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Excessive layoffs in bad times and excessive quits in good times both
stem from the same weakness in practical employment arrangements:
the specific nature of worker-firm relations creates a situation of
bilateral monopoly. Institutions which have arisen to avert the as-
sociated inefficiency cannot mimic the separation decisions of a per-
fect-information, first-best allocation rule. Simple employment rules
based on predetermined or indexed wages are in many cases the most
desirable among the class of feasible employment arrangements. More
complicated contracts which seem to deal more effectively with turn-
over issues either are infeasible because of informational requirements
or create adverse incentives on some other dimension.

I. Introduction

When demand falls, employers lay workers off. When conditions are
strong in the outside market, workers quit. Sometimes, the workers who
are laid off or quit produce less in their subsequent jobs than they would
have produced in their original jobs. Such layoffs and quits are inefficient
and undesirable. Practical constraints on the nature of the agreement
between employer and worker bias the labor market toward these ex-
cessive layoffs and quits. We argue that institutional arrangements have
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