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Abstract 
 
We propose that in business organizations, there are two conflicting philosophies of 

human resource management. One is the human capital approach, holding that people and their 
contributions are the fundamental source of sustainable competitive advantage for organizations. 
This philosophy is embodied in the statement “employees are our most valuable asset” which so 
often appears in companies’ public communications.  The other is the view that employers must 
have maximum flexibility to enlarge or shrink their workforces, as market conditions dictate, in 
order to achieve and maintain competitive advantage. In this view, employees are a sort of 
“necessary evil” representing a cost that needs to be contained, and can be replaced relatively 
easily.  The first view has been advanced in the Strategic Management literature, especially by 
the resource-based view of the firm.  The second is the perspective embodied in the model of 
“employment at will” philosophy that characterizes employment relations in the United States.    

 
The current worldwide recession has created massive unemployment in the United States, 

and raised questions about the long-term social costs of the model of maximum labor market 
flexibility, as represented by the “employment at will” doctrine.  It has also raised questions 
about the viability of the European system of employment security.  Some have argued that 
Europe should adopt labor philosophies that are closer to the United States model, and do away 
with the employment security mechanisms that reduce companies’ flexibility to regulate their 
levels of employment when the economy declines. 

 
Recent studies reported in the “Most Admired” issue of Fortune suggest that the 

companies that have successfully survived the recession are also those who have the philosophy 
that people constitute their greatest asset, and have continued to practice that philosophy by not 
laying people off, or freezing hiring or pay, or cutting back on employee development in the 
recession – in other ways, continuing to invest in their human assets, continuing to foster 
employee engagement, and continuing to develop their human capital. 

 



We will argue that as we look to the future, we need to take a human capital, strategic 
approach to Human Resource Management.  To do this, it is essential to develop policies and 
practices that are strategically focused and implemented, especially in terms of recruiting, 
selection, performance management and training.  This requires close collaboration and mutual 
accountability between line management and human resource professionals. Such policies and 
practices must be based on well-established principles of organizational behavior and behavioral 
economics.  

 
Valuing Human Capital 

The relationship between employer and employee has taken center stage in the business 
press in a highly unflattering way in recent years.  Downsizing, layoffs and outsourcing have 
provided a seemingly endless supply of headlines that communicate that employees are 
essentially disposable.  Scott Adams’ Dilbert cartoons and books highlighting the horrors of life 
in the workplace have been best-sellers (Feldman, 2000). “The Office”, a very successful TV 
series, depicts a highly negative vision of management as unfair, arbitrary and ineffective.  At the 
same time, the strategic management literature has been emphasizing the importance of human 
capital in creating sustainable competitive advantage (Bartlett and Ghoshal, 2002), and the 
organizational behavior literature has emphasized the importance of people-centered 
management and people-centered workplaces in creating effective organizations (Ulrich, 1997; 
Pfeffer, 1998).  

In this paper, we will explore these divergent views of the employer-employee 
relationship from the perspective of human resource management.  We will propose that there 
are two principal and conflicting philosophies of human resource management reflected in 
today’s workplace.  One proposes that human capital is a fundamental source of sustainable 
competitive advantage for organizations, and that human resource practices should be designed 
to support the development of human capital.  The other holds that employers must have 
maximum flexibility to enlarge or shrink their workforces, as market conditions dictate, in order 
to achieve and maintain competitive advantage in today’s globalized economy (Douglas, 2000).  
Further, it extols the virtues of this approach, proposing that employees as well as employers are 
free to join or leave an employer at any time with impunity.  

 The human capital philosophy involves careful selection, training and development, so 
that employees may enhance their value, and the organization can develop its capacity to achieve 
a sustainable competitive advantage.  The philosophy of labor market flexibility, discussed 
below, supports employers’ ability to discharge employees for any reason. We will argue that 
there is a fundamental conflict inherent in trying to espouse both of these philosophies at the 
same time.  
 
Human capital and competitive advantage 
 As the world economy has shifted from an industrial to a knowledge-based economy, the 
strategic management literature has focused its attention on the intellectual resources that firms 
need to develop and manage in order to remain competitive (Guthridge et al, 2008; Dess, 
Lumpkin and Eisner, 2007; Stewart, 1997.  Central to the development and sustainability of 
intellectual capital is human capital (Hatch and Dyer, 2004; Bartlett and Goshal, 2002; Coff, 
1997; Pfeffer, 1998, 1991, 1994), defined variously as the knowledge that employees possess 
and generate; their skills, experience and creativity, the productive potential of employee 
knowledge and actions (Dess, Lumpkin and Eisner, 2007); the acquired knowledge, skills and 



capabilities that enable persons to act in new ways (Coleman 1988). Fitz-Enz, in his book “The 
ROI of Human Capital”, describes human capital from a business perspective as  

• The traits one brings to the job: intelligence, energy, a generally positive attitude, 
reliability, commitment 

• One’s ability to learn: aptitude imagination, creativity and what is often called 
‘street smarts,’ savvy (or how to get things done) 

• One’s motivation to share information and knowledge, team spirit and goal 
orientation.   

(Fitz-Enz, 2000: xii). 
 

 From this perspective, human capital has the potential to contribute to the achievement of 
sustainable competitive advantage by an organization (Lepak and Snell, 1999) because human 
capital, as it is developed, becomes firm-specific and difficult to imitate by competitors  (Lepak 
and Snell, 1999; Hitt, Bierman, Shimizu and Kochhar, 2001); because it is a valuable resource 
unique to a firm as the carrier of the firm’s tacit knowledge (Nahapiet and Ghoshal, 1998); and 
because tacit knowledge, which resides in people’s minds, and is unique, difficult to imitate and 
uncertain, can create strategic value (Hitt et al.) 

 In order to develop human capital, organizations need to consider the extent to which 
people and their contributions are fundamental to their competitive advantage.  Lepak and Snell, 
(1999) propose that organizations can use different models of employment relationships 
depending on the extent to which strategic considerations interact with the value and uniqueness 
of human capital.  So, for instance, organizations may “buy” employees – that is, use outsourcing 
or contracting when they need skills that are of limited value in terms of the firm’s 
competitiveness. And a firm that is heavily reliant on the value and uniqueness of their human 
capital will be more likely to “make” its employees – that is, engage in substantial training and 
development activities:  it will make the investment needed to develop the firm-specific 
knowledge, skills, capabilities and attitudes that add value and uniqueness to their human capital.  

Strategic Human Resource Management and Human Capital  

 Scholars who have studied the implications of the human capital concept for strategic 
human resource management have looked at the relationship between employment and human 
capital from a somewhat different perspective from that of the proponents of a generalized 
“competitive advantage through people” approach (e.g. Bartlett and Ghoshal, 2000; Pfeffer, 
1998).  For example, while Pfeffer proposes specific people-centered practices that in general 
have been demonstrated to lead to competitive advantage (1994) as a basis for HRM policies and 
practices, Lepak and Snell (2002) propose that the relationship between employment and human 
capital will be different, depending on the type of activity involved.  A long term employment 
relationship will exist for core activities that require human capital that is valuable and unique, 
while there will also be short-term relationships for non-core activities with temporary workers 
and contractors. 

 The human capital approach is, essentially, based on a view of employment as a 
transaction where employees contribute their capital – time, energy, knowledge, talent, and 
attitude – and expect a return on their investment in the form of compensation, development of 
their skills and talent, a rewarding work environment, and other benefits (Davenport, 1999).  



From this perspective, workers are free agents, who can and do exit the organization if they do 
not feel they are getting value for their human capital.   

 To the extent that employees are free to take their human capital elsewhere, organizations 
need to engage their commitment to the organization and to their job.  In his review of 
Davenport’s Human Capital, Morrow (2000) describes the three forms of commitment 
envisioned by Davenport: (a) attitudinal commitment, where the employee identifies with the 
organization and is happy to be a member; (b) programmatic commitment, where people remain 
in the organization because they don’t feel they have an alternative, and (c) loyalty-based 
commitment when employees feel a sense of obligation to remain in the organization (p. 243).  
And in order to generate the commitment and engagement of employees, organizations need to 
apply a rule of reciprocity:  in exchange for the effort and application of human capital, 
organizations need to provide, according to Morrow 

(a) intrinsic job fulfillment, which includes the challenge of the work and the 
degree to which it interests the employee, allows creativity, and requires the use 
of valued abilities, (b) opportunity for growth, learning and advancement, (c) 
recognition for accomplishments from peers and superiors, and (d) financial 
rewards, especially when based on the worker’s performance and productivity.  
(2000, p. 244)   

Other factors that have been found to be most likely to encourage commitment and engagement 
cited by Morrow (2000) for a human capital approach include compensation based on 
organizational performance, generous benefits, teamwork and collaboration, and trusting 
management. 

In the organizational behavior literature, commitment and engagement of employees have 
figured prominently over the years as factors that contribute to employee motivation and 
organizational effectiveness.  The classic formulation of Hackman and Oldham’s (1980) Job 
Characteristics Model, Herzberg’s (1968) Motivator-Hygiene Model, and McGregor’s Theory Y 
(1960) would cover the factors nicely.    

The exchange approach to the relationship between employer and employee embodied in 
the concept of human capital described above misses an important distinction: human capital is 
not disembodied. The relationship between a person and an employer constitutes a psychological 
contract (Rousseau, 1990), which is quite different from an economic contract between two, 
equally positioned parties1

Other industrialized and even developing countries have much greater employment 
security protections than the United States, but these have been under attack in recent years as 
the labor flexibility philosophy gains support. In a low employment security environment, 

.  Employer and employee do not have equal power in the relationship, 
and the expectation of reciprocity and fair dealing is much more pressing for the employer than 
the employee.  Labor regulations, such as the Fair Labor Standards Act, Title VII, and similar 
legislation in the United States somewhat redress the power balance.  

                                                 
1 We are talking about human beings who not only bring their human capital to work but form relationships, ties and 
derive emotional satisfaction from their identification with the organisation .  In the United States, much has been 
said on workplace identify, emphasizing how work also defines a person’s status and individual image.   



employees must rely on the employers’ human resource management policies to support their 
expectations of reciprocity and fair dealing.  Ironically, the more Strategic Human Resource 
Management becomes the model, and human resource management departments are encouraged 
to become strategic partners to the business managers, the less they are able to fulfill the 
expectations of reciprocity and fair dealing of employees. As Ulrich (1997) pointed out, human 
resource managers are confronted with conflicting priorities, especially when it comes to 
maintaining a precarious balance between the interests of the employees and the interests of the 
organization.  
 
The Consequences of Job Insecurity 
  
 The absence of job security guarantees such as those prevalent in Western Europe 
generates individual and societal consequences. Douglas (2000) argues that “Allowing 
employers to “fire at will” does not necessarily provide for shifting workers smoothly 
from where they are no longer needed to where they can be productive – it may often 
simply put the dismissed workers on the street, unemployed.”   
 
 The employment-at-will concept only ostensibly gives employers and employees equal 
rights. Employers can hire and fire whoever, whenever and for whatever reason they feel is in the 
best interests of their businesses, and the at-will doctrine assumes employees can move to other 
companies for better opportunities or quit their jobs…with reasonable notice…when it suits 
them.  But it ignores a basic misunderstanding that distorts the implicit balance between 
employer and employee.  Essentially, the employment-at-will doctrine is based on what amounts 
to a perversion of reality:  that employer and employee are equal in power in the employment 
relationship.  This assumption of parity is not reflected in the situation that people face in real 
life.  Clearly, employers have a great deal more power than the employee when it comes to being 
hired, promoted, paid, evaluated, trained or fired.   

This inequality is manifest in the advantages possessed by employers over employees.  
For example, employers hold great economic advantage over employees in that 
termination has a far more significant impact on the individual employee, who loses his 
or her source of livelihood, than on the employer, who may simply replace the terminated 
employee (Green, Forbis, Golden, Nelson and Robinson, 2006, p. 308).  
 

Employers have also been known to misrepresent the nature and working conditions of 
employment in pre-hiring discussions (Perna, 2006). This further emphasizes the disparity of 
power, as employers have much more information than potential employees when making hiring 
decisions. 

Further, the consequences of being fired for the employee go far beyond the economic 
consequences:  the loss of a job “diminishes the value of an employee’s human capital” 
(Libenson, 2006) because of the financial risks associated with finding a comparable job at a 
similar salary, the reputational risk associated with the stigma of having been fired, as well as the 
psychological and physical health damages that may ensue (Leana and Feldman,1992).   

The consequences of pursuing labor market flexibility by embracing employment at will: 
are we creating a double bind for individuals and organizations? 

 Rousseau (1990) defines psychological contracts as follows: 



Psychological contracts are an individual’s beliefs regarding reciprocal obligations.  
Beliefs become contractual when the individual believes that he or she owes the 
employer certain contributions (e.g. hard work, loyalty, sacrifices) in return for certain 
inducements (e.g. high pay, job security).  As perceived obligations, psychological 
contracts differ from the more general concept of expectations in that contracts are 
promissory and reciprocal. …(W)hen individual employees believe that they are 
obligated to behave or perform in a certain way and also believe that the employer has 
certain obligations toward them, these individuals hold a psychological contract 
(1990:389-390). 

 Employees and employers can have quite different interpretations of the terms of a 
psychological contract, and when it comes to employment protection, the differences are 
striking.  As the courts in the United States created exceptions to the employment-at-will 
doctrine in cases where employees alleged that they had been wrongfully discharged, 
organizations responded by incorporating employment-at-will disclaimers in their employee 
communications – asserting their legal right to terminate the employee relationship whenever 
they chose and for whatever reason. Even as they asserted their legal rights, however, employers 
also continued to establish due process mechanisms such as grievance and progressive discipline 
procedures (Sutton and Dobbin, 1996).   

From the employees’ point of view, the disclaimers can be seen as a source of conflicting 
expectations of employer behavior: due process provisions create an expectation of ‘fair 
dealing’, and the disclaimer raises doubts about the validity of that expectation.  In effect, the 
disclaimer tells employees that they can expect to be treated capriciously (Green et.al., 2006).  
This message is communicated even as employers portray their workplaces as open and 
welcoming workplaces where workers are valued human capital.  The message creates a double-
bind, in the Bateson sense:  organizations are encouraging employee commitment and hard work, 
but demanding the right to terminate anyone for any reason. When they incorporate the 
disclaimer and make the at-will status explicit, they are essentially putting themselves and their 
employees in an irreconcilable conflict.    

 The irony of this approach is that employees are generally not aware that the 
employment-at-will doctrine is the basic premise that underlies human resource management 
policies in the United States.  In spite of the many court decisions that have found employers 
liable “for termination of employees in violation of public policy, implicit contracts, and duties 
of good faith and fair dealing” (Eastman, 2007), employment-at-will has not been overturned, 
there has been no success in passing employee protection legislation at the state or federal level, 
and the common law remains murky enough that there is no assurance that the disclaimer will 
protect employers form liability.   

In our classrooms in the United States, we have been surprised at the reactions of 
graduate and undergraduate students in discussions about employment-at-will in human resource 
management practice: they do not believe, initially, that this is the law.  This is so despite the fact 
that many of them are currently employed by organizations that do, in fact, display their 
employment-at-will disclaimer prominently in their employee handbooks.  Somehow, our 
students had not realized that this statement applied to them, and held to the idea that the law 
gave somehow gave them employment protection. 



 Eastman (2007) proposes that at the individual level, perceptual filtering and repression 
of cognitive dissonance leads people to accept the employment-at-will doctrine in theory, 
because they may lack knowledge that it exists – as in our student population – or because they 
may feel that it does not apply to them.  They may believe that other people won’t work hard 
without the threat of being fired, or that their own performance will be so good that they won’t 
risk being fired.   

 From a different viewpoint, the disclaimers in the employee handbook raise another 
consideration that affects the psychological contract – the ethical implications of asserting the 
employer’s rights in the employment relationship.  It is arguable that while the disclaimer may 
guard against the possibility that the handbook will be found to be an enforceable legal contract, 
the employer still has a moral obligation to good faith and fair dealing in the employment 
relationship (Schnedeman and McLean Parks, 1994).  In this sense, then, the employee may well 
feel that his or her psychological contract has been violated when they are confronted with the 
message that they can be fired at any time, for any reason.  The impact of the sense of violation 
can generate anger and erode trust (Robinson and Rousseau, 1994), especially when we consider 
that in order to gain protection from wrongful discharge, the only recourse the employee usually 
has is to file a lawsuit – an expensive proposition in the best of cases. 

What to do? Our conclusions and call for further research 

 We believe that we have made a convincing case that the labor market flexibility 
exemplified by the employment-at-will doctrine particular to the United States and the notion 
that employees constitute valuable human capital are clearly at odds with each other and 
therefore are contradictory. This has frustrated the development of human capital as a sustainable 
competitive advantage in the United States, and has been a contributing factor in the erosion in 
employee trust, not to mention an increase in cynicism about management’s efforts to be 
equitable and to promote effective organizational practices.     

 To the extent that employers in the United States continue to express their commitment to 
both of these concepts, and based on the literature on psychological contracts and their impact on 
workers, we believe that it will not be able to develop the human resource policies and practices 
that will make it possible for companies to truly reengage their employees in the effort to 
compete more effectively in the brutally competitive global marketplace. 

 The pursuit of labor market flexibility does not need to result in a philosophy of 
“employment at will.”  Douglas (2000) proposes that “true labor flexibility must be based on 
worker versatility – the workers must possess a variety of skills, so that they are qualified to 
change gods as the changing economy alters.  Building those skills requires time, and creating 
the worker versatility that can provide true labor flexibility must be a continual process.” 

          Based on the preceding analysis, we believe that it is now time to call for a serious 
strategic conversation among and between Human Resource practitioners, top management 
leaders, scholars and teachers in the field to examine the implications of pursuing labor market 
flexibility through a focus on employees as costs that can be reduced according to the dictates of 
the economic cycle, while at the same time, declaring that employees are the most valuable 
resource the company has and proclaiming their commitment to developing human capital. 
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