OLIVER E. WILLIAMSON.
MICHAEL L. WACHTER AND
250 / JEFFREY E. HARRIS

Understanding the employment
relation: the analysis of idiosyncratic
exchange

Oliver E. Williamson

Professor of Economics, Law. and Public Policy
University of Pennsylvania

Michael L. Wachter

Associate Professor of Economics
University of Pennsylvania

and

Jeffrey E. Harris

Resident in Medicine
Massachusetts General Hospital

This paper is concerned with jobs for which nontrivial job-
specific skills and task-specific knowledge evolve, in a learning by
doing fashion, during the course of a worker’s employment.
Otherwise qualified but inexperienced workers can not be re-
garded as the equivalent of job incumbents under such cir-
cumstances. The underlying factors that give rise to job idiosyn-
cracies and the contractual properties of four alternative con-
tracting modes for jobs of this kind are evaluated with the
assistance of what we refer to as the ‘‘organizational failures
framework.”’ Individualistic contracting modes of the contingent
claims contracting, spot contracting, and authority relation
types are examined. The implied demands on the rationality
limits of human actors are shown to be severe and the as-
sociated costs of adapting to changing job and market cir-
cumstances are shown to be considerable for jobs of the
idiosyncratic kind. Collectivizing the employment agreement al-
leviates these conditions in that it serves to economize on trans-
action costs in both bounded rationality and attenuate oppor-
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tunism. The upshot is that ‘‘internal labor markets,”’ which
others have interpreted in mainly noneconomic terms, can be
supplied with an efficiency rationale—additionally if not instead.

B This essay is concerned with the implications of an extreme
form of nonhomogeneity—namely, job idiosyncracy—for under-
standing the employment relation. Although we refer largely to
production workers, the framework can be extended, with ap-
propriate modifications, to cover nonproduction workers as
well. Our purpose is to assess better the employment relation in
circumstances where workers acquire, during the course of their
employment, significant job-specific skills and related task-
specific knowledge.! What Hayek? referred to as knowl-
edge of ‘“‘particular circumstances of time and place’ and what
we refer to as ‘‘first-mover advantages’’ play a prominent role in
the analysis.

The paper is an amalgam of recent neoclassical contributions
to labor economics,?® the internal labor market literature,* and
discussions of collective bargaining by labor law specialists.® It
is not, however, mainly a synthesis. We examine the transac-
tional attributes of alternative contracting modes in a more de-
tailed way than previous treatments and interpret the employ-
ment relation in an intertemporal systems context. Also,
whereas much of the internal labor market literature emphasizes
noneconomic considerations, we interpret evolving institutional
practices with respect to idiosyncratic production tasks in effi-
ciency terms.

This is not to suggest, however, that extraeconomic consid-
erations are thought to be unimportant. To the contrary, we
subscribe to the view that supplying-a satisfying exchange rela-
tion ought to be regarded as a part of the economic problem,
broadly construed, and believe that internal labor markets often
contribute to greater contractual satisfaction. Confronted, how-
ever, with the coexistence of structureless and structured labor
markets, and assuming that the same considerations of contrac-
tual satisfaction with respect to the nature of the exchange
relationship apply in each, we are unable to distinguish between
these markets by invoking noneconomic arguments. By con-
trast, the use of sequential spot contracting, where jobs are
fungible, and internal labor markets, where jobs are idiosyncra-
tic, is relatively easy to rationalize in efficiency terms.®

! The employment relation is scarcely an isolated case of idiosyncratic ex-
change conditions. The vertical integration of technologically separable production
stages is largely to be understood in these terms (Williamson [39]). For a more
general discussion of the organizational failures framework employed in this paper
and other examples of idiosyncratic economic events, see Williamson [38].

21n [17].

3 Especially Becker [6].

4 Especially Doeringer and Piore [11].

5 Principally Cox [9].

6 To the extent, of course, that internal labor markets also have attractive
properties in contractual satisfaction respects, their use in idiosyncratic job cir-
cumstances is reinforced. Indeed, contractual satisfaction is apt to have second-
order efficiency effects. But the bifurcation of labor markets into structured and
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Four alternative labor contracting modes are examined. Two
of these, recurrent spot contracting and contingent claims con-
tracting, rely entirely on market mediated transactions. The
other two involve a mixture of market mediated exchange and
hierarchy (internal organization). What is commonly referred to
as the ‘‘authority relation’’ and the internal labor market mode
are of this second kind. These several alternative contracting
modes are assessed in cost-economizing terms, where costs
include both production and transaction cost elements. Consid-
ering that the focus throughout is on contracting, transaction
costs naturally receive primary attention.”

Our purposes, briefly, are as follows:

(1) To demonstrate that the interesting problems of labor
organization involve the study of transactions and con-
tracting and, except in a rather special idiosyncratic
sense, do not turn mainly on technology.

(2) To isolate and assess the idiosyncratic job features which
characterize internal labor markets with the help of the
“‘organizational failures framework.”’

(3) To set out the transactional detail that would attend com-
plex contingent claims contracting in idiosyncratic job cir-
cumstances, thereby to disclose why such contracts are
prohibitively costly or infeasible.

(4) To demonstrate that sequential spot contracting is unsuited
to the idiosyncratic tasks in question, whence Alchian and
Demsetz’ discussion® of the employment relation requires
qualification.

(5) To examine the authority relation and indicate the limita-
tions associated with Simon’s evaluation® of alternative
contracting modes.

(6) To develop the transactional rationale for internal labor
markets (in terms mainly of economizing on bounded ra-
tionality and attenuating opportunism) where jobs are
idiosyncratic in nontrivial degree.

A brief discussion of the prior literature, some remarks con-
cerning technology, and a description of the job circumstances in
which idiosyncratic skills and knowledge are acquired by the labor
force are given in Section 2. A proposed framework by which both
to interpret these conditions and to assess alternative contracting
modes is supplied in Section 3. Three autonomous contracting
modes are examined in Section 4. The structural attributes of
internal labor markets are then interpreted in Section 5. Conclud-
ing remarks follow.

B A brief review of the literature. The internal labor market litera-
ture has its roots in the industrial relations-labor economics litera-

structureless parts, which is the phenomenon of interest, is not mainly to be
explained in these terms.

" Transaction costs are here regarded in the broad sense of the term, namely,
as the “‘costs of running the economic system’ (Arrow [4], p. 48).

8In [1].

¥ In [32].



ture of the 1950s and early 1960s. The important contributions in
this area include the work of Dunlop, Kerr, Livernash, Meij,
Raimon, and Ross.!® This work, which is descriptively oriented,
has since been developed and extended by Doeringer and Piore.!!

The distinction between structured and structureless labor
markets is especially notable. Whereas spot market contracting
characterizes the latter (as Kerr puts it, the ‘‘only nexus is
cash’”),'? structured markets are ones for which a large number
of institutional restraints have developed. Outside access to jobs
in structured markets is limited to specific ‘‘ports of entry’’ into
the firm, these generally being lower level appointments. Higher
level jobs within the firm are filled by the promotion or transfer
of employees who have previously secured entry. Training for
these jobs involves the acquisition of task-specific and firm-
specific skills, occurs in an on-the-job context, and often in-
volves a team element. The internal due process rules which
develop in these internal markets ‘‘are thought to effectuate
standards of equity that a competitive market cannot or does not
respect.”’13

Though coming from a somewhat more theoretical tradition,
the study of human capital represents a second and related
approach to labor market analysis. It likewise makes the distinc-
tion between specific and general training. Incumbent employees
who have received specific training become valuable resources
to the firm. Turnover is costly, since a similarly qualified but
inexperienced employee would have to acquire the requisite
task-specific skills before he would reach a level of productivity
equivalent to that of an incumbent. A premium is accordingly
offered to specifically trained employees to discourage turnover,
although in principle a long-term contract would suffice.!*

The present analysis is both similar to and different from
both of these traditions. It relies extensively on the institutional
literature for the purpose of identifying the structural elements
associated with internal labor markets. Also, our interpretation
of the institutional restraints that have developed in such mar-
kets is consonant with much of this literature. What distin-
guishes our treatment from prior institutional discussions is that
it is more microanalytic, in that it expressly identifies and
evaluates alternative contracting modes, and it employs the
proposed organizational failures framework apparatus through-
out.

Like Becker, we are much concerned with the organizational
implications of task-specific training. But whereas he finds that
long-term contracts are vitiated because the courts regard them

19 In (12, 13]. [18], [20], [24], [28], and [29], respectively.

11 Although acknowledging some of the efficiency aspects of the internal labor
market, Doeringer and Piore also stress nonneoclassical attributes. Subsequent
work in this tradition moves even further away from an efficiency orientation.
Harrison [16], Piore [25], Thurow [34], and Wachtel and Betsy [36] have pushed this
nonneoclassical interpretation to the point that efficiency considerations become,
at most, a minor theme and at times disappear altogether in the study of collective
organization.

12 In [18], p. 95.

13 Doeringer and Piore [11], p. 29.

14 See Becker [6], pp. 10-25.
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