“Bringing the Market Inside” by T.W. Malone (Lecture 1)

The article starts by looking at an example of internal market at BP. BP sought to reduce its greenhouse gas emissions. Instead of allocating targets to business units, which would lead to bargaining and inefficiency for some plants that would have to spent huge amounts of money to be compliant, they decided to allocate “permits” for emissions to business units and then business units could trade among one another based upon their different abilities and desires to reduce gas emissions. 

The article looks at several internal market selling mechanisms and their strengths and weaknesses. 

1. Internal selling: known as transfer pricing. Where one part of a company sells, products or services, often in large volumes, to other parts of a company (e.g. IT services or components). Managers often negotiate conditions for the transfers and substantial politics and bureaucratic distortions are involved. Another example could be internal freelancers that may receive a regular paycheck but they have to continuously sell their services within the company and justify their salary in terms of adding value. 

Venture-capital funded companies usually function like this as well. People move frequently from job to job based on their contacts and personal networks. At HP this used to be similar, but now they have formalized the process a bit more. The system (also called a quasimarket) works as follows: I) anyone in a division could propose a project to their senior managers II) The board then acted as a venture capitalist and funded the projects it found most promising III) The approved projects were then posted on the network and project managers could identify members who expressed interest through the network. Using this system people found projects that suited them and project managers found people with the right capabilities and got continual feedback about what projects people found promising. 

2. Trading ideas: this involves exchanging information within a company. For example, at HP they allowed sales personnel to sell and buy predictions of future sales. If you thought sales would fall within a certain range you could buy futures contracts for this prediction. If indeed they did fall in this range you would earn $1 per share. In such a market people are motivated to trade on what they actually think (i.e. because money is involved) rather than based on political ideas or to please your boss’ performance targets. It has proven remarkably accurate in predicting sales. It has been used to predict the outcomes of presidential elections in the US.

3. Allocating assets: the processes to do so are often very hierarchical and waste a lot of money, time, and talent. At Intel they are devising a trading system in which chip manufacturers and sales personnel bid with future contracts for selling and buying chips (i.e. they seek to maximize their own profits). Again in this way we can achieve efficiency as each party uses private information about demand and costs, etc. to formulate a well-informed bid. So prices would be formed based on different information sets. 

Advantages of internal markets at Intel to allocate manufacturing capacity:

1. Everybody can see the whole picture- with an internal market; prices for all products in all future time periods are visible to all. 

2. Helps a company respond to change- salespeople, planners and plant managers can immediately start trading with the new information. People have an incentive to start trading as soon as possible to gain an advantage.

3. Internal prices can individualize service- an internal market allows sales personnel to immediately calculate how much it would cost to accelerate an order (e.g. it might be important to keep a customer happy in order to ensure future sales from that customer (i.e. those future sales make up for the loss today)).

4. Internal traders can help keep the market efficient- if a product manager predicts too high demand traders can speculate on selling capacity today at a high price but buying it back at a low price in the future. This keeps the market efficient. 

5. Internal profits can be linked to real compensation- compensate those people that make a profit on their trades. This allows managers to shed light on people’s skills. The closer the internal market comes to using real money, the more efficient. However, this puts risk on the employee.

Disadvantages:

1. In some situations agreements that are good overall are not made because for one of the parties it is not to their own interest, but often the internal market is combined with incentives so that overall corporate goals are still met.

2. More decentralized power can become a problem when a company is shifting strategically (e.g. downsizing or moving into a new business), because it is sometimes hard for people to unite a lot of details into a single vision. Here you might prefer leadership to creativity and independence. 

3. It is sometimes harder to control risk and quality and economies of scale in an internal market.

4. Implementing such a system involves large organizational structural changes, changes in incentive systems, and information systems and most important a change in organizational culture.

Internal markets can bring inside a company the efficiency, flexibility and motivation of a free market. People buy and sell based on their self-interest and the overall result is a reallocation of resources to the places where they are most valuable. 
