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Hands Off! How Organizational Design
Can Make Delegation Credible

Abstract

Credible delegation of discretion obtains when it is a rational strategy for managers not to
overrule employee decisions that are based on delegated decision rights or renege on the level of
delegated discretion (and this is common knowledge). Making delegation of discretion credible
becomes a crucial issue when organizations want to sustain the advantages that may flow from
delegation: Such advantages are dependent on motivated employees, and managerial overruling
or reneging is harmful to motivation. However, little work has been done on how organizations
can make delegation credible. We argue that key elements of organizations (i.e., organizational
structure, coordination mechanisms, reward structures, and interdependencies between
activities) and how these fit influence the credibility of delegation. Fit configurations of
organizational elements reduce the probability of managerial intervention that may harm
employee motivation. This introduces a neglected incentive dimension to the organizational
design literature. Moreover, it is argued that harmful intervention may be reduced by increasing

managers’ costs of intervening. Refutable propositions are derived.



Introduction

How can delegation be made credible? That is, how can managers make it credible to employees that they
will not renege on agreements to delegate discretion (i.e., decentralize decisions) to those employees?
Making delegation credible becomes a crucial issue when organizations want to sustain the advantages that
can flow from delegation, such as increasing the motivation to solve complex tasks (Gagné and Deci 2005:
346) (e.g., innovation, cf. Osterloh and Frey 2000), and securing adaptation by making faster and more
effective use of local knowledge (Galbraith 1995). Such advantages depend upon employee motivation;
however, employees that are overruled or have discretion diminished will likely suffer a loss of motivation
(e.g., Robinson and Rousseau 1994). They will contribute less effort and creativity, in work and problem-
solving to the organization. The more organizational value-creation depends on an extensive delegation of
discretion to employees — as is particularly likely in organizations where a substantial number of employees

are knowledge workers —, the more important is the issue of credibility.

In somewhat different guises, the issue of delegation of discretion has become increasingly prominent in
various organizational discourses, such as the organizational behaviour field (Thomas and Velthouse 1990),
agency theory in organizational economics (e.g., Jensen and Meckling 1992), the “new organizational
forms” literature (e.g., Osterloh and Frey 2000; Child and McGrath 2001; Foss 2003), and in parts of the
recent literature on the multinational corporation (e.g., Birkinshaw 1997). However, save for a few
contributions (notably Baker, Gibbons, and Murphy 1999), the credibility of delegation has not been
addressed. The purpose of this paper is to frame this issue in the context of organizational theory. Thus, the
central contention in what follows is that key organizational elements — notably organizational structure,
coordination mechanisms, and interdependencies between activities — influence the credibility of
delegation. In particular, the fit between these organizational elements influences the credibility of
delegation, as more fit configurations will reduce the probability of managerial intervention that can harm

employee motivation.



Insights from organizational theory and the organizational economics primarily drive this argument.
Classical contributions to the organizational design literature (contingency theory and configurational
approaches) (Thompson 1967; Lawrence and Lorsch 1967; Galbraith 1974, 1995; Mintzberg 1983; Van de
Ven and Drazin 1985; Burton and Obel 1988, 2004; Meyer et al. 1993) supply the fundamental
understanding of such organizational elements as organizational structure, coordination mechanisms and
interdependencies. Organizational economics supplies the following inputs: From Jensen and Meckling
(1992) comes the idea that delegation of discretion introduces a tradeoff between the benefits of better
utilization of local knowledge and the costs from loss of control. Baker, Gibbons and Murphy (1999) offer a
basic framing of the notion of credible delegation that we reformulate. Williamson’s (1985, 1996) idea of the
“impossibility of selective intervention” is related to the main argument here, as is Burton and Obel’s (1988)
experimental investigation of how organizational forms (i.e., the M-form) can constrain opportunism. We
also make use of insights that are more in the organizational behaviour mould, such as Rousseau’s (1989)
work on psychological contracts and Osterloh and Frey’s (2000) discussion of the relation between
motivation and organizational form. The present paper is thus in the spirit of Gibbons’ (1999) call for more
interaction between, on the one hand, psychologically and sociologically grounded organizational theory,

and, on the other hand, economics perspectives on organizations (cf. also Kaplan and Henderson 2005).

We begin by defining key terms, such as delegation of discretion, and then analyze the organization level
costs and benefits of delegating discretion (“Organizational Costs and Benefits of Delegating Discretion™).
Defining managerial intervention as a reduction in discretion delegated to employees, we discuss how such
intervention cause loss of employee motivation and reduce organization level value creation (“Managerial
Intervention and Employee Motivation™). This raises the issue of how delegation of discretion can be made
credible, preserving employee motivation. We build a simple model to frame the issue and encapsulate the
definitions and literature review of the preceding sections (“Credible Delegation”). Using the insights of the

model, we then discuss how organizational elements and particularly the fit between these help to make



delegation credible (“Credible Delegation through Organizational Design’). Finally, we offer thoughts on

the contribution of this work and how it may be taken further (“Concluding Discussion™).

Organizational Costs and Benefits of Delegating Discretion

Defining Delegated Discretion

Specialization in an organization is accompanied by some degree of delegation, because any organizational
division of labour must imply the delegation of rights to use or commit at least some organizational
resources. While organizations always increase delegation when they increase specialization, they do not
necessarily increase delegation of discretion. Organizations can delegate well-defined activities that leave
hardly any discretion to employees.' In other words, a (hypothetical) completely standardized job where all
the tasks involved in the job are exhaustively described would imply delegation but not discretion.” At the
other extreme, organizations can delegate the very processes of defining the problems to be worked on, that
is, choosing, structuring, decomposing and solving the relevant problems (cf. Simon 1962, 1973, 1991;
Nickerson and Zenger 2004).Clearly, this leaves much discretion to employees, particularly when the
problems are complex ones. There are many intermediate levels of delegation of discretion in between these

extremes. In sum, discretion obtains when a set of choices are left to the agent.

Delegation of discretion is constrained by technological and organizational factors. Perhaps most
fundamentally, discretion is influenced by (job and unit) specialization; thus, increasing the number of tasks
in a job over which the employee can exercise discretion sacrifices specialization advantages. The nature of
the technology itself may constrain discretion; for example, there may be few discretionary choices to make

with respect to operating an extremely specialized machine that can only be used in a certain way and at a

! Thus, Taylorism was essentially about maximizing specialization in order to minimize discretion for workers

? Delegation of use rights to assets is fully compatible with an authority relation in which an employer orders the
employee to carry out certain activities in a pre-determined manner (Simon 1991). Delegation of use rights does not
necessitate discretion. However, discretion can be delegated in authority relations. For example, the employee can be
delegated discretion to meet goals or to carry out plans in any way that he sees as feasible and preferable. In agency
relations (which can be employment relations), there is always delegation of discretion, since the agent is supposed to
act in the interest of the principal (the employer), using his own knowledge and judgment.



certain stage of the production process. In addition to such technological factors, delegation of discretion
depends on organizational variables, notably on coordination mechanisms. Mintzberg (1983) identifies
mutual adjustment, direct supervision, planning of work processes, goal-planning, and skill standardization
as the generic coordination mechanisms. They are typically supplemented with budgets, transfer prices,
quotas and other restrictions that help higher-level managers control and ration the use of organizational
resources, as well as goals and plans that serve to direct lower level resource commitment and work activities
into coherent patterns. Moreover, coordination is supported by reward systems, control-, information-, and
decision procedures (Grandori 2001). There is a rather direct link from such mechanisms to the delegation of
discretion. Thus, different coordination mechanisms are associated with different levels of delegation of
discretion; implementing specific coordination mechanisms translates into implementing certain levels of
delegation of discretion. Thus, mutual adjustment and goal planning are the coordination mechanisms that
allow for the greatest degree of discretion with respect to coordination of work activities, while rigorous
work flow process planning allows for the least degrees of delegation of discretion.” However, in addition
to the above technological and organizational factors, the choice of how much discretion to delegate is also
influenced by expected organizational benefits and costs that stem from the changed behaviours that

increasing the delegation of discretion will cause.
Organizational Benefits of Delegating Discretion

A classic argument in favour of delegating discretion is the high costs of making centralized decisions when
an organization is facing an environment characterized by relatively rapid and unpredictable changes (Burns
and Stalker 1961; Galbraith 1974). The costs of transmitting information within the hierarchy, the risk of
managerial overload, and the losses from lagging decision-making may become prohibitive in dynamic
environments. Knowledge and information may be utilized more efficiently by letting those who possess

relevant local information also make local decisions (Jensen and Meckling 1992).

3 Although mutual adjustment in principle allows for the implementation of the highest degrees of discretion, this is not
always the case. For example, a mutual adjustment process may be a process of well-defined consultation situations in
which complementary pieces of information are brought together in order to select one element of a set of well-defined
actions and with well-defined criteria for selection, leaving very limited discretion (Casson 1994)



Discretion is arguably also delegated in an attempt to influence employee motivation, intrinsic as well as
extrinsic (Porter and Lawler 1968; Deci 1975; Gagner and Deci 2005). In particular, delegation of discretion
has often been linked to intrinsic motivation, particularly in the context of complex tasks that require
creativity in problem-solving and in the context of certain types of sharing behaviour, such as knowledge
sharing (e.g., Hill and Amabile 1993; Baron and Kreps 1999: 98; Osterloh and Frey 2000). Thus, Mintzberg
(1983: 97) argues that “[i]n general creative and intelligent people require plenty of room to manoeuvre.”
and Osterloh and Frey (2000: 543) points out that delegation “... raises the perceived self-determination of
employees and therewith strengthens intrinsic motivation” (Osterloh and Frey 2000: 543), leading to an
increase in creativity in the pursuit of goals. Reducing the “room to manoeuvre” or “self-determination”

through reducing discretion can be expected to reduce motivation (Kreps and Baron 1999).

Issues relating to extrinsic motivation enter to the extent that delegation of discretion makes it possible for
the employee to more directly control his rewards through controlling his efforts This may come about in
various ways: First, having more discretion can make it easier to reach the performance goals for which
rewards are paid. Second, reaping private benefits may become easier, for example, because on-the-job-
consumption can be increased.* Third, employees may be able to upgrade their human capital in a more

focuse manner, allowing them to reap higher benefits later.
Organizational Costs of Delegating Discretion

In the economics of organization, optimum delegation is sometimes framed as depending on the trade-off
between agency costs and the benefits from increased and better use of local knowledge in decision making.
Thus, Jensen and Meckling (1992) postulate that organization-level costs caused by the agency problem are a

positive, monotonous function of the degree of delegation in a organization (ceteris paribus). Agency costs

* A “private benefit” is here defined as some present or future utility that flows to the agent because of a specific action
that the agent undertakes to realize this utility and which is not part of the compensation paid by the organization to the
agent.



rise to the extent that employees who are given more freedom also reduce the level of effort they choose or

because they choose the wrong activities.”

In addition to agency costs, the costs of delegation of discretion include costs stemming from reduced
coordination of interdependencies within the organization (Galbraith 1974). Coordination is a reciprocal
modification of behaviour among members of an organization in order to reach desired ends in an effective
manner (Grandori 2001). The need for coordination arises, because there are interdependencies between
activities and the actions of organizational members. Interdependencies emerge when decisions call for the
use of knowledge and information possessed by different members of the organization, when organizational
members carry out work activities that are physically interconnected, and when there are complementarities
among the effort levels exerted by organization members. An increase in the delegation of discretion may
result in coordination problems, such as product cannibalization, actions that are out of sync with the actions

of other employees (Roberts 2004), and overuse of common pool resources (Vining 2003).

Delegation of discretion makes sense as long as the organizational benefits in terms of increased and/or
improved use of local knowledge and improvements in employee motivation exceed the costs in terms of
agency costs, coordination costs and costs resulting from attempts to remedy these problems (e.g. managerial
intervention, extensive use of mutual adjustment processes, influence activities and investment in buffer
capacity). The efficient amount of delegation in an organization is determined where the (discounted)
marginal costs are balanced against (discounted) marginal benefits of delegation of discretion. Whether such

an optimum is sustainable depends, inter alia, on managerial intervention.

Managerial Intervention and Employee Motivation

Managerial Intervention
Managerial intervention is here defined as a particular manifestation of authority (Simon 1951), namely as

those managerial acts that effectively reduce the discretion that is delegated to an employee. Such

> Even if motivation is increased because of delegation, agency costs may rise if intrinsically motivated employees
choose an activity that is inoptimal (from the point of view of the organization).



intervention may take two forms. First, it can amount to over-ruling employee decisions that have been made
on the basis of delegated decision rights. Second, it can be a matter of reducing the level of discretion that is
delegated to employees, for example, by substituting or complementing mutual adjustment and goal planning
with direct supervision or detailed work plans, or by restricting budgets, increasing control activities and
making use of more detailed business plans and goals. Both types of intervention are effectively instances of

reneging on an implicit contract to delegate.

Managerial intervention may be exercised in an attempt to eliminate or reduce the costs that typically arise
from coordination failures in organizations with an extensive delegation of discretion. As such, intervention
would seem to be a low cost means of eliminating coordination failures (Coase 1937; Malmgren 1961; Foss
2001). However, the actual costs of intervention go beyond the use of managerial resources: A huge
organizational behaviour literature suggests that both extrinsic and intrinsic employee motivation may be
badly harmed by managerial intervention. For example, Heath et al. (1993) argue that in an employee
relationship, employees develop implicit and explicit expectations to the contract governing the relationship,
and particularly to the benefits that they believe they deserve under the implicit contract, that is, their
“entitlements.” Such expectations may be represented by “status quo” points, that is, what employees believe
are their entitlements. The discretion that is delegated to employees may become part of their perceived
entitlements. In general, negative motivational consequences can be expected to follow from managerial
intervention that interferes with employee entitlements; reneging on delegation/overruling arguably is an

instance of such interference.

Similar conclusions may be derived from the literature on psychological contracts which also predicts
negative motivational effects of managerial intervention that is perceived of by employees as being unfair,
arbitrary, and in other ways break with established psychological or implicit contracts. For example,
Rousseau and Parks (1993: 36) argue that “... contract violation erodes trust [and] undermines the
employment relationship yielding lower employee contributions (e.g. performance and attendance) and

lower employer investments (e.g., retention, promotion).” Empirical work has reached similar conclusions



(Robinson 1996; Foss 2003). In sum, serious organizational costs may be caused by managerial intervention
to the extent that reduced employee motivation and reduced employee trust in management reduce efforts

and investments in employee human capital.

Complex Links between Intervention and Motivation

Managerial interventions can be classified as taking place for “good causes” or for “bad causes”. While the
former refers to managerial intervention that is intended to benefit the organization, the latter refers to
harmful sub-goal pursuit (Williamson 1993). While relatively clear cut in practice, it may often be difficult
to place actual managerial practice unambiguously in one of the two categories, not the least for those
employees that are subject to intervention. For example, managers may delegate substantial discretion to
employees in an attempt to rejuvenate the organization. Employees, happy with their new increased
discretion, come up with profit-improving ideas about how to improve products, processes, etc., and many of
their ideas are implemented. Management then decides that the organization already is now fully occupied
with implementing the ideas; as a consequence, the level of delegated discretion is reduced, because for the

need costly idea-generation is smaller.

Absent consideration of motivational effects, such an intervention may appear to be value-creating. However,
motivational effects may likely kick in, and destroy value because decreased motivation leads to lower effort
supplied to the organization and reduced investments in organization-specific human capital. The
motivational loss is caused by employees perceiving of the intervention as breaking with explicit promises to
delegate discretion, and this may foster “moral outrage” (Parks 1997). Even if employees recognize the
intervention as being undertaken for the sake of the organization, motivation may still be harmed, for
example, because of the manner in which the intervention is undertaken. Managerial attempts to somehow

compensate employees post intervention may only make matters worse (Deci 1975).

Although managerial intervention is quite likely to harm employee motivation, the links between
intervention, and motivation and, in turn, organizational value creation are highly complex and

unpredictable. In particular, complexity and unpredictability is introduced because employees cannot always



accurately determine if intervention is for the benefit of the organization or only for the benefit of the
manager and because their assessment of an intervention may strongly influence their motivation. Thus, even
if managers have incentives to take employee motivation into account, this may prove very difficult to do in

a case by case manner.’

The aim here is not to disentangle the complex causal chain between intervention, motivation, and
organizational value creation, but rather to argue that for motivational reasons (and ultimately for reasons of
organizational value creation) organizations face a need to make delegation credible. In fact, it is precisely
because the causal connections between intervention, motivation, and organizational value creation are
complex and unpredictable that it is crucial to make delegation credible. Imagine that management had
perfect knowledge of these connections. It would then be possible to precisely assess the motivational
consequences associated with any intervention, and calculate the impact on organizational value creation.
Given this, only value-increasing intervention would be performed. In fact, intervention could be “fine-tuned”
to reach the maximum organizational value-creation. Intervention that reduced organizational value creation
would be avoided and intervention that promoted such value creation would be undertaken. However, such a
“first-best” situation is in general not attainable, because of the problem of predicting the effects on employee
motivation of intervention. An important implication is that at least some opportunities for value-creating
intervention that would obtain in a situation of full information must be forsaken; thus, some inefficiency is
unavoidable. However, while the “first-best” solution cannot be reached, organizations may aim at reaching a
“second-best” solution where intervention is reduced to a level where value creation is maximized subject to

the constraints represented by motivation loss and the need for adaptability.’

% The links between motivation and effort/human capital investments (and ultimately organizational value creation) are
also likely to be highly complex and unpredictable. A classical argument that because of the complex and ill-
understood nature of the causal structure between a policy intervention and its effects, policy-makers should stick to
rigid rules was developed by economist Milton Friedman (1960).

” This line of reasoning is closely related to Oliver Williamson’s (1985: Chpt. 5; Williamson 1993, 1996) work on the
incentive limits of internal organization, particularly his notion of “the impossibility of selective intervention.
Williamson (1985: chapter 6) refers to the “chronic puzzle” of the determinants of the optimum size of firms and their
efficient boundaries. His take on the issue begins from asking, “Why can’t a large firm do everything that a collection

10



Credible Delegation

Framing the Problem of Credible Delegation

In game theory parlance, credible delegation obtains when it is a dominant strategy for managers to not
intervene in the discretion that they have delegated to employees, and this is common knowledge (in the
sense of game theory). The ultimate reason why there may be a credibility issue in organizations is that
management’s promises concerning delegation to employees usually cannot be enforced by a third party
(notably a court). It is important to organizations that such promises are made credible when, if employees

trust the promise, they act in ways that are beneficial to the organization.

Parts of the political economy (e.g., Kiser and Barzel 1991) and the organizational economics literatures
(Milgrom 1988; Miller 1992; Williamson 1985, 1993; Aghion and Tirole 1997; Baker, Gibbons, and Murphy
1999; Al-Naijjar 2001) provide ways of framing the issue of credible delegation. In particular, Baker,
Gibbons and Murphy (1999) provide an attractive game theoretic framing, and as we shall make use of an

altered version of their model, we briefly summarize their analysis here.

Baker, Gibbons and Murphy begin by assuming that employees face “projects.” Delegation of discretion as
they define it gives employees the informal right to search for and initiate projects. Delegation of discretion
is “informal” in the sense that the formal right to ratify remains in the hands of the manager, and cannot be
allocated to the employee through a court-enforceable contract (cf. Williamson 1996). Employees can obtain

private benefits from some projects, whereas other projects will not yield such benefits. Similarly managers

of small firms can do and more?” The reason why that question is worth asking is that it builds on plausible premises
but lead to implausible conclusions, to wit, that all economic activity will be organized in one giant firm. Consider two
competing firms. Net gains should always 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). Such intervention is, however,
“impossible.” We add to the reasons given by Williamson for why first-best intervention is in general not feasible. As
in Williamson, the effects on organizational value-creation of managerial intervention are examined here. However,
unlike Williamson we argue that employee motivation is an important mediator of the relation between managerial
intervention and organizational value creation.

¥ “Projects” is a metaphor for any activity to which decisions rights may be allocated.

11



derive private benefit from some projects, but not from other projects. Managers may or may not have the

information that is necessary to assess a project.

The effort that an employee will expend on searching for and starting projects depends on his expected
benefits. In turn, these benefits are influenced by the probability of being overruled. Whether overruling
takes place depends on the value that employees and managers place on their reputation and on what the
manager knows about the projects. Thus, the manager may have all information necessary to ratify a project,
but may still decide to delegate discretion (i.e., decision rights) to employees, even if this is not always in the
best interests of the manager (or the firm). If this promise is believed, it induces superior effort on the part of
the employee with respect to searching for and starting projects. The snag, however, is that while the benefits
of increased search etc. may outweigh the costs of bad projects, the manager has the information to assess a
particular project, and may be “... tempted to renege on the promise by rejecting a project that is not in her
(or the firm’s) interest” (Baker, Gibbons and Murphy 1999: 57). However, if the manager values her
reputation sufficiently, she will not overrule the employee (as in Klein and Leffler 1981). If the boss is not
informed about the project, the situation is different, as the decision to overrule can only be based on the
results of the project. In this case, it is the employees’ reputation that is at stake rather than that of managers.
In these games, many equilibria are feasible, depending on specific assumptions. Thus, the particular
equilibrium that emerges will be determined by the discount rates and the trigger strategies followed by the
players (e.g., will the employee lose trust in the manager for all future periods, or only in some, if he is
overruled?), as well as how they value they reputation For some values of these variables, an equilibrium
with credible delegation can be sustained. Thus, credible delegation takes place through self-enforcing

relational contracts.

12



A Simple Model
Like Baker, Gibbons and Murphy, we explore the possibility of sustaining delegated discretion in
equilibrium. We build a very simple model in order to keep the complexity of our argument manageable.” We

later use the model to reason about how organizational design variables may sustain delegated discretion.

Benefits. Benefits from employee actions may accrue to employees, managers, and organizations." In
addition to a fixed salary, the main utility source for an employee is to have discretion delegated to him."'
Employees that are given discretion experience an increase in their intrinsic motivation which gives rise to
higher rates of work effort and investments in human capital (i.e., learning). This gives rise to organization-
level benefits, as overall productivity and learning investments increase. However, these benefits show up at
a later time. Specifically, if delegation is undertaken in period 1, firm-level benefits are realized in period 2.
For example, delegation may lead to incremental process innovations (period 1) that are implemented and

only show their effects later (period 2).

Managers are rewarded directly on the basis of their measurable results. These results appear in period 1, and
arise when managers implement projects (whether initiated by employees or managers themselves) that
improve organizational effectiveness in the area of their responsibility. Managers can sometimes produce fast
and easy-to-measure results by intervening, for example, to curb slack (which may have impact on costs).
However, intervening managers may fail to take into consideration how intervention de-motivates employees
and how this reduces the long-term benefits to the firm stemming from improved motivation and investments

in human capital that delegation of discretion may cause. Apart from ignorance and neglect, managers may

? In addition to being simpler, our model differs in various ways from that of Baker, Gibbons, and Murphy (1999), for
example, by including organizational benefits.

!0 “Firms benefits” are the residual income stream that is left over when managers and employees have been paid. We
assume that this income stream is appropriated by shareholders. We adopt a shareholder perspective, such that the entity
that has an interest in making delegation credible is the “firm” (i.e., the shareholders). However, our model is such that
when credible delegation maximizes shareholder value, it also maximizes the total value created in the firm (including
the employees’ private benefits from delegation).

"' This is clearly “unrealistic” in the sense that employees do not always like getting more discretion. This limits the
scope of the analysis to situations where employees are in fact intrinsically motivated by discretion.

13



do this because such benefits cannot easily be attributed to the actions taken by managers or because

managers expect to be job-rotated within the organization, get a job in a different organization, retire, etc.

Interaction. Figure 1 provides a representation of the interaction between a representative employee and a
representative manager. It maps organizational benefits and the benefits of the employee and the manager in
two periods, depending on whether intervention does or does not take place.

[Insert Figure 1 here]
Projects and search. If in period 1 the employee is given discretion, he engages in search for a project at a
personal costs, ¢ (¢) = e, where e is employee effort in searching and J is a variable search costs coefficient
that depends on organizational design variables. The intuition behind this is that, for example, a workflow

structure reduces the costs of mutual adjustment and thereby makes (some kinds of) search less costly.

The employee can discover two types of projects that are distinguished according to their organizational
benefits (cf. figure 1). Thus, there is one type of project that yields benefits (y) to the organization in terms
of, for example, improved coordination of activities, improved products, etc. and another type that destroys
value (-y), for example, because it leads to overuse of common pool resources (Vining 2003),
cannibalization of market share, etc. The probability (a) that an employee discovers a project with value y is
a positive function of the amount of search (¢) he engages in. Specifically, it is assumed that a = Ve where 0
> ¢ > 1. The employee is motivated to engage in search, because he derives utility (t y) (0 <t < 1) from
discovering new projects.'> Moreover, the employee can be given a performance pay (m) contingent on the

discovery of a project with a positive y value.

The manager himself can also engage in search and implementation of projects. For example, he can search
for product ideas, as well as search for ways of eliminating slack in the organization. We assume that the
manager only seizes the initiative in this manner after overruling the employee (cf. Figure 1). The projects

that the manager discovers yield k benefits to the firm (k can be negative). His search costs are C (E) = ¢ E,

'> We make the simplifying assumption that employees derive the same benefit from any project they may discover.

14



where ¢ is a search costs coefficient. As will be explained later, ¢ depends on organizational design
variables. E is the manager’s effort in searching. The probability (b) that a manager discovers a project with

k is a positive function of the amount of search (E) he engages in. We assume that b = VE, where 0 > E > 1.

A manager has an incentive to engage in search, because he only receives a bonus if either he himself or the
employees under his supervision improve the performance of the firm. If the employee discovers a project
with value y, the manager receives ry (0 <r < 1) benefits. If the manager discovers a project with value k, he
receives benefits amounting to rk. For simplicity, we assume that the manager’s motivation is purely

extrinsic.

As explained earlier, managers intervene either by overruling projects or by substituting coordination
mechanisms with much delegated discretion with ones with less delegation. In both cases, the employee will
experience a decrease of motivation, and the firm will loose those motivation-dependent benefits that are
realized in period 2. We first examine situations in which the manager overrules projects and then turn to
situations in which the manager substitutes coordination mechanisms that imply much delegated discretion

with ones that imply less delegation.

Commitment and Non-commitment: Different Contracting Environments
Consider two different environments: One in which the manager can write an enforceable contract with the

employee that commit him to not overrule projects, and another where such a contract cannot be written.

An enforceable contract to not overrule projects can be written. The employee expends effort on search
until he equates the marginal costs and the marginal benefits of search. The employee’s search costs are Pe,
and when e is substituted with a, this becomes Pa’ The employee’s expected benefits are am + ty.
Differentiating this with respect to a, we find that the probability (a) that the employee discovers a project

with a positive y value can be expressed as a=m /2 B. Denote this probability a."

" We assume that the effort expended by an employee on performance pay is greater than the effort expended by an
employee who is not on performance pay. An employee with no performance pay will expend effort amounting to
(1/2B)*, whereas an employee on performance pay will expend effort amounting to (m /2f)°.

15



The expected benefits to the firm from employee search are: a (x +y) + (1- 8) (x - y). The first term
represents the expected value to the firm from the employee discovering a project with a positive value y.
When the employee discovers a project with a positive y value, he will not be overruled and the firm will
realize the benefit of the project plus the benefits from the intrinsic motivation that emerge in the second
period. The second term represents the expected value to the firm from having the employee discover a
project with a negative y value. Since the employee will not be overruled, the firm will realize a loss from
implementing the project but will also realize the positive benefits from the intrinsic motivation that arise in
the second period. The expected benefits to the manager from writing an enforceable contract to not overrule

projects are: ary.

Enforceable contract to not overrule projects cannot be written. In this situation the manager overrules the

employee when the latter discovers projects with negative y values.'* Since the employee’s expected benefit
from search is a(m + t y), the probability (a) that the employee discovers a project with a positive y value can
be expressed as a = m + ty/ 2 . This probability is denoted a*, where a* > &, because the employee expends
more effort on search compared to the situation where an enforceable contract not to intervene could be

written.'

When a manager overrules a project, he expends effort on search (recall that overruling is defined as the
manager taking over the search task). The managers’ search costs are @E and his expected benefits from
search are brk. When E is substituted with b, and the functions are differentiated with respect to b, we find
that the probability (b) that the manager discovers a project with a positive k value can be expressed as b =r

k /2 ¢. We denote this probability b*. The manager’s optimal search cost is E* = (r k / 2¢ )*.

The total expected benefits to the firm from the employee’s and the manager’s search are: a* ( x +y) + (1-

a*) (k b*- k (1-b*)). The first term represents the expected value to the firm from the employee discovering a

' Managers will not overrule projects that have a positive y value when r y > r k b* - E*. This inequality is assumed to
hold in the following.

'* The intuition behind this paradoxical result is that if employees risk being overruled, they will take explicit account in
calculating their optimal search of the benefits that stem from intrinsic motivation. If they do not risk being overruled,
they will receive these (fixed) benefits anyway, and they will therefore not influence choice on the margin.

16



project with a positive value y and the second term represents the expected value to the firm from the
manager engaging in search when the manager overrules the employee, because the project discovered by
the employee had a negative y value. The expected benefits to the manager will be: a*r y + (1 - a*) (r k b*

— E*)

We now examine the conditions under which managers can commit 1) not to overrule projects and 2) not to

substitute coordination mechanisms that allow for much delegation with ones that allow for less delegation.

Creating managerial commitment to not overrule projects. It is beneficial to the firm if a manager can
commit not to overrule projects when: a* (x +y) + (1 - a*) (kb*k (1 -b*)<a(x+y)+(1-3)(x-y)
Managers can commit not to intervene when: ary >a* ry + (1-a*) (r k b* — E*). The following expression
is reached by rearranging terms (4 — a*) ry > (1-a*) (r k b* — E*): Since the left hand side is negative (a4 <
a*), it follows that the manager’s search cost (E*) must be high relative to his expected benefit from
discovering a project of positive k value in order for him to credibly commit to not overrule projects. High

search costs reduce the probability (b) of discovering such projects.

The probability (a) that an employee discovers a project with y > 0 is independent of search effort when
there is no performance pay, because the employee receives the same utility from all projects. When the
employee is on performance pay, it has the effect of increasing the manager’s expected benefits from having
the employee engage in search. However, because a is always less than a* independently of the whether
there is performance pay or not, the introduction of performance pay increases the manager’s expected
benefits more when he cannot commit compared to the situation where he can commit not to intervene.
Thus, performance pay makes it more difficult for managers to commit to not overrule projects (ceteris

paribus).

Creating managerial commitment to not tighten coordination mechanisms. When managers tighten
coordination mechanisms, they reduce delegated discretion. In the following, it is assumed that they decide
on implementing a coordination mechanism (e.g., rigid work planning) that only allows employees to

exercise very limited discretion. The decision is made prior to period 1, so that employees will not engage in
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search. Employees only implement the project managers identify. The expected benefit to the manager from

tightening the coordination mechanisms is: r k b* — E*.

It is beneficial to the firm if managers can commit not to tighten coordination mechanisms when k b* - k (1 -
b*) <a* (x +y)+ (1 -a*) (k b*-k (1 - b*)). When terms are rearranged, this inequality can be rewritten as: k
b* -k (1 - b¥) < x +y. Managers can commit not to tighten coordination mechanisms when rk b* — E* <

a*ry +(1-a*) (rkb*—E*) When terms are rearranged this inequality can be rewritten as : r k b* — E* <r
y.

The latter inequality suggests that there are several ways in which to commit the manager to not tighten
coordination mechanisms. The first way is to raise the positive value y of projects discovered by the
employee or to raise the benefits (r y) that the manager receives from implementing such projects. A second
way is to somehow increase the manager’s search costs (E), and a third way is to reduce the value of projects
discovered by the manager (k). All of these changes pull in the direction of making stronger the manager’s

commitment to not intervene.

Achieving Credible Delegation

Although abstract treatments, such as Baker, Gibbons and Murphy (1999) and the above model, may provide
a basic framing of the fundamental economic mechanisms that are involved in making promises credible,
they have certain limitations. Thus, they contain no elaborate explanation of why managers intervene and the
motivational effects of this, and they do not detail the mechanisms that organizations may deploy to make
delegation credible. Still, the basic insights they convey are useful for framing the overall understanding of

how credible delegation may be achieved.

Thus, the Baker, Gibbons, and Murphy treatment suggests that managers’ choice of whether to intervene or
not depends on their benefits from these strategies, given the way employees are expected to react to the
chosen strategy. This suggests that if it is possible to make the strategy of intervention a non-attractive one,
rational managers will choose non-intervention. Delegation is credible. As mentioned earlier, Baker,

Gibbons and Murphy rely on self-enforcing relational contracts to do the trick. The argument here is
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different, namely that it is possible to change the relative payoff from the intervention and non-intervention
strategies by designing the organization in ways that raise the cost to managers or reduce their expected
benefits from intervention (relative to a status quo point). In the following, we explore the ways in which

this may be accomplished, making use of the logic of the above model throughout.

Credible Delegation through Organizational Design

The Role of Coordination Failure

Managers may be defined as those employees that are specialized in synthesizing information from diverse
sources (Casson 1994), and who are given decision rights to take actions that, using this information, assure
internal coordination (Coase 1937; Simon 1951; Malmgren 1961). Thus, much (if not necessarily all) of the
rationale of management is coordination. However, organizational economics research has revealed possible
incentive liabilities of the managerial task, such as subgoal pursuit (Williamson 1985) and influence costs
(Milgrom 1988). To these problems may be added the reduced motivation and the stifled incentives that may
be caused by managerial intervention. Coordination failure may be rooted in delegation of discretion, as
explained earlier, and in order to reduce coordination failure managers intervene in the discretion delegated
to lower levels of the organization. This suggests that an important means of making delegation of discretion

credible is to reduce coordination failure.'® Organizational design plays the key role here.

The need for coordination in organizations arises from changes in activities and input. The organizational
structure and the coordination mechanisms in use in an organization help ensure coordination. The
effectiveness of a coordination mechanism depends on the type of interdependencies, the degree of
uncertainty and the type of organization structure in which it is implemented. The creation of a fit between

these elements reduces organizational and managerial benefits from intervention.'” The argument is

' In terms of the above model, coordination failure may be interpreted as occurring when employees discover projects
with y values that are less than the expected k values, where the difference is caused by the project having serious
negative externalities (e.g., cannibalizing a part of the existing product portfolio).

"7 The notion of fit is one of the more thorny ones in organizational theory (Van de Ven and Drazin 1985). Fit here
refers to the constellation(s) of organizational design variables that results in optimal organizational performance, given
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summarized in Figure 2.
[Insert Figure 2 here]

The traditional contingency theory of organizational design (e.g., Galbraith, 1974; Mintzberg, 1983) assumes
that the interdependencies and the uncertainty that firms face are largely given. The aim is to choose those
organizational structure and coordination mechanisms that best fit the contingencies defined by
interdependencies and uncertainty. However, there are other design variables that organizations can
manipulate in order to influence the fit between organization structure, interdependences and uncertainty.'®
For example, organizations may manipulate uncertainty and interdependencies in ways that create a fit to
those coordination mechanisms that allow for great degrees of discretion (i.e., goal planning and mutual
adjustment). In other words, the aim should be to create a configuration of organizational elements that is
stable, because the elements fit each other and which includes coordination mechanisms that are consistent
with a high degree of delegation of discretion. In terms of the model in the previous section, this amounts to

making k small (e.g., the manager will not gain by implementing other coordination mechanisms).

An alternative way of making delegated discretion credible is to increase managers’ costs of intervention (cf.
Foss, Foss, and Vazquez 2006). .Design variables such as incentive structures, information systems, and
decision procedures can be used as means to make delegation credible. In terms of the model in the previous
section, this amounts to increasing the manager’s costs of search (¢) and implementing projects with value k.
These two overall means of making delegation credible (i.e., creating organizational fit and raising

managers’ cost of intervention) are discussed in the two following sections.

internal constraints (e.g., informational asymmetries), external constraints (i.e., the characteristics of the environment)
and overall organizational strategy (i.e., “optimality” should here be understood in a second-best sense).

' It may seem odd to argue that the level of uncertainty that an organization faces is influenced by design variables.
However, as argued by Tosi (1970) and Child (1982) the conditions of uncertainty are created by the actors themselves
and in particular through their choices of activities. For example, if a firm chooses not to carry stocks of an essential
input to production, it will need to be concerned with what factors are likely to influence supplies in the short run. If it
carries stocks, these uncertainty factors are eliminated.

20



Credible Delegation through Organizational Fit

Coordination mechanisms may be distinguished on the basis of whether they are intended to handle already
known interdependencies or interdependencies that are to varying degrees unforeseen. Therefore, the choice
of coordination mechanisms should reflect the degree and kind of uncertainty that the organization confronts.
While planning of work processes and business plans require that interdependencies are at least partly
known, mutual adjustment and direct supervision are rather means of handling unforeseen interdependencies.

Goal planning and skill standardization occupies a middle position.

Coordination mechanisms also differ in their capacity to solve the coordination problems that arise from
different kinds of interdependencies (Grandori 2001). Thompson (1967) identifies three basic kinds of
interdependencies, namely pooled, sequential and reciprocal interdependencies. Pooled interdependencies
occur when each task can be carried out separately and with no need for interaction between tasks as long as
each task performs adequately. Interdependencies exist because all tasks need to be carried out in order to
create the desired result or because there are externalities from the use of common pool resources. With
sequential interdependencies one activity needs to be finished before another takes place, or a decision in one
unit has to precede decisions made in another unit. Reciprocal interdependencies are characterized by the

fact that two or more tasks need to adjust their efforts simultaneously and/or in similar directions.

Different types of interdependencies require different modifications of organization members’ behaviours.
Pooled interdependencies allow for independent experimentation and learning by doing, because increases in
the performance of the system of tasks can be achieved by increasing the performance of each of the tasks
individually." If interdependencies are sequential, more information exchange is needed in order to
coordinate activities and individual experimentation within tasks will not necessarily improve the
performance of the system of tasks. Finally, if there are strong complementarities between activities, only
coherent patterns of change can produce improvements in the overall performance of the system (Milgrom

and Roberts 1990)

" More precisely: Within the boundaries defined by interface standards for individual tasks.
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The effectiveness of coordination mechanisms also depends on organizational structure. Organizations can
contain functional as well as process-based units. We speak of “functional structures” when the permanent
supra-units (i.e., departments) are formed on the basis of functional criteria, and of “process structures” when
some or most of the permanent supra units are based on work flow interdependencies.”* Mutual adjustment
processes are eased in process structures compared to functional structures, because units in process
organizations contain the main problem-solving or work flow interdependencies. Process structures are
therefore more widely used in organizations that rely on specialization in decision-making (Casson 1994)
and where continuous adaptation is required (Burns and Stalker 1961). One way of making delegation of
discretion credible is to create conditions under which coordination mechanisms, — notably goal planning
and mutual adjustment — that allow for much delegated discretion become the most effective mechanisms
for handling interdependencies. We argue that this requires that a fit is created between interdependencies,

coordination mechanism, uncertainty, and organization structure.

Creating fit by using goal planning. Goal planning is particularly effective in organizations that are
characterized by pooled interdependencies at the level of the organization at which discretion is delegated.
Specifically, goal planning will not cause severe coordination failures, because there will be few externalities
stemming from employee search. In other words, pooled interdependencies make it more likely that
employees will discover projects with positive organizational benefits. This raises managers’ expected

benefit from not intervening.*'

Pooled interdependencies can be created in various ways, for example, by investing in small scale
equipment, creating buffers between activities, or by increasing unit size. Goal targets can be set so as to

eliminate the need for information sharing if interdependencies pertain to knowledge and information needed

%% No organizational structure is completely work flow-based, as there is usually some need for functional specialization
of the control activities and the strategic activities of an organization (Galbraith 1995).

2L If activities are designed so that pooled interdependencies obtain, this can also reduce or eliminate projects with
negative k values, because the realization of projects discovered by managers will then also be less influenced by
interdependencies. However, in this situation, managers do not benefit from having a greater understanding of
organizational interdependencies compared to employees. It is therefore more likely that employees discover projects
where y > k. This is particularly likely to be the case when firms make extensive use of expert employees.
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in decisions (Casson 1994). However, such actions may lead to lost effectiveness in operations and can
therefore be perceived of by some managers as coordination failures. It is therefore important that the actions

are costly for managers to reverse.

Goal planning is comparatively better than work planning in dealing with pooled interdependencies when
decision making takes place under conditions of change and uncertainty. However, some of the means by
which organizations can create pooled interdependencies also reduce the uncertainty that an organization
faces. For example, investing in buffers and reducing goal targets (see Casson 1994) eliminates certain
sources of uncertainty in decision making. In turn, this implies that there will be less need for employees to
utilize their discretion on adapting activities to changes. If employees are to discover projects with high y
values, these projects are more likely to be the ones that include new products, new production techniques

and business practices.”> The above reasoning leads to the following proposition:

PROPOSITION 1: Delegation of discretion by means of goal planning is more likely to be credible
in organizations that simultaneously have created pooled interdependencies, and have employees with

high level of expertise.

When firms make extensive use of goal planning, it is important that there is congruency between goals as
goal incongruencies create incentives for managers to intervene and change goals. Employees can perceive
of such managerial intervention as overruling. For example, a product development team likely has high
goals with regard to optimizing product design, while a purchasing team likely has the goal of reducing
costs. The product development team wants specialized components to meet their goal, while the component
team wants a large volume of standard components to optimize its bargaining power Vvis-a-vis suppliers and
meet its goal. To the extent that these expectations are not consistent — as seems likely —, a coordination
failure obtains. Solving this failure may seem to require a redefinition of the goals of at least one the teams.

However, this may be conceived of as an unjustified intervention. Managers can avoid these situations by

2 This suggests that the issue of external fit (Burton and Obel 2004) may be important for preserving credible
delegation. We briefly return to this in the Concluding Discussion.
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creating pooled interdependencies between unit goals, thus allowing each unit to independently set their own
operational goals. However, creating such pooled interdependencies sacrifices synergies among units. It is
therefore important that units can individually discover projects with high y values, so that managers do not
need to intervene to realize the synergies.”> Managers’ costs of intervening in organizational goals increase if
sub-goals are highly complementary, so that goals cannot be changed independently of other goals.
Complementarity implies that the ¢ (i.e., the search cost coefficient) in managers’ search cost function
increases, because managers need to consider more constraints in order to identify the feasible set of changes
in organizational goals. Managers will then expend less effort on search, which reduces their expected
benefits from intervention. It is possible to create complementarities between unit goals while maintaining
pooled interdependencies among units with respect to production activities. To accomplish this, firms can
design interface standards that regulate inter-unit interdependencies. The level of delegation of discretion
will likely be less compared to organizations that created pooled interdependencies by investing in buffers
and have low levels of goal achievements. However, it will also be a more cost effective organization. This

reasoning yields the following proposition:

PROPOSITION 2: Delegation of discretion by means of goal planning is more likely to be credible in
organizations that have strong goal complementarities between unit goals, while maintaining pooled

inter unit interdependencies in activities.

Firms can further support credibility of delegation by being committed to a well-defined, specific strategy.
Such a strategy implies less need for changes in the hierarchy of goals. Examples are strategies with a
continuous focus on a specific product platform or a low cost strategy that is supported by large sunk costs
investments. In sum, a credible — “high-commitment” (Ghemawat 1991) — strategy supported by
congruent organizational goals with multiple complementarities helps to make delegation credible. In other

words:

 In turn, this may require that the firm has capabilities that allow it to derive competitive advantage from engaging in
such novel activities.Thus, firms can strengthen the credibility of delegation to units if they have made sunk costs
investments in such capabilities.
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PROPOSITION 3: Delegation of discretion by means of goal planning is more likely to be credible in
organizations that have made sunk costs investments in, for example, product development or cost

leadership.

Creating fit through mutual adjustment. Mutual adjustment is one of the two coordination mechanisms (the
other one being direct supervision) that are best applied to dealing with unforeseen contingencies. Mutual
adjustment can be interpreted as a coordination mechanism where employees jointly search for new projects,
whereas direct supervision is a situation where one manager searches for a new project that adopt firm
activities to changing contingencies (as in Coase 1937; Simon 1951). Making delegation credible here
translates into creating an organizational design where mutual adjustment processes will be effective in
allowing employees to discover projects with high y values. This is, for example, the case when
organizations pursue activities where diverse perspectives enhance problem-solving (Grandori 2001),** or
when organizations have a relatively high degree of specialization in knowledge so that adaptation requires
communication between organizational members who posses diverse knowledge. Moreover, it must be
costly to transfer the different sets of information to higher levels in the organization (Casson 1994). These
conditions are most likely to be met when firms faces relatively complex tasks and where variables or

constraints change unpredictably.

Organizations can be designed such that managers’ incentives to substitute mutual adjustment by direct
supervision are reduced. For example, firms can define production tasks in ways that make coordination
contingent on the information possessed by more than one person. Thus, increasing the degree of
specialization in an organization so that tasks cut across knowledge specialization, work activities and
functional activities is a means of creating a continuous need for mutual adjustment. The complexity of the
coordination problem also influences the extent to which mutual adjustment is an effective means of

coordination. However, as Grandori (2001: 144) points out, one of the “... foremost causes of team failure is

" Direct supervision is the effective way of adapting to changes if the relevant knowledge is concentrated with a
manager, if the decision problem is not too complex, and if orders can be effectively communicated to lower level
employees. Direct supervision becomes inefficient (relative to mutual adjustment) when these conditions no longer
hold (Grandori 2001).
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the size of the system to be coordinated.” This suggests that effective mutual adjustment may require
intermediate levels of complexity which can be achieved by making some investments in buffers and by

manipulating levels for goal attainment. This suggests the following proposition:

PROPOSITION 4: Delegation of discretion using mutual adjustment is more likely to be credible in
organizations that simultaneously have high degrees of specialization among employees, high levels of

goal attainment, and few buffers.

However, mutual adjustment processes are notoriously costly in terms of time and decision costs (Miller
1992). Well informed managers may have lower costs of search than employees and may therefore be
inclined to revert to direct supervision, harming motivation. This temptation may be counteracted by
adopting a process structure in order to reduce employee search costs (). A process structure reduces
employee search costs to the extent that information and/or work flow interdependencies are contained
within relatively small units. If not all the relevant interdependencies can be contained within units, the basic
organizational structure can be supplemented with lateral relationships in the form of task forces or teams
that have the responsibility of solving inter-unit coordination problems. When such liaison devices are set
up, they makes it less costly to make use of mutual adjustment processes among units. Implementing a
process organization and setting up liaison devices, represent often large sunk costs investments and are
therefore a means of making managers commit to mutual adjustment processes. Such sunk costs investments
makes it less likely that managers who search for an alternative organizational design discovers one where k

is large. This reasoning can be summarized thus:

PROPOSITION 5: Delegation of discretion using mutual adjustment is more likely to be credible in
organizations that have implemented a process organization and/or created lateral relationships

among units.

Because of the costliness of mutual adjustment, this coordination mechanism should be substituted by plans
if managers have sufficient knowledge of the relevant interdependences and if decision makers are faced

with rather stable environments. Therefore, if managers wish to make the use of mutual adjustment credible,
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they must commit to expose the organization to intermediate levels of uncertainty. How can this be done?
Most obviously, the uncertainty that organization members face is influenced by the strategy pursued by the
organization and extent to which an organization has secured long term commitments from important
stakeholders or has invested in buffers. Organizations can adopt strategies that are supported by sunk costs
investment that commit them to relatively high levels of goal achievement (e.g., just-in-time delivery or
TQM) and they can commit not to invest too much in buffers (e.g., by being committed to high financial
performance). Moreover, firms that compete on product development and have relatively short term
commitments with important stakeholders are likely to face a continuous need for adjustment, one that can

be met through mutual adjustment processes.

PROPOSITION 6: Delegation of discretion is more likely to be credible when organizations
simultaneously have made large sunk cost investment in strategies that create a situation in which
mutual adjustment is the preferred coordination mechanism and) have made large sunk costs

investments in adopting a process organization and creating liaison devices.

Other Organizational Design Variables that Can Make Delegation of Discretion Credible

As suggested earlier, delegation of discretion can be made credible by increasing managers’ costs (@) of
discovering and implementing projects with positive values of k. Of relevance here are specific decision
procedures, information structures and incentive structures. These design variables are to some extent
complementary to the choice of organization structure and coordination mechanism, because the efficiency

with which they can be utilized depends on these factors.

Formal decision procedures. Defining formal decision procedures that allow employees to influence
decisions can be an important means of supporting credible delegation of discretion (Adler and Borus 1996).
For example creating formal liaison roles, committees and procedures that allow employees to influence the
planning and control process and collecting information, formulating advice and taking part in the choice
process (Milgrom 1988) may make decisions to be considered legitimate by the employees because they are

seen as procedurally just. To the extent that employees care about procedural justice, it becomes more costly
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for managers to circumvent these processes in order to implement projects that have high k values. This
increases the ¢ in managers’ search cost function and thereby reduces their incentives to intervene. Formal
decision procedures that allow employees to exert influence on decisions can be implemented in any
organization. However, they are more common and more formalized in organizations that have adopted

matrix or purer forms of process structures. In other words:

PROPOSITION 7: Delegation of discretion is more likely to be credible in organizations that make

use of formal decision procedures that involve employees in decisions than in organizations..

Organizations with matrix or purer forms of process structures are more likely to have such formal decision

procedures.

Performance pay. The use of performance pay to employees influences their search in directions that
increase the probability that they discover projects with positive y value. In such cases performance pay
helps to make delegation credible, because employees will search more intensely for projects that yield
performance pay compared to projects that yields only intrinsic benefits to them. Performance pay can also
increase employee resistance to intervention and thus raise the ¢ in managers’ search cost functions,
reducing their incentives to intervene. The strength of these effects depends on whether employees
experience strong team effect due to externalities in their performance. If pay is only marginally influenced
by employees’ own search and project performance, it will only marginally influence the probability that
employees discover project with y > 0. Likewise, employees’ resistance to intervention will be low.
Performance pay is therefore more likely to reduce managers’ incentives to intervene if the organization has
created pooled interdependencies in effort levels and often also in activities. Creating such pooled

interdependencies ensures that there are few externalities in performance.

Performance pay is most effective in increasing the probability that employees discover projects with
positive y value if managers cannot commit not to overrule projects. This indicates that there is a trade-off
between creating commitment to not tighten coordination mechanisms and creating commitment to not

overrule projects. When the purpose is to create a commitment to not tighten coordination mechanisms,
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performance pay can be used to align the incentives of managers and employees with respect to achieving
goals. This requires that there is a close correlation between the goals and the performance criteria on which
employees are rewarded. If there is no such correlation, performance pay will not increase the probability
that employees discover projects with high y value. In fact, performance pay can even undermine the
effectiveness of, for example, mutual adjustment. When mutual adjustment processes are used, it is
important that there is little potential conflict of interest among team members (Grandori 2001). If a team is
formed by employees from different units, conflicts of interest may be increased if team members are
rewarded according to the performance criteria defined for the units to which they belong. If instead
performance criteria can be defined for the team, it can help align interest within the team. However, it is
more likely that there will be negative externalities from performance pay in organizations that make use of
mutual adjustment processes, since employees who participate in these processes often have different roles

to fulfil.

PROPOSITION 8: Delegation of discretion is more likely to be credible in firms that make
substantial use of performance pay and have created the proper conditions for making use of goal

planning.

Informational distance. Managers’ information about the need for coordination and about the solution to
coordination problems is also a factor that influences their incentives to intervene, since it will influence the
costs to managers of discovering projects with k > 0. The design of the information and reporting procedures
in the organization impacts on the need for intervention that managers perceive. Reporting systems can be
designed to create an informational distance between managers and the employees to whom discretion has
been delegated. If a manager understands that because of informational distance, he is not in a position to

rationally decide whether to overrule or not, he will not overrule (Aghion and Tirole 1997).

Informational distance can be created by having reporting systems that only allow managers to gain access to
limited information, by having information pass multiple hierarchical layers or by increasing the span of

control (i.e., the number of employees in a unit for which a unit manager is responsible). If the span of
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control is sufficiently large, detailed supervision will create a heavy work overload for the manager. This is
particularly so when there are intensive interdependencies within the unit, many different specialities, and
where each member of the unit carries out different activities (Galbraith 1995). These are the same
conditions under which mutual adjustment processes are effective in achieving coordination. Thus, under

such conditions credible delegation of discretion is reinforced by informational distance.

PROPOSITION 9: Delegation of discretion is more likely to be credible in firms that have created a
large informational distance in the hierarchy. The informational distance is likely to be largest in firms

that have created the proper conditions for the use of mutual adjustment processes.

Concluding Discussion

Contribution to Organizational Theory

The overall contribution of this work has been to argue that there is a neglected incentive dimension to
organizational design. Previous work on organizational design has not neglected such dimensions. For
example, some work has made use of the notion of opportunism, but has treated it in terms of managerial
sub-goal pursuit (Williamson 1985; Burton and Obel 1988) or as rent-seeking (Milgrom 1988). The
treatment here rather focuses on managerial reneging on promises, and how the temptation to renege can be
controlled, preserving employee motivation. At a fundamental level, it is central to the argument that the
particular property rights structure that characterizes the firm fosters problems of credible commitment. In
other words, it is inherent in the nature of firm organization that a promise to delegate discretion from
managers to employees or from top managers to lower level managers is not in itself credible. Under the
property rights structure characterizing the firm, delegated decision rights are always “loaned, not owned”
(Baker et al. 1999). Moreover, delegation of discretion is not court-enforceable (Williamson 1996). The
attendant commitment problems are the firm-level equivalent of the opportunism problems that may arise in

a market setting because of imperfect enforcement.

Our pursuit of this theme and its ramifications have implied a combination of key ideas from sociological
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and psychologically grounded organizational theory with central ideas from organizational economics.
Although the basic framing of the discussion comes from organizational economics, we add to this by
making use of key ideas on organizational design, notably classical typologies of organizational
interdependencies (Thompson 1967) and coordination mechanisms (Mintzberg 1983; Grandori 2001), as
well as insights from the organizational behaviour field on employee motivation (Rousseau 1989). Here are

some of the insights that emerge from combining these ideas.”

No first-best intervention. The analysis in this paper implies that in general, some of the opportunities for
value-creating intervention that would obtain in a situation of full information must be forsaken, because the
effects of managerial intervention of employee motivation are partly unpredictable. The resulting hands-off
recommendation implies that inefficiencies are unavoidable. This adds a new dimension to Williamson’s

(1985, 1996) argument that efficient “selective intervention” is in general not attainable.

Credible delegation without self-enforcing, relational contracts. Baker, Gibbons and Murphy (1999)
analyze credible delegation in terms of self-enforcing, relational contracts. However, their treatment is very
abstract, and it is not obvious to which organizational phenomena such contracts relate (corporate culture?)
and how they can be influenced by managers. Two alternative and arguably more operational ways of
making delegation of discretion credible have been treated here. The first one is choose design variables such
as performance pay, information structure and decision procedures so that the resistance of employees to
intervention is increased. The second one is to create a fit between/stable configuration of coordination
mechanisms, interdependencies, uncertainty, and organization structure. Creating such a fit reduces

coordination failure in the organization and therefore diminishes the incentives of managers to intervene.”®

% On a very basic level, the organizational economics literature has had rather little to say about organizational design
issues that cannot be addressed in terms of resolving incentive conflicts. Moreover, this literature treats motivation in a
one-dimensional manner, placing all of the emphasis on extrinsic motivation, and neglecting the richness of findings in
organizational psychology. Conversely, most of the organizational design literature neglects incentive considerations,
placing primary emphasis on information processing and coordination problems.

%% This argument is based on the assumption that there is a link between the short term benefits to the firm from
employees’ discretionary activities and the benefit that managers receives in the form of performance pay, promotion or
status. It is not obvious in all cases that such a link exists, since even short term improvements can be difficult to
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Firms can manipulate organizational design variables to reduce the negative externalities and increase the

benefits to the firm of employee discretionary activities.”’

Future Research

Theoretical Extensions. This work is not a comprehensive analysis of all relevant aspects of making
delegation of discretion credible. The focus has been on some salient characteristics of an organization in
which delegated discretion is credible. In contrast, the process by which an organization reaches such a state
— including issues of management rhetorics and how employees perceive the process of persuasion they are
subject to — has been suppressed.”® An obvious limitation is that we have the neglected the way in which an
intervention is motivated and communicated to employees. Instead of refraining from intervention, it is
conceivable that managers can motivate and communicate an act of intervention to employees in such a

manner that loss of motivation is avoided.

However, the analysis in this paper also has implications for a process perspective. Thus, the analysis implies
that when organizations make delegation credible at a certain level, it becomes much more costly for
managers at higher levels to reallocate discretion to different levels. This has implications for the ability of
organizations to react to changes in their environment. For example, sudden changes in the environment may
call for top-down coordination of many activities simultaneously. When discretion has been made credible at
low levels of the organization, organizations will not only loose intrinsic motivation from such top down
coordination, they will also face high costs in terms of, for example, greater employee resistance to the

intervention, costs of re-designing the organization, etc.

measure or to attribute to the area of responsibility for one manager. When such a link exists, the aim for the firm is to
make sure that the discretionary activities are highly beneficial to the firm rather than ones that destroy value.

27 An alternative route, which we have not discussed, is to increase managers’ share of the short term benefits to the
firm. However, if managers are give very strong incentives it also increases their expected benefit from improving the
short term performance of the firms — which may make intervention tempting.

*¥ For a congenial organizational behavior approach to management credibility, see Simons (2002), and for an approach
to the management of organizational justice, see Greenberg (1990).

32



The analysis here also harmonizes with process analyses of the growth strategies of organizations in terms of
engaging in mergers and acquisitions. Often, organizations need to make great alterations in business
practices and in organizational structure in order to realize the potential synergies in mergers and
acquisitions. Organizations that have invested in making delegation credible at some level of their

organizations may find it more costly to engage in such activities.

Non-design variables. Other variables that are not design variables also influence the credibility of
delegation (cf. figure 2). Notably, managers may stake their personal reputations (Miller 1992; Argyres and
Mui 1999), for example through symbolic and communicative acts, such announcing in large-scale company
gatherings one’s firm commitment to certain policies and values (Brockner et al. 1992). However, credible
commitments are far from perfect with respect to constraining opportunistic behaviours (Williamson 1996).
For example, there is a “last-period problem” (Klein and Leffler 1981), because managers change jobs and
may not carry their reputation with them, or may be close to retirement. Moreover, many firms are so large
and complex that the informational requirements for the effective working of reputation effects are not met.
The effect is to dampen the commitment creating effect of reputations. This reasoning predicts that we would
expect relatively more harmful exercise of authority from managers who are about to change jobs or retire or

occupy middle-management positions.

Some employees or groups of employee may also be particularly costly for management to overrule, because
their discretion is not only formally delegated, but also strongly grounded in the real control of critical
resources, notably specialized human capital, ability to charismatic leadership, a favourable reputation with
certain customers, etc. Thus, frustrated employees who are in high demand are more likely to be bid away by
competitor firms. The costs of overruling employees who control over critical resources increase when they

take part in decisions processes or receive performance pay.

Empirical work. There is as yet no empirical work on the full story that we have presented. However,
empirical evidence speaks to some of the causal mechanisms we have postulated. For example, there is

evidence for the negative motivational impact that managerial intervention has on employee motivation (e.g.,
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Robinson 1996). The perhaps most directly relevant empirical work is Foss, Foss and Vazquez (2006). They
hypothesize that delegation improves motivation, that managerial intervention harms overall firm
performance, but that mechanisms such as managers staking their personal reputation, employees controlling
important assets and strong trade unions can keep managerial proclivities to intervene at bay (they
concentrate less on organizational design, however). Using path-analysis on a dataset based on 329 firms in
the Spanish food and electric/electronic industries, they find support for these hypotheses. We take this to be

an empirical indication that the line of inquiry that has been pursued in this paper is a promising one.
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Figure 1: Timing of Actions and Benefits
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Figure 2: The Overall Argument
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