
Pliskin point out. Gain sharing is more likely to have such an element. Although
there is not much empirical research on gain sharing, profit sharing is found
in many countries and a significant international literature has developed.

Pinning down the impacts of such plans on firm performance runs into
the standard range of statistical problems. Control variables are needed but
not always available. Measuring the plan as an explanatory variable itself
poses a problem. (Is it mere plan presence, the proportion of workers covered,
or the amount of the payout that should be used as an explanatory variable?)
Complicated interactions may exist between the plan and other human
resource practices.

Particularly with regard to profit sharing, the academic/economic literature
departs from the traditional concern of human resource managers-
productivity-and considers other effects. Economists, notably Martin
Weitzman (quoted earlier), have looked at the impact of profit sharing on
employer behavior rather than on employee effort. Because profit sharing
creates a gap between the marginal cost of labor (the wage) and the average
cost (wage plus the profit-sharing bonus), fIrmS with profit sharing are expected
to increase their hiring and to be less likely to layoff their workers in downturns.
Whether this theoretical prediction is borne out empirically has been the target
of considerable research.

Some evidence has been found for the employment-stabilizing effect of
profit-sharing plans, an outcome that could be of social benefit. If there are
macro (economy-wide) benefits from profit sharing, they will not be captured
by individual employers looking only for micro effects (more productivity).
Hence, a case can be made for offering encouragement of profit sharing through
such devices as tax-favored treatment. Such treatment was part of the
Weitzman proposal to encourage more widespread use of profit sharing.

Beth J. Asch and John 7: Warner take a more micro approach to the general
problem of pay incentives. In a world of imperfect information, employee
behavior cannot be completely monitored or monitored without cost.
Opportunities arise for shirking, a form of moral hazard since the employee
is partially "insured" from detection by information and monitoring costs.
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These sorts of problems are the staple of principal-agent theory: How does
the principal (employer or supervisor) induce appropriate behavior from the
agent (employee)? Various compensation-related devices have been used by
employers for this purpose.

Under piece rates (or sales commissions), higher productivity results in more
pay. But the devil is in the details. Common problems of these pay plans are
a focus on quantity over quality, lack of incentive to avoid wastage of materials,
and dynamic games as employers seek to determine performance standards
(through time and motion studies) and workers respond by restricting output.
Workers are generally assumed to be more risk averse than employers so such
systems typically have a base wage (a minimum guarantee) as well as a
production-related component. The more that is guaranteed, however, the less
the incentive to supply more effort. A tradeoff must be made; no pay system
gives perfect results, that is, results identical to what would occur if information
were costless.

Of course, by offering variable pay plans employers may encourage self-
selection of employees. Workers may be less likely to take jobs with highly
variable pay arrangements if they are risk averse; so piece rates may attract
risk takers. Or such plans simply may attract employees who know themselves
to be more productive than average.

There are many other difficulties with regard to actual design of piece rate
systems. They reward individual behavior, not teamwork, and might encourage
competition where cooperation is needed. If teamwork is important, employers
can install group (rather than individual) piece rate systems. But these can
invoke the aforementioned 1/ N problem if the group becomes too large.

Incentives are important for executives as well as nonsupervisory employees
since executives, even top executives, are agents of the flrnl's owners. Various
models of executive incentives have been put forward. In tournament models,
for example, promotions are seen as rewards. Executives compete for a limited
number of higher-ranking job slots which pay significantly more than their
current positions. As they climb up the organizational pyramid, the number
of higher opportunities for executives becomes more and more limited. (At
the very top, there is only one CEO slot.) However, as with individual piece
rates, competition, rather than cooperation, is encouraged. Office politics and
sabotage are part of popular corporate lore as a result.

In any event, as with piece rates there is a selection process involved as well
as an incentive process. If there is a hierarchy of jobs and salaries, those who
are better "matches" with the flrnl will tend to remain with the employer and
so move up the ladder. This upward drift-a learning model-will occur even
if no one works harder than they otherwise would without a promotion reward.
Of course, direct incentives to work harder can also be included in the executive
pay program (such as stock options).
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