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CODETERMINATION, COLLECTIVE BARGAINING,COMMITMENT,
AND SEQUENTIAL GAMES: Comment
by
Ekkehart Schlicht

Codetermination and collective bargaining are distinguished,
according to McCain, by the existence of certain management pre-
rogatives in the latter. These create first mover advantages
(Schelling 1960), which explains why capital favors collective
bargaining over codetermination. Furthermore, these first mover
advantages create inefficiencies of the prisoners’ dilemma type:
management will take into account that its decisions, regarding
investment projects, for instance, might improve the bargaining
position of labor and will be exploited by labor accordingly.
These positional shifts might lead to socially inefficient deci-
sions, that is, to Pareto inferior outcomes. Although repeated
negotiations might 1lead to implicit or explicit cooperative
agreements avoiding these inefficiencies, collective bargaining
is vulnerable in this sense, and codetermination is more
favourable to cooperative solutions since bargaining involves all
alternatives from the outset here, and prerogatives leading to
those prisoners’ dilemma type of inefficiencies are absent.

That is the argument in favor of codetermination forwarded by
McCain. My role, as a commentator, is to raise points of criti-
cism, and I shall try to do so, although I feel uneasy because
McCain’s case is well-taken.

I submit, hence, that McCain’s argument in favor of codeter-
minatibn unduly neglects possible inefficiencies of codetermi-
nation both on the firm level and on the level of the industry,
and that collective bargaining might prove superior in spite of
some shortcomings.

1. Transaction Costs Under Alternative Arrangements

My first observation is that the firm’s constitution does not
effect efficiency if behavior can be observed and transaction
costs are neglected: collective bargaining, codetermination, or
untrammeled capitalism describe different assignments of decision
rights among employers, employees, and unions. If the parties in-
volved can enter binding contracts, all inefficiencies can be

Codetermination
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contracted away quite independently of which assignment of deci-
sion rights prevails, and efficiency arguments cannot be decisive
with regard to constitutional choices. This is simply the Coase
Theorem applied to the issue of industrial democracy.

As long as behavior (or its consequences) can be observed, ex-
plicit or implicit contracts can be rendered viable by introduc-
ing suitable self-imposed penalties in the case of fraud.! But
bargaining, the introduction of penalties, arbitration boards,
and so forth, introduce transaction costs. Hence, for efficiency,
the constitution of firms is to be chosen such that it minimizes
transaction costs. Industry-wide collective bargaining emerges as
the natural systems solution to problems that are similar across
firms, whether codetermination or untrammelled capitalism pre-
vails initially: it solves problems generated by mobility costs,
ex post small numbers, idiosyncrasies, etc., that can only be
partially resolved by the market or other institutions.? Hence
the issue between codetermination and collective bargaining is
not necessarily the issue between cooperative and noncooperative
games as McCain puts it; it might be the issue between different
games involving different bargaining costs, which can be played
both cooperatively or non-cooperatively.

As he admits, cooperation is possible and rational3 under
codetermination and collective bargaining, since both involve re-
peated negotiations. Both arrangements will lead to efficient
outcomes by the same argument. It might even be argued that col-
lective bargaining is superior to codetermination since the time
horizon of the union is longer than the time horizon of the
worker because the worker changes firms more frequently than the
union (I presume here industry-wide unions).Furthermore, indus-
try-wide collective bargaining saves on bargaining costs. In Ger-
many we observe, for instance, that strikes are restricted to a
sample of firms although the dispute concerns the entire indus-
try. Under codetermination, strikes or strike-equivalents are
necessary within each firm to achieve the same result, that is,
to witness the degree of determination of labor should the em-
ployers anticipate it incorrectly. But as long as these informa-
tional deficiencies are absent, and given rational behavior,
strikes and lockouts will not occur under either codetermination
or collective bargaining: they are simply threats for achieving
better bargaining results, and similar threats - equivalents
of strikes and lockouts - will emerge under codetermination as
levers for achieving a strong position in bargaining. Indeed,
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those threats may cause more harm under codetermination because
they might destroy the spirit of cooperation. Conflicts ought to
be channelled institutionally in order to minimize their moral
havoc, and collective bargaining is not too bad in this respect.
Codetermination, however, might require a certain dose of profit
sharing to mitigate conflicts of interest.

All this qualifies McCain’s argument insofar as he assumes
that strikes will occur under collective bargaining but not under
codetermination. That assumption gives an undeserved advantage to
codetermination from the outset.

2. The Spreading of Welfare

Codetermination means that, within each firm, only the incum-
bent workers have a say. Hence decisions will be Ewisted in favor
of the employed, neglecting the wishes of the unemployed. If
there is a trade-off between higher wages for the incumbent work-
ers or higher employment, decisions will be biased against addi-
tional employment, which implies inefficiencies as well as severe
injustice to outside workers - whether unemployed or employed
under bad conditions elsewhere. In other words, codetermination
of industry, considered as a system, lacks the dispersive forces
spreading welfare gains throughout the system which are provided
under untrammeled capitalism by perfect mobility and utility tak-
ing of labor. In view of the increasing igpediments to mobility
- through various specificities, idiosyncrasies and ex post small
numbers - those welfare-spreading forces are paralyzed, however,
and untrammeled capitalism tends to run into similar problems.
Industry-wide <collective bargaining might be viewed as a
provisional solution here as long as no institutions and incen-
tive structures are created which lead to an adequate spreading
of welfare gains under codetermination, and to avoiding those in-
efficiencies generated by neglecting the interests of non-incum-
bents.

3. Miscellaneous Remarks

Let me add, however, some more general remarks regarding Mc-
Cain’s analysis.
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I doubt that we should rely too much on game theory and re-
lated rationality concepts since experiments suggest that people
behave quite differently from what game theory predicts in many
instances, pursuing heuristic strategies, looking for focal

points, etc.4

Analytically, this difficulty is reflected by argu-
ments such as "cooperation is more likely" under codetermination
(McCain). Strictly speaking that argument refers to a behavioral
game theory that is still lacking - it has no place in a theory
where people are held to behave rationally with probability one.
Furthermore, we should take the specificity problem much more
seriously: investment in specific machinery as well as investment
in the acquisition of specific skills is to be protected, and
granting prerogatives to those who have made these commitments
might serve this end.> Emphasizing the specificity problem in
this context interlinks the issue of codetermination with the is-
sue of labor specificity and introduces further complications

without solving any other problems, of course.
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Footnotes:

1 1f behavior cannot be observed, adequate incentives are to be
provided anyhow, and cooperative solutions in the bargaining
sense are impossible. Prerogatives with regard to these activi-

ties as well as noncooperation are unavoidable from the outset
here.

2 See Williamson (1975, ch. 4).

3 selten’s (1978) "induction argument" renders all finite games
of conflict noncooperative, and the game-theoretic proposals for
explaining cooperation as rational, which McCain cites, introduce
elements of irrationality. Hence there are some analytical prob-
lems involved here, but introducing credible commitments through
self-imposed penalities might solve some of these problems.

4 See Selten and Stoecker.

5 Alchian (1984).
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