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1. Introduction

This paper discusses a selection of recent developments in the economic analysis

of the internal orga.nizatidn of firms.

Analyses of principal-agent relationships have been extremely influential in demon-
strating the importance of illuminating the “black box” that the internal organiza-
tion of firms used to be. Principal-agent analyses demonstrated that differences in
objectives and in information could together result in deviations from allocatively ef-
ficient outcomes, and hence from profit-maximizing behavior. They thus convincingly
showed that compensation of employees and managers (and, by implication, industrial

relations and corporate governance) could significantly affect firm performance.

Nevertheless, early principal-agent analyses had relatively few implications for
organizational structure. At a micro level, the division of labor between principal
and agent, or among agents, was taken as exogenously determined. Therefore, the
implications of informational considerations for the design of jobs or the extent of
delegation of responsibility were left largely unexplored. At a more macro level, the
organizational context of the contracts studied was in fact immaterial. Contracts were
assumed to be negotiated once and for all, and never to need revision or augmentation.
It was therefore irrelevant whether the principal and the agent were members of the
same or different firms, that is, it was irrelevant whether the transaction studied
was conducted through the market or within an organizational hierarchy. While this
1rre1eva.nce allowed the key insights from pr1nc1pa1—agent theory to be applied to a
wide range of interactions, including taxation and regulation, it did limit the theory s
ability to explain the determinants of the boundaries of firms.

This paper is organized around four headings: job design, career design, internal
structure, and the boundaries of firms. For each heading, I have selected one par-
ticular issue to discuss. These issues have been explored in recent theoretical work,
by myself and others. Each one is also of current interest to managers and manage-
ment educators, and current practice in these areas has undergone changes in the last
decade. While my discussion of recent trends concerns private-sector organizations,

most of the issues, and the formal analysis of them, are relevant to public-sector

organizations as well.



2. Microstructure: Job Design and Career Design

2a. Job Design: Flexible vs. Rigid Jobs

Within the area of job design, I will analyze the question: What determines how
flexibly or rigidly jobs are defined?

If firms could perfectly monitor how their employees spent their time and knew
their employees’ abilities, then the design of jobs would be a straightforward matter:
firms would calculate the profit-maximizing allocation of time across activities for each
employee and ensure that it was implemented. If, however, an employee’s allocation
of time cannot be monitored, then néw issues arise. To induce employees to allocate
their time appropriately across different activities, how much use should the firm
make of performance-related pay and how much should it rely on rigid restrictions on

conduct?

Holmstrom and Milgrom (1991) kave analyzed this question in a model in which
a risk-averse employee privately chooses how much attention to devote to a company
task and how much to personal business activities. Returns from time spent on
the company task accrue to the firm, and performance on the company task can be
measured, though with error. By contrast, for personal business activities, although
they may be socially valuable, the returns accrue to the employee. Furthermore,
the firm has no way of monitoring the outcome of personal business activities. It
is assumed, though, that the firm can prohibit the employee from spending time on
designated /personal business activities, by imposing rigid rules and procedures. For
example, one type of persofxal business activity is networking within the firm. The firm
could prevent the employee from networking during working hours by restricting his
access to other departments. If the firm could fully monitor the employee’s allocation
of time, it might well be desirable to allow him some time to network, since the value
of this time to the employee could exceed the value to the firm of having him spend it
on the company task. What happens if networking, and other such activities, cannot

be monitored?

Holmstrom and Milgrom show:



Result la: As measuring performance on the company task becomes easier, pay
should become more sensitive to performance, and more personal business activities

should be permitted.

Result 1b: If measuring performance is suﬂi’ciently difficult, some personal business

activities which are socially valuable should be prohibited.

These results can be explained and interpreted as follows. There are two ways for
the firm to limit the extent to which the.employee diverts attention from the company
task to personal business activities: prohibit the latter through rigid rules, and tie his
pay closely to performance on the company task. Since the employee is risk averse, the
cost of the second method is larger the greater the error in measuring performance,
and therefore larger measurement error tilts the firm’s preference towards rigid rules
and away from pay-for-performance. Sufficiently large measurement error can make
the risk-bearing cost of using performance pay so great that it is better to control the
employee by prohibiting some personal business activities which are socially valuable.
Thus bureaucratic rigidity may be an optimal strategy for job design when measur-
ing performance is very difficult. Improved measuremeﬁt of performance should lead
simultaneously to an increased emphasis on results and a reduced emphasis on pro-
cedures. In other words, employees’ financial responsibility and their authority over

own their own activities should move together.

This analysis may help explain the recent trends (reported by Piore (1989), Kan-
ter (1989), and others) towards more flexible job definitions for middle managers and
towards more performance-related pay. These changes have occurred along with two
significant improvements in performance measurement: First, the conceptual devel-
opment of effective measures of non-financial aspects of performance such as quality,
customer satisfaction, and market share, and second, the enhanced ability to produce

and use these, as well as financial measures, through improved information technology

(Eccles (1991)).

2b. Career Design: Fast Tracks vs. Uniform Treatment

Another issue in the design of an organization’s microstructure is the design of
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careers—selecting the procedures that determine how employees move from job to job

within the organization and when they leave.

I will focus on one specific aspect of career design: the choice between what can
be termed “fast track policies” and “uniform early treatment”. By fast track policies,
I mean policies which designate individuals as “stars” at an early stage and provide
extra opportunities (e.g. training or job assignments) that enhance the likelihood that
they will advance faster than their peers. There is both descriptive and statistical
evidence for the use of fast track policies in American firms. For example, in a
detailed study of a large corporate hierarchy, Rosenbaum (1984) found that even when
controls for ability were included, later promotions and earnings were correlated with
early promotions and earnings. Uniform early treatment describes a form of career
development much more common in Japan: in large Japanese firms, workers are
typically not differentiated from their cohort until 12-15 years after they join—during
this period they are promoted solely according to seniority (the “escalator system”);
after this point, however, there is considerable differentiation according to ability
(Aoki, 1988; Prendergast, 1991). Rec;ently, though, J apanese practices have begun to
change. Especially in the staffing of new ventures, established companies have been
giving able young employees opportunties to move into management positions much

faster than in the past.

What determines how early in employees’ careers the firm takes actions that have
long-lasting effects on their earnings and promotion opportunities? I will discuss both
“the advantages and the disadvantages of fast track policies and attempt to assess in

which organizational environments they can be most useful.

I have developed a model (Meyer (1991a)) which shows that fast tracks, imple-
mented through a policy of bia,singv promotion contests in favor of those who have
performed well early on, can increase the value of the information firms acquire about

their employees’ abilities.

Suppose the firm hires two employees, ; and j, who are ex ante identical but
whose exact abilities are initially unknown to everyone. The firm has two periods
in which to observe the employees’ performance, after which it tries to promote the

more able of the two. In each of the two periods, the difference in the employees’
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outputs, Az, equals the difference in their abilities, An, plus an exogenous shock, €*.
Suppose that not only are output differences a noisy signal of the ability difference,
but also the ﬁ'rm has access only to rank-order information on outputs. However,
the firm can costlessly choose, in each period, the criterion according to which the
outputs are ranked, that is, it can choose the extent to which each rank-order contest
is biased. Formally, it chooses a number ¢’ in each period, and it learns whether or

not j's output exceeds i’s by at least c?, i.e. whether

Azt < =¢t or Az® > —¢t

In practice, contests can be biased by treating employees asymmetrically, for
example, giving one of them more training or equipment, or more access to senior
personnel. Implementing bias in this way (by differentiating the inputs into employees’
production) is feasible even if no individual in the firm receives information on outputs
that is finer than rank-order information.

To complete the formal assumptions, assume that the noise terms ¢ are dis-
tributed independently and symmetrically about 0—in the absence of explicit bias,
the employees’ jobs are ideritical. Also: assume that a larger value of Az! signals a

larger value of An, so is better news about i’s relative ability—this is 2 monotone

likelihood ratio condition.

We are now in a position to see why the firm gains by biasing the later contest
according to the outcome of the early one. For simplicity, suppose the two contests are
intrinsically equally informative—e! and ¢? are identicallly distributed— and suppose
the first contest is unbiased. If no bias is used in the second contest, the second coﬁtest
is of no value to the firm in its prorﬁotz'on decision. For if 7 wins both contests, the
firm will promote i, and if 7 wins the first and loses the second, the firm is also willing
to promote :. Thus, promoting the winner of the first contest, completely ignoring the
outcome of the second contest, is an optimal strategy. A policy of biasing the second
contest in favor of the first-period loser has the same problem: it is still optimal to
ignore the second contest. For if i wins the unbiased first contest and J wins the
second with bias in his favor, i's overall record is stronger, because his victory was
achieved without the help of bias. Only if the second contest is biased in favor of the

first-period winner can the second contest have positive value for the firm: in this
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example, if 1 wins the first contest and is given any positive bias in the second, then
a win by 7 in the second is a strong enough signal to make the firm want to promote
j. Therefore, the optimal use of bias in the second contest is to favor the first-period
winner.

This result is more general than this simple example: it holds whether or not the

contests are intrinsically equally informative and whatever the bias in the first period:

Result 2a: The quality of the promotion decision that follows the second contest is

maximized by setting the bias in the second contest to favor the first-period winner.

The rule for the opi’.imal level of second-period bias has a simple form: The
bias should be'set so the firm’s promotion decision, as a function of the difference in
second-period outputs, is exactly the same as if the firm could observe this difference
precisely.

The implication of Result 2a is that the optimal use of bias reinforces the likely
edge in ability of the employee who wins the first contest and so enhances the corre-
lation between success at the first stage and success at the second.

The model also yields:

Result 2b: The quality of the promotion decision that follows the second contest

may be maximized by biasing the first contest, even though the employees are ex ante

identical.

" Thus, it may be optimal to arbitrarily single out one of the employees for special
treatment—even before he has done anything to deserve it. The reason why first-
period bias may be beneficial is that makes the informativeness of the first contest
variable—if the favored employee wins, the firm learns little, but if the disadvantaged
employee wins, this victory is a strong signal about his ability. Since the firm can
adjust the second-period bias according to how much it has learnt from the first con-
test, the increase in the variability of first-period informativeness is, per se, valuable.
Whether a non-zero level of bias in the first contest is actually optimal depends on
whether the benefit from the greater variability of first-period informativeness out-

weighs the cost from the lower average level of first-period informativeness.
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A second explanation for fast tracks, which reinforces that just given, has been
provided by Bernhardt (1991). The argument builds on the premise that current
employers learn more about their employees’ abilities than do potential employers.
Henée promoting an employee provides a signal to the labor market that he is able, so
it leads the market to raise the wage it is willing to offer him. Promotion policies may
thus be influenced by the desire to minimize wage raises as well as to maximize output.
It follows that in choosing between two employees for a second promotion, it may be
cheaper to award it to the one who received his first proinotion earlier, and whose
current wage is therefore higher, even if this individual is now known by the firm to
be slightly less able. Hence the firm’s desire to exploit its private information about
employees’ abilities can lead it to give unduly heavy weight to early performance in

determining career profiles.

A third explanation for fast tracks, suggested by Prendergast (1991), is based on
the idea that ability, training, and job level are complementary inputs—the marginal
return to an increase in any one of these dimensions is higher, the higher the levels
of the others. Prendergast supposes that firms initially acquire better information
than workers about their abilities and that firms must induce workers to invest in
acquiring firm-specific skills, by convincing them that their promotion prospects will

-be improved if they do train. Given the complementarity assumed, giving a worker
an early promotion is a credible signal to him that he has high ability and therefore
that the likelihood of further advancement if he trains is high. As a result, those
promoted early will train and will consequently move ahead faster than their peers.
Prendergast shows that the signaling benefits of early promotion in inducing training
may be large enough to lead the firm to promote able workers even before they are
qualified. That is, the firm may make distinctions in its treatment of workers even

before such distinctions are productively efficient.

A potentially important disadvantage of fast tracks is that they demoralize slow
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starters. This effect is sﬁppressegl in the models of Meyer and Bernhardt, in which
employees make no decisions about effort or training. The demoralization is captured
in Prendergast’s analysis, since those who do not receive early promotions realize that
it is not worth their while investing in training. A complete analysis of the costs and
benefits of fast tracks for incentives must, however, consider not only the incentives of
employees after selections for the fast track have been m;de, but also their incentives
before this point. If selections for the fast track are based on early performance, then
the prospect of joining a fast track enhances early incentives for everyone. If the
efforts so induced benefit the firm, then this effect of fast tracks opposes the later

demoralization of slow starters.

I have examined the tradeoff between the;e early and later incentive effects in a
second model of the design of a sequence of (possibly) biased contests (Meyer, 1992).
I have shown that if risk-averse employees are known to be identical, so the firm’s only
concern is to provide incentives at the lowest possible cost, then it is again optimal
for the firm to use a fast track, that is, to commit to biasing the later contest in
favor of the early winner. A small second-period bias in favor of the first-period
winner produces only a second-order reduction in second-period incentives, while it
generates a first-order increase in first-period incentives. Thus, in the absence of
inherent diﬁ'erences in ability among employees, the demoralization that follows the

selection for the fast track is outweighed by the enhanced motivation to qualify for

the fast track. '

The analysis in Meyer (1992) suggests that the overall incentive effects of fast

tracks are most likely to be negative when early performance is very informative about
ability. Yet Meyer (1991a) shows that it is in such environments that fast tracks are
valuable in improving the quality of job assignments. Hence in these environments,

the choice of whether to use fast tracks entails trading off concerns for incentives

against concerns for efficient job assignments.
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When such a tradeoff arises, the choice between fast tracks and uniform early
treatment may depend on the extent of delegation within the firm. The more delega-
tion of decision-making authority to lower levels, the more important it is to maintain
the motivation of employees at these levels, and therefore the less attractive a.ré fast
tracks. On the other hand, the more centralized is authority, the faster the returns to
ability and training rise with job level, and hence the greater the importance of identi-
fying the most a.bie, ensuring thé,t they frain, and placing them in the most responsible
jobs. In highly centralized organizations, then, fast tracks should be relatively more

attractive.

3. Macrostructure: Internal Structure and Boundaries of Firms

This brings us naturally to the question of what determines whether activities
within the firm are coordinated in a centralized or a decentralized fashion. In the final
part of my talk, I want to consider this question, and a closely related one: What
determines whether the assets used to perform a given set of activities are part of one
firm or another or constitute an independent enterprise? |

I will argue that under specified, idealized conditions on contracting, the answers
to both questions are, at a formal level, i_'.rivial. Under these conditions, centralization
is at least as good as any arrangement involving delegation And having all activities
performed within an integrated firm is at least as good as any division of the activities
among separate firms. However, I will show that attention to limitations on contract-
ing allows the development of meaningful answers to Aboth questions, answers that can

help explain observed variations in internal structure and in the boundaries of firms.

3a. Internal Structure: Centralization vs. Delegation

Piore (1989), Kanter (1989), and the MIT Commission on Industrial Produc-

tivity (1989) report several recent trends in firms’ internal structure, each of which
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represents a move towards greater use of delegation.

First, there has been an expansion in the number of independent profit centers
within firms. When a unit is designated as a profit center, it is given a profit target
and its managers’ compensation is affected by how far actual profits deviate from the -
target; the managers are given flexibility to decide what inputs to procure and how to
organize production. Firms are designating not jﬁst operating units as profit centers;
they are also organizing staff support services, such as training and business research

departments, as profit centers.

Second, there has been an increased use of cross-functional or cross-departmental
feam’s. For example, it is increasingly common for new products to be developed by
teams of éngineers, including product, process, and industrial engineers, all working
simultaneously. These cross-boundary teams tend to be coordinated laterally, by the

team members themselves, rather than- by members’ superiors.

Third, Piore reports a new, more decentralized strategy for managing innovation.
Instead of acquiring and fully integrating an outside company producing a new prod-
uct, firms are moving toward “arm’s length financial participation which establishes
a collaborative relationship without abrogating the separate identity and personality

of the outside organization” (Pioré (1989), p. 8).

These trends towards delegation do, however, represent something of a puzzle for

economic theorists. Suppose that employees have private information about the tasks
| they are to perform, and that top management can solicit reports from employees
about their private information. If we assume that 1) there are no limitations on
communication, and 2) top management can commit in advance as to how it will
respond to every conceivable set of reports by employees, then we have the following
implication, known as the Revelation Principle and due in this form to Myerson

(1982):
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Revelation Principle: Any non-cooperative equilibrium outcome of an arbitrary or-
ganizational structure can be replicated by a centralized two-tier structure, in which
each employee is given incentives to communicate truthfully all of his private infor-

mation directly to top management.

For delegation of decision-making to be valuable, then, it must be that either_
communication is cosbtly or that management’s ability to commit itself is in some way
limited. I will pursue the implications of incomplete commitment power in discussing
the boundaries of firms. Here, I will discuss how Melumad, Mookherjee, and Re-
ichelstein (1990, 1991) have modeled limits on communication and the implications

of their analysis for when delegation can be useful.

Melumad, Mookherjee, and Reichelstein (1990, 1991) analyze how top manage-
ment (referred to as the principal, P) will choose to coordinate the production activ-
ities of two employees (referred to as agents 1 and 2, 4; and 4;). All individuals are
risk neutral. Agent i produces output a; at cost a;6;, and the payment he receives
is denoted z;. The marginal cost parameter §; is privately observed by agent i be-
fore contracting; the total cost incurred, a;f;, is also private information to agent 1.
The random variables §; and 6, are independently and continuously distributed. Fi-
nally, the principal has a benefit function B(a;, a3 ), and he chooses a decision-making

structure to minimize the total cost of producing a benefit level 5.

Three organizational structures are compared (see Figure 1). The first involves
centralization of decision-making. The principal commits in advance to rules deter-
mining how much each agent will be asked to produce, and what payment he will
receive, as a function of the reports that the agents simultaneously make to the prin-
cipal about their costs. The second structure is delegation without monitoring. The
principal makes a fixed payment to agent 1 and delegates to him both the allocation

of production between himself and agent 2 and the determination of agent 2's pay-
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ment. Agent 1 makes these decisions on the basis of a report from agent 2. In the
third structure, agent 1 is designated as a “cost center”. He is given a cost target
- and the flexibility to decide how to allocate production to try to meet the target;
his cbmpensation depends on how far the actual payments he makes deviate from the
target. (In this simple model, the only payment agent 1 makes is to agent 2, but other
expenditures on inputs could ea.sil}; be incorporated.) Formally, this third structure
is delegation with monitoring of agent 1’s costs; now the payment from the principal‘

to agent 1 depends on the amount agent 1 pays to agent 2.

In the absence of limitations on communication, the Revelation Principle states
that centralization must be at least as good as either form of delegation. Melumad

et al. show:

Result 3a: With unlimited communication, delegation to a cost center can replicate
the outcome under centralization, but ‘delegation without monitoring does strictly

worse.

This result is easily explained through an example. Suppose that the agents’

outputs are perfect substitutes in the principal’s benefit function, so
B(ay, az) = ay + ag,

and that their marginal cost parameters are independently and identically distributed.
Under centralization, the principal orders the agent with the lower marginal cost to
produce all of the required output. Under delegation without monitoring, agent 1
receives his fixed payment and chooses how to allocate production between himself
and agent 2. Because agent 1 does not know agent 2’s marginal cost, the monetary
cost to agent 1 of procuring output from agent 2 includes not just the production cost
but also the “informational rent” (or bribe) to agent 2, which is necessary to induce

agent 2 to report his cost truthfully. The cost to agent 1 of producing the output
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‘himself, however, is just the production cost. Consequently, agent 1 will bias the
allocation of production towards himself, and this is inefficient from the principal’s
point of view. (For (61,6;) in the shaded region in Figure 2, agent 1 produces all of the
required output under delegation without monitoring, whereas under centralization,
agent 2 would be the only one to prod\;ce.) The principal thus suffers a “control loss”
from delegation without monitoring and incurs higher costs as a result. Under a cost
center, the principal partially reimburses agent 1 on the margin for purchases from
agent 2. This subsidy to agent 1 eliminates the bias in his decisions and results in the

same production allocation, and therefore the same costs for the principal, as under

centralization.

Thus a cost center can do as well as centralization when communication is unre-

stricted. If there are limits on communication, can it do better?

Melumad et al. model limitations on communication by assuming that agents
can transmit only a coarse summary of their private information. Formally, it is as-
sumed that agents can make only a finite number of f:ossible reports, even ﬁhough
their marginal cost parameters §; are continuous random variables. In this setting,
delegation brings a “flexibility gain”, since agent 1 can base the allocation of pro-
duction between himself and agent 2 on the exact value of 8;, whereas the principal,

under centralization, could use only a coarse summary of ;.

Result 3b: With limited communication, delegation to a cost center performs strictly

better than centralization, which in turn performé strictly better than delegation

without monitoring.

Returning to the earlier example, suppose each agent can make only two pos-
sible reports. Under centralization, the principal will prefer to have the agents re-
port sequentially rather than simultaneously. Even so, because of the limitations

on communication, the criterion for allocating production will differ from the 45 de-
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gree line—there will be efficiency losses relative to the centralized mechanism with
unlimited communication (see Figure 3). Under delegation without monitoring, the
criterion for allocating préduction can depend precisely on 6;, but agent 1, and not
the principal, will capture this flexibility gain. Under delegation to a cost center, a
subsidy to agent 1 can no longer completely eliminate the control loss (and hence the
ineficiency in production), because the subsidy can depend only on a coarse sum-
mary of 8;. However, for each range of 8;, the principal can, through delegation to a
cost center, induce agent 1 to use a criterion for allocating production that is closer
to the 45 degree line, and hence more efficient, than the criterion that results under

centralization (see Figure 4). Therefore a cost center is strictly preferable.

I have focused on delegation to a cost center for simplicity; precisely analogous
results hold for profit centers. In this setting, a profit center involves delegating to
agent 1 the further choice of the berieﬁt. level B itself and basing his compensation on

the difference between B and the monetary costs he incurs.

The implication of this analysis is that delegation to a responsibility center can
be more efficient than a centralized method of decision-making, when the responsi-

bility center’s financial performance can be monitored and when the relevant private

information is difficult to fully transmit to top management.

This result may help to rationalize not just the general expansion in the use
of profit centers but also the two specific instances of the increased use of delega-
tion discussed earlier. As the activities to be coordinated come to involve employees
from different deptartments or functions, the relevant private information may well
become hacder for an individual senior manager to fully understand. Conseéuently,
coordination is more likely to be achieved through delegation, and horizontal chan-
nels of communication will partially replace vertical ones. Secondly, since the private
information relevant to the production of new products is likely to be particularly

complex, decentralization, provided it can be accompanied by close financial moni-
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toring, is likely to be preferable for managing innovations.

3b. Boundaries of the Firm: Integration vs. Divestiture

I turn now to my final topic, the determinants of the boundaries of the firm.

The fundamental theoretical puzzle has been expressed powerfully by Williamson
(1985), who asked: If organizing transactions within a firm allows parties to escape
the transactions costs of using markets (as Coase argued), why isn’t it always optimal
to merge two independent firms and run the new entity using a policy of “selective
intervention” —intervening when and only when intervention is beneficial? An even
more basic argument is that if all transactions were governed by contracts that were
complete, in the sense of never needing revision or augmentation, then it would not
matter whether the parties to the contract were members of the same or different
firms. Consequently, the boundaries of firms (both vertical and horizontal) would be
irrelevant. ‘

The most compelling resolution to these puzzles starts from the recognition that
contracts are necessarily incomplete. This idea is the basis of several récent theories
of the determinants of the bounda.riés of firms.

The first approach identifies ownership with possession of residual rights of con-
trol over physical assets—;residual rights are those rights not explicitly included in
contracts (Williamson (1979, 1985), Klein, Crawford, and Alchian (1978), Grossman
and Hart (1986), Hart and Moore (1990)). The allocation of ownership affects the
ex post bargaining positions of parties to contracts and hence the ex post distri-
bution of surplus from the traﬁsactions. Through this route, ownership affects the
parties’ incentives to make investments ex ante in relationship-specific assets. This
theory’s prediction that high specificity of physical assets favors vertical integration
has successfully rationalized electric utilities’ ownership of coal mines and publishers’

ownership of printing presses.
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A second approach identifies ownership with the rights to return streams from
assets (Holmstrom and Milgrom, 1991). Changes in the value of an asset used by
an agent in a transaction, especially an intangible asset, may be very difficult to
measure and hence difficult to contract upon. The only way to provide the agent with
incentives to maintain the asset may be to transfer ownership of it to him, that is, to
make him an independent contractor rather than an employee. This change, however,
will divert the agent’s efforts away from other activities, such as producing output,
unless he is simultaneously provided with output incentives. This theory can thus
explain the empirical finding that the easier it is to measure the sales performance of
individual salespeople, the more likely they are to be independent agents rather than

employees (Anderson and Schmittlein, 1984).

The explanatory successes of these two theories concern cross-sectional variation
in asset ownership. Neither theory can easily explain time-series variation in the
ownership of business units—for a start, ‘the very large volume of transfers of control.
It seems implausible that patterns of asset specificity or costs of measurement should

shift so much as to generate the frequent divestitures we observe.

I will now sketch a third theory, based on consideration of “influence costs”
(Milgrom and Roberts (1988, 1990)), which, I will argue, can explain several facts

about divestitures.

This theory identifies as the distinguishing features of a firm the authority and
autonomy of its top management—that is, their broad rights to intervene in a dis-
cretionary fashion in lower-level decisions aﬁd their relative immunity to intervention
from outside. Top managers are vested with discretionary authority because it would
be impossible for them to write contracts with all subunits that specified what actions
would be taken in all conceivable situations. That is, contractual implementation of
the optimal policy of selective intervention would simply not be feasible. Expansion

of the activities carried out within a particular firm (as, for example, when a formerly |
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separate organization is merged into it) thus increases the range over Which discre-
tionary authority may be exercised. Increases in the range of discretionafy authority
have both benefits and costs. The benefits stem from the enlargement in the set of po:é,‘-w
sible interventions—for example, personnel transfers and capital reallocations. The
costs arise because such interventions can have redistributive consequences, trans-
ferring rents and quasi-rents among employees. Those employees most affected by
particular decisions are often those who possess the most relevant information. Con-
sequently, employees will have incentives to engage in “influence activities”—attempts
to distort the information they provide in order to affect the distributive results of
management’s discretionary decisions. The resulting “influence costs™ borne by the
firm include the opportunity costs of the resources expended on influence, the ef-
ficiency costs of distortions in decisions, and the degradation in performance when

organizational policies or structure are altered to limit opportunities for influence.

This is the broad outline of influence cost theory. What observations about

divestitures call for explanation?

The first significant feature of divestitures is their volume: In recent years, 40-45
precent of merger and acquisitions transactions in the U.S. have involved divestitures—
the sale of individual product lines, divisions, or subsidiaries to new owners (as op-
posed to the sde of entire firms). Divestitures include sales to other firms, manage- .

ment buyouts, sales to the public through stock offerings, and spinoffs. The value of

divestitures reached over 70 billion dollars in the US in 1989.

The second observation concerns the nature of the divested units: There are two
issues here—the growth prospects of 'the units that are divested and the relationship of
these units to the other activities of the firms that sell them. Both issues are addressed
by the quotation, which seems to summarize conventional wisdom: “Companies have
been divesting slow growing, cash-draining, and other non-core businesses” (Merg-

erstat Review 1990). Though I am not aware of direct, systematic evidence on the
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growth prospects of divested units, there is indirect evidence that weak units are
over-represented in divestitures from Kaplan and Weisbach’s (1990) study of divesti-
tures following acquisitions. Furthermore, examples of decline triggering divestiture
are easy to find. There is, however, something of a puzzle in the idea that units with
poor prospects are especially likely to be divested. Why should it be easier in the
case of weak units to find buyers willing to pay more for them than they are worth to
the current owners? A satisfactory theory must answer this question. Finally, with
respect to the relationship bet&een the divested units and their parent firms, work
by Markides (1990) and Lichtenberg (1990) has documented the trend in the 1980’s

toward “corporate refocusing”.

The third aspect of divestitures is the buyers of the divested units: The evidence
for the last decade suggests that when divested units are acquired by other firms,
the purchasers tend to be already in the divested unit’s line(s) of business (Bhagat,

Shleifer, and Vishny, 1990; Kaplan and Weisbéch, 1990). (This pattern is consistent

with the trend toward refocusing.)

The théory that Milgrom, Roberts, and I (Meyer, Milgrom, and Roberts (1992))
have developed to explain these features of divestitures can be outlined using Figure 5.
The horizontal coordinate measures the distributive effects on employees of decisions
by top management and the vertical épordinate the effects of top managemexit’s deci-
sions on the value of the firm. Under “open” decision processes, management solicits
information from employees and retains discretion as to how to use what it learns.
Under “closed” processes, no information is solicited, and discretion is replaced by
rigid rules. Open processes incorporate information better, but they are more subject
to organizational politics. Closed policies will be preferable when the value of infor-
mation in decision-making is low and the distributive potential of the decisions, and

hence the incentives for influence activities, are large.
The key aspect of our theory is that there is a basic asymmetry between the effects
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of growth and decline on the distributive consequences of decisions about employment.
In a unit where prospects are relatively bad and there is a positive probability of
layoffs, any job-related quasi-rents received by the employees are at risk. They will
have incentives to manipulate their reports to try to save their jobs, by trying to
convince top management to transfer extra resources to their unit from elsewhere in
the firm. In contrast, in a unit which faces no threat of layoffs, the job-protection

motive for influence activities would be absent.

One way to avoid the influence costs in a declining unit is to isolate the declining
unit so that it can no longer attempt to.claim corporate resources. But accomplishing
isolation while maintaining the unit within the parent firm may be vefy difficult— -
it will be difficult for top management to prevent the unit’s managers from using
existing communication channels to convey information about the unit’s prospects
and difficult for top management to commit not to use any information that does get
through to them. In effect, t};en, isolation necessitates separation of the unit from
the parent firm, for example, through a spinoff, a sale to the public, or a management

buyout.

But what can separation achieve? We argue that separation can effect the tran-
sition from open ‘to closed decision processes, and hence reduce the incentives for
influence activities, because the capital market is likelyv to be significantly less re-
sponsive {o influence attempts at the margin than is corporate management. There
are fewer opportunities to influence the capita; market than to influence corporate
management. Furthermore, as analyses of financial contracting under asymmetric
information have shown, an independent firm’s ability to tap outside capital markets

may be very limited.

An alternative strategy for achieving isolation of a declining unit is to sell the
unit to a leveraged-buyout (LBO) firm. As Jensen (1989) has emphasized, LBO

associations often have contractual mechanisms in place that deny the LBO firm
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itself (the top management) the right to transfer resources among the LBO’d units.

The conclusion of this line of argument is that separation of a declining unit can
be an optimal response by the parent firm, because the gains from reducing influence
costs can exceed the losses from eliminating decision options. Separation of a growing

unit, on the other hand, would not bring comparable gains.

Influence costs in the declining unit could also be limited by reducing the danger
of layoffs or the degree of competition for resources among units of the firm. These
reductions could be accomplished by selling the unit to a firm which, as the unit
shrinks, could absorb the affected employees into its own operations or to a firm
whose units were more focused around a common business and relied more on one

another for services.

Taken together, then, these arguments offer an explanation for why declining
units and units in non-core businesses should be over-representéd in divestitures and
why, when the units are acquired by other firms, the buyers should tend to be already

operating in the business of the divested unit.

To test these arguments in a more formal way, we have developed a model of the
performance of a unit when integrated within a larger firm and managed according to
an “open” decision process. We analyze a game between the top management of the
parent firm (referred to as “the firm”) and the management team of the unit (referred
to as “the managers”). (In order to highlight the consequences of the conflict of
interest between the top management and the division’s managers, we suppress any
conflict of interest among the division’s managers themselves, assuming that they act
as a team.) In each period, the firm adjusts employment in the unit, on the basis of
an informative report by the managers about the shock to the unit’s profitability. In
each period, the currently employed managers manipulate their report, at a cost to
themselves and to the firm, to protect the quasi-rents earned‘ in their jobs. Managers

choose their level of influence before learning the realization of the profitability shock.
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Their quasi-rents stem from search or relocation costs which the managers would incur
if they were laid off. Importantly, reductions in employment expose the managers to
the risk of losing their quasi-rents, whereas increases in employment leave their quasi-
rents unchanged. The analysis focuses on how the equilibrium level of influence costs
varies with the unit’s prospects, which are parameterized by the distribution of the

profitability shocks.

In this model, since the only possible ‘beneﬁt of influence activities for the man-
agers is to. reduce the risk of layoff, it is immediate that if, in equilibrium, there
are never any layoffs, then the level of influence is zero. But even when such an
equilibrium exists, there may be others as well. The firm may expect high levels
of influence, leading it to reduce its estimate of the value of maintaining the unit’s
size, thereby encouraging the very influence activities that it fears. Thus a favorable

business environment is not by itself a guarantee of low influence costs.

To perform comparative statics, we focus on the Pareto-dominant equilibrium.
We investigate whether, as the unit's prospects worsen, the equilibrium level of in-
fluence increases monotonically. The asymmetric effects of growth and decline on
managers’ quasi-rents create a force towards monotonicity: the higher the probability
of employment contracting, the high_er the probability that the marginal return to
influence is positive rather than zero. We find, though, that there are two possible
sources of non-monotonicity. One has already been suppressed by constructing the
model so that a manager’s quasi-rents, contingent on remaining employed, are inde-
pendent of the rate of growth or decline of the unit. If, instead, more rapid decline
reduced the value of remaining employed, this effect per se would reduce the incen-
tives for influence. A second potential source of non-monotonicity is technological:
with more rapid decline, the firm’s employment decision could become less sensitive
to the variable about which the managers provide information, thereby reducing the

marginal returns to managers from influence activities.
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We show that these are, in fact, the only two effects which can interfere with the
monotonicity of influence costs as the unit’s prospects worsen. Specifically, if these two
effects are neutral, then the level of influence and the expected rafe of contraction of
employment are strategic complements, and the Pareto-dominant equilibrium can be
represented as the intersection of the upward-sloping “reaction functions” in Figure
6. The higher the rate of contraction anticipated by the managers, the higher the
level of influence they choose. And the higher the level of influence anticipated by
the firm, the faster the firm chooses to contract employment. As the distribution
of the profitability shock worsens, both reaction functions shift outwards—for any
given rate of contracﬁion, influence increases, and for any given level of influence, the
rate of contraction increases. Therefore as the unit’s prospects worsén, 1t contracts
faster and influence costs rise in equilibrium. The negative effects of decline on the

unit’s performance are thus exacerbated by the firm'’s inability to prevent influence

activities.

We also analyze how the equilibrium level of influence costs varies with the degree
of focus of the parent firm. We parameterize focus by the probability that a manager
who is laid off from the unit has skills which enable him to be productively employed
elsewhere in the parent firm. An increase in focus shifts both reaction functions
in Figure 6 inwards—for any given rate of contraction, influence is reduced, since -
managers’ probability of remaining employed is less sensitive to the fate of their unit,
and for any given level of influence, the rate of contraction falls, because the wage
that managers demand is lower. In consequence, in the Pareto-dominant equilibrium,
greater focus implies a lower level of influence costs. Thus, any direct, productive

benefits of focus are supplemented by the indirect benefit of reduced influence activity.

Finally, we model the performance of the unit following separation from the
parent firm. To capture the idea that separation closes off decision options, we assume

that employment is no longer adjusted according to the managers’ report. Hence,
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employment is less sensitive to the profitability shock, but the managers’ incentives
for influence are eliminated. We show that separation is never optimal in the absence
of a risk of layoffs but may become optimal as prospects worsen: the value lost from
closing off the option of fine-tuning employment can be outweighed by the gain from

reduced influence costs.

The arguments and the model I've sketched can thus help to account for the
features of divestitures I listed earlier. The influence cost approach also has a number
of additional implications for the boundaries of irms. To mention just one, firms dq
sometimes divest especially fast-growing, profitable units. Such units generate lots
of rents, for example in the form of superior promotion opportunities. These rents
would be the object of influence activities arising in other units of the firm, whose
employees would like to have these opportunities for themselves. The parent firm
in such a situation may thus prefer to curtail these influence costs by spinning off
the fa.st-growing unit. Turning this ;a.rgument around, it may help account for the

frequent failure of acquisitions of small, innovative, fast-growing firms by larger, more

traditional ones.

4. Conclusion

1 have considered .brieﬂy four aspects of organizational design, vsketching what
light recent theoretical developments can shed on some trends and debates in current
management practice. Within each of the four categories I identified, there are of
course other questions of interest. Under the heading of job design, there is the
classic question of the division of labor among employees at the same hierarchical
level, an issue which, until recently, J a.fanese and American firms approached very
differently. Other issues in career design include the extent to which management
positions should be filled from within the firm and whether or not to adopt a policy

of lifetime employment. A recent trend in the internal structure of American firms,
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which has accompanied the move toward greater delegation, is the reduction in the
number of levels of middle management. Finally, a further challenge to theories qf
the determinants of firm boundaries is to understand the causes and consequences of
recent moves by American firms to 1) include key suppliers on product development
teams; 2) create competition between internal units and outside vendors; and 3)

develop closer and longer-term relationships with customers.

My discussion has shown that these various aspects of organizational design can-
not be fully understood in isolation from one another. For example, whether or not
fast tracks are desirable depends on the nature of jobs at different levels and the
skills they require, which in turn depends on the degree of delegation of decision-
making. And, especially when influence costs are potentially large, the firm’s internal
structure—the nature of the interactions among its units—will affect the benefits and

costs of keeping a given unit within the firm’s boundaries.

Furthermore, choices about organizational structure are closely linked to other
choices firms face—such as choices about technology, corporate governance, and strat-
egy. For example, the recent shift in technology away from classic mass production

towards a capacity to switch rapidly among many different product designs, and the
accompanying reduction of in-process inventories, have numerous implications for the

flexibility of jobs and the extent of delegation.

A promising approach to understanding these interlinkages is to identify sets of
activities or practices which are complementary, in the sense that a high level on
one dimension should be accompanied by high levels on the others. As Milgrom and
Roberts (1990b) have observed, when there are complementarities and nonconvexi-
ties, there can be multiple patterns which are potential optima, and yet no variation
in only a few dimensions at a time would be beneficial. This observation can help
explain the insistence by many commentators (for example, the MIT Commission

(1989)) that improvements in management systems cannot be accomplished through
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piecemeal changes but instead reciuire an integrated strategy. In turn, the importance
of coordinating changes in numerous dimensions highlights a role for the central man-

agement of a firm which goes beyond the roie of the principal in resolving each of the

individual issues I have discussed.
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