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(5)ORGANIZATIONAL GOVERNANCE 


  


ABSTRACT 


This chapter reviews and discusses rational-choice approaches to organizational 
governance. These approaches are found primarily in organizational economics (virtually 
no rational-choice organizational sociology exists), particularly in transaction cost 
economics, principal-agent theory, and the incomplete-contracts or property-rights 
approach. We distill the main unifying characteristics of these streams, survey each 
stream, and offer some critical commentary and suggestions for moving forward.  
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(7)INTRODUCTION: ORGANIZATIONAL GOVERNANCE 


As Herbert Simon (1991: 27) noted, a mythical Martian, equipped with a telescope that reveals 
 social structures and approaching the earth from space, would recognize organizations, rather than 
 connecting markets, as “the dominant feature of the landscape”. And yet, Simon noted, 
 organizations and organizational governance have been offered comparatively little attention by 
 social scientists. Things have certainly improved research-wise since Simon wrote; in particular, 
 rational-choice approaches to organizations, mainly prevalent in economics, have become large and 
 important fields of research.  It is characteristic of such approaches that they are concerned with 
 examining the wide variety of observed modes of organizational governance in the context of an 
 efficiency perspective, thus throwing light on such topical issues as outsourcing, offshoring, 
 downsizing, new organizational forms, and the increased use high-powered performance, in 
 addition to the more traditional issues of the determinants of the existence and boundaries of the 
 firm (Coase, 1937). This chapter surveys and discusses rational-choice approaches to these 
 manifestations of organizational governance.   


It will prove useful to begin by clarifying the subject matter of this chapter, “organizational 
 governance,” particularly since the term, although quite a fitting one, does not appear to enjoy 
 particularly widespread use. As a first approximation, organizational governance refers to the 
 instruments of governance that organizations may deploy in order to influence organizational 
 members and other stakeholders to contribute to organizational goals. This understanding is 
 clearly consistent with the more frequently used notions of “organizational control” and 


“governance structures and mechanisms.” As traditionally understood, these notions refer to 
 mechanisms inside and between organizations that may influence behaviours in desired 
 directions (Scott, 1992; Williamson, 1996). In terms of positioning in the space of scientific 
 fields, there is, strictly speaking no distinct field of “organizational governance,” but a set of 
 (partly overlapping) fields and sub-fields of “organization theory,” “organizational studies,” 


“organizational behaviour,” “organizational economics,” “the theory of the firm” and “corporate 
governance” that more or less eclectically draw on the base disciplines of sociology, 
psychology, political science, and economics. Organizational governance as defined above 
relates to and partly overlaps with all of these fields.  



(8)However, adopting a rational-choice perspective (Coleman, 1990; Abell, 1991; Sugden, 
 1991) on organizational governance shrinks the set of fields and sub-fields that are relevant to 
 organizational governance considerably. Thus, large parts of organizational studies and 
 organizational behaviour fall outside such a perspective. Indeed, the construction of contrasts 
 with “rational” perspectives on organizations and with rational-choice approaches to action and 
 behaviour have been rhetorical practices within organization studies for a long time (e.g., March 
 and Simon, 1958; Scott, 1992). A rational-choice perspective on organizational governance 
 suggests the following understanding of organizational governance:  


Organizational governance concerns how agents, pursuing their own interests, 
 and differing in terms of preferences, knowledge/information and endowments, 
 may deploy instruments of control and influence to regulate their transactions in 
 order to avoid problems of coordination and/or motivation that they may 
 confront when they interact within or through the purposefully designed social 
 systems known as “organizations.”  


“Instruments of control” should be understood in a general sense, as including “hard” 


(managerial authority and formal incentive systems) as well as “soft” means 
 (culture,psychological contracts, framing) means of controlling and influencing behaviour. 


Behaviour, and therefore ultimately organizational outcomes, may be influenced through 
 influencing the motivations, beliefs, preferences and information of organizational members.  


The above is obviously a highly abstract definition; an unpacking will be undertaken later. 


However, note for the moment that the definition involves a notion of rational design 
(undertaken to reach preferred outcomes) takes individual agents as the relevant decision-
makers (rather than “the organization”), conceptualize these agents as sufficiently clever to 
recognize the interaction problems they may face, and (implicitly) frame these problems in 
game theoretical terms. All of these features are entirely consistent, indeed key, in the rational-
choice approach. In terms of the phenomenon, organizational governance includes but is broader 
than the notion of “organizational control.” The latter notion mainly refers to the governance of 
human capital inputs inside an organization (and sometimes only with the monitoring and 
evaluation of human capital services), and implies a notion of the corporate person of the firm as 
the principal and human capital owners as agents. The notion of organizational governance is 



(9)broader in that it includes a broader set of stakeholders, such as owners of capital and input 
 suppliers.  


A concern with how control may be exercised by organizations and managers has a 
 considerably longer history in sociology than in economics. Although early economics 
 contributions ― particularly Knight (1921) and Coase (1937) ― were contemporaneous with 
 the emerging interest in sociology in this issue (e.g., Roethlisberger and Dickson, 1939), the 
 economics treatments were more highly abstract and entirely non-empirical. More importantly, 
 the pioneering contributions of Knight and Coase were only recognized as seminal several 
 decades after they were published. In contrast, organizational sociology “coalesced” in the 
 1950s (Scott, 2004), that is, at a time when few economists took an interest in organizations (but 
 see Simon, 1951; Downs, 1957), and about two decades prior to a sustained attempt to apply the 
 tools of economics to the study of organizations. Important early contributions were made by 
 Selznick (1949), Crozier (1963), and later influential work is represented by Pfeffer and 
 Salancik (1978), but most of this has remained fairly resistant to rational-choice approaches 
 (perhaps except for Crozier and his followers). In fact, organizational sociologists have often 
 been very strongly critical (e.g., Perrow, 1986, 2002; but see, e.g., Scott [1995] for a more 
 conciliatory approach). There is little rational-choice sociology literature that deals with 
 organizational governance,1 and also little relevant political science literature (but see Hammond 
 and Miller, 1985; Miller, 1992). The part of “rational” organizational theory approaches (Scott, 
 1992) that is often called the “Carnegie(-Mellon school)” (March and Simon, 1958; Cyert and 
 March, 1963) to a large extent emerged from a friendly and immanent critique of the rational-
 choice model. While this may not be rational-choice theory proper, it is sufficiently close, and 
 did inspire some important rational-choice work (Williamson, 1996: Chpt. 1) to warrant 
 commentary and reference throughout this chapter. However, the fact remains that the main 
 manifestation of a rational-choice approach to organizational governance is organizational 
 economics, and the chapter is therefore mainly taken up with this research stream.  


The design of the chapter is as follows. We begin by providing a brief primer on 
 organizational governance as conceptualized from a rational-choice perspective. The focus is on 
        


1 However, some parts of Lawler’s work come close (e.g., Lawler, 2002). Siegwart Lindenberg’s work (e..g, 
Lindenberg (2003) may also be invoked, although Lindenberg’s rational choice model is one that takes into account 
framing and other psychological effects often disregarded in “pure” rational choice work.   



(10)the key features that are shared by rational-choice approaches. These are illustrated by means of 
 a simple game theoretical example. We then provide a more detailed overview and discussion of 
 the various currents in the field, largely organized chronologically and around the main 
 contributions to the various streams.  We end by discussing empirical evidence as well as 
 various critiques and the relation to more organizational sociology.  


An important proviso must finally be mentioned: The following primarily deals with 
 organizations that are designed for a commercial purpose, first, because the largest part of the 
 existing, relevant work deals with such organizations, and, second, because these organizations 
 are simpler to deal with as their objective function is (in principle, at least) simpler. However, 
 mention will be made of rational choice on government bureucracies.  


ORGANIZATIONAL GOVERNANCE FROM A RATIONAL-CHOICE 
 PERSPECTIVE: A PRIMER 


Organizations 


In their classic Organizations March and Simon (1958) broadly define organizations as 
 systems of coordinated action among individuals who differ in the dimensions of interests, 
 preferences, and knowledge. Many writers have echoed this understanding (e.g., Arrow, 1974; 


Mintzberg, 1979). However, a problem with the definition is that it would seem to include what 
 Hayek (1973) calls “spontaneous orders,” that is, those orderly structures and states that are the 
 unintended results of the interaction of intentional individuals. For example, a competitive 
 equilibrium is indeed a pattern of coordinated action among agents who differ in the said 
 dimensions, where the actions taken, and therefore the resulting allocation is a result of the 
 specific institutions (“systems”) under which trade takes place. At some level, this may perhaps 
 be called an “organization,” and indeed economics work on mechanism design would seem to 
 bring such allocations within the orbit of conscious design (Hurwicz, 1973; Arrow, 1974). 


However, the allocation that results is, strictly speaking, an unintended consequence of 
 intentional actions (Buchanan, 1979; Coleman, 1991).  


Relatedly, it is customary (and enlightening) to make a distinction between “organizations” 


and “institutions” (Coase, 1937; Hayek, 1973; North, 1990; Coleman 1991; Williamson, 1996; 


Scott, 1995). The former are purposively constructed for specific ends and on the basis of 



(11)specific rules (“made orders,” in Hayek’s [1973] terminology), whereas the latter may be 
 emergent, are based on abstract rules, and are not constructed for specific purposes 
 (“spontaneous orders”) (Hayek, 1973; Coleman, 1991). The subjects of this chapter are 
 organizations in the former sense, particularly those that are constructed for a commercial 
 purpose, that is, firms.  


Rational-choice approaches to organizational governance share a strong design ambition 
 with a number of approaches in organization theory (notably contingency theory).  Many of the 
 root sources of modern formal work in this vein ⎯ notably implementation theory and 
 mechanism design theory (Guesnerie, 1992.) ⎯ are thus fundamentally design-oriented 
 analytical enterprises (cf. also Bowles, 2004). Design approaches in organization studies have 
 often been criticized for focusing all the attention on formal organization to the neglect of (the 
 potentially far more important) informal organization, a critique going back to the Hawthorne 
 experiments (Roethlisberger and Dickson, 1939; Gillespie, 1991) and Barnard (1938). Although 
 the preoccupation in rational-choice work on organizational governance with property rights, 
 ownership, contracts, incentives, etc. may seem to reflect a similar bias, this is in fact hardly the 
 case. Thus, scholars in the field have been busy studying power (Rajan and Zingales, 1998), 
 leadership (Hermalin, 1998; Jones and Olken, 2005; Majumdar and Mukand, 2007), attempts at 
 influencing hierarchical superiors (Milgrom and Roberts, 1988a), informal authority (Aghion 
 and Tirole, 1997), corporate culture (Jones, 1983; Kreps, 1990; Cremer, 1990), and 
 psychological contracts (Foss, 2003; Foss, Foss and Vasquez, 2006). The underlying conjecture 
 is that such “soft” phenomena can be studied using exactly the same methods, tools, and 
 fundamental conceptualization of agents that are applied to the study of the “harder,” more 
 formal aspects of organization, in contrast to scholars in organization studies who, for example, 
 often stress the need for invoking “multiple rationalities” (e.g., Dyck, 1997).  


However, it should be noted that the organization/institution distinction is somewhat vague. 


Note that there are cases that are not easy to classify, such as firm networks that mix the planned 
and the emergent and where governing rules are partly abstract and partly specific.  More 
generally, the organization/institution distinction should be thought of as end points of a 
spectrum. Thus, many organizations, particularly large ones, embody elements of the 
spontaneous order. Fundamentally, they do so, because large firms, like whole economies, 



(12)embody a fundamental division of knowledge that makes an efficient centralization of dispersed 
 knowledge in the hands of a centralizing authority prohibitively costly, and perhaps even 
 impossible, given the tacit nature of much relevant knowledge (Foss, 1999). Such organizations 
 must provide rules ⎯ and often rather abstract one as in the case of corporate cultures (Kreps, 
 1990) ⎯ in the expectation that beneficial, but partly unforeseen outcomes will result (Hayek, 
 1973).  Moreover, there are cases in which elements of hierarchy, such as extensive information 
 exchange and authority-like relations, are clearly prevalent in market relations, as in the case of 
 franchising (see further, Imai and Itami, 1985; Langlois, 1995). 


Governance Structures and Governance Mechanisms 


In his extremely influential version of transaction cost economics, Williamson (1985, 1996) 
 argues that organizational governance is a specific form of “governance structure,” namely the 
 one that he terms “hierarchy.” Williamson argues that governance structures can be classified in 
 the categories of either the market, the hybrid or the.2 These categories exhaust all possible 
 governance structures without remainder. Williamson defines governance structures as 
 mechanisms for (mainly) settling ex post (i.e., after contract agreement) disputes, and predicts 
 that forward-looking agents will adopt the governance structures that is best suited to handle the 
 transaction(s) they carry out between them. Thus, contractual relations are embedded in 
 governance structures. Borrowing from Simon’s (1962) discussion of marginal analysis versus 
 comparative analysis of systems, and perhaps also borrowing from the traditional emphasis in 
 design oriented organization theory (Lawrence and Lorsch, 1967; Galbraith, 1974) on 
 complementarities between organizational elements, Williamson thinks of such structures as 
 four tuples, consisting of the “attributes” of incentive intensity, administrative controls, how 
 adaptation to external change is handled (i.e., whether in an “autonomous” or a “coordinated” 


manner), and contract law.  These attributes are “governance mechanisms,” that is, the 
 mechanisms within a governance structures that actually coordinates activities and aligns 
 interests. While governance structures can vary within a category ⎯ thus, the hierarchy 
 structure encompasses the M-form, the U-form, matrix forms and much else ⎯  it still remains 
 that the hierarchy, in contrast to the market, makes use of its own contract law (what Williamson 
        


2 Williamson’s notion may not be entirely fortunate for those firms that are largely non-hierarchical, namely 
partnerships.



(13)calls “forbearance”), deploys  (relatively) low-powered incentives, adapts to disturbances in a 
 coordinated manner, and can deploy a rich administrative machinery (Williamson, 1996: Chpt. 


4).  


The of a strong complementary between such attributes has been subjected to a forceful 
 critique by Grandori (1997, 2001) who argues that the set of coordination mechanisms is larger 
 than portrayed by Williamson (it also encompasses voting, teaming, negotiation and norms and 
 rules) and that Williamson grossly exaggerates complementarities between such mechanisms. 


She presents theoretical arguments as well as empirical arguments that governance structures are 
 much less discrete than portrayed by Williamson. Rather than explaining the 
 existence/emergence of particular discrete governance structures, Grandori rather sees the 
 explanatory problem as one of explaining why particular governance mechanisms are bundled in 
 specific ways to handle specific transactions and activities. Thus, she is more interested in the 


“micro-organization” of specific governance mechanisms than the more macro issue of 
 governance structures.  


These positions are summarized here in order to indicate that the problem of “explaining 
 organizational governance” is far from being unambiguous. What exactly is the explanandum is 
 author-dependent as well as dependent on belonging to specific sub-fields within organizational 
 economics. Thus, initial/pioneering work in organizational economics saw the task as one of 
 explaining the emergence of the employment contract in a market economy (Coase, 1937; 


Simon, 1951), that is, essentially one governance mechanism (authority) and its contractual (and 
perhaps legal, cf. Coase, 1937) underpinning. Williamson’s work shifted the focus to 
governance structures, changing the explanatory task to not only explaining the efficiency 
rationales of specific governance mechanisms but also why they are clustered in discrete 
governance structures, and much work in contract economics has, following Milgrom and 
Roberts (1990) and Holmström and Milgrom (1994), taken a similar approach, stressing the 
notion of (Edgeworth) complementarities (Weiss, 2007). The highly influential property rights 
approach associated with Hart and Moore in particular (Grossman and Hart, 1986; Hart and 
Moore, 1990) brought back simplicity in the sense that the analytical effort was concentrated on 
explaining the allocation of ownership rights (and therefore authority), and sidestepping the 
issue of governance structures as discrete bundles of interlocking governance mechanisms. 



(14)Finally, some writers, notably Grandori (1997), has emphasized explaining the rationales of the 
 specific mechanisms that may make up a particular instance of organizational governance, and 
 giving pretensions of strong complementarities between such elements.  


Why Does Organizational Governance Emerge?  


James Coleman (1990, 1991) argues that firms exist for the same reason that money does: 


They reduce the problem of the “double coincidence of wants.” Thus, Coleman adopts the 
 counterfactual approach characteristic of rational-choice approaches to organizational 
 governance: Organizational governance exists because markets “fail” (transactions are very 
 costly to carry out) and governing transactions inside organizations is superior to market 
 contracting (both are necessary conditions). However, while Coleman may identify a possible 
 benefit of organizations, this benefit is neither a necessary nor a sufficient condition for the 
 existence of organized entities. Specifically, Coleman does not provide a reason why such 
 benefits cannot be realized through (possibly sophisticated) market contracting. Indeed, if there 
 are no frictions to market contracting, there are no reasons why markets should not be capable 
 of doing exactly this. The inference that monetary theorists have drawn from such reasoning is 
 that a medium of exchange exists because of “transaction costs” (Starr, 2003.). Organizational 
 economists have made a similar inference.  


While the set of rational-choice approaches to organizational governance contains 
 heterogeneous elements, all approaches may be at least reconstructed as beginning from the 
 premise that it is necessary to throw some analytical monkey wrenches into the machinery of the 
 perfectly competitive model (of Debreu, 1959) to explain the raison d’etre of organizational 
 governance. This clearly unites all economics approaches, from Knight (1921) (where the 
 argument is set particularly clearly out), over Coase (1937) and his transaction cost successors 
 (Williamson, 1996) to modern contract theory (Salanié, 1997; Laffont and Martimort, 2002). 


While the relevant frictions come in many forms, from (genuine) uncertainty (Knight, 1921), 
 imperfect foresight/bounded rationality (Coase, 1937; Kreps, 1996; MacLeod, 2002), small 
 numbers bargaining (Williamson, 1996), haggling costs (Coase, 1937), private information 
 (Holmström, 1979), cost of processing information (Marschak and Radner, 1972; Aoki, 1986; 


Bolton and Dewatripont, 1994) or inspecting quality (Barzel, 1982, 1997), imperfect legal 



(15)enforcement (Hart, 1995; Williamson, 1996) etc., what is common to them all is that they make 
 contracting imperfect relative to the full complete contingent contracting model (Debreu, 1959).   


The consequence of imperfect contracting is, usually, that created value (“welfare,” 


“wealth”) falls short of the maximum that is imaginable. Thus, a first-best situation is taken as a 
 benchmark The typical benchmark invoked by rational-choice scholars working on 
 organizational governance is ⎯ in spite of the heavy methodological critiques of, for example, 
 Demsetz (1969) against this “Nirvana approach” ⎯  the value creation that would have obtained 
 if agents had been interacting in an entirely friction-less setting. Such settings may be 
 represented by the conditions underlying the Coase theorem (Coase, 1960) or the first theorem 
 of welfare economics (Debreu, 1959). Under these conditions maximum value creation obtains; 


thus, it is not possible to rearrange resource uses, coalitions, etc. so that more economic value is 
 produced. A notable feature of these situations is that they are, to a large extent, institutionally 
 and organizationally neutral, in the sense that unconstrained market competition based on 
 privately held property rights will implement the optimal allocation ⎯ as will full scale 
 socialism. By a similar token, whether resources are primarily allocated by firms or by markets 
 does not, strictly speaking, matter for allocational outcomes.3   


Of course, such first best efficiency conditions never obtain in actuality, and institutions and 
 allocations are therefore not neutral in allocational terms. (The connotation to the theory of 
 market failure should be obvious). Moreover, different institutions and organizations, 
 embodying different mechanisms for governing inputs, typically have different allocational 
 consequences, depending on the specifics of the situation (i.e., what is assumed about 
 transactions, property rights, informational conditions, etc.). Indeed, a key heuristic that 
 underlies all rational-choice approaches to organizational governance is that of matching the 
 relevant unit of analysis (whether this is a transaction, an activity, or an input) can be assigned 
 to a member of the set of organizational alternatives (whether governance structure or a 
 governance mechanism) on the basis of some efficiency criterion, what Williamson (1985) calls 


“discriminating alignment.” It is typically forwarded, often in an “as if” manner, that rational 
        


3 Nevertheless, it is usually argued that with perfect and costless contracting, it is hard to see room for anything 
resembling organizations. In fact, it is held that even one-person firms would not exist under such conditions, since 
consumers could contract directly with owners of factors services and would not need the services of the 
intermediaries (i.e., firms) (e.g., Cheung, 1983).  



(16)agents are efficiency seeking agents, and that changing a situation with inefficient alignment of, 
 for example, transactions and governance structures to one with efficient alignment will create 
 so much extra transferable utility that potential losers from the change can be compensated (e.g., 
 Milgrom and Roberts, 1992). If transaction costs are such that efficiency-improving changes 
 cannot be made, inefficient organizational choices may instead be weeded out by other forces, 
 notably selection forces (Williamson, 1985).  


Note in passing that it is, of course, such matching processes that give explanatory and 
 predictive content to rational-choice approaches to organizations. To be sure, discriminating 
 alignment is not a feature of these approaches alone. Organizational sociologists and 
 management scholars working on organization theory, notably those working from a 


“contingency” or “information processing perspective” (Lawrence and Lorsch, 1967; 


Thompson, 1967; Galbraith, 1974) have stressed notions of “fit,” typically of organizational 
 structures and environmental conditions. However, these approaches only implicitly make use 
 of efficiency as the criterion of discrimination, are macro (organization-level), and seldom spend 
 much time on characterizing agents in cognitive and motivational terms.4   


The argument that organizational governance arises when markets fail for certain 
 transactions or activities and organizations are superior means of governing these transactions or 
 activities does not in itself inform us about the involved mechanisms, and without specification 
 of such mechanisms borders on the tautological. Obviously, scholars have spent much energy on 
 identifying and theorizing the relevant mechanisms. The Leitmotiv of the relevant work over the 
 last three decades has been that of incentive conflicts emerging from prisoners’ dilemma-like 
 situations. Some rational-choice work in the field of organizations have taken a team theoretical 
 starting point (Marschak and Radner, 1972; Aoki, 1986; Radner, 1986; Bolton and Dewatripont, 
 1994), or have started out from pure common interest games (Camerer and Knez, 1996); 


accordingly, such work downplay incentive issues. However, it is usually argued, and generally 
 agreed, that while this approach can further the understanding of those aspects internal 
 organization that relate to information processing, it cannot explain the existence and boundaries 
 of organizations (Williamson 1985; Hart, 1995; Foss, 1996). To see how incentives may conflict 
        


4 Notions of agents as information processors and as facing attention allocation problems are sometimes loosely 
developed, but such insights are seldom cast within an overall optimizing logic.  Moreover, motivational issues are 
seldom highlighted in this branch of organizational theory.  



(17)in a non-organizational (market, small numbers bargaining) context, and how organizational 
 governance can remedy particular kinds of incentive conflicts, but possibly also introduce new 
 ones, consider a simple example. 


An Example 


The example (which is borrowed from Wernerfelt, 1994) lays out the basic logic of 


“incomplete contracting” theory, one of the dominant current in organizational economics. The 
 specifics cannot automatically be transferred to other approaches, but the fundamental reasoning 
 and assumptions are quite similar. The example is illustrated by the strategic-form games shown 
 in Figure 1.   


⎯⎯⎯⎯⎯⎯⎯⎯⎯⎯ 


Figure 1 Here 


⎯⎯⎯⎯⎯⎯⎯⎯⎯⎯ 


Following Hurwicz (1972), one can imagine economic agents choosing game forms, and the 
 resulting equilibria, for regulating their trade. Although the example only highlights two agents 
 (players), “B” can initially be taken as representative of a number of potential agents (e.g., 
 firms) that might want to cooperate with A. That is, “large numbers” conditions obtain, and we 
 can think of the situation as taking place, at least initially, in a market setting.  


Assume that agents initially want to regulate such trade under conditions where they 
 maintain their independence (i.e., they are distinct legal persons). Efficiency requires that agents 
 choose the game form and equilibrium that maximizes the gains from trade. The two players 
 begin by confronting Game 1. In this game, the Pareto criterion is too weak to select a unique 
 equilibrium, since both {up, left} and {down, right} may be equilibria on this criterion.  


However, the {down, right} equilibrium has a higher joint surplus than the {up, left} 


equilibrium, so that it will be in A’s interest to bribe B to play {right}. Surplus maximization 
suggests that this equilibrium is the agents’ preferred one. Their problem then is to design a 
contractual arrangement that will make choose strategies such this equilibrium results. Note that 
this problem captures the spirit of work on specific investments (Klein, Crawford and Alchian, 
1978; Williamson, 1985; Hart, 1996) in which an agent (or possibly both agents) has to choose a 



(18)strategy (in this case {right}) that while surplus maximizing (when the other agent plays his 
 best-response strategy) is not necessarily attractive for the agent (he only gets 1).  


The apparent solution is choose a side-payment, u, which can be chosen (1 < u < 2) to 
 implement the equilibrium where A plays {down} and B plays {right}. If the contracting 
 environment is such that this contract can be (costlessly) written and enforced, the agents will 
 choose the efficient strategies. Apparently, there is no need for organizational governance as 
 defined here, and the small numbers bargaining situation is viable.  


However, different contracting environments may give different results.  For example, it 
 may be too costly to describe all contract stipulations in a comprehensive manner (e.g., “u” may 
 be intangible, such as “goodwill”, and hard to precisely describe). This may happen because of 
 information costs, the limitations of natural language, the unavoidable emergence of genuine 
 novelties, etc. The contract ends up being incomplete. Or, while the parties may be sufficiently 
 smart to write down all the manifold possible aspects of their relationship, a third party who is 
 supposed to enforce the contract does not have the wits to efficiently enforce the contract (Hart, 
 1990). In the latter case, contract terms are said to be “non-verifiable.” Or, the costs of 
 contracting may outweigh the gains (Saussier, 2000). In all of these cases, it may not be possible 
 to sustain the first-best outcome, that is, the one that unambiguously maximizes joint surplus. In 
 the context of the example, A may confronted with a contingency that is not covered by the 
 contract, refuse to pay B the bribe, and B may have no recourse. However, B may well have the 
 wits to anticipate this possibility. Thus, the contract stipulating the side payment may not be 
 sustainable in equilibrium (i.e., the outcome where the agents get [4-u, 1 +u] may not be sub-
 game perfect). Value is destroyed relative to the optimal outcome, because B will not rationally 
 choose {right}. 


Whether an efficient or an inefficient outcome occurs will in many situations be critically 
sensitive to the timing of the game. However, in the specific example, timing doesn’t really 
matter if the contracting environment is such that the promise to transfer u in return for B 
playing {right} is, for whatever reason, a non-enforceable one:  Thus, if A gives B the bribe 
before the game begins, B will not play {right}, which means that A will decide not to give B 
any bribe. And if A promises B to pay the bribe after game, B will realize that this will not be in 
A’s interest, and will still play {left}. This captures the idea that agents that anticipate 



(19)opportunism on the part of their contractual partner will refrain from taking efficient actions or 
 making efficient investments. The bottomline is that contracts cannot completely safeguard 
 against the reduction of surplus or loss of welfare stemming from incentive conflicts (given risk 
 preferences).  


The analytical enterprise is therefore one of comparing alternative contracting arrangements, 
 all of them imperfect. A specific contracting arrangement is represented by the authority 
 relation. This obtains when one of the players becomes an employee, accepting the other 
 player’s orders to play a specific strategy (e.g., {right}) against a compensation. In other words, 
 the underlying idea is that transferring a transaction or activity from a market to an organization 
 context means that the agreement will be honoured. According to, for example, Williamson 
 (1985), the reason lies in a change of incentives: When an agent changes his status from 
 independent entrepreneur to employee, he becomes less of a residual claimant. His incentives to 
 engage in behaviour that results in suboptimal equilibria are correspondingly diminished. In 
 terms of the example, B (or A) may have nothing to gain from playing {left} (rather than 
 {right}) once he has assumed employee status, and will therefore obey A’s (B’s) orders. The 
 law regulating labor transactions may reinforce such “docility” (Masten, 1988), to use Simon’s 
 (1991) expression. Or, non-opportunistic behaviours may be sustained by the repeated nature of 
 the employer-employee relation and the attendant build-up of valuable reputation capital (Kreps, 
 1990, 1996).  


Problems of Organizational Governance 


Internalizing a transaction or an activity, that is, transferring it from market to organizational 
 governance, does not in general, however, allow the relevant players to reach the first-best 
 situation. In fact, Hart (1995) essentially argues that hold-up of the kind discussed can still take 
 place within the hierarchy,5 so that the problem of choosing efficient organizational (e.g., should 
 A internalize B or vice versa or neither) becomes one of choosing the mode that minimizes 
 losses from opportunistic hold-up. 


       


5 Although the exact mechanisms through which this happens is somewhat opaque; perhaps one may imagine 
divisions holding each other up on transfer prices.  



(20)Moreover, if, as is usually realistic, asymmetric information conditions can be assumed to 
 exist, “A internalizing B” (or vice versa) may merely transform the problem of contractual hold-
 up into a problem of moral hazard, that is, B who has now assumed employee status faces 
 lower-powered incentives relative to the situation in which he was an independent agent/residual 
 claimant, and may therefore shirk his duties. Recourse to high-powered incentives may be 
 sought to alleviate such moral hazard, but this may be problematic to the extent that the 
 employee is engaged in multi-tasking and some tasks are costly to measure: The provision of 
 incentives for measurable activities may imply that other activities are neglected (Holmström 
 and Milgrom, 1991), such as the proper maintenance of equipment (Williamson, 1985; Barzel, 
 1997; Hammond, 2000). In multi-tasking environments, high-powered incentives may therefore 
 actually call forth morally hazardous behaviour.  


Note that such problems are not necessarily distinctly organizational. To be sure, the vast 
 body of agency theory deals with incentive problems that may well beset internal organization; 


however, many of these problems, including multi-tasking problems, might also play out in a 
 market context. However, organizations, or more narrowly, hierarchies, may be beset by distinct 
 incentive problems. It is generally agreed that relatively little work has been done on 
 organizational failures in this sense compared to the huge bodies of work on market failure (and 
 political failure).  However, some exists, mainly relating to what may be called the “costs of 
 authority.”  A key theme in much of the work that is discussed in the present chapter (e.g., 
 Coase, 1937; Williamson, 1996; Wernerfelt, 1997) is that the exercise of managerial authority in 
 response to changes in the environment or in response to conflicts that are internal to the 
 organization provide reasons why firms exist. Thus, the implicit thrust of most of this work is 
 that managerial authority is always beneficial.6 There are, however, various incentive costs to 
 the exercise of authority. 


Rent-seeking. The best-known cost of authority is Milgrom and Roberts’s (1988a) notion of 


“influence activities” and their associated costs (derived from the political economy literature on 
        


6 It is arguable that one reason for this is that there is a tendency in the literature to think of the exercise of authority 
as being highly informed so that the right to control translates into effective actual control over decisions (see Foss, 
2002). However, the right to decide need not confer effective control over decisions, as Aghion and Tirole (1997) 
point out. In their story real authority is determined by the structure of information in the organization. An increase 
in an agent’s real authority is assumed to promote initiative, but also to lead to control losses from the point of view 
of the principal.  



(21)rent-seeking). Influence activities are agent’s expenditures of time, effort, and tangible resources 
 aimed at influencing decision makers to act in the agent’s favor.  The agent could be an 
 individual seeking to curry favor with a supervisor, or a division manager seeking to acquire a 
 greater share of corporate resources (Scharfstein and Stein, 2000). Such behavior is costly to the 
 firm not only because of the opportunity cost of the agent’s time, but also because the principal 
 receives biased signals of the agent’s performance and characteristics. To minimize costly rent-
 seeking firms can reduce the discretion of principals, relying on fixed rules (e.g., for promotions 
 and favorable assignments) rather than the discretion of supervisors.  This reduces the 
 principal’s ability to intervene where appropriate, however.  


Selective intervention. Williamson (1985: 132) raises a fundamental issue: “Why can’t a 
 large firm do everything that a collection of small firms can do and more?” Consider two 
 competing firms. Net gains may be expected from a merger, because of savings on overheads, 
 economies of scale, coordination of pricing decisions, etc.  Little needs to change on the level of 
 organization. What were previously autonomous firms may now be units with semi-autonomous 
 status.  Importantly, incentives may be as high-powered as they were prior to integration. The 
 decisions that are most efficiently made at the levels of operations will be made there. 


“Intervention at the top thus occurs selectively, which is to say only upon a showing of expected 
 net gains” (Williamson 1985: 133).  This implies that the combined firm can do everything the 
 stand-alone firms could and more, so that“… integration realizes adaptive gains but experiences 
 no losses” (p.161).  Clearly, the argument implies that merger activity will go on until all 
 economic activity is undertaken by one single firm. Since this flies in the face of the evidence, 
 selective intervention must be associated with some “losses” that offset the benefits of 
 integration at the margin.  


Williamson (1985: 161) points to various commitments problems that are accompany. Thus, 
 it may be costly for the firm that takes over another firm to make it credible that it will honor 
 promises regarding, for example, transfer prices or promotion prospects, the costliness 
 stemming from a lack of third-party enforcement. Milgrom and Roberts (1996: 168) argue that 


“… the very existence of centralized authority is incompatible with a thorough going policy of 
efficient selective intervention.  The authority to intervene inevitably implies the authority to 
intervene inefficiently” (see also Coase [1937] on managerial mistakes).    



(22)In an attempt to flesh out such inefficient intervention Baker, Gibbons, and Murphy (1999) 
 (theoretically), Foss (2003) and Foss, Foss and Vazquez (2006) (empirically) focus on 
 managerial problems of committing to not over-ruling employees. Note that  managerial 
 intervention will often not only consist of making those decisions that cannot be made on lower 
 levels on the basis of existing routines, procedures, etc. (Selznick, 1957: Chpt. 1), but will 
 typically also override existing instructions of employees (Tepper and Taylor, 2003). Moreover, 
 in firms where employees are given considerable discretion, managerial intervention may 
 amount to overruling decisions that employees have made on the basis of decision rights that 
 have been delegated to them. This suggests that employee utility may be harmed by managerial 
 intervention which damages motivation, so that net losses from such intervention are 
 conceivable. From the point of view of organizational governance, the design problem is to 
 maximize managerial intervention “for good cause (to support expected net gains) while 
 minimizing managerial intervention “for bad [causes] (to support the subgoals of the 
 intervenor)” (Williamson 1996: 150-151). Akin to Milgrom and Roberts’s (1988a) argument 
 that a hierarchical structure minimizes rent-seeking by subordinates, Foss, Foss and Vasquez 
 (2007) argue that traditional hierarchies have advantages with respect to limiting the incentive 
 costs of managerial intervention.  Thus, while first-best selective intervention” is indeed strictly 
 impossible, second-best intervention is feasible. 


Overall Characteristics of Rational-Choice Approaches to Organizational Governance 
 The above normal form game representation has been chosen as an illustrative device not 
 because game theory is a preferred analytical vehicle for doing organizational economics 
 research, but because it helps to identify a number of the crucial underlying assumptions in 
 organizational economics, assumptions that sharply differentiate organizational economics from 
 other organization studies approaches.  


Methodological individualism. In accordance with its legacy in mainstream economics and 
 its rational-choice methodology, organizational economics is entirely methodological 
 individualist, and may even be argued to pursue a “hard” methodological individualist program: 


The aim is to explain contractual and organizational forms fully in terms of individual action and 
interaction (without remainder). While, of course, organizational incentives and other means of 
organizational governance influence the decision situations that organizational members find 



(23)themselves in, these organization level phenomena are fully explained in terms of individual 
 action and interaction.  Moreover, “soft” organization-level constructs, such as “trust,” 


“embeddedness,” “organizational cognition,” “capabilities,” etc. are not part of the explanans of 
 the modern theory of the firm, and are only rarely treated as explanandum phenomena (but see, 
 e.g., Kreps [1990] on culture and Aghion and Tirole [1995] on core competence). These features 
 arguably give organizational economics a “state of nature” or “under-socialized” character that 
 has been subject to a great deal of critique (Granovetter, 1985; Freeman, 2002). They also set 
 organizational economics apart from many other approaches in the overall the field of 
 organization studies approaches, some of which are explicitly methodologically collectivist 
 (Abell, Felin and Foss, 2007; Felin and Hesterly, 2007).   


Rationality and efficiency. It should be evident from the preceding that the material covered 
 in this chapter falls within the orbit of what organizational sociologists (e.g., Scott, 1992) call 


“rational” organization theory approaches. The notion of “rational” as used by organizational 
 sociologists usually involves a both more expansive and looser meaning than the one ascribed to 
 it in organizational economics in which it strictly refers to properties of individual agents. 


Economists seldom apply the notion of rationality to supra-individual entities. Instead, they 
 enter efficiency land. Arguably, this reflects economists’ strong commitment to methodological 
 individualism, one of the uniting features of all rational-choice approaches to organizational 
 governance. In terms of what is assumed about behaviour, all organizational economists are 
 located within the rational-choice camp. To be sure, bounded rationality (Simon, 1955) has been 
 invoked by many organizational economists, notably Williamson, but it is characteristic that the 
 use that is actually made of bounded rationality is quite limited. For example, the attempt is not 
 to characterize real decision-making (á la the Carnegie-Mellon approach to organization theory, 
 March and Simon, 1958; Cyert and March, 1963), but to use bounded rationality as an 
 explanation of contractual incompleteness (Foss, 2003b). 


 Cognition.  Particularly in its formal versions (e.g., Holmström, 1979; Grossman and Hart, 
1986; Holmström and Milgrom, 1994) organizational economics follows standard economics in 
making strong assumptions about the cognitive powers of agents.  This reflects a strong reliance 
on information economics and game theory. Some formal organizational economists have 
argued that there is no need for bounded rationality (even in the above weak sense): The 



(24)contracting problems that are studied in organizational economics can be approached making 
 use of the more tractable notion of asymmetric information (Hart, 1990). Relatedly, because of 
 the Bayesian underpinning of game theoretical contract theory, “Knightian,” “deep,” “radical,” 


etc. uncertainty has no role to play. (In the above representation, players can thus never be 
 surprised). Even those organizational economists who have taken an interest in behavioural 
 decision theory (e.g. MacLeod, 2002) have not in general strayed far from the paradigmatic 
 expected utility model. 


Much is taken to be given. In existing research, and reflecting the modeling approach of the 
 literature, much is taken as given or “frozen” (Foss and Foss, 2000). The particular idealizations 
 that are performed in the literature take several forms. For example, because of the strong 
 assumptions that are made with respect to agents’ cognitive powers, decision situations are 
 always unambiguous and “given.” The choice of efficient economic organization is portrayed as 
 a standard maximization problem in the case of contract design or as a choice between given 


“discrete, structural alternatives” (Williamson 1996a) in the case of the choice of governance 
 structures. There is no learning and no need for entrepreneurial discovery.  In the above 
 representation, strategies are thus given.  


Motivation. Motivation is assumed to be wholly extrinsic (Frey, 1997); hence, stronger 
 monetary incentives always call forth more effort (in a least one dimension). Moreover, 
 motivation is entirely self-directed (i.e., there are no other-regarding preferences) (Fehr and 
 Gächter, 2000). Finally, preferences are taken as given, and organizational governance has no 
 role in shaping preferences. Organizational governance only shapes extrinsic motivation  and 
 possibly beliefs (because of signaling, see, e.g., Kreps, 1990; Benabou and Tirole, year).  


The function of economic organization. Problems of economic organization may in generic 
 terms be represented as games where the Nash equilibrium is not Pareto-optimal.  While this 
 formally includes, for example, coordination games of the stag-hunt variety (Camerer and Knez 
 1996), the main thrust of organizational economics is to sidested coordination type problems. 


The function of contracts, governance structures, and mechanisms such as reputation is to 
influence incentives in such a way that agents choose those strategies that result in the choice of 
an equilibrium that is Pareto-superior relative to the Nash equilibrium. By placing the whole 
explanatory emphasis on problems of aligning incentives, it is arguable that many coordination 



(25)problems of organizational governance are placed outside of the explanatory orbit of 
 organizational economics (Camerer and Knez, 1996; Langlois and Foss, 1999; Grandori, 2001).  


Mode of explanation.  Efficient economic organization is supposed to be consciously 
 chosen by well-informed, rational agents. Alternatively, evolutionary arguments are invoked, so 
 that selection processes sort between organizational forms in favour of the efficient ones 
 (Williamson 1985). Thus, explanation is either fully “intentional” or “functional-evolutionary” 


(Elster 1983; Dow 1987). For example, one may compare Nash equilibria that result from 
 different distributions of bargaining power (for example, as given by ownership patterns) (Hart 
 1995). The link to observed economic organization is established by asserting that what is 
 observed is also efficient, for example, because of the existence of effective selection forces 
 rapidly performing a sorting among firms with different efficiencies. Alternatively, it is 
 established by claiming because agents are supposed to be so clever that they can always 
 calculate and choose optimal economic organization.7  


A CLOSER LOOK AT RATIONAL-CHOICE APPROACHES TO  
 ORGANIZATIONAL GOVERNANCE 


To speak of a “rational-choice” approach to organizational governance here is, in a sense, a 
 reconstruction since it was only from the beginning of the 1980s that social scientists explicitly 
 began to speak of a rational-choice approach at all. While economists began from rational-
 choice foundations much earlier, they have seldom or never not felt the need to stress the 
 obvious. Thus, the relevant economics approaches are not usually talked about as “rational-
 choice approaches to organization” per se, but are applications of economics to organizational 
 theory ⎯ called the “economics of organization,” the “theory of the firm,” or “organizational 
 economics.” While the preceding section identified some of the main methodological and 
 substantive themes running through this current, the present section takes a more detailed view, 
 organized chronologically and around key contributions.  


       


7  In the words of Hart (1990: 699): “even though the agents are not capable of writing a contract that avoids hold-
 up problems, they are clever enough to understand (at least roughly) the consequences of their inability to do so”. 


For a skeptical discussion of this feature, see Kreps (1996).  



(26)The Firm in Economics: Changing Conceptions 


Although economists have employed the notion of “the theory of the firm” at least since the 
 early 1930s (e.g., Robinson, 1932), the meaning of the term has undergone subtle, but important 
 changes, and it is only within the last decades that economists have generally recognized the 
 need for distinct theorizing relating to the firm. Of course, economists have for a long time 
 employed a distinct apparatus relating to the firm’s cost curves, etc. Yet, firms were for a long 
 time taken to be unitary actors on par with consumers, the internal organization of the firm 
 being treated as essentially a black box. Indeed, the indifference curve/budget constraint 
 analysis of basic consumer theory is virtually identical to the isoquant/isocost analysis that is 
 used to derive the firm’s cost functions (Boulding, 1942).  


The “theory of the firm” as that term would have been understood by prominent inter-war 
 economists, such as Pigou or Viner, is therefore something rather different from the meaning 
 that more contemporary theorists, such as Coase, Williamson or Hart, would ascribe to it. This 
 reflects the change of the theory of the firm from being concerned with developing a vital 
 component of price theory, namely firm behavior, to being concerned with the firm as an 
 interesting subject in its own right. At the same time the basic explananda of the theory of the 
 firm has changed, from the firm’s pricing decisions, combination of input factors, etc. to the 
 questions of why firms exist, and what explains their boundaries and internal organization 
 (Holmström and Tirole, 1989). (To capture the latter meaning, reference is in this chapter to 


“organizational economics”). 


That different questions are asked does not mean that organizational economics is developed 
in complete separation from more aggregate issues.  For example, Coase (1992) sees it as an 
integral part of the “institutional structure of production”; Hart (2000) has applies his property 
rights approach to bankruptcy law; Williamson (1987) emphasizes the antitrust implications of 
transaction cost economics; agency approaches (Jensen and Meckling 1976) play an important 
role in the understanding of corporate governance systems; etc. However, it means that the 
modern view of the firm is a significantly less anonymous ideal type (in the sense of Schütz, 
1964) than the firm in economics three or four decades ago, so that analytical attention is 
devoted to the manifold of organizational forms and the different combinations of governance 



(27)mechanisms that characterize such forms. In addition, attention has been focused on governance 
 structures that lie “between” the market and the firm governance structures.  


Coase and Beyond   


Frank Knight, in Risk, Uncertainty, and Profit (1921), was the first economist to explicitly 
 argue that economic principles can render intelligible the different forms of business 
 organization found in the real world.  However, Knight was primarily interested in explaining 
 the existence of profit and the connection between his theory of profits and his theory of the 
 firm is not entirely clear. Nevertheless, Knight hints at alternative explanations of the firm and 
 internal organization, explanations involving morally hazardous behavior (Barzel 1987), non-
 contractibility of entrepreneurial judgment (Langlois and Csontos 1993; Foss 1993), and (this is 
 the best known explanation) the optimal allocation of risk (Kihlström and Laffont 1979). The 
 latter theory was in fact a critical point of departure for Coase  in “The Nature of the Firm” 


(1937), the paper that is now conventionally regarded as the founding paper in the theory of the 
 firm.  


It is not surprising that this paper has achieved the status of a true classic: It succeeds in 
 defining a clear program for research in organizational economics, define the key questions and 
 provide answers to the question that all revolve around a new analytical category, namely that of 
 transaction costs. Coase clearly argues for the explanatory centrality of incomplete contracts and 
 transaction costs (“the costs of using the price mechanism”), and puts forward a basic 
 contractual conceptualization of the firm and an efficiency approach to its explanation. Most 
 importantly, he defines the main desiderata of a theory of the firm, namely to “discover why a 
 firm emerges at all in a specialized exchange economy” (i.e. the existence of the firm), to “study 
 the forces which determine the size of the firm” (i.e., the boundaries of the firm) and to inquire 
 into, for example, “diminishing returns to management” (i.e., the internal organization of the 
 firm.  All this, Coase explains, can be reached by adding the category of “costs of using the 
 price mechanism” to ordinary economics.  


In following the program thus sketched, and certainly also in addressing the puzzles that 
Coase had left  ⎯ notably the nature of the determinants of “the costs of using the price 



(28)mechanism” ⎯, most organizational economics is fundamentally Coasian.8 For various reasons, 
 some of them explained above, Coase’s seminal analysis was neglected for more than three 
 decades in the sense that although its existence was known and acknowledged, it was not used 
 (Coase 1972).9 For a long time, it did not give rise to a cumulative theory development. 


However, a few relevant papers did appear in these Dark Ages for organizational economics, 
 notably Simon (1951). Simon formalizes Coase’s analysis, and explains the employment 
 contract as an incomplete contract where the employer offers a wage in return for which the 
 employee agrees to accept the directions of the employer. The contract is incomplete in the 
 sense that the two parties are unable to write an enforceable contingent contract that fully 
 specifies what the employee must do as a function of the state of the world. The employee will 
 accept such an open-ended contract to the extent that he expects the directions that he will 
 receive to lie within his “zone of acceptance.”  


Analytical Advances as Driving Organizational Economics  


Apart from isolated contributions there was essentially no development of organizational 
 economics until well into the nineteen-seventies. Of course, important work on organizations by 
 economists was done, notably the managerial (Baumol, 1962; Williamson, 1963) and 
 behavioural (Cyert and March, 1963) theories of the firm. While it is possible to see 
 anticipations of organizational economics in these contributions (e.g., the managerial theory 
 highlighted incentive-conflicts between firm owners and managers while the behavioural theory 
 focused on incentive conflicts between intra-firm agents) none of these were taken up with 
 addressing the fundamental desiderata of a theory of the firm as defined by Coase, that is, the 
 explanation of the existence and scope of firms.  


       


8  However, when reading Coase’s paper today, one is struck by the absence of references to incentive conflicts, 
 arguably the main explanatory focus of today’s economics of organization. Rather, Coase’s perspective emphasizes 
 flexibility: in an uncertain world, there is a need for adaptation to more or less unanticipated events, and the 
 employment relation, where “... the factor, for a certain remuneration ... agrees to obey the directions of an 
 entrepreneur within certain limits” (Coase 1937:  391; emph. in original), may meet that need. The obvious problem 
 with this explanation is, of course, that a standard argument in favor of the market has to do with the market’s 
 superior adaptability/flexibility (Hayek 1945).  Coase’s analysis does not allow us to say when the firm can beat the 
 market in terms of flexibility and vice versa. 


9 It is somewhat questionable how well it really was known.  For example, Marschak (1965) in his overview 
contribution to The Handbook of Organizations on “Economic Theories of Organization” does not even mention 
Coase.  



(29)In Williamson’s terms (1985), Coase’s analysis awaited its “operationalization” for many 
 decades. Coase (1937) had listed several sources of the “costs of using the price mechanism” 


that give rise to the institution of the firm. In part, these are the costs of negotiating and writing 
 contracts. The “most obvious cost of ‘organising’ production through the price mechanism is 
 that of discovering what the relevant prices are” (Coase 1937). A second type of cost is that of 
 executing separate contracts for each of the many market transactions that would be necessary to 
 coordinate some complex production activity. However, Coase had given little further details on 
 transaction costs and their determinants. Coase’s 1960 paper was more explicit on these issues, 
 and although it was not a paper about economic organization per se, it is quite arguable that the 
 1960 paper put more analytical flesh on the explanatory skeleton of the 1937 paper. As Barzel 
 and Kochin (1992: 25) argue:  


In “The Problem of Social Cost” it is shown that when the cost of transacting is 
 positive, rights are not perfectly well defined, and the Coase Theorem makes it 
 clear that costly transacting must lower the attainable output. Thus, “The 
 Problem of Social Cost,” in pointing out a relationship between the output that 
 can be attained from a given set of inputs and the form of organization governing 
 these inputs, provides an elaboration useful in the study of the firm.   


These links were probably first explicated in Alchian and Demsetz (1972), the first contribution 
 to organizational economics that is explicitly based on the economics of property rights (and 
 which, ironically, is strongly critical of Coase, 1937).  


Microeconomists were at work either as applied price theorists, notably in the Chicago and 
UCLA traditions, or as mathematical economists who were preoccupied with refining the 
Walrasian model (incorporating public goods, refining the understanding of uncertainty, trying 
to find room for a medium of exchange, etc.) (Bowles, 2004). However, these two rather 
different occupations of the micro-economist gave important impetus to the construction of the 
expanding toolbox that assisted the takeoff of organizational economics in the mid-nineteen 
seventies. So did other theoretical developments throughout in the nineteen-fifties and nineteen-
sixties. The contributions took place on somewhat different levels. Some were purely analytical 
in the sense of furthering, for example, the conceptualization of uncertainty in the Walrasian 
model (e.g., Radner, 1968), while others were of a more basic, almost methodological nature, 



(30)such as the growing appreciation of the notion that there are imperfect institutional and 
 contractual alternatives for governing transactions and activities (Coase, 1960, 1964; Demsetz, 
 1969), and that transaction costs play a key role in understanding the relevant imperfections. 


Among these, partly overlapping, developments are, first, three partly overlapping developments 
 that are all associated with the name of Kenneth Arrow:  


Social choice theory and related work. Arrow’s (1951) doctoral dissertation is one of the 
 first and most celebrated attempts by rational-choice scholars to seriously grapple with issues of 
 non-market decision making. Among the many implications of Arrow’s work is the, albeit 
 highly abstract, rationale it provided for phenomena such as leadership and hierarchical 
 governance (e.g., as means to eliminate Condorcet cycles) (see Hammond and Miller, 1985). 


Work by Anthony Downs (1957, 1967) also examined non-market, democratic decision making, 
 looked into the economic nature of hierarchies, and became hugely influential with respect to 
 advancing rational-choice approaches in political science. Public choice theory, founded by 
 James Buchanan and Gordon Tullock (1962), looked into constitutional issues on the basis of a 
 contractarian approach that became a paradigm mode of explanation in organizational 
 economics (Bowles and Gintis, 1988). All these currents legitimized a concern with non-market 
 decision making by demonstrating the explanatory power of rational-choice theory in this 
 context.  


Work on welfare economics and information economics. Arrow was also a pioneer in the 
 introduction of asymmetric and imperfect knowledge ⎯ although key advances had been made 
 earlier, notably by Hayek (1945) ⎯ for the understanding of the functioning and welfare 
 properties of markets, such as insurance markets (e.g., 1969, 1971). Early work highlighted the 
 problem of moral hazard (Arrow, 1962). By employing a counterfactual style of reasoning 
 Akerlof’s (1970) study of lemons markets became central to subsequent work in the following 
 decades that explicated how institutions and contracts emerge to handle problems associated 
 with asymmetric information. An overall implication of his work was that firms can be 
 understood as responses to market failures that arise under conditions of externalities and 
 information asymmetries. 


Bringing the Walrasian model closer to reality. Very related developments in took place in 
design and planning oriented work that aimed at applying the Walrasian model (Debreu, 1959) 



(31)to issues of large scale planning and problems of taxation that involved eliciting information 
 from agents. By making states of nature unobservable to some agents (moral hazard) or to the 
 auctioneer (adverse selection) (Guesnerie 1992), this research stream succeeded not only in 
 relaxing the Walrasian model; it also furnished tools that could be transferred from an economy-
 wide context and be successful applied to the study of certain classes of small numbers 
 interaction (e.g., between a principal and an agent)  


A parallel, but less formal set of developments that may be associated with Coase, are the 
 following two strongly overlapping (cf. Barzel and Kochin, 1992) ones:  


Property rights economics and law and economics. A key insight of Coase (1960) was the 
 argument that exchanges are exchanges over property rights rather than over goods and services. 


At roughly the same time Alchian (1958) developed the same insight. This idea gave rise to a 
 spate of influential work in the 1960s under the heading of “property rights economics” (as 
 briefly summarized earlier in this chapter), a stream of research that strongly stressed its 
 applicability beyond the market institution (e.g., Alchian, 1965).  The file of law and economics 
 also emerged essentially from Coase’s paper and from oral tradition at the University of 
 Chicago Law School, which stressed the possible efficiency properties of “non-standard” 


contracting practices. These fields promoted a comparative institutionalist approach (Demsetz 
 1969), provided the first working definitions of transaction costs as the costs of defining, 
 exchanging and protecting property rights, made a link to relevant fields of law (notably 
 contract law), and championed a basic efficiency approach, according to which observed 
 economic organization should, at least as a first approximation, be seen as least cost responses 
 to exchange problems.    


Chicago-UCLA work in industrial organization.  This kind of work rejected technological 
 and monopoly explanations of observed contracting practice, and adopted a comparative 
 contracting, and proto-transaction cost, approach (e.g., Director and Levi 1956). Williamson 
 (1985: 19) argues that as a result of this kind of work, economists began, in the ten years 
 between the celebrated Schwinn (1967) and GTE-Sylvania (1977) cases, to incorporate 
 transaction cost considerations into their understanding of vertical restrictions.  


In sum, organizational economics may seen as part of and growing out of a broader (if 
hardly concerted) attempt to move beyond the confines of the market institution and also inquire 




    
  




      
      
        
      


            
    
        Referencer

        
            	
                        
                    



            
                View            
        

    


      
        
          

                    Hent nu ( PDF - 82 Sider - 1.22 MB )
            

      


              
          
            Outline

            
              
              
              
              
              
                              
    Game 2
              
              
            

          

        

      
      
        
  RELATEREDE DOKUMENTER

  
    
      
          
        
            Thehealthcare communication ofthefuture
        
      

        If Internet technology is to become a counterpart to the VANS-based health- care data network, it is primarily neces- sary for it to be possible to pass on the structured EDI

    
      
          
        
            As demonstrated in the rich international literature on the topic, modernist mass housing epitomised this development
        
      

        During  the  1970s,  Danish  mass  media  recurrently  portrayed  mass  housing  estates  as  signifiers  of  social  problems  in  the  otherwise  increasingl   affluent  anish

    
      
          
        
            The Role of the UN Human Rights Council in the Prevention and Response to Mass Atrocity Crimes
        
      

        18   United Nations Office on Genocide and the Responsibility to Protect, Framework of Analysis for Atrocity  Crimes  -  A tool for prevention, 2014 (available

    
      
          
        
            Udviklingen af kynisme fra politistuderende til betjent Fokus på kynismens delaspekter og arbejdsmæssige faktorer
        
      

        H2: Respondenter, der i høj grad har været udsat for følelsesmæssige krav,  vold og trusler, vil i højere grad udvikle kynisme rettet mod borgerne.. De undersøgte sammenhænge

    
      
          
        
            Synergy and organization The case of Danfoss
        
      

        The organization of vertical complementarities within business units (i.e. divisions and product lines) substitutes divisional planning and direction for corporate planning

    
      
          
        
            Transnational corporations and the environment the case of Malaysia
        
      

        Driven by efforts to introduce worker friendly practices within the TQM framework,  international organizations calling for better standards, national regulations and 

    
      
          
        
            Erhvervslivets spidser – forbindelser til ledere i øvrige toneangivende sektorer
        
      

        Ved at se på netværket  mellem lederne af de største organisationer inden for  de fem sektorer, der dominerer det danske magtnet- værk – erhvervsliv, politik, stat, fagbevægelse og

    
      
          
        
            Governance, Trust and Taxes On the Determinants of Tax Havens
        
      

        We show that the effect of governance quality is  counteracted – even reversed – by social capital, as countries with a high level of trust tend to be less  likely to be tax havens

      



      

    

    
            
            
      
  RELATEREDE DOKUMENTER

  
          
        
    
        
    
    
        
            A theory-driven iterative approach to develop and evaluate the ABLE program: Consecutively modelling program theory on how to enhance ADL
        
        
            
                
                    
                    1
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

          
        
    
        
    
    
        
            Going Round in Circles: the teaching of and the potential new roles of fashion designers in organizations transitioning to a circular economy
        
        
            
                
                    
                    4
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

          
        
    
        
    
    
        
            Leaving no one behind - a glimpse into the state of adoption of the Sustainable Development Goals in the Danish construction industry
        
        
            
                
                    
                    11
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

          
        
    
        
    
    
        
            Sense of place perceptions of tourism businesses: The path to authentic branding
        
        
            
                
                    
                    2
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

          
        
    
        
    
    
        
            A Bit(e) of the Everyday- The Meaning of Meals in the New Living Units for Elderly: En bid/en lille del af hverdagen- Måltiderendes betydning i et leve- og bomiljø
        
        
            
                
                    
                    1
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

          
        
    
        
    
    
        
            Aalborg Universitet Assessment of Abnormal Behaviour and the Effect of Enrichment on Captive Chimpanzees in Aalborg Zoo
        
        
            
                
                    
                    20
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

          
        
    
        
    
    
        
            WORLD WAR 1
        
        
            
                
                    
                    348
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

          
        
    
        
    
    
        
            Aalborg Universitet Timbre Models of Musical Sound From the model of one sound to the model of one instrument Jensen, Karl Kristoffer
        
        
            
                
                    
                    248
                

                
                    
                    0
                

                
                    
                    0
                

            

        

    


      

      


              
          
            
          

        

          

  




  
  
  
    
      
        Company

        	
             Om os
          
	
            Sitemap

          


      

      
        Kontakt  &  Hjælp

        	
             Kontakt os
          
	
             Feedback
          


      

      
        Juridisk

        	
             Vilkår for brug
          
	
             Politik
          


      

      
        Social

        	
            
              
                
              
              Linkedin
            

          
	
            
              
                
              
              Facebook
            

          
	
            
              
                
              
              Twitter
            

          
	
            
              
                
              
              Pinterest
            

          


      

      
        Få vores gratis apps

        	
              
                
              
            


      

    

    
      
        
          Skoler
          
            
          
          Emner
                  

        
          
                        Sprog:
            
              Dansk
              
                
              
            
          

          Copyright 9pdf.org © 2024

        

      

    

  




    



  
        
        
        
          


        
    
  
  
  




     
     

    
        
            
                

            

            
                                 
            

        

    




    
        
            
                
                    
                        
                            
  

                            

                        
                            
  

                            

                        
                            
  

                            

                        
                            
  

                            

                        
                            
  

                            

                    

                    
                        

                        

                        

                        
                            
                                
                                
                                    
                                

                            

                        
                    

                    
                        
                            
                                
  

                                
                        

                        
                            
                                
  

                                
                        

                    

                

                                    
                        
                    

                            

        

    


