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This essay attempts to articulate and advance a long-term agenda for organ-

| izational economics. The essay begins with a general discussion of four specific
items on this agenda, and then moves to a more specific discussion of decision-
making in organizations—beginning with two polar-opposite conceptions (team

theory and garbage cans) and then describing several recent economic models. Part
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of the rationale for writing this essay is that this agenda has both substantive and

methodological commonalities with the work of James March.
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1. Introduction

· for 200 years, the basic economic model of a firm was a black box: labor and physical inputs went in one end; output came out the other, at minimum cost and maximum profit

· little attention was paid to the internal structure and functioning of firm or other organizations

· during the 1980s, the black box was opened

· study of incentives etc.
Organization of the article

(1) documents convergence between new economic models and long-standing non-economic insights about organizations

(2) proves inevitability that economic models that take their foundations seriously will deliver a post-Weberian view of organizations

(3) proposes interplay because economic modeling offers more than just a new language for re-expressing established ideas

(4) do something to improve an organization’s performance and the lives of those who live in it

· focus on discussion of decision-making in organizations

· summary of two polar approaches: team theory and garbage cans

· argues that real organizations lie in between these two extremes

· limitations:

· ignores important behaviors in organizations that do not conform to the author’s economist notion of decision-making

· ignores important insights into decision-making that apply well outside organizations

2. Glacial Progress on a long-term agenda

· “game theory and garbage cans” (Gibbons, 1998):
· these models showcase the rich and flexible toolkit of organizational economics – not only incomplete contracts and specific investments (tools from transaction-cost economics) but also agency theory, repeated games, and information economics

· these models are consistent with the spirit of the post-Weberian view of organizations (which acknowledges that rules are often violated and decisions are often unimplemented, that informal structures deviate from and constrain aspects of formal structure etc)

· these models deliver inefficient, informal, or institutional organizational outcomes 

· economic models that take their underlying assumptions seriously must deliver a post-Weberian view of organizations: rule violations, unimplemented decisions, subverted inspections, parochial interests, undermined missions will be persistent problems, not exceptions
· Coase’s view: firms exist only where they perform better than markets would

· The firms we observe will be less efficient than the markets we observe, even though the firm we observe will be more efficient than the markets they replaced
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· this figure shows Coase’s original argument and its long-term corollary by plotting the declining effectiveness of market governance and of firm governance as transaction difficulty increases (e.g., imperfect contracts, asset specificity)

· at the critical value of transaction (dotted line), markets and firms are equally efficient

· transactions to the right will be governed by firms

· those to the left will be governed by markets

· as transaction difficulty falls to zero, the observed effectiveness of markets is larger than that of firms

· “Why organizations are such a mess” (Gibbons, 2000)

· A critical source of superior organizational performance involves the creation and management of “relational contracts” (i.e., informal agreements that are too rooted in the parties’ shared experiences to be enforced by a court, but can nonetheless be enforced by the parties’ interests in the future of their relationship)

· It is impossible to understand the nature of formal organizations without investigating the networks of informal relations and the unofficial norms as well as the formal hierarchy of authority and the official body of rules, since the formally instituted and the informal emerging patterns are inextricably intertwined

· Conceiving, communicating and implementing relational contracts are hard tasks, but building, maintaining, and changing relational contracts seem even tougher

· Superior organizational performance typically cannot be achieved simply by optimizing formal instruments such as incentive plans, job definitions, reporting relationships, resource-allocation processes, and formal contracts between firms

· Instead, one needs to manage the relational contracts directly and choose the formal structure to facilitate the relational contracts indirectly


3. Team Theory, Garbage Cans and Real Organizations
Team theory
· application of statistical decision theory to “team settings” where different agents have different information and control different actions but share a common objective (e.g., profit maximization)

· team theory computes a set of decision rules (one for each participating agent) so that the organization as a whole maximizes its expected payoff

· different agents control different decisions and take those on different information ( decentralized decision-making

· one drawback:

· no shirking, free-riding, lying or lobbying (Weberian view: the organization is a machine and its parts can be designed and interactions can be controlled)

· Example: decision-making in hierarchies and polyarchies (see handout lecture 4)
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· in Figure 2, unit 2 only sees the projects approved by unit 1

· in Figure 3, either unit can unilaterally approve a project and unit 2 gets to consider projects that unit 1 rejects and vice versa

· two types of errors: rejecting good projects and accepting bad ones

· the optimal organizational form depends on the losses associated with these types of errors:

· if the losses from accepting a bad project is large, then a conservative decision structure is superior

· if the loss from rejecting a good project is large, then a liberal structure is better

· recent work distinguishes decentralized information processing from decentralized decision-making

· decentralized information processing: different agents observe different information and communicate subsets of their observations, but a single agent ultimately receives the final communications and makes the decision

· provides a new perspective on organization structure

· decentralized decision-making: different agents observe different information and control different decisions, but there is no communication (and hence no decentralized information processing, in the sense of multiple agents contributing to a final report)

· overall, team-theoretic models perpetuate a Weberian view of organizations as machines, with parts that can be designed and interactions that can be controlled

· it may have an important story to tell but cannot account for the whole story on decision-making

Garbage Cans

· team theory envisions an organization whose members compute and execute optimal communication and decision rules to maximize organizational efficiency
· the garbage can model envisions “organized anarchy”, featuring collections of choices looking for problems, issues and feelings looking for decision situations in which they might be aired, solutions looking for issues to which they might be the answer, and decision makers looking for work

· this model is intended to describe an organization plagued by “problematic preferences”, “unclear technology” and “fluid participation”

· does not claim that all organizations satisfy these three assumptions at all times

· decisions are made in one of three modes

· resolution: the choice has been working on a collection of problems but only now has more energy supplied by decision-makers than demanded by the problem
· oversight: a new choice is made quickly before any problems become attached to it
· flight: a choice has not been made for some time but then problems move to another choice, so the original choice is made but no problems are resolved
· a provocative model that may overstate the level of anarchy in many organizations

· valuable lessons:

· it is often not useful to think of an organization as a single, unified, rational decision-maker

· it is often not useful to think of an individual as a single, unified, rational decision-maker

Real Organizations

Feldman and March (1981) summarize decision-making in organizations as follows:

(1) much information that is gathered and communicated by individuals and organizations has little decision relevance
(2) much of the information that is used to justify a decision is collected and interpreted after the decision has been (substantially) made

(3) much of the information gathered in response to requests for information is not considered in the making of decisions for which it was requested

(4) regardless of the information available at the time a decision is first considered, more information is requested

(5) complaints that an organization does not have enough information to make a decision occur while available information is ignored

(6) the relevance of the information provided in the decision-making process to the decision being made is less conspicuous than is the insistence on information

· these findings are at odds with decision theory for a single, rational decision-maker

· however, many behaviors described are at least partially consistent with simple game-theoretic models of signaling or free-riding

· ordinary organizational procedures provide positive incentives for underestimating the costs of information relative to its benefits

· much of the information used in organizational life is subject to strategic misinterpretation

· information as a signal and symbol

4. Recent Economic Models of Decision-Making in Organizations

4.1. Lobbying

· Milgrom & Roberts (1988): introduction of the idea of influence activities (attempts to manipulate information so as to influence decisions to one’s own benefit)

· E.g., consider Holmström’s (1982) model of career concerns in labor markets. Workers know that firms will use workers’ outputs to draw inferences about workers’ abilities, and that these inferences will in turn determine subsequent wage offers, so workers have an incentive to work hard to influence the firm’s inference, even if the workers have no private information about their abilities

· In this model, influence activities are productive but oftentimes, in reality, they either distract people from performing productive tasks or merely change the distribution of organizational resources across members, without improving overall productivity

· They suggest two way that an organization could respond to the prospect of wasteful influence activities

· Closing relevant communication channels ( costly
· Eliminate influence activities by adjusting internal structures and processes away from what would otherwise be optimal, to eliminate members’ incentives to manipulate information
· Example: see handout lecture 5 and exercise 8
      4.2 Informal Authority (Aghion and Tirole (1997) formal vs. informal authority)
Motivation: “rubber stamping”: the boss enjoys formal authority but approves the subordinate decision without inspection or consideration. In other words, the boss has the formal authority, but the subordinate has the real authority. 

· Example: it seems that shareholders often rubber-stamp the board’s decision

Questions: Why would anyone with formal authority cede it?

· And: if the boss has the formal authority, can’t he always take back any delegation to a subordinate?

The Aghion-Tirole model (see handout lecture 5) attempts to provide answers to these questions.

Findings:

· The boss desires to cede real authority whenever the subordinate has superior information and sufficiently similar preferences

Further Applications:

· The same model can be applied to delegation
· This is modelled as the subordinate having the formal authority (but the boss perhaps having the real authority)

Findings (in contrast to the formal vs. real authority scenario): 

· The subordinate picks the project whenever he is informed as opposed to only whenever he is informed but the boss is not

· Thus, the subordinate’s incentive to collect information is stronger while the boss’ incentive is weaker as she only picks the project whenever she is informed but the subordinate is not

· In short, delegation increases the subordinate’s incentives but decreases the boss’

5. Conclusion

The paper

· ignores applications of decision-making that apply outside organizations,

· ignores works on heuristics and attributions,

· assumes self-interested preferences and ignores social utility, and 
· assumes exogenous preferences which might, in reality, be contingent preferences. 
