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ge setting disappear. Recent work, however, on decentralized and cen
tralized wage setting incorporating the effect of wages on productivity 
by R0dseth (1990) suggests that the centralization of wage setting 
might reduce wage levels and increase employment even if wages were 
unilaterally set by employers instead of unions. 

The basic premise of a wide dass of efficiency wage models is that 
workers' efficiency is a positive function of their wage relative to wages 
and employment possibilities elsewhere. There are many possible rea
sons why effort might depend on wage level (18) .  For example, a higher 
relative wage might lower turnover and thus reduce the costs associated 
with finding and training new workers (19).  Or a higher relative wage in
creases the loss associated with being fired and thus may reduce shirking 
on the job (20). In each case, what matters for workers' productivity is 
the difference between the worker's current wage and what the worker 
would receive if he or she quit or was fired. The greater the differential 
between a worker's current wage and what could be earned elsewhere, 
the less likely the worker is to quit or shirk on the job. What a worker 
could earn elsewhere depends, in turn, on wages elsewhere in the eco
nomy as well as the aggregate rate of unemployment and possibly the 
unemployment benefit. 

Workers' outside opportunities are exogenaus from the point of view 
of each employer. Thus each individual employer may attempt to pay 
more than the others. If productivity goes up sufficiently as the relative 
wage increases, a unilateral wage increase is profitable. As each employ
er tries to raise wages relative to others, none succeed but the aggregate 
wage level and rate of unemployment both go up. 

With centralized wage setting, all wages must be raised together. Thus 
each firm is prevented from trying to raise its wages above those paid by 
other employers. At the same time, a national employers' confederation 
might take into account the negative effect of lower unemployment on 
productivity. As Kalecki (1943) argued, employers benefit from higher 
unemployment to the extent that it increases the "threat of the sack" .  
Nevertheless, R0dseth (1990) and Moene, Wallerstein and Hoel (1993) 
show that a centralized employers' confederation would choose a lower 
wage than would be chosen by each employer acting independently. The 
direct gain to employers of avoiding the attempt by each to raise wages 
above wages elsewhere outweighs the indirect loss of decreased discipli
ne due to lower unemployment. As a result, total profits increase with 
centralization. 

Again, the basic cause of the divergence between centralized and de
centralized wage setting is the existence of an externality that centrali
zed wage setters can internalize. In this case, the wage setter is assumed 
to be the firm and the externality is the negative effect of one employer's 
wage increases on the productivity of employees in other firms . Yet the 
basic argum:ent is the same. Centralized employers may be less willing to 
accept wage increases while centralized unions are more willing to 
accept wage restraint. 
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