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Abstract

When economists have considered organizations, much attention has focused on the
boundary of the firm, rather than its internal structures and processes. In contrast, this
essay sketches three approaches to the economic theory of internal organizationiN
one substantially developed, another rapidly emerging, and a third on the horizon.
The first approach (pricing) applies Pigou® prescription: if markets get prices wrong
then the economist@ job is to fix the prices. The second approach (politics) considers
environments where important actions inside organizations simply cannot be priced,
so power and control become central. Finally, the third approach (path-dependence)
complements the first two by shifting attention from the (betweenOvariance to the
Quithin.O That is, rather than ask how organizations confronting different
circumstances should choose different structures and processes, the focus here is on
how path-dependence can cause persistent performance differences among seemingly
similar enterprises.
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Beaulieu, Tim Bresnahan, Wouter Dessein, Mathias Dewatripont, Kathleen Eisenhardt, Oliver Hart, Rebecca
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and from financial support during a Taussig Professorship at Harvard’s Economics Department and from the
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| nside Organizations:
Pricing, Politics, and Path-Dependence

by Robert Gibbons

1. Introduction

When economistshave consideredorganizationsmuch attentionhas focusedon the
boundaryof the firm, ratherthanits internal structuresand processeslin contrastthis essay
focuses on three approachesto the economic theory of internal organizatioiN one
substantially developed, another rapidly emerging, and a third on the horizon.

The first approach(OpricingOappliesPigou0$1932) prescription if marketsget the
priceswrong thenthe economistdsb is to fix the prices.The resultingmodelsasknot only
what pricesshouldbe attachedo variousactionsinside organizationsput also what direct
and indirect methodsare availableto settheseprices.Becauseof its focus on pricing, this
approacmaturallyaddressescentivecontracts Becausat alsoconsiderandirect methods
for setting prices, however, this approachalso addressesnany structuresand processes
within and between organizatis, including job design, transfer pricing, and outsourcing.

The secondapproach(OpoliticsOxonsidersenvironmentswhere important actions
inside organizationssimply cannotbe priced, directly or indirectly. As a result, power and
control becomecental, asin modelsof battlesfor control, lobbying thosein control,andso
on. More generally,this approachviews the organizationas a decisionprocessso issuesof
gatheringandcommunicatingnformationnaturallyarise,in additionto issuesof contrd and
decisionmaking. The politics approachasreceivedessattentionfrom economistghanhas
the pricing approachbut it hasgrown rapidly over the last decadeand it hasinteresting
connections to earlier work outside economics.

Finally, the third approach(Opatkdependence@ not an alternativeto either of the
first two, but rathera complemento both. This approachshifts attentionfrom the between
varianceto the within. That is, rather than ask how organizationsconfronting different
circumstancesshould choosedifferent structuresand processesthe focus hereis on how
path-dependencecan cause seemingly similar organizationsto perform at persistently
differentlevels.Oneimportantsourceof path-dependenceonnectso animportantissuein
boththe pricing andpolitics approacheselationalcontractgi.e., agreementsorootedin the
particularsof the parties@ircumstanceshat they cannotbe written down andhencemustbe
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selfenforcedratherthanadjudicatedy outsiderssuchascourts). While boththe pricing and
politics approachednclude work emphasizingthe importanceof relational contractsin
steadystateoutcomesthe path-dependencapproactenricheghe othersby focusingon how
the dynamicsof building and changingrelational contractscan affect which steadystate
outcomes are reached.

Theseapproachehave complementarywork in other disciplines. For example,on
politics, Milgrom and Roberts((1988) model of influence activities echoesinformal
argumentsin Crozier (1964, and the growing economicliterature following Aghion and
TiroleO£1997)modelof delegatiorhasimportantrootsin the CarnegieschoolsuchasCyert
and March (1963). Similarly, on pathdependencethere is a long tradition in strategic
managemenbf understandingorganizationalcapabilitiesas necessarilynomegrown; see
Penrose(1959), Richardson(1972), Winter (1988), Hendersonand Clark (1990), Nelson
(1991), and Teece, Pisano, and Shuen (1997), among many others.

Before consideringany of these approachesto the economic theory of internal
organization however,| emphasizehis essayO®cus by beginningwith a lightning review
of the enormous literature on firmsO boundaries (in order to depart from the latter thereafter).

1.1 OTheories of the FirmO

The economicliterature on firmsOboundariess sometimescalled Othetheory of the
firm.O Coase(1937) posedthe theoryOslefining question: which transactionsare more
efficiently conductedin a firm than in a market? Over the past several decadestwo
prominenttheoriesof firmsOboundarieshave emergediransactioncosts(e.g, Williamson
(1971,1975,1979,1991) Klein, Crawford,andAlchian(1978; seealsoTadelis(2010) and
propertyrights (e.g, Grossmarand Hart (1986), Hart and Moore (1990),and Hart (1995;
see also Segal and Whinston (2010)).

Although the prototypical questionin the literature on firmsOboundariess CoaseOs
makeor-buy decision,manyrelatedproblemsare alsoimportant,andthe breadthof this set
of problemsaccountsin pait for the size and continuing growth of this literature. For
example,nearthe prototypicalquestionof vertical integration,thereare studiesof contracts
in vertical relationshipsIn addition, thereare questionan corporatestrategythat might be
labeled horizontalintegration(whereno division producesa physicalinput for another,but
manageriaprocessemight be sharedacrossbusinesses)inally, aswasnoteddecadesgo
(e.g, Blois (1972), Richardson(1972)), there are aspectsof the Oinstituibnal structureof
production(Coase,1992: 713) that do not fit neatlywithin the simple dichotomybetween

INSIDE ORGANIZATIONS: PRICING, POLITICS, AND PATH-DEPENDENCE
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integration versusnontintegration (whethervertical or horizontal), including networks of
firms and other OhybridO governance structures.

Oneindicationof the hugeimpactthatthe theoriesof firmsCboundariehavehadis that
they have beenappliedin otherfields within economics,ncluding industrial organization,
law and economicsjnternationaltrade,and developmentconomicsFurthermorethereare
connectiongo fields within othersocialsciencesincludingeconomicsociologyandpositive
political economy,as well as to managementisciplines such as marketing (distribution
channels), operations (supply chains), and international managemen (foreign direct
investment) But the purposeof this subsectionis to bracketthis entireliteratureN not only
its prototypicalapplicationto CoaseOsakeor-buy decision,but alsoits elaborationdrom
vertical contractsto hybrid governancestructures not to mentionits applicationsin other
fields within economicsand its connectionsto other social sciencesand management
disciplines:

1.2 Inside Organizations

For better and worse, only an economistwould think that the first questionabout
organizatims should be OWhyisnOthis activity happeningin a market®That is, CoaseOs
guestionis one of the importantones:if we fail to considerthe possibility that activities
observedin an organizationmight have beenconductedin a market,then we ignore self-
selectionandhencerisk attributingto organizationghemselvegpropertiesghatderiveinstead
from the kinds of activities that actorschooseto conductin organizations;see Gibbons
(2005a:219-22) for further discussion.On the other hand,| fear that too much focus on
CoaseQmuestion(andtoo muchdescriptionof the theoryof firmsCboundariesasOtheheory
of the firmO)may causeeconomistsand othersto concludethat economicscannotor should
not have anything to say about structures and pseseinside organizations.

Fortunately,organizationakconomicas makingsignificantprogreseyondthe study
of firmsGboundariesSomeof the issuesbeing considerectan be groupedinto themessuch
as decisionmaking in organizations(power, politics, culture, leadership),employmentin
organizationgperformancepay, skill developmentcareersn organizations)structuresand
processem organizationghierarchy,decentralizationtesourceallocation,transferpricing),
and organizationsother than firms (agenciesstates,communities).In short,a summaryof

Interested readers might consult the relevant chapters from Handbooks such as Baum (2002), Gibbons and
Roberts (2010a), and Smelser and Swedberg (2005). In particular, see Bresnahan and Levin (2010), Lafontaine
and Slade (2010), and Ménard (2010) for evidence, which space constraints prohibit discussing here.
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currentand prospectivework in organizationakeconomicsnow focusesat leastasmuchon
activities within organizations as between.

Evenjust sketchingthis largeliteratureon the economicsof internalorganization(not
to mention its connectionsto other fields within economics,other social sciences,and
managementlisciplines)would be an enormoustask? | thereforerestrict attentionto the
three theoreticalapproacheslescribedabove. Even with this restriction, however, space
constraintsallow only quick summariesof elementalmodels,with many topics slighted or
evenomitted;for richeraccountsof pricing, politics, and pathdependenceseeGibbonsand
Roberts (2010b), Gibbons (2010)da@ibbons and Henderson (2010), respectively.

Finally, beforelaunchinginto thesethreeapproached, shouldnotethat,in additionto
bracketingthe largeliteratureon firmsCboundaries| am alsoomitting anolder but resurgent
fourth theoreticalappioachto internal organization:modelsin the spirit of Marschakand
Radner0$1972) team theory, which ignore incentives so as to focus on information
gathering,communicationand decisionmaking; seeGaricanoandVan Zandt(2010)for an
elegantand compehensivediscussionof the roots, accomplishmentsand prospectsof this
fourth approach.

2. Pricing®

In somesettings,PigouOprescriptionmakesterrific senseif marketsget the prices
wrong, then the economistO@b is to fix the prices. Furthermore,Coase (1937) gave
economistgeasonto conjecturethat firms exist wheremarketswould havefared poorly. It
maythenseema shortstepto supposehat, insideorganizationsthe economistdeb is to fix
the prices, perhaps via an incentive contract.

Appaently, however,economistsare not able to createperfectprices(i.e., monetary
incentives)insideorganizationl sincethenthe whole economycould be run asonegigantic
firm. We thereforeneedan elementalmodel of imperfectincentivesin organizationsThe
classicagencymodel (e.g, Mirrlees (19754999), Holmstrom (1979), and Grossmanand
Hart (1983) derivedits imperfectionfrom the agentOssk aversiona sufficiently steepslope
in anincentivecontractwould createfirst-bestincentives put it would alsoimposeexcessive

* Again, see the three Handbooks for a start, especially Azoulay and Lerner (2010), Baker and Gil (2010),

Banerjee, Hanna, and Mullainathan (2010), Baron and Kreps (2010), Brynjolfsson and Milgrom (2010),
Camerer and Weber (2010), Gertner and Scharfstein (2010), Hermalin (2010), Ichniowski and Shaw (2010),
Lazear and Oyer (2010), Moe (2010), and Waldman (2010) for evidence, which is necessarily omitted in what
follows.

?  This section draws on Gibbons (2005a, b).
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risk on the agent, so the optimal tradeoff betweenincentives and insuranceinvolves
incentivesbelow the first-bestlevel. More recently, however,agencytheory hasreceived
new foundations pasedon the empirical reality that principals often Ogetwhatthey pay forO
from their agents. We developthis elementalmodel of imperfectpricing in Section2.1,
noting that imperfect pricing arisesfrom distortionary performancemeasuresevenif the
agent is riskneutral (as we assumrough this essay).

If thedirectapproactof incentivecontractgproducesmperfectprices,onethencanask
whetherindirectapproachesanproduceimproved(if perhapsstill imperfect)prices.Section
2.2 addresseshis question,describinghow assetownershipand other indirect instruments
(such as job design,transferpricing, and so on) can be importantin the questto create
appropriate prices for various actions inside organizations.

All of the instrumentsdescribedin Sections2.1 and 2.2N whetherdirect or indirect
approachds areassumedo be formal, in the sensethatthe instrumentcanbe enforcedby a
court.(Forexamplejf the partiessignanincentivecontractthentheindicatedcompensation
will be paid.) In many settings,however,measurema and commitmentproblemsinterfere
with formal instruments so informal instrumentsmerit attention.In particular,in ongoing
relationships,the parties may utilize relational contracts.The advantageof a relational
contractis that, sinceit neednot be enforcedby a court, it canbe statedin termsthat the
court cannotassessThe disadvantagef a relational contract,however,is that it mustbe
stated in terms that make the parties themselves willing to enforce it.

Section2.3 returnsto the directapproaclof trying to createappropriatepricesby using
incentivecontractsput now we considerelationalincentivecontractsatherthanthe formal
contractof Section2.1.If the partiesaresufficiently patient(sothatthe shadowof the future
outweighsthe temptationto defecttoday) thenthey can achieveperfectincentivesusing a
relationalincentivecontractalone.More realistically,if the partiesarelimitedly patientthen
they may use both a formal contractand a relational contractto crede incentivesthat are
superior to those that can be created using either kind of contract alone.

Finally, Section 2.4 offers a brief summary and assessment of the pricing approach.

2.1 Distortionary Performance Measurement

In 1975, StevenKerr publishedOOrthe Folly of RewardingA, While Hoping for B.O
The argumentwas simple: you get what you pay for. | find KerrObservationgand much

*  See Section 2.2 of Lazear and Oyer (2010) for an introduction to the evidence on this point.
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subsequenempiricalwork) deeplyat oddswith the classicagencymodelbecauséhe classic
model fails to distinguish between what the Principal values and what the parties can
measure(Formally, in the classicmodelthe PrincipalOprofit (grossof wages)is y andthe
incentive contractis w(y).) Throughoutthis essay,therefore, we reject a strong but
unremarkedassumptiorin the classicagencymodeN namely,thaty canbe called Ooutput,0
asthoughit could easily be measuredBecausey reflects everythingthe Principal values
(grossof wages),it might be more appropriatelycalled the Agent's Ototalcontribution,O
suggestingthat y cannotbe easily measured(and so cannotbe an argumentin formal
incentive contracts).

Evenwhencontractdasedony arenot available theremay be othercontractghatcan
be enforcedin court. Thesecontractsare basedon alternativeperformancemeasurel such
as the quantity produced,with limited adjustmentmadefor quality. Let p denotesucha
performanceaneasureindconsideranincentivecontractw(p), suchas w = s+ bp. Asin the
classicagencymodel,a steepslope(e.g.,alargevalueof b) will createstrongincentivesbut
now the AyentOs incentives are to produce a high value of p, not of y.

The first economicmodelsto analyzetheseissueswere Holmstrom and Milgrom
(1991) and Baker(1992). The elementaimodel we presentherewas developedby Feltham
and Xie (1994); seeDatar,Kulp andLambert(2001) and Baker(2002)for enrichmentsand
applications.

To begin, supposethat y=a+ "~ and p=a+". Thena contractbasedon p creates
incentivesto increasey andthe inducedactionalsoincreasey. But now supposédhatthere
are two kinds of actionsthat the Agent can take, a, and a,, and assumethat costs are
separable:

1 1
c(al,az)=§af+§a§-

In this OmultitaskGenvironmentjf y=a +a,+" and p=a + ¢ thena contractbasedon p
cannotcreateincentivesfor a, andso misseshis potentialcontributionto y. Alternatively,if
y=a +"and p=a, +a,+" thenacontractbasedon p createsanincentivefor the Agentto
take action a,, eventhougha, is irrelevantto the AgentOsotal contribution.Finally, in an
extremecasesuchas y =, + " and p =a, + ", a contractbasedon p may createno valueat
all (even though y and p will be correlated because of the common noise.term

Generalizing these examples, suppose that the technology of production is
y = fia, *+ f,a, +", the technologyof performancemeasuremenis p=ga +9,a,+", the

INSIDE ORGANIZATIONS: PRICING, POLITICS, AND PATH-DEPENDENCE
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contractis w=s+bp, and the payoffsare y—w to the Principaland w" c(a,a,) to the
Agent. The firsbest actions, maximizing(y)" c(a,,a,), are thusa[® = f, and a}” = f,.

The timing in this model is as follows. First, the Principal offers the Agent a
compensatiorontract, w = s+ bp.” Secondthe Agenteitheracceptghe contractor rejectsit
in favor of an alternativeemploymenwopportunitywith payoff Ug. Third, the Agentchooses
actions(a, a,), but the Principal cannotobservethesechoices.Fourth, unobservecevents
beyondthe AgentOsontrol (&, ¢ ) occur.Fifth, measuregerformancegp) is observedy the
Principal and the Agent (and by a Court, if necessary)Finally, the Agent receivesthe
compensation specified by the contract.

A risk-neutral Agent choosesa, and a, to maximize E(w)-c(a,a,), so the optimal
actionsare a, (b) = gb and a,(b) = g,b. To inducethe first-bestactions,the Principalwould
like to chooseb to satisfy gb = f; and g,b = f,, but this is impossibleunless f,/g, = f,/g,.
The optimal tradeff between these goals is

_ g+ f,0, _|fll

cos(’) ,
o+g; |

wheref is the angle between the vectors(fzf,) and g =(g,, 9,).

Therearetwo importantfeaturesn b*: scalingandalignment reflectedby | f|//|\¢|| and
cos@), respectively Scalingis intuitive but uninterestingFor example,if g, andg, areboth
muchlargerthanf, andf, thenthe efficient contractputsa small bonusrate on p, asshown
by | f|/|ld]- Alignment, however,is the key to the model. As one example,if the f andg
vectorslie almoston top of one another(regadlessof their lengths)then the incentives
createdby payingon p are valuablefor increasingy. As a secondexample,if the f andg
vectorsare almostorthogonalto eachotherthen the incentivescreatedby payingon p are
almostuselesdor increasingy. More generally the efficient contracthasa largerbonusrate
b when f and g are more closely aligned, as measured [#).cos(

2.2 Incentive Systems: Indirect Instruments

The value of the multi-task theory (including the specific Ocosf) modelGdeveloped
above) is not only thatit captureshe empirical reality that Principalsoften get what they
pay for, but alsothatit motivatesthe searchfor otherwaysto improveincentiveswhenthe

’ To motivate the assumption of linear contracts, imagine that p € {0,1} and Prob(p =1) = 8,4, + 8,4,

where f , f_, g ,andg_ are sufficiently small.
1 271 2
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directapproacthof formal incentivecontractingis of only limited use. Two possibilitiesthen
arise:first, if the directapproachs imperfect,thenindirect approachesnay be of interest;
second,if formal contractsare imperfect,then relational contractsmay be of interest.We
examine these two possibilities in thid»ssection and the next.

2.2.1 The Principal Principle

One questionthat the classicagencymodel answersnaturally is OWhydoesnOthe
Principalsell the Agentthe firm?0In the classicmodel,the Principal could do this eitherby
literally sellingthe Agenttheright to receivethe payoffy or by signinganincentivecontract
w =s+ by with the Agentwhere b =1 (and s<0 asthe price the Agentpaysfor the firm).
Either of thesemethodswould createfirst-bestincentives but the Agentwould alsobearall
therisk in y. In short,the Principalcould sell the firm to the Agentbut the partieschoosenot
to do so.

In the cosP) model, however,the Agentis risk-neutral. We thereforenow provide a
richer mocel thatexplainswhy the Principalshouldnot sell the Agentthe firm in the cos@)
model. Simply put, the reasonis that, in a richer settingwhere both the Principal and the
Agenttakeimportantactionsto increasefirm value,the Principalshouldbe the actorwhose
performance is more difficult to measure.

Formally, supposethere are two actors (i =1,2), each of whom can take both a
productiveaction (a) and a manipulativeaction (m). The actors@ollective contributionto
firm valueis y = a + a,, the availableperformanceneasuresire p, = g.a, + m, (i =1,2), and
eachactorOsostfunctionis c(a,,m,) = (a> + m*)/2. Supposectori is the Principalandsigns
theincentivecontractw = s+ b p, +b; p; +b; p;p; with actorj. An optimal contractcanthen
be derived from the logic of the cé§model:b" = bTJ =0 and

[y

i 2
1+ g5

Becausehe Principalreceivesy (andthe actors@roductiveactionsare additively separable
in producingy), the Principalhasfirst-bestincentives.The total expectedpayoff is therefore
maximizedby havingactori bethePrincipalif g, <g..Recallingthat p, = ga + m, we have

derived the Principal Principle stated above: the Principal should be the actor whose
performanceas more difficult to measurg(in the sensethat 6 would be largerif this actor

were the Ayent).

2.2.2 The Agent as Employee or Contractor

INSIDE ORGANIZATIONS: PRICING, POLITICS, AND PATH-DEPENDENCE
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If theidentity of the Principalhasbeenestablishedlongthelinesabove,it remainsto
determinewhetherthe Agent should be an employeeor an independentontractorfor the
Principal.Inspiredby HolmstromandMilgrom (1991),we now enrichthe cos@) modelfrom
Section2.1 by assumingthat there is a machine that the Agent uses in producing y. The
resale value of the machine (after it is used in production) is v=ha + h,a, + ". Like y, we
assume that v is not contractible, so contracts continue to depend on only p. If the Principal
owns the machine (so the Agent is an “Employee”) then the Principal’s payoffis y+v" w
and the Agent’s is w " c¢. Alternatively, if the Agent owns the machine (so the Agent is a
“Contractor”) then the Principal’s payoff is y " w and the Agent’s is W+ V —c. In short, the
parties now have two instruments to influence the Agent’s incentives—the formal incentive
contract and ownership of the asset—and they need not use these instruments independently;
to the contrary, we expect different formal contracts to be optimal depending on who owns

the asset.

As stark illustrations of this incentivesystemmodel, considerthe following pair of
examples.

Example 1:y =a,,v =a,,andp = a,.

Example 2:y =a,v=a,, andp=a + a,.

In Examplel the partiesarebetteroff havingthe Agentown the machine butin Example2

the reverseis true. In fact, in these simple examples,with the wrong choice of asset
ownershipthe partiesface a Ogetwhat you pay forOproblem,but with the right choicethe

partiescan write incentive contractsthat produceperfectprices (i.e., inducethe first-best
actions).

2.2.3 Other Models

Thereis now a collectionof modelsdescribingindirectinstrumentghat canbe usedto
improve the pricesfor variousactionsinside organizationge.g., Holmstromand Milgrom
(1991 on job design,Holmstrom and Tirole (1991) on transfer pricing, and Holmstrom
(1999) on outsourcing seealsothe discussiorof incentivesandcontrolin Section3.2). The
overarchingthemeof thesemodelsis that no singledirect or indirectinstrumentis likely to
createperfector eventolerableincentives,so multiple instrumentsare likely to be usedin
combination as an Oemtive systemO (Holmetn and Milgrom, 1994).

INSIDE ORGANIZATIONS: PRICING, POLITICS, AND PATH-DEPENDENCE
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2.3 Relational Incentive Contracts: Informal Instruments

In Section 2.1 we saw that the direct approachof incentive contracting produces
imperfect priceswhen the availableperformancemeasuresuffer from Ogetwhat you pay
forOproblens. In Section2.2 we thensawthat, whenthe directapproactproducesmperfect
results,indirect approachesuch as assetownershipmay be useful complementsperhaps
even rescuingthe possibility of perfect pricing. In this sectionwe return to the dired
approach of incentive contracting, now considering relational rather than formal contracts.

Relational contractingallows subjectiveassessmentsf the AgentOgperformanceto
enterthe incentive contract.For example,Fastand Berg (1975) describeLincoln Electric,
where(to this day) a piecerateformulaties partof a workerOpay to objectivemeasure®f
the workerOsutput, but abouthalf of the workerOgay is a bonusbasedon the supervisorOs
subjectiveassessmenof the workerOsooperation,innovaion, dependability,and so on.
More generally,relationalincentive contractsoften play an importantrole in settingprices
inside organizationsl both directly through subjectivebonusesand indirectly through the
role of subjective assessmentdn raises, promotions, and continued employment.
Furthermore,relational contractshave many other usesboth within and betweenfirms,
beyondlinking payto performancé.Finally, relationalcontractswill play importantrolesin
Sections 3 and 4, so this is anotheason to begin discussing them here.

To formalizethe ideaof relationalincentivecontractswe sketchBullOg1987) model,
asinterpretecby Baker,Gibbons,andMurphy (1994)! Considera repeatedyamebetweera
Principal and an Agent. In eachperiod, the Agent choosesan unobservablection, a, that
stochasticallydetermineghe AgentOsotal contribution,y. For simplicity, supposehaty is
either High (y=H) or Low (y=L <H) andthat Prody =H |a)=a, where a" [0,]]. If
total compensations w, the PrincipalOpayoffis y " w andthe AgentOs w" c(a), where
c">0andc"# $asa# 1.

As motivatedabove,y cannotbe objectively measuwed, but we now assumehaty can
be subjectively assessedand used in a relational contract. In particular, imagine that
compensatiomontractsconsistof abasesalary(s) anda relationatcontractbonus(B), where
the Principal promisesto pay B if the subjectiveassessmens y =H. Thetiming of events
within eachperiodis asfollows. First, the Principaloffersthe Agenta compensatiopackage

% See Baker, Gibbons, and Murphy (2002) for citations to both (a) early work in the sociology and

management literatures emphasizing the general importance of informal agreements both within firms and
between, and (b) more recent work emphasizing the role of informal agreements in ostensibly formal processes
within organizations (such as transfer pricing) and between (such as alliances).

7 See MacLeod and Malcomson (1989), Levin (2003), and Fuchs (2007) for further developments and
MacLeod (2007) and Malcomson (2010) for syntheses of larger literatures.
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(s,B). Secondthe Agenteitheracceptdhe compensatiompackaggin which cases is paid)
or rejectsit in favor of an alternativeemploymentopportunitywith payoff Ug. Third, if the
Agent acceptsthen the Agent choosesan action at cost c(a), but the Principal does not
observethe AgentOsction. Fourth, the Principalandthe Agentobservethe realizationof y
(but a court cannot).Finally, if y=H thenthe Principalchoosesvhetherto pay the Agent
the bonus B specified in the relational contract.

In a singleperiod employmentrelationshipthe Principal would choosenot to pay a
bonus,sothe Agent(anticipatingthe PrincipalOdecision)would choosenot to supplyeffort,
sothe AgentOsontributionwould be y = L. Supposéhat L <U,, in which casethe Principal
(anticipating the AgentOsffort choice)would not pay a salary,so the Agentwould choose
not to work for the Principal.

But thingscanbe differentin anongoingrelationship.Formally, consideran infinitely
repeatedyamein which both partiesdiscountfuture payoffsat rater. We focuson equilibria
in which the Principal and the Agent play trigger strategieqroughly speakingthe parties
beginby cooperatingandthencontinueto cooperataunlessone side defects,in which case
they refuse to cooperate foreadter)®

If the Agent believesthe Principal will pay the bonusB then the AgentO®ptimal
action,a*(B), satisfiesc'(a) =B. If the Principal offers the minimum salarythat the Agent
will accept then the PrincipalOs expected profit péogpes

L+a(B):-(H-L)-c[a(B)]-U,=V(B)-U,,
where \(B) is the expectedross surplus from the effort induced by the bonus B.

But shouldthe Agentbelievethat the Principalwill paythe bonusB? If the Principal
doesnot paythe bonusthenherpayoffis H" s this periodbut zerothereafterwhereasf the
Principal does pay the bonusthen her payoff is H" s" B this period but equal to the
expectedorofit from the relationshipthereafter.Thus,the Principal shouldpay the bonusif
and only if

(H" s" B)+[V(B)" UJ#(H" s)+ 190,
r r

or B" [V(B)#U,]/r. In words, the renegingtemptationmust be smaller than the present
value of the net surplus from the relationship.

¥ Because L < Uj, these trigger-strategy equilibria entail optimal punishments (Abreu, 1988); see Levin

(2003) for details.
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Beforeleavingthis elementaimodel of a relationalcontract,it is usefulto notethatif
onetried to implementthis modelin practice,at leasttwo subtle questionswould quickly
surface:(a) what constitutesbonusworthy performancdy = H in the model)?and(b) what
constitutesan appropriatebonus (B in the model)?That is, this elementalmodel focuses
entirely on the credibility of the parties@promises,ignoring potentialimperfectionsin the
clarity of thesepromises.As we will seein Section4, therecan be importantinteractions
between these issues of clarity andidogity.

2.4Summary and Assessment

In summary,the pricing approachsuggestghat some Oprices@monetaryincentives)
canbe chosenn organizationgvia bonusrateslike b), but typically not for the right things
(becausef misalignmentasreflectedby 6). Indirect pricesalsoexist (e.g, by allocatingan
assetworth v), but still are typically not perfect; likewise, relational contractsmay be
feasible, bustill are often not perfect.

This sectionOsompactexpositionhasslightedor omittedseveralasgectsof the pricing
approach,such as HolmstromO§1982/1999) model of Ocareeconcerns@i.e., incentives
createdby the agentOsoncerrfor his reputationin the labor market),aswell asanalyseghat
combinetwo or more of theseelementaimodels.As a whole,the pricing approachdeliversa
rich accountof structuresand processeswithin and betweenorganizations.Gibbonsand
Roberts (2010b) provide a richer discussion of these and other.issues

3. Politics®

In someenvironmentsimportantactionssimply cannotbe priced,directly or indirectly.
More specifically, there are no (useful) formal pricing instrumentslike thosedescribedin
Section2.1and2.2. If the partiesare sufficiently patientthenit may be possibleto develop
relationalcontractdike thosedescribedn Section2.3, but seeSection4 for further reasons
why this directbut informal approachto pricing alsohasits limits, evenwhenthe partiesare
reasonablypatient(becausef the interactionbetweerncredibility andclarity suggestedt the
end of Section 2.3).

The absencef prices,however,by no meansamplies an absencef incentives.To the
contrary,in suchenvironmentsthosewith powerhaveincentivesconcerningwhatdecisions

’  This section draws on Gibbons (2003, 2005a).
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to take,thosewithout powerhaveincentivesto lobby thosewho haveit, andall actorshave
incentives to maintain or increase their power over time.

Theseissuesof powerandpolitics in organizationsare widespreadandimportant.For
example Knight (1921 (1964): 254) observedhat the Ointernaproblemsof the corporation,
the protectionof its varioustypesof membersand adherentsigainsteachotherOgredatory
propensitiesare quite asvital asthe externalproblemof safeguardinghe public interests
against exploitation by the corporation as a.@nit

More recently, and closer to current economic modeling, Cyert and March (1963
(1992)) constructedpolitical accountsof organizationalbehaviorsin terms of individualsO
decisionmaking, beginningfrom the assertionghat Opeopldi.e., individuals) have goals;
collectivities of people do notOand Ounresolvedtonflict is a conspicuousfeature of
organizations@pp. 30 and32). For example Cyertand March anticipatecthe applicationof
information economics to the study of organizations, arguing that

Where different parts of the organization have responsibility for different pieces of
information relevant to a decision, we would expect ... some attempts to manipulate
information as a device for manipulating the decision. ... [But] we cannot reasonably

introduce the concept of communication bias without introducing its obvious
corollary — “interpretive adjustment.” (pp. 79 and 85)

In short, comparedto the traditional description of an organizationin terms of an
organizationchart, Cyert and March suggestedhat OThekinds of modelspresentedn this
book describe the organization as a decisimking processO (p. 202).

Economic models of political behaviorsin organizationaldecision processeshave
proliferatedrecentlyandarethe focusof this section.On the otherhand,relativeto boththe
literatureon firmsCboundariegSection1.1) andthe literatureon incentivesystemgSection
2), the economicditeratureon organizationsas decisionprocessess still at an early stage.
This sectionOstyle therebre differs from Section20specausethis literature has not yet
coalescedarounda set of canonicalproblems,not to mentionaroundcanonicalmodelsof
these problems (such as the édsiodel or the relationadlontract model).

Section3.1 consides modds of political behaviorswithin fixed decisionarchitectures
(i.e., fixed specificationsof how the decisio processarrivesat a decisior). Section3.2 then
turns to modelsof political behaviorswithin endogenouglecisionarchitecturegi.e., the
archiectureis chosento accountfor both the decisionsand the political behaviorsit will
induce)
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Section3.3returnsto relationalcontractsfor two reasonsFirst, the abundanevidence
from the sociologyand managemenliteratureson the widespreadmportanceof relational
contractsdocumentghatincentiveschemesrenot their only application(andmay not even
be the leadingone).Second andspecificto Section3.20sliscussiornf endogenouslecision
architecturestheremay be reasonto interpretwith cautionthe recentwave of modelsthat
assume that control is easy to reallocate within organizations.

Finally, Section 3.4 offers a brief summaryand assessmendf economicmodels of
political behaviors in organizations.

3.1 Fixed Decision Architectures

The literatureon political behaviorin fixed decisionarchitecturesncludesmodelsof
concentratedontrol (where one party controlsall the relevantdecisionrights), distributed
control (where different decisionsare controlled by different parties, sud as in team
productionor committees)and contestedcontrol (wherecontrol is not yet allocatedto any
particularparty or parties,sobattlesfor controlensue)For reason®f spacewe focusmostly
on one example of concentrated control.

3.1.1 Conceimated Control: Influence Activities

Milgrom and Roberts(1988, 1990) developedan early model of political behavior,
emphasizingthat thosein control get lobbied. More specifically, they studiedan AgentOs
incentivesto undertakeOinfluenceactivitiesOwhen the Principal controls a decisionand
would like to tailor the decisionto the stateof the world, but the Principaldoesnot know the
state and the Agent has an opportunity to influence the signal about the state that the
Principal observes.

To captue someof Milgrom andRoberts@eas considerthe following abstracmodel.
The parties(payoff functions are U, (s,d) = —(d - s)* and U, (s,d) =" (d" (s+#))?, where
" >0. (For example the decisionmight be how much capital the Principal givesthe Agent
for a projectandthe stateof the world might reflect the productivity of the project, so the
Agentalwayswants more capital than the Principal would like to give, but not arbitrarily
much more, lest the Principal expect an unattanable return.) Following HolmstromOs
(19821999) model of careerconcernswe assumehatthereis symmetricuncertaintyabout
the state:neitherthe Agentnor the Principal hasprivate informationabouts. The timing of
the modelis then: (1) the Agent choosesOlobbying@ctivities, A =0 at costk(\); (2) the
partiesobservea public signal, o; (3) the Principal choosesa decision,d € D; and(4) the
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partiesreceivetheir payoffs, U.(sd), whereU, is grossof lobbying costs.The public signal
in stage(2) is " =s+ #+ &. Both partiessharethe prior belief thats is Normally distributed
with meanM and precisionH (i.e., variancel/H) ande is Normally distributedwith mean
zero and precisionh. Becausethe states is Normal, let D=" . Finally, the cost function
satisfiesk'(0) =0, k'(#) =#,and kK">0.

The public signalo is the crux of the model: eventhoughneitherparty knowsthe true
state,both partiescareabouthow the decsion relatesto the state,so the Principalwill try to
extractfrom the signalwhateverinformation o might containabouts, promptingthe Agent
to try to movetherealizationof o upwards.In equilibrium, however,the Principal correctly
anticipateshe AgentOattemptsto influenceo andso correctly accountsfor thoseattempts
when interpreting o as a signal about s, but the Agent nonethelesshas an incentive to
influenceo. In particular,eventhoughthe Principalis not fooled, the equilibrium level of
lobbyingcannotbe zero(becauséf the Principalbelievedthe Agentto bedoingno lobbying,
then the Ajyent would have a strong incentive to lobby).

More precisely,in stage(3) the Principal will choosed=E(s|"]. If the PrincipalOs
conjecture about the dentOs lobbying is, then DeGroot (1970) shows that

_HM +h(o-2)

EJslo] Hah

In stage (2), the dent therefore chooséso solve

max HM+h(&$ "

) e 2 g
L, SELCT S8 (s ) ISk,

which defines A’ (1), the AgentObestresponseo the Prinpipalf)sonjecture]n equilibrium,
the PrincipalOsonjecturemustbe correct,soimposing " (") = " yieldsthe equilibriumlevel
of the AgentOs lobbying activity. Denoting this equilibrium level of lobbying bye have
h
2——pB=K@A).

H+h p=k®)
Naturally, the equilibriumlevel X increasesvith (a) the AgentObiasp, (b) the precisionof
the public signal h, and (c) the prior variance of the stite 1/

Milgrom andRobertssuggestthreeways(not modeledhere)thatan organizationcould
respondto the prospectof suchwasteful influence activities. First, an organizationcould
reducethe effectivenessof the communicationchannel(e.g., increasingthe noisein the
public signal,1/h). Secondanorganizatiorcould reducethe PrincipalOdiscretionto respond
to the signal (thus operatingmore by ex anterulesthanon ex postinformation).Finally, an
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organizationcould adjust its internal structuresand processesaway from what would
otherwise be optimal, to reduce membersOGncentivesto manipulate information (e.g.,
reducing productivity to decrease thgehtOs bidg.

3.1.2 Other Models

Therearenow manymodelsof political behaviorsunderconcentrateddistributed,and
conestedcontrol. As oneexampleof distributedcontrol,Hermalin(1998)openeda literature
on leadershipusinga modelwith N agentswho takedecisionsd, " D at costc(d) to create
aggregateoutput y=s'\ d. in states. As a simple versionof HermalinOsnodel, suppose
eachpartyOpayoffis y/N, grossof decisioncosts.In higherstatesof theworld it is efficient
for everyoneto choosehigherdecisions(interpretedas working harder),but in all statesof
the world each age would like the others to work harder.

Oneagent(the leader)hasprivate information abouts but the otheractors(followers)
are uninformed. The leaderchoosesher decisionfirst; the followers observethe leaderOs
decisionandthensimultaneouslchocsetheirs.Hermalinconstructsa separatinggquilibrium
of this signaling game involving Oleadingby example,Gn which the leaderOslecision
perfectly reveals s and the followers are then induced to copy the leaderOs decision.

Gibbons(2010) discussedurther modelsof leadership,such as Brocasand Carrillo
(2007) and Caillaud and Tirole (2007), as well as severalrecentmodelsof committees
(anotherinstanceof distributedcontrol) and modelsof contestedtontrol, suchas Skaperdas
(1992) and Rajan argingales (2000).

3.2 Endogenous Architectures

Giventhe inefficienciesproducedby political behaviorsn modelswith fixed decision
architectures,it is natural to ask whether changingthe architecturecould reduce the
inefficiencies.Of course,changingthe architecturealso changeghe eventualdecisions,as
well asthe political behaviorssothe optimalarchitectureoptimizesthis pair of outcomesTo
conserve space, we again focus on a single model.

3.2.1 Formal Versus Real Authority

Aghion and Tirole (1997) explore Orubbestamping,Gneaningthat the bosshasthe
formal authority, but approveshe subordinateGscommendationvithout inspection,so the
subordinatéhastherealauthority,sohis recommendatiomight disproportionatelyeflecthis
interegsN anotherform of politics. Formally, supposethere are three possible projects,
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indexedby k =1, 2, 3. Projectk deliversbenefitsB, to thebossandb, to the subordinateOne
projectis terrible for both parties: B, =b, ="# . The othertwo projectsdeliver benefitsof 0
and B>0 to the bossand0 and » >0 to the subordinateWith probability o, the payoffs
from thelattertwo projectsare( B, b) and(0, 0); with probability 1-a, the payoffsfrom these
projects are B,0) and O, b).

Initially, neitherparty knowswhich projectis theterrible one,nor which projectis the
goodone for him or her. Both the bossand the subordinatecantry to collect information
aboutwhich projectis which, but at a cost.If the bossincursthe costc,(E), thenthe boss
learnsher own payoff on eachprojectwith probability E, but learnsnothingwith probability
1-E. Similarly, if the subordinatancursthe costcye), thenthe subordinatdearnshis own
payoff on eachproject with probability e, but learnsnothing with probability 1-e (where
these events for the subordinate are independent of those for the boss).

To analyzethe partiefincentivesto collectinformation, considerwhat happensn the
following three situations.First, if the bossbecomesinformed then she will choosethe
projectthatpaysherB. Secondjf the bossremainsuninformedbut the subordinatdbecomes
informed, thenthe subordinatewill recommendhe projectthat payshim b; eventhoughthe
bossdid not observeher own payoffs (and,by assumptionthe subordinatedloesnot observe
the bossOpayoffs), the bosswill acceptthe subordinateOgroposedproject becaus its
expectedpayoff to the bossis "B+ (1#")$0="B>0. Finally, if neitherthe bossnor the
subordinatebecomesinformed, then neither party will want any project to be chosen,
becauseof the severityof the terrible project. From thesethreesituatons, we can compute
first the partiesO expected payoffs and then their Nash equilibrium cfBices.

Aghion andTirole proceedto arguethat, whenthe bosshasformal authority over the
decision,oneway to give the subordinategreaterreal authorityis to overloadthe boss(such
asby keepingthe bossbusywith othermatters) therebyincreasinghe bossOmarginalcost
of becominginformed. As a reducedform examplein this spirit, replacethe bossOsost
function cgz(E) with the cost function kcg(E), where k =1. Parallelanalysisthen produces
equilibrium choices(E"(k), e (k)). Changesn k causeE*(k) ande*(k) to movein opposite
directions:if the bossworks lessthenthe subordinatevorks more, becausehe subordinate
knows that he is likely to have the real authority to select the project.

So far, this is an analysisof political behavior (selfinterestedproject choice under
rubberstamping)in a fixed architecture(the boss has the formal authority). Aghion and
Tirole then proposea secondmodelin which the subordinatehasthe formal authority (but
the bossmay havethe real authorityN exactlythe oppositeof the casejust analyzed)In this
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casewe canagaincomputethe parties@xpectedpayoffsandthentheir equilibrium choices
(E™,e"). Under this new architecture the subordinatepicks the project wheneverhe is
informed, insteadof only when he is informed and the bossis not, so the subordinateOs
incentiveto collect information is strongerthan before (€” >€'). In contrast,the bossno
longerpicksthe projectwhenevessheis informed,butinsteadonly whensheis informedand
the subordinatds not, so the bossOmcentiveto collect information is weakerthan befare
(E” < E"). We reconsider this model in Section 3.3.

3.2.2 Other Models

There are now many models of political behaviors under endogenousdecision
architecturesAs examplesthree growing literaturesconcern(a) disobedienceand dissent
(e.g.,Landier,Sraer,and Thesmar2009; Marino, Matsusakaand Zabojnik, 2009; Van den
Steen, forthcoming), (b) communicationin organizations(e.g., Dessein,2002; Alonso,
DesseinandMatouschek2008;Rantakari2008),and(c) incentivesandcontrol (e.g., Athey
and Roberts,2001; Prendergast2002; Zabojnik, 2002). See Gibbons (2010) for more on
these and related subjects.

3.3 Relational Empowerment

This section considersan unremarkedassumptionin many models of endogenous
architecturesthat a principd canirrevocablydelegatecontrol rights to an agent(without in
effectselling the agentthe firm andbecomingthe agentOsubordinate)Simply put, we now
ask whether,below the top of an organization,control rights should be seenas owned or
loaned?

We follow Milgrom and Roberts(1990) and Baker, Gibbons,and Murphy (1999) in
taking the latter view: the principal may be ableto userelationalcontractsto loan the agent
control,butthe principalremainsthe bossandcanreassertontrolat will. The motivationfor
this approach comes from numerous case studies in which units within historically
decentralizedorganizationsfound themselvesmore tightly controlled after circumstances
changed (such as Foss (2003) on Oticon, on which more below).

To fix ideas,considera corporateparent(Principal) and a productdevelopmentab
(Agent) ownedby the parent.If the lab incurscostc(a) theneitherthe lab developsa new
product(with probability a) or not (with probability 1-a). If a new productis developé, the
parentcan then marketit, in which casethe lab receivesx and the parentreceivesy;
otherwise,both partiesreceivezero. Supposethat the lab alwayslikes to seeits products
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marketed( x > 0), but a new productcould either complementor cannibalizethe parentOs
existing products (specifically,” {y,,y,,y,} wherey, <y, <0<y,).

Spaceconstraintgpreventnot only a carefulanalysisbut evena completedescriptionof
this model. Nonetheless, we now preseatrégsults from this model, hoping that Sections 2.3
and 3.2 built sufficient intuition. See Baker, Gibbons, and Murphy (1999) for a full
description and analysis of a related model.

In a oneshotsetting,if the parenthasformal authorityover marketing,it will marketa
productonly if y>0 (i.e., y=y,), whereasf thelab hasformal authorityover marketing,it
will marketa productfor all valuesof y (becausex >0). Asin Section2.3, however things
canbe differentin anongoingrelationship We proceedby analogy borrowingthat SectionOs
resultthatthe bonusB is incentivecompatibleif the presentvalueof the netsurplusexceeds
the reneging temptation (i.eB,<[V(B)-U,]/r).

For concretenessupposéhatit is efficient to marketproductswith y" vy,,. (Both ex
postand ex anteefficiency considerationgould underliethis assumptionex post, perhaps
x+y, >0>x+y,; ex ante, perhapsthe lab expendsmuch more effort if productswith
y" y, will be marketedratherthanonly thosewith y =vy,,.) Analogousto V(B) in Section
2.3, let V,, denotethe grosssurplusfrom marketingnew productswith y = y,,. In addtion,
let U, denotethe labOsgayoff if it works on its own projectsratherthan working for the
parent in a given period.

Considera relationalcontractin which the parentis supposedo marketproductswith
y" y, . Theparentwill betemptednotto marketa productwith y =vy,,, andthesizeof the
parentOsenegingtemptationwill be "y,, >0 (analogougo B). This relationalcontractis an
equilibrium of the repeatedgameif -y,, <[V, —U,]l/r. This equilibrium can be seenas
(limited) empowerment,enactedvia a relational contract when the parent has formal
authority: the parentallows the lab to market some productsthat are not in the parentOs
immediate interesty,, <0), but dislows others that are too costly,(<y,,).

In contrast,if the partiesattemptto implementthe samerelationalcontract(namely,
marketproductswith y" y,,) whenthe lab hasformal authority over marketing,the lab is
temptedto marketa productwith y =y, , andthe sizeof thelabOsenegingemptationis then
x > 0. The samerelational contractis thus an equilibrium of the repeatedyameunderthe
new architecture ik " [V, #U,]/r.

Dependingon the valuesof -y,, and x, the relational contractof interestmight be
feasibleunderonearchitecturebut not the other.Thatis, it mightbethat -y,, " [V,,,, #U,1/r
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but x>[Vv,,, " U,]/r, or vice versa.This model thus providesa rationalefor the formal
allocationof control basedon which architecturefacilitatesthe superiorrelational contract.
The resulting determinantsof the efficient allocation of formal control in an ongoing
relationship are importantly different from those in a-ehet setting.

Given all this, how shouldwe interpretdelegationor empowermentn organizations?

The argumenthereis thatempowermenis a promise(i.e., arelationalcontract,not a formal
onée. Nonethelessit doesmatterwho hasformal controlandtherearewaysto changewho
hasit. Following Grossmarmand Hart (1986), we interpreta changein formal control asa
changean the boundaryof thefirm: the architecturewherethelab hasthe formd authorityis
a spin-off; the corporateparentchartershe lab asa standalonecompanyandsellsits entire
stakein the new firm. We theninterpretthe equilibriumin this architecturgwherethe new
firm markes productswith y" y,,) as an alliance\ a relational contractbetweenfirms, in
which the new firm restrainstself from actionsthat would harmits former parentbadly (in
exchange for ongoing research funding).

Before leaving this model of relationalempowermentit is useful to revisit the issue
(from end of Section2.3) of implementingthis modelin practice:the outcomesx andy
would be complexobjectsratherthanscalarsandit could be hardto specifywhich kinds of
new products(i.e., which realizationsof x andy) the patentis supposedo market.In short,
this sectionhas againfocusedentirely on the credibility of the parties(promises,ignoring
potential imperfections in thearity of these promises, but see Section 4.

3.4 Summary and Assessment

Givenboththeimportan@ of powerandpolitics in organizationsandthe long-standing
researchinterestin theseissuesoutsideeconomics,jt may seemsurprisingthat economic
modelingof the political approacho decisionmakingin organizationgjot off to arelatively
slow stat. My guessis that Krugman (1995: 27) supplied the answer (originally for
economicgeographybut equally applicablehere): OLikeit or not, E [in economics]the
influence of ideas that have not been embalmed in models soon @ecays.

KrugmanOsommentapgies to both Sections3.1 and 3.2. For example,models of
political behaviorsunderfixed decisionarchitecturesan utilize standardgametheory, and
suchmodelsindeedbeganto emergein the 1980s.Likewise, the literature on endogenous
decisionarchite¢uresaccelerateavhenAghionandTirole0$1997)secondmodel(wherethe
subordinatéasthe formal authority)reinterpretedhe GrossmarHart-Moore propertyrights
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framework as a model of alternativedecisionarchitectureswithin organizationsnot just
between.

But KrugmanOsemark continuesin more pointedfashion,bemoaningboth Osensible
ideasthat could not be E formalizedGand Oformalizablédeasthat seemedo havemissed
the pointO(p. 59). The challengesuggestedby Section 3.3 regardingreinterpeting the
propertyrights framework as a model of alternative decision architectures within
organizationss thereforeto determineunderwhatcircumstanceéf any)thisreinterpretation
might be a formalization that missed the point.

4. Path-Dependencé&

This sectiondiffers from the previoustwo in threerespectsFirst, this sectionis rich in
evidenceandonly briefly speculatesboutpossibletheories.Thesedifferencesarisebecause
the underlying literature is at a very early stage (at leastin organkzational economics,
especially on the theoretical side).

Second,this sectionseeksto broadenorganizationaleconomists@cus from almost
exclusivelyon the Obetween@arianceto alsosomewhabn the Owithin.(Thatis, ratherthan
askhow organizationgonfrontingdifferent circumstanceshouldchoosedifferent structures
and processeqas in Sections1.1, 2, and 3), the question here is why organizations
confronting seemingly similar circumstancesometimesperform at persistentlydifferent
levels. In short, we are now asking whetherinternal organizationcan createcompetitive
advantagBl a question central to strategic management, if rarely asked in economics.

Third, this section joins a small but growing literature seekingto give the noun
Omanager@nd (especially) the verb Oto manageQyreater prominencein organizational
economicsBorrowing Mintzberg0$2004) distinction betweenOanalysis@ecidingwhat to
do) and OadministrationQgetting it done), we interpret most of the existing work in
organizaibnal economicsas concerningthe former, and we arguethat important progress
could now be made by addressing the latter.

Tying thesethreethemestogether this sectionbuilds toward the ideasthat otherwise
similar enterprisesmay perform differently because(a) they have implementeddifferent
managemenpractices,(b) someof thesepracticesdependcritically on relationalcontracts,

' This section was developed in tandem with Gibbons and Henderson (2010), so Rebecca Henderson’s crucial

influences will be obvious in what follows. Furthermore, we could not have produced our joint work without
enormous assistance from Nancy Beaulieu, Nicola Lacetera, and Tommy Wang, so their efforts were also
critical here.
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and (c) someof theserelationalcontractsare not easyto imitate (betweenor evenwithin
firms). Relativeto Section2.3 and3.3, which arguedthatrelationalcontractsare potentially
very important in both the pricing and politics approaches(but analyzed stationary
equilibria), this sectionmakesthe complementarypoint that path-dependencén the non
stationary dynamcs of building and changing relationshipsmay lead to heterogeneous
outcomeslIn short,sometimes relationalcontractcannotsimply be announcedr imported
but instead must be horggown.

A standardjuestion(from economistsif not strategyscholarsor businesgractitioners)
is whetherpersistentperformancelifferences(hereafter PPDs)really exist. That is, wonOt
either competition or imitation eliminate performancedifferences among truly similar
enterprisesjn which casemeasuredperformancedifferencesmerely indicate unmeasured
heterogeneityThesearegoodquestionsaslong asthey really are questiongasopposedo
assertions,immune to evidence). Section 4.1 therefore summarizesseveral kinds of
microeconometricevidence suggestingthat persistent performance differences among
seeminglysimilar enterpriseslo exist. Section4.2 thendescribesnicroeconometrievidence
that PPDsareassociateavith measureananagemenpracticesandSection4.3 drills deeper
than eventhe focusedmicroeconoretric studiesallow, discussingcasestudiesof building
and changing relational contracts.

Section 4.4 returns to theory, discussingemerging and potential models of path
dependence building andchangingrelationshipsLeibenstein1969,1987)wasthefirst we
know to outline our argument,using the languageof the repeatedPrisoners@ilemma to
suggesthatunderperformingenterprisegthoseinsidethe productionpossibility frontier, or
OXinefficientO)might be stuck in DefectDefect equilibria, whereassuperior performers
might have learnedto play CooperateCooperate But while LeibensteinOargumentmade
appealinguseof the multiple equilibria familiar from repeateegamemodels,neitherhe nor
subsequenmnodelslike thosein Sections2.3 and3.3 spokedirectly to OstucknOor Olearned
to.O More recently,Kreps (1990, 1996) pointedtowardsformal modelsof the latter issues,
but the literature then was quiet for over a decade, until a recent awakening.

Finally, Section4.5 discusseswhy it seens useful for organizationaleconomiststo
study persistent performance differences.

4.1 Microeconometric Evidence of PPDs

This section offers fleeting sketches of several literatures that provide
microeconometricevidenceof PPDs among seemingly similar enteprises. There is no
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perfectsamplefor this purpose;rather,we presenta collage of evidencewith a consistent
central theme. See Gibbons and Henderson (2010) for greater depth.

4.1.1 Largesample Studies

We beginwith evidencefrom largesamplestudies,which suggesthat PPDsare not
confinedto a few exceptionaindustries A largeliteraturé\ CubbinandGeroski(1987)and
Rumelt (1991) were early contributorfl has askedwhich has a larger influence on the
profitability of a firm: the externalworkings of the marketor the internal workings of the
organizationA substantiahare(often at least30%) of the variationin firm profitability is
attributableto persistenperformancaifferencesamongfirms, after controlling for industry
and year effects

Anotherlargeliteraturehasestimatedoroductionfunctions.For example jn a seriesof
paperson the effectsof researchand developmenbn productivity, Griliches and Mairesse
(1981,1982,1985;Griliches, 1986) discoveredsubstantiaheterogeneityn largesamplesof
firms. Similar productivity differenceshave now beenfound using a variety of estimation
techniquesin datafrom aroundthe world (including by Haltiwanger, Lane, and Spletzer
(1999) and Klette (1999) and shown to be persistentover 5-yea periods and longer
(including byBailey, Hulten, andCampbell (1992) anBisney, Haskel, and Heden (2003

Of course large samplescreateconcernghat measuregerformancedifferencesmay
arisebecausehe firms are not sufficiently similar. We therebre turn nextto more focused
studies, within industry and sometimes within firm.

4.1.2 Focused Studies

In aclassicstudy, Salter(1960)foundthat,in the British pig-iron industryduring 1911
26, the bestfactory was almosttwice as productiveas the averageone. Similarly, Argote,
Beckman,and Epple (1990) examinedthe 2708 Liberty ships producedin 16 separate
shipyardsduring World War Il. The yardsusedessentiallystandardizedlesignsand parts,
andthe Liberty Shipwasthefirst (and,for mostof the war, only) ship producedn theyards.
Argoteet. al. focuson learningcurvesand so reportproductivity regressiongontrolling for
labor, capital, and the cumulative experienceand accumulatedknowledge in the yard.
Shipyardfixed effectsareincludedandthe authorsremarkin a footnotethatthe Ohypothesis
thatthereare no yard-specificeffectsis rejectedat a very high significancelevel (p<0.001)0
(p. 144).

Within a firm, Chew, Bresnahanand Clark (1990) analyzedthe 40 operatingunits in
the commercialfood division of a large corporation.Theseunits were very similar along
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multiple dimensiong(e.g, all werelocatedin the U.S., employedlow-skill labor, usedthe
sametechnology,and producedsimilar productsfor similar customers)put the top-ranked
unit wastwice asproductiveasthe bottomrankedunit, evenafter controlling for local labor
market characteristicssize of the local product market, unionization,age of equipment,
product quality, and local monopoly.

Similar findings exist for many other settings including steel mills, apparel
manufcturing pharmaceuticalsheart surgery and semiconductormanufaturing. We
therefore turn from documenting PPDs to explaining them.

4.2 Microeconometric Evidence on Management Practjessa Sarce ofPPD9

To explainPPDs,onemight studywhether(a) theinternalworkingsof firms differ and
(b) theseinternal differencesare systematicallyrelated to performancedifferences.In
principle, such differencesin inner workings might be anything from organizational
boundariegwhich inputsaremadeor bought,whatknowledgeis accessethroughalliance3g
to organizational structures (functional, divisionalized, or matrix organizationy to
organizationalprocesseginformation sharing acrossfunctiors, resourceallocation across
projecty. To createPPDs,however,the advantageousmner workings must be difficult to
imitate, which militates againstthose that are crisp and formal (such as a makeor-buy
decsionor anorganizationathar) andtowardsthosethataresoft or informal. We therefore
considermanagemenpractices,askingwhetherdifferencesin thesepracticesare relaied to
productivity differences andhether these practicesight bedifficult to imitate

Bloom andVan Reenen2007) surveyed 732 mediumsizedmanufactuing firms from
four countries, collecting data on 18 managementpractices (regarding operations,
monitoring,targets andincentives) with eachfirmOsmplementatiorof eachpracticescored
from 1 to 5. Over half of the overdl variationin firmsCGaveragemanagemenscoress within
country and threedigit industry. Furthermorea firmOsaveragescoreis highly correlated
with its total factor productivity, profitability, TobinOL, salesgrowth and survival rate. In
short,thereis largesampleevidenceboth that managemenpracticesare heterogeneouand
that management practices affect performance.

In a morefocusedstudy, Ichniowski, Shawand Prennush(1997) collectedpaneldata
on both physicaloutputanda detailedsetof managemenpracticesdrom 36 finishing linesin
17 steelminimills. The datainclude monthly observationson eight humanresource(HR)
practicesincluding incentives,screening employmentsecurity, communicationand so on.
Ichniowski, Shaw,and Prennuki (ISP) emphasizéwo findings: first, theseHR practicesare
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observedn afew bundlesratherthanbeingindependenthdistributed;andseconddifferent
bundles are associated with substantial differences in productivity.

For our purposesa third aspect of ISPOslatais alsoworth noting: theseHR practices
may not be easyto imitate. For example,one of the questionsaboutincentiveswas OAe
operatorscoveredby a Onontraditional@centivepay plan E  [that] is sensitiveto quality?O
(p. 294).1t may be easyfor anHR manageto answerthis questionfor herplantandyethard
for an outsiderto implementthe relevantmanagemenpracticein anotherplant. (Recallthe
discussionat the end of Section 2.3 about implementingrelational incentive contracs.)
Similarly, the question about employment security asked whether Othe company has
committedto a goal of long-term employmentsecurityQ(p. 294). To me, theseand other
questiongthat ISP posedsuggestoles for relationalcontract$l in the extentsto which the
pay planis Osensitivéo quality, the companyhasOcommitted® employmensecurity,and
SO on.

Continuing this theme considerHendersonand Cockburn0§1994, 1996) studiesof
R&D productivity in the pharmaceuticahdustry. Using patentdataat the researckprogram
levelfor 10 firms in anunbalanceghanelof about20 years(with up to 39 researctprograms
perfirm), Hendersorand Cockburnfoundthatfirm fixed effectsaccountfor a largeshareof
the variation in researchproductivity at the researckprogram level. Using qualitative
researcimethodsthey develogd measure®f managemenpracticesat the firm level, such
as promotionincentivesfor scientiststo publish research(OProPub)and concentrationof
decisionmaking over resourceallocation (ODictatod) Adding either firm dummiesor the
managementariablesto a baselineregressionncreaseshe R-squaredstatisticdramatically
When both the dummiesand the managemenvariablesare included, the dummiesand
ProPub and Dictataemainsignificant™

As with the HR practicesthat ISP measuredn steelmills, the managemenpractices
that Hendersonand Cockburn measuredin pharmaceuticalresearchsuggestroles for
relationalcontracts For example exactly how strongarethe incentivesto publishresearch,
and would theseincentivesbe equally strong if a particular publication put the firmOs
intellectual propertyat risk?

In summarythe evidenceoresentedn this sectionis meantto parallelthedistinctionin
Sectiors 2 and3 betweerformal versusinformal instrumentsThatis, managemenpractices

""" The continued significance of the firm dummies suggests that the management variables are either imperfect

or not the whole story.
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may sound (and sometimesbe) formal, but they often are importantly relational. We
therefore turn next to case studies of building and changing relational contracts.

4.3 Case Studies of Buildirgnd Changing Relational Contracts

In this sectionwe give brief descriptionsof casestudiesintendedto illustrate five
relatedchallengesin building or changinga relational contract (1) Do the partieshavea
sharedunderstanding?2) Do they understad that their understandings incomplete?(3)
What happenswhen an incompleteunderstandingheedsto be refined?(4) What happens
whenan understandingneedso be changed?5) Canpartiesmakeprovisionsin advanceor
laterchanges®Vhile we presenbnly onecaseperchallengemanyotherscouldbe presented
aswell. Furthermorespaceconstraintsallow only thefirst caseto be presentedn anydepth;
see Gibbons and Henderson (2010) for richer descriptions.

4.31 Shared Understanding?

Stewart(1993)describedhow Credit SuissgCS), a large Europearbank,progressively
increasedts stakein the US investmenbank First Boston eventuallyassumingcontrol and
taking the companyprivate underthe nameCS First Boston(CSFB).At the time, onlookers
wondeed how the firmsGcultureswould interact, particularly aroundpay issuessuchasthe
large annual bonus typically paid in Wall Street firms.

In 1990, the first year in which CS actively controlled the firm, all firms in the
investmentbankingindustry performed poorly. CSFB bankerswere disappointedwith their
bonusesthat year, but these bonuseswere comparableto bonusesat other (poorly
performing)investmentbanks.In 1991, CSFBimprovedits performanceover the previous
year,but performedsomewhatvorsethanothertop-bracketinvestmenbankingfirms. CSFB
bankerswere disgruntledover their bonusegnow lower thanthoseat competingfirms), but
the organizationwasstill relatively new, andpromisesveremadeaboutOgettinghe bonuses
rightOthe following year. In 1992, however,CSFB performedbetterthanin O91but now
strictly worsethanits competitorsand bonuseswere projectedto be strictly lower than at
other firms, causing a crisis at the firm.

Roughly speaking,the Wall Streetbankersasseted that the bonus policy in their
industry was matchthe-market (MTM), meaningthat bonuseswould be competitive with
borusesat othertop-bracketfirms. In contrast,the Swissassertedhatin their industry the
bonuspolicy was pay for performancgPFP) meaningthat a bankerObonusdependedn
how he and his bank performed.
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One notable feature of this caseis that thesetwo policies, MTM and PFP, make
identicalpay prescriptionsvhenall firms in the industryhavethe sameperformanceaswas
broadly true in 1990 and O91.This is a more general point: parties with different
understandingmay not appreciatehatthis differenceexistsuntil key eventsoccur.A second
notablefeatureof this caseis that, regardlesof what CS or FB actually thoughtin either
19900r 1992, the fact that eachcould assertin 1992thatit thoughtits policy wasin force
implies that this policy cannot have been common knowledge in 1990.

4.3.2 Other Challenges

IncompleteunderstandingsConsiderone of the pharmaceuticalirms that Henderson
and Cockburn (1994, 1996) later coded as among the first in the industry to be OProPubO (i.e.,
to offer promotion incentivesfor scientiststo publish research) When such a firm was
beginningto articulateand implementthis personnelpractice, prospectiveemployeesnay
havehadconcernsaboutboththe credibility andthe clarity of whattheywerebeingtold. For
examplea recruiterfrom sucha firm might havetold a postdoc from anacademigrogram
that OComingo work with uswill be almostlike beingan assistanprofessor@but perhaps
with higher pay). The analogyto an academigob would have beenintendedto signalthe
significant departureby this firm from the restof the industryOsontinuingpracticeof not
encouragingor even prohibiting) employeego publishtheir researchbut both the recruiter
and the post doc would have known that the analogy had its limits (hence the OalmostO).

Refining an understanding: The Danish hearingaid firm Oticon initiated radical
empowermenof its productdevelopmenprojectswith amemofrom CEO LarsKolind titled
OThinkthe Unthinkable@hatenvisionedprojectgroupsasakin to mini-businessesachwith
its own resourcestimeline, goals, and incentives.The initial resultswere strong, which
subsequentommentatorsascribedto OmarkeforcesGhaving beenunleashedn the new
organization(see Foss (2003) for discussion).But it is unclearwhether OticonOgproject
managersnterpretedthe marketmetaphoras an initial approximation(akin to Oalmostike
being an assistanprofessorOyr somethingcloserto literal. If the former, thenthey would
have expectedthe metaphorto be refined as eventsunfolded, clarifying just how much
autonomyproject managersactually would havein the new organzation; if the latter, then
they may havebeensurprisedand upset(perhapsakin to the Wall Streetbankersat CSFB)
when the firmOsProjectsand ProductsCommittee (staffed by the CEO and three senior
managers) tightened control after the firmOs partédlprojects spiraled into disarray.

Changingthe deal: In 1981, the cover of Johnson& JohnsonOannualreport read
ODecentralization Creativity = ProductivityQUAguilar and Bhambri,1986:1). For decades

INSIDE ORGANIZATIONS: PRICING, POLITICS, AND PATH-DEPENDENCE



DECEMBER, 2009 28

beforeand after, J&J was comprisedof many disparateand nearly autonomousealthcare
businessegangingin sizefrom a handfulto thousand®f employeesWhile the substantial
freedom given (no, loaned to each businesswas thought to increaseinnovation and
initiative, it also madecoordinationmore difficult. For example,somehospitalsrequested
thata singleJ&J salespersonmisit them,ratherthanonefrom eachof the J&J companieghat
might sell to the hospital.In principle, the solution to this requestwas straightforwardi
create a new busines handling hospital sales and distribution for the relevant J&J
companiell but having corporateheadquartersreatethis new businessmust have raised
questiondor the existing businessesf headquartersvaspreparedo limit thesebusinesesO
historicalautonomy in this way now, what would happen in the future?

Providing for change: For over 50 years since its founding, the electronicsfirm
HewlettPackarddid not have a layoff. In the early 1990s, however, firm performance
declined and employment practces were reconsidered, producing concerns among
employeeshat the firm was aboutto renege.Rogersand Beer (1995: 1) describehow a
simple diagrameventuallyprovedusefuN at leastin shapingexpectationsiboutthe future.
The figure involves three concentric circles labeled Ovalues@innermost), OobjectivesO
(middle), and Opractices(@uter), suggestingthat the firmOsvalues never change(akin to
beingwritten on stonetablets),while the objectivesfollow from the valuesbut may change
slowly over time (written in clay), and the practicesfollow from the objectivesand may
changefrequently (written on a whiteboard).The firm thenusedthe diagramto arguethat
employmentecurityhadneverbeena valuebut insteadwasan objectiveor evena practice;
that is, the firm could have a layoff but preserveits values.Regardlessof whetherthis
diagram persuadedHewlettPackardOsmployeesat the time, its three nestedtime-scales
seem worth considering in other settings where relational contracts musegavathange.

4.4 Towards New Theories

Someof theissuesraisedby thesecasestudiesof relationalcontractsare beginningto
appearin models.Threethemesin this developingliterature seemparticularly promising:
learningto coordinate]earningto commuicate,andlearningto cooperateln thesetheories,
path-dependencproducesesultsconsistentvith WinterO$2004)observatiorthat ORoutines
[or, here, equilibria] are necessarilynomegrown.OTo streamlinethe discussionof these
theories,we treatnot only the first topic but alsothe secondunderthe assumptiorthat the
partieshavesharednterestsjntroducingconflicting interestsonly in discussingOlearningo
cooperate.@ additionto theory, thereare alsointriguing experimentson theseissues; see
Gibbons and Henderson (2010).
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4.4.1 Learning to Coordinate

In a gamewith PareterankedNash equilibria and zero payoff to all playersout of
equilibrium, a focal point (Schelling,1960) may commandeveryoneQattention.But what if
multiple Nashequilibria offer the bestpayoff, or someof the payoffsout of equilibriumare
very negative(making coordinationfailure very costly)? Furthermore what if the parties
cannoteasilydiscusghe opportunitieshey perceive(aswhenan organizatiorhascongealed
into functionalsilos and, say, the productionand marketinggroupshaveonly a rudimentary
language in common)?

CrawfordandHaller (1990) provide a pioneeringanalysisof suchissuesin a repeated
coordinationgame.One of their importantinsights is that, absenta commonlanguageabout
actions(e.g.,aboutthe detailedproductionand marketingactivities that might be usefulin
concert) the parties@haredexperienceanay facilitate coordinationby allowing decentralized
partners to label theirction spaces in terms of past play.

Blume and Franco (2007) continue in this spirit, analyzing an n-player, m-action
coordinationgamewith k Osuccesse¢RBashequilibria paying 1 to all players)andm" Bk
Ofailures@actiontuples where all playersreceive 0). The parties know the number of
successebut not the actiontuplesthat will achievethem. Each player observeshis own
actionsand payoffsbut not the actionsof otherplayers.The optimal strategyentailsmixing
(until a successs reached)so tha the playersdo not all changetheir actionsin lock-step
(which would causethe playersto revisit unsuccessfuhctiontuples). As a result of this
mixing, different groups of n players could take different durations to find a success.

WhereasBlume and Franco call their work ODecentralizedearning from failure,O
Ellison andHolden (2009) take a more hierarchicalapproachjn which a Principalinstructs
an Agent.Eachperiod, (1) the Agentobserveghe stateof the world, s" S; (2) the Agent
choosesan action a" A; (3) the Principal sendsa messagem" M to the Agent;and (4)
both partiesreceivethe payoff " (a,s). A novel aspectof the modelis that the Principal
cannotcommunicateabouta stateuntil that statehasbeenrealized.More specifically, the
PrincipalOsnessagelictatesthat if a future stateis within a specifiedneighborhoodf this
periodOstatethen the Agent should take a specifiedaction'?> When messagesire of this
form, there are more and less useful realizationsof s that may occurin early periods;in
particular, a useful realization is one that allows the Principal to specify a broad
neighborhood. A a result, dyads whose early realizations of s are usefydevithrm better.

"2 A related game would involve coordination if the Principal also chose an action and both parties receive
" (a,9) only if their actions match.
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4.4.2 Learning to Communicate

In additionto learningto coordinatea complementarghallengds building alanguage,
asin the following repeatedgame.In eachperiod, (1) the Senderobserveghe stateof the
world, s" S; (2) the Sendersendsa messagem" M to the Receiver;(3) the Receiver
choosesan action aE€ A; (4) both partiesreceivea payoff of 1 if the ReceiverOactionis
a (s) andO otherwise;and(5) the Receiverobserveshe state. Supposehatboth partiesknow
the actionrule a(s), sothe only challengeis for the Senderto communicatehe stateto the
Receiver each period: they need shared understanding of an invertible miap8fig M.

If themessagepaceincludesthestatespace,S" M, thentruth-telling seemdocal: the
Sendercanchoosem(s) =s. But if SandM bearno relationto eachother(e.g.,S might be
fruits exportedby Brazil andM might be Kings of England thenbuilding a sharedanguage
seemdikely to be a painstakingprocesswith the Receiverlearningthe codefor eachnew
stateafter it first arises(e.g., OHenryV1I1O meanscantaloupe) The interestingcasesare
betweenthesetwo extremeswhere leaming may acceleratef (i) the partiessharesome
understandindpeforethe gamebegins,and perhapgii) a usefulrealizationof s occursearly
in a dyadOselationship.As an exampleof (i), Blume (2000)definesa partial languageasa
setof mappingstha the partiesunderstandn advanceto be the only mappingsthe Sender
might use.If this setis strictly smallerthanthe setof all possiblemappingsthenthe partial
language contains information that may accelerate learning (sometimes a great deal).

4.4.3 Learning to Cooperate

Chassangforthcoming) analyzeshow a Principal and Agent can build a relational
contract.In eachperiod,the Principalfirst choosesvhetherto investor not, whereinvesting
imposesa costk on the Principal but deliversa benefit b to the Agent (and not investing
delivers zero to both partiesand endsthat period). If the Principal doesinvest then the
actionsa" A is feasiblewith (independentprobability p, and both partiesobservewhich
actions are fesble that period.

There are two kinds of actions, unproductive and productive: A=A, ! A,. An
unproductiveaction costs nothing for the Agentto take but producesno output for the
Principal, whereasa productive action costsc to take and producesoutput y(a), where
¥(a) = y(a) >0 with probability g and y(a)=0 with probability 1-g. It iSs common
knowledgethat the numberof productiveactionsis #A, andthat a given productiveaction
a," A, produces/(a,) whenit producespositiveoutput,butinitially only the Agentknows

P
which actions are the productive ones.
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As a simple case,supposeit is commonknowledgethat there are two productive
actions,a, anda,, with y(a,) <y(a). In thefirst period,a, might befeasiblebut a not, or the
reverseor both might be feasible,or neither.To inducethe Agentto takea new productive
actioninsteadof anunproductiveaction,the Principalthreatensot to investin severaffuture
periodsif this periodOsutputis zero.Note thatthis punishmentvill occuron the equilibrium
path, becausea productiveaction could producezero output. In this sense learning (i.e.,
identifying a new action as productive)is expensive.On the other hand,if an action has
produceda positive outputthen the Principal knows that the actionis productive,so if the
Agenttakesthis actionin a later periodandit produceszerooutputthenthe Principaldoes
not need to punish thegént.

Becausdearnirg is expensive(in the senseof punishmentsand alsoin the senseof
opportunitycostafter at leastone productiveactionhasbeenidentified), it canbe optimalto
stop learning before all productive actions are identified. Becauseopportunitiesto leam
arrive randomly,otherwiseidentical dyadsmay stop learningafter identifying different sets
of productive actions. Thus, this model can produce persistentperformancedifferences
among otherwise similar dyads because of-paibendence in building alaional contract.

4.5 Conclusion

| find the disjunctionbetweenthe literaturesin organizationakconomicsand strategy
striking. On one hand, the major researchstreamsin organizationaleconomic8! including
the hugeliteratureon firmsCboundariesthe large literatureon the pricing approachandthe
rapidly growing literatureon the political approachl areall sharplyfocusedon the between
variance both empirically andtheoretically;PPDsare essentiallyabsentOn the otherhand,
askingwhetherinternalorganizatiorcancreatecompetitiveadvantages a centralquestionin
strategicmanagementDrawingin parton the large and active Ocapabilities€egmenbf the
strategyliterature(seeGibbonsandHendersor(2010)for discussiorandreferences)| close
this essaywith threereasonavhy it seemamportantfor organizationakconomistdo study
persistentperformancedifferences (whether by adopting this sectionOgocus on path
dependence in building and changing relational contracts or by some otims).mea

First, PPDsare alreadyimportantin fields of economicghatassumgindeed,rely) on
the existenceof such differences.The literature on industry dynamics(e.g, Ericsonand
Pakes,1995: 53, italics added)providesone example:OWeprovide a model of industry
behaviorwhich, becausét incorporate€ firm-specificsourcef uncertainty cangenerate
the variability in the fortunes of firms observedin these data.OANnd the literature on
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adjustmentgo tradeshocks(e.g, Melitz, 2003: 1695, italics added)providesanother:OThis
paperdevelopsa dynamicindustry model with heterogeneoufirms to analyzethe role of
internationaltradeas a catalystfor E inter-firm reallocationswithin anindustry.Qn short,
theseliteraturesnot only are preparedo asserthat PPDsexist but alsofind themusefulfor
exploringotherempiricaldomains.On the otherhand,theseliteratureshaveso far takenthe
pragmatic approach of positing rather than explaining the existence of such differences.

Second,the causesof PPDsmay be importantfor policy. Since at least Cyert and
March (1963), one reasonto understandhow organizationsmake decisionshas beento
predicthow policy changesnay causechangesn organizationabehaviorsCyertandMarch
focusedon how firms chooseprices, but the sameprinciple appliesmuch more broadlyN
both to other decisionsfirms makeandto a rangeof policy initiatives that may influence
thesedecisionsl find it easyto imaginethatthe forcesinsideorganizationghatcreatePPDs
may also causeorganizationsto respondto policy initiatives differently than would be
predictedfrom the assumptiorthat firms costlesslyand constantlyoptimize their choices
from a fixed and known production possibility set.

Finally, and most importantly PPDs are important for economic well-being. For
example,making GeneralMotors as productive as Toyota could constitutea substantial
improvementfor GMOsworkforce, shareholdersand beyond.In this respect,evidenceof
PPDshasinspiredin me a reactim similar to LucasO£1988: 5) responsdo heterogeneous
incomelevels and growth ratesacrosscountries:Oldo not seehow one canlook at figures
like thesewithout seeingthemasrepresentingossibilities E  This is whatwe needatheory
E for: to provide somekind of frameworkfor organizingfactslike these for judgingwhich
represent opportunities and which necessitiesO (italics in the original).
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