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“Political scientists have generally … [limited] their attention to phenomena 
that occur in, or in close conjunction with, explicitly governmental 
institutions. … [And for] practical purposes, economics is the study of 
markets. … At the risk of offending both economists and political scientists, 
I will assert that this division of labor is dysfunctional. It contributes to our 
inability as students to understand and predict the firm; it contributes to our 
inability as public policy makers to control and direct the firm.” 

James March, J. of Politics 1962: 662-3
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“Simplified accounts of how the market mechanism works … seem to have 
led to the notion that a free market is a natural state of affairs. … There can 
be no greater misunderstanding of the origin of market economies. … An 
economic transaction is a solved political problem. Economics has gained 
the title of queen of the social sciences by choosing solved political problems 
as its domain.” 

Abba Lerner, Amer. Econ. Rev. 1972: 259 
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What (& where) are Organizations & Institutions?





• Agencies as orgs
• Parties, legislatures as “orgs”

• Federalism as decentralization
• Constitutions as incomplete contracts



• BG: “Teach?” 
• DY: “PE of non-dem. regimes”
• BG: “Like firms?”



(1)  COMMON THEME:   GUpP
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market auction organized organizations

firms,
hospitals,
schools,
agencies

Organizations, Contracts, Institutions

“Economics has gained the title
of queen of the social sciences by 
choosing solved political problems 
as its domain.”  
(Lerner 1972: 259, italics in original)

(some)
contracts,

communities,
institutions

Governance of value creation 
(in unsolved political problems)?





(2A)  RELATIONAL GOVERNANCE



plants

countries

Leibenstein meets  A B C D E ?

(2B)  PERFORMANCE VARIATION



Intra-Firm Productivity Differences

average
productivity

• Commercial food division of a large multi-
business firm with 40 operating units that 
prepare, deliver, and set-up food

• All 40 sites are very similar along multiple 
dimensions: located in the US, employ low-
skilled labor, utilize same technology, serve 
similar customers, produce similar products

• Multifactor productivity index computed as 
standardized output (meals & set-ups) divided 
by standardized inputs (labor & capital costs)

• Use regression analysis to adjust for local labor 
markets, size of local market, unionization, age 
of equipment, product quality, and local 
monopoly

Chew, Bresnahan, & Clark 1990

After Controls: Most 
productive plant is 2 times as 
productive as least productive 
plant

Before Controls: Most 
productive plant is 3 times as 
productive as least productive 
plant



Productivity Dispersion & Competition
• census data on 5,200 
US ready-mix concrete 
producers in 1982, 
1987, 1992

• why concrete? 
- high transportation costs 
à multiple markets
- homogeneous good with 
physical output measure
- available instrument for 
concrete market density = 
construction industry

1. Higher productivity and less dispersion in high density (more 
competitive) markets

2. But almost as much dispersion in less competitive markets

Results

Syverson JPE 2004
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Organize the Right Problems

Transaction difficulty

Effect-
iveness

100%

transactions observed
between firms

Non-Integrated
transactions observed
within firms

transactions
via contracts

transactions
via bosses

Integrated
(ILLUSTRATION)

If contracts were perfect, why 
would we need bosses?

Bosses not immune to 
problems that wreck contracts.
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Governance of Unsolved pol. Pbms.?

Transaction difficulty

Effect-
iveness

100%

Non-Integrated

Solved political
problems

Unsolved 
political 
problems 

Integrated
(ILLUSTRATION)

“substantially the same factors 
that are ultimately responsible 
for market failures also explain 
failures of internal organization.”
(Williamson, 1973)
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• Models of: cheap talk, signaling, influence, …

GMR (Ch. 10) in HOE 





• Models of: haggling, hold-up, rent-seeking, … influence, ...

JEBO 05, SJE 10 







AER 2017



I will highlight the key moments of this journey, including misunderstandings as 
well as new insights. The former are often precursors to the latter.  (1753)

Today, I know better. As I will try to explain, one of the main lessons from 
working on incentive problems for 25 years is that, within firms, high-powered 
financial incentives can be very dysfunctional and attempts to bring the market 
inside the firm are generally misguided. Typically, it is best to avoid high-
powered incentives and sometimes not use pay for performance at all.  (1754-5)

The value of low-powered incentives in the context of multitasking explains why 
firms make so little use of explicit bonuses and instead use alternatives like job 
design and bureaucratic rules to construct coherent incentive systems that are 
very distinct from the way incentives are designed in the market. The firm’s 
comparative advantage relative to markets rests partly with its unique ability to 
use low-powered incentives combined with constraints. This explains why 
bringing the market inside the firm is such a misguided idea.  (1774, emphasis added)

• Interests are everywhere
• Formal incentives alone are usually not the answer



From Compensation to Culture
AER 2017
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Relational Contracts W/in & Btw

Integrated
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• Backbone organization



Many Formal Governance Structures



• Backbone organization • Must-win battle



• Political Science: 40 
families around a lake 
à how to stop over-
fishing?

• Ethnography: 
delegation of voice 
(but not decisions) à
how to demonstrate 
listening?

• Google: “We were 
trying to build a new 
equilibrium. It was 
fragile; we had to 
reinforce it every day.
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average
productivity
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Productivity Dispersion & Competition
• census data on 5,200 
US ready-mix concrete 
producers in 1982, 
1987, 1992

• why concrete? 
- high transportation costs 
à multiple markets
- homogeneous good with 
physical output measure
- available instrument for 
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Alfred P. Sloan at GM
(My Years with General Motors, 1964)

It has been a thesis of this book that good management rests on a 
reconciliation of centralization and decentralization, or “decentralization 
with co-ordinated control.”… From decentralization we get initiative, 
responsibility, development of personnel, decisions close to the facts, 
flexibility …. [But] without adequate control from the central office, the 
divisions [get] out of hand, … to the great detriment of the corporation. 

It must be apparent that co-ordinated decentralization is not an easy 
concept to apply. … The balance which is struck between corporate 
and divisional responsibility varies according to what is being decided, 
the circumstances of the time, past experience, and the temperaments 
and skills of the executives involved. … [T]he responsibility for 
determining administrative organization is a continuing one.

• Could “co-ordinated decentralization” be a formula?
• Could one simply announce a shared understanding of c.d.?



Build an Equilibrium?

a

w

w = c(a)

w = E(y)

hill-
climb?

π = y – w
U = w – c(a)



• Ferejohn: “great at explaining what lasted 100 years”
o Shocks that shaped
o Shocks that selected

• Sunday night (not even in the models!)

• Clarity problem: mutual knowledge of strategies?
o Dean Rouse @ WWS
o A. P. Sloan @ GM

in equilibrium 
from the beginning?

Build an Equilibrium?

(weaker than)
self-confirming?



• Knowledge (vs. information)
• Attention (vs. signal strength)
• Management (vs. policy setting)

• Routines
• Stories
• Culture
• Capability

Words I Wish I Understood Better

“Like it or not, … [in economics] the 
influence of ideas that have not been 
embalmed in models soon decays.”
P. Krugman (1985: 27)

“A game-theoretic theory of organizations 
will do more for game theory than game 
theory will do for it.”
D. Kreps (pers. com.)



Culture

• “Culture is one of the two or three most complicated words in 
the English language” Williams (1983)

• “[A] historical overview … estimated that there were more 
than 160 definitions in use” Steinmetz (1999)

• “…customary beliefs and values that ethnic, religious, and 
social groups transmit fairly unchanged from generation to 
generation ” Guiso, Sapienza, and Zingales (2006)

• …



Decentralization in MNEs

QJE, 2012





Organizational Culture & Leadership
• “[A] pattern of shared basic assumptions that was learned by 

a group as it solved its problems of external adaptation and 
internal integration, that has worked well enough to be 
considered ...  the correct way to perceive, think, and feel in 
relation to those problems” (Schein, 3rd ed., 2004: 17, emphasis added)

• “[T]he problems of organizational leadership and organiza-
tional culture are basically intertwined. … [L]eadership is 
the fundamental process by which organizational cultures are 
formed and changed.”       (Schein, 1st ed., 1985, emphasis added)

Building relational contracts involves cultural work?



What can an economist do to help a 
fixed set of people collaborate 
better together?

Thought Experiment

Barley!
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