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PREFACE

As a result of the spectacular scandals surrounding Enron, Arthur Andersen, Global
Crossing, WorldCom, and Adelphia, the business environment has changed dramati-
cally. “Corporate governance” is now the watchword in corporate board rooms, capital
markets, and government agencies. Executives now face additional government regula-
tions, stiffer penalties for misleading public disclosures, as well as a more skeptical
investment community. The common perception is that bad people caused the massive
failures of the past and that more government oversight will solve these problems. We
disagree. We argue that these business debacles resulted from badly designed organiza-
tional architectures. The blueprints for their destruction were designed into the firms’
“organizational DNA.” This book examines how organizations govern themselves by
designing corporate control mechanisms that channel managers’ incentives into actions
that create—not destroy—firm value. The topic is critical to anyone who works in or
seeks to manage organizations—whether they are for-profit or not-for-profit firms.
Thirty years ago, teaching managerial economics to business students was truly a
“dismal science.” Many students dismissed standard economic tools of marginal analysis,
production theory, and market structure as t0o esoteric to have any real relevance to the
business problems they believed they would encounter. These students doubted they
would be responsible for the pricing decisions of their future employers. They sought posi-
tions in large firms, eventually hoping to manage operations, marketing, finance, or infor-
mation systems staffs. But a new generation of economists began applying traditional
microeconomic tools to problems involving corporate governance, incentive conflicts,
executive compensation, and mergers and acquisitions. These economists focused on the
internal structure of the firm, not on the firm’s external markets. This book draws heavily
from this research on organizations and applies it to how organizations govern themselves,

New Demands: Relevant Yet Rigorous Education

Today's students must understand more than just how markets work and the principles
of supply and demand. They also must understand how self-interested parties within
organizations interact, and how corporate governance mechanisms control these inter-
actions. Consequently, today’s managerial economics course must cover a broader menu
of topics that are now more relevant than ever to aspiring managers facing this post-
Enron world. Yet, to best serve our students, offering relevant material must not come at
the expense of rigor. Students must learn how to think logically about both markets and
organizations. The basic tools of economics offer students the skill sec necessary for rig-
orous analysis of business problems they will likely encounter throughout their careers.

Besides the heightened interest in corporate governance, global competition and rapid
technological change are prompting firms to undertake major organizational restructur-
ings as well as to produce fundamental industry realignments. Firms now attack problems
with focused, cross-functional teams. Many firms are shifting from functional organiza-
tional structures (manufacturing, marketing, and distribution) to flatter, more process-
oriented organizations. Moreover, this pace of change shows no sign of slowing. Today’s
students recognize these issues; they want to develop skills that will make them effective
managers and prepare them to manage organizational change.

Business school programs are evolving in response to these changes. Narrow technical
expertise in a single functional area (whether operations, accounting, finance, informa-
tion systems, or marketing) is no longer sufficient. Effective managers within this
environment require cross-functional skills. To meet these challenges, business schools are
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becoming more integrated. Problems faced by managers are not just finance Problems,
operations problems, or marketing problems. Rather, most business problems involve el-
ements that cut across traditional functional areas. For that reason, the curriculum must
encourage students to apply concepts they have mastered across a variety of courses.

This book provides a multidisciplinary, cross-functional approach to managerial and
organizational economics. We believe that this is critically important. Our interests span
economics, finance, accounting, information systems, and financial institutions; this
allows us to draw examples from a number of functional areas to demonstrate the power
of this underlying economic framework to analyze a variety of problems managers face
regularly.

We have been extremely gratified by the reception afforded the first two editions of
Managerial Economics and Organizational Architecture. Adopters report that the first two
editions helped them transform their courses into one of the most popular courses
within their curriculum. This book has been adopted in microeconomics, human
resources, and strategy courses in addition to courses that focus specifically on organiza-
tional economics. The first two editions were founded on powerful economic tools
of analysis that examine how managers can design organizations that motivate
self-interested individuals to make choices that increase firm value. Our third edition
continues to focus on the fundamental importance of markets and organizational design.
We use the failures of Enron (Chapter 1), Arthur Andersen (Chapter 22), and Adelphia
(Chapter 10) as case studies to illustrate how poorly designed organizational archi-
tectures can be catastrophic. Other books provide little coverage of such managerially
critical topics as developing effective organizational architectures, including performance-
evaluation systems and compensation plans; assigning decision-making authority among
employees; and managing transfer-pricing disputes among divisions. Given the in-
creased importance of corporate governance, this omission has been both significant and
problematic. Our primary objective in writing this book is to provide current and aspir-
ing managers with a rigorous, systematic, comprehensive framework for addressing such
organizational problems. To that end, we have strived to write the underlying theoretical
concepts in simple, intuitive terms and illustrate them with numerous examples—most
drawn from actual company practice.

The Conceptual Framework

Although the popular press and existing literature on organizations are replete with
jargon—TQM, reengineering, outsourcing, teaming, venturing, empowerment, and
corporate culture—they fail to provide managers with a systematic, comprehensive
framework for examining organizational problems. This book uses economic analysis to
develop such a framework and then to use that framework to organize and integrate the
important organizational problems, thereby making the topics more accessible.
Through the text, readers will gain an understanding of the basic tools of economics
and how to apply them to solve important business problems. While the book covers the
standard managerial economics problems of pricing and production, it pays special
attention to organizational issues. In particular, the book will help readers understand:

+ How the business environment (technology, regulation, and competition in input
and output markets) drives the firm’s choice of strategy.

» How strategy and the business environment affect the firm’s choice of organiza-
tional design—what we call organizational architecture.
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How the firm’s organizational architecture is like its DNA; the firm’s ultimate suc-
cess or failure can be traced back to its organizational architecture, which will
affect how people in the organization will behave in terms of creating or destroy-
ing firm value.

How corporate policies such as strategy, financing, accounting, marketing, infor-
mation systems, operations, compensation, and human resources are interrelated
and thus why it is critically important that they be coordinated.

How the three key features of organizational architecture—the assignment of
decision-making authority, the reward system, and the performance-evaluation
system—can be structured to allow

Performance Evaluation (What

are the key performance measures
used to evaluate managers and
employees?)

The components of organizational architecture are like three legs of

managers to achieve their desired
results.

These three components of
organizational architecture are like

three legs of the accompanying
Decision Rights Assignment

(Who gets to make what stool. All firms must coordinate
decisions?) each leg with the other two so that
the stool remains functional.
Rewards (How are people s
rewarded for meeting Moreover, each firm’s stool must

peonce goNeT) match its strategy; a balanced stool

in the wrong setting is dysfunc-

a stool. It is important that all three legs be designed so that the tioflal- Although r_nilking stools are

stool is balanced. Changing one leg without the careful quite productive in a barn, tavern

consideration of the other two is typically a mistake. owners would purchase taller
stools.

Reasons for Adopting Our Approach

This book focuses on topics that we believe are most relevant to managers. For instance, it
provides an in-depth treatment of traditional microeconomic topics (demand, supply,
pricing, and game theory) and corporate governance topics (assigning decision-making au-
thority, centralization versus decentralization, measuring and rewarding performance, out-
sourcing, and transfer pricing). We believe these topics are more valuable to prospective
managers than topics typically covered in economics texts such as public-policy aspects of
minimum-wage legislation, antitrust policy, and income redistribution. A number of other
important features differentiate this book from others currently available, such as:

Our book provides a comprehensive, cross-functional framework for analyzing
organizational problems. We do this by first describing and integrating important
research findings published across several functional areas, then demonstrating
how to apply the framework to specific organizational problems.

This text integrates the topics of strategy and organizational architecture. Students
learn how elements of the business environment (technology, competition, and
regulation) drive the firm’s choice of strategy and the interaction of strategy choice
and organizational architecture.

Reviewers, instructors, and students found the first two editions accessible and
engaging. The text uses intuitive descriptions and simple examples; more techni-
cal material is provided in appendices for those who wish to pursue it.
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« Numerous examples drawn from the business press and our experiences illustrate
the theoretical concepts. For example, the effect of the 9/11 terrorist attacks on
demand curves is described in Chapter 4 and how one devastated company
located in the World Trade Center responded is discussed in Chapter 14. These il-
lustrations, many highlighted in boxes, reinforce the underlying principles and
help the reader visualize the application of abstract ideas. Each chapter begins
with a specific case history that is used throughout the chapter to unify the mate-
rial and aid the reader in recalling and applying the main constructs.

+ Nontraditional economics topics dealing with strategy, outsourcing, leadership,
the legal form of organization, corporate ethics, and implementing management
innovations are examined. Business school curricula often are criticized for being
slow in covering topics of current interest to business, such as corporate gover-
nance. The last six chapters examine recent management trends and demonstrate
how the book’s framework can be used to analyze and understand topical issues.

« Cases and end-of-chapter problems are drawn from real organizational experience—
from the business press as well as our contact with executive MBA students and
consulting engagements. We have structured exercises that provide readers with a
broad array of opportunities to apply the framework to problems like ones they
will encounter as managers.

Fitting the Text into the Business Curriculum

Our book is an effective tool for a variety of classes at the MBA, executive MBA, and
undergraduate level. Although this text grew out of an MBA elective course in the
economics of organizations at the University of Rochester, the book’s modular design
allows its use in a variety of courses. We have been encouraged by the creativity instruc-
tors have shown in the diversity of courses adopting this text. Besides the introductory
microeconomics course, this book also is used in elective courses on corporate gover-
nance, strategy, the economics of organizations, and human resources management. The
basic material on managerial economics is presented in Parts 1 and 2—the first 10 chap-
ters. The tools necessary for understanding and applying the organizational framework
we develop within this text have been selected for their managerial relevance. In our
experience, these economics tools are invaluable for those students with extensive work
experience, and for those who didn’t major in economics as an undergraduate. Those
with an economics background may choose to forgo components of this material. We
have structured our discussions of demand, production/cost, market structure, pricing,
and strategy to be optional. Thus, readers who do not require a review of these tools can
skip Chapters 4 through 9 without loss of continuity.

We strongly recommend that all readers cover Chapters 1 through 3 and 10; these
chapters introduce the underlying tools and framework for the text. Chapters 4 through
9, as we noted above, cover the basic managerial-economics topics of demand, costs,
production, market structure, pricing, and strategy. Part 3 (Chapters 11 through 17)
develops the organizational architecture framework; we recommend that these be
covered in sequence. Finally, Part 4 (Chapters 18 through 23) covers special managerial
topics: the legal form of organization, outsourcing, leadership, regulation, ethics, and
the process of management innovations and managing organizational change. They are
capstone chapters—chapters that apply and illustrate the framework. Instructors can
assign them based on their specific interests and available time.
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Third Edition

The third edition differs from the second in several ways:

» The core microeconomics material in Chapters 4 through 7 has been enriched—
for example, we added technical problems to each chapter and to the end-of-
chapter materials. Linear demand and supply curves are covered in greater detail
than in previous editions.

* A new chapter entitled “Choosing the Legal Form of Organization” (Chapter 18)
focuses on the basic trade-offs between partnerships, private and public corpora-
tions, and nonprofits, including such factors as taxes, risk sharing, and incentive
problems.

* The knowledge-creation process of converting “wetware” into “software” (based
on modern economic growth theory) has been incorporated into Chapters 3 and
10, and this concept has been integrated throughout the text.

¢ Many of the examples and opening chapter illustrations of real companies have
been updated with new ones added that focus especially on international and
post-Enron corporate governance issues.

* More end-of-chapter cases and problems are included.
*  Each chapter has been revised to further enhance the book’s readability.

* Expanded supplements include a much-improved website, better PowerPoint
slides, and new test question.

* A Capstone case on Arthur Andersen has been added at the end of Part 3 to give
students an opportunity to apply this book’s framework to an actual catastrophic
business failure.

Capstone Case Study: Arthur Andersen

The third edition also includes a case study of the collapse of the worldwide accounting
firm Arthur Andersen, following revelations about Andersen’s involvement with Enron.,
The case describes Andersen’s history from its founding in 1914, its entry into the con-
sulting business, and its bitterly disputed spinoff Andersen Consulting, to its humiliac-
ing conclusion—a guilty verdict on a felony charge that it had obstructed the SEC’s in-
vestigation of Enron and subsequently being prohibited from auditing publicly traded
companies. Andersen discontinued its auditing practice in August 2002. In the 1990s
Arthur Andersen made significant changes in its organizational architecture. This case
vividly illustrates how a failed organizational architecture can destroy a once thriving
firm. Located at the end of Section 3, the case provides ample opportunities for students
to apply the book’s conceptual framework by requiring students to analyze:

* The effects of environmental and strategic changes at Andersen on its organiza-
tional architecture.

* The claim that Andersen’s problems on the Enron audit were due to a few “bad
partners” in the organization.

* How Andersen might have avoided this calamity.

* The relationship between the “hard” and “soft” elements of Andersen’s corporate
culture. -
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New and Improved Supplements

Instructor’s CD-ROM -

The Instructor's CD-ROM contains the Instructor’s Manual, the Test Bank, and the
PowerPoint slides. The Instructor’s Manual is written by the text authors and includes
overviews of the chapters, chapter outlines, teaching suggestions, supplementary discus-
sion and questions for the case studies within the chapter, and review questions and
answers. The Instructor's Manual also contains Sample Course Syllabi and Sample
Exams. For the first time, this edition will be accompanied by a Test Bank, written by
David Ciscel of the University of Mempbhis, available on the Instructor’s CD-ROM
with 500 multiple-choice questions. It also provides over 400 colorful PowerPoint
slides, created by Charles M. Gray of the University of St. Thomas to correspond with
the chapters.

www.mhhe.com/economics/brickley3

Instructors will find lots of new resources on the website to accompany the third edition.
In addition to the online Instructor’s Manual, PowerPoint slides, Chapter Summaries
and Outlines, and End-of-Chapter Review Question Solutions, we have added Teach-
ing Tips and Classroom Exercises by Charles M. Gray and Kathryn Combs of the Uni-
versity of St. Thomas that feature in-class experiments such as online auctions. Students
will find updated fill-in-the-blank and application problems (with answers), links to
Standard and Poor’s and Business Week, Related Web Links, and a new Bibliography for
Further Reading.

Wall Street Journal Edition

Students can subscribe to the Wall Street Journalfor 15 weeks at a specially priced rate of
$20 in addition to the price of the text. Students will receive a “How to Use the WS/ ”
handbook plus a pass code card shrink-wrapped with the text. The card directs students
to a website where they enter the code and then gain access to the WS/ registration page
to enter address info and set up their print and online subscription, and also set up their
subscription to Dow Jones Interactive online for the span of the 15-week period.

HAA: ABEMAEE “BIE" PRI “New and Improved Supplements”, ¥} F R4
FERBHOERET, RAAERESEFERIUMENRS, 0F B4
R P S

BXRHIE: 64981059, 64983296, E-mail:marketing@ncc~pub.com




2w
ACKNOWLEDGMENTS

No textbook springs from virgin soil. This book has its intellectual roots firmly planted
in the work of dozens who have toiled to develop, test, and apply organization theory.
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