Second Edition




Managerial Economics and
Organizational Architecture

Second Edition

JAMES A. BRICKLEY
CLIFFORD W. SMITH, Jr.
JEROLD L. ZIMMERMAN

William E. Simon Graduate School

of Business Administration

University of Rochester

) McGraw-Hill
' Irwin

Boston Burr Ridge, IL Dubuque, 1A Madison, Wi New York San Francisco St. Louis
Bangkok Bogota Caracas Lisbon London Madrid
Mexico City Milan New Delhi Seoul Singapore Sydney Taipei Toronto




McGraw-Hill Higher Education 57

A Division of The McGraw-Hill Companies

MANAGERIAL ECONOMICS AND ORGANIZATIONAL ARCHITECTURE
Published by McGraw-Hill/Irwin, an imprint of The McGraw-Hill Companies,
Inc. 1221 Avenue of the Americas, New York, NY, 10020. Copyright © 2001,
1997, by The McGraw-Hill Companies, Inc. All rights reserved. No part of this
publication may be reproduced or distributed in any form or by any means,
or stored in a data base or retrieval system, without the prior written consent
of The McGraw-Hill Companies, Inc., including, but not limited to, in any
network or other electronic storage or transmission, or broadcast for
distance learning.

Some ancillaries, including electronic and print components, may not be
availabte to customers outside the United States.

This book is printed on acid-free paper.
234567890DOW/DOW 0987654321

ISBN 0-07-231447-8

Senior sponsoring editor:  Paul Shensa/Marilea Fried
Marketing manager:  Nelson Black/Martin Quinn
Senior project manager:  Gladys True

Production supervisor:  Rose Hepburn
Supplement coordinator:  Betty Hadala

Media technology producer: Ann Rogula

Art director:  Francis Owens

Cover and interior design:  Brad Thomas
Compositor:  Interactive Composition Corporation
Typeface: 10.75/12 Adobe Garamond

Printer:  R. R. Donnelley & Sons Company

Library of Congress Cataloging-in-Publication Data

Brickley, James A.

Managerial economics and organizational architecture / James A. Brickley, Clifford W.

Smith, Jr., Jerold L. Zimmerman.—2nd ed.
p. cm.

Includes index.

ISBN 0-07-231447-8 (alk. paper)

1. Managerial economics. 2. Organizational effectiveness. |. Smith, Clifford W. II.
Zimmerman, Jerold L., 1947-1I. Title.

HD 30.22 .B75 2001
658-dc21 00-036959

www.mhhe.com



PREFACE

A quiet revolution is occurring within business schools. Bright, young econonr.lists are
conducting path-breaking research in organizational economics, and then using this
research to revitalize the curriculum. Armed with powerful theories and access to
unprecedented data, we now have a rich set of managerial insights to teach about the
workings of organizations and markets.

Thirty years ago, teaching managerial economics to business students was truly a
“dismal science.” Many students dismissed the standard economic tools of marginal
analysis, production theory, and market structure as too esoteric to have real relevance
to the business problems they believed they would encounter. Most of these students
knew they would not be responsible for the pricing decisions of their fucure employers.
They sought positions in large firms, eventually hoping to manage operations, market-
ing, finance, or information systems staffs. But a new generation of economists bcgan
applying traditional microcconomic tools—initially to problems involving corporate
governance, executive compensation, mergers, and acquisitions. More recently, econo-
mists have turned their attention to the internal structure of the firm. Consequently, the
managerial economics course now presents a rich menu of topics that can be used to
demonstrate the power of traditional microeconomics tools.

We have been extremely gratified by the reception afforded the first edition of Man-
agerial Economics and Organizational Architecture. Adopters report thar the first edition
helped them transform their managerial economics course into one of the most popular
required courses within their core curriculum. The first edition had as its foundation
recent economics research that applies powerful economic tools of analysis, such as
optimization and equilibrium, to examine how managers can design organizations
that motivate individuals to make choices that increase a firm’s value. Our second
edition continues to focus on the fundamental importance of markets and organiza-
tional design. In other books, there has been litcle coverage of such managerially
important ropics as developing effective performance-evaluation systems and compen-
sation plans, assigning decision-making authority among employees, or managing
transfer-pricing disputes among divisions. Given the increased pressures on managers
to structure more effective organizations, this omission has been both significant and
problematic. Our first objective in writing this book has been to provide current and
aspiring managers enrolled in business programs with a systematic, comprehensive
framework for addressing such organizational problems.

Before our first edition, faculty who wished to teach courses based on this emerging
literature had to rely primarily on academic articles, which frequently were accessible
only to the most determined students. This lack of accessible teaching materials severely
limited the breadth of topics that could be covered in such a course. To that end, we
have strived to write the underlying theoretical concepts in simple, intuitive terms and
to illustrate them with numerous examples, most drawn from actual company practice.

Changing Nature of the Curriculum

Increasing global comperition and rapid technological change are prompting firms to
undertake major organizational restructurings as well as producing fundamental indus-
try realignments. Firms now attack problems with focused, cross-functional teams.
Many firms are shifting from functional organizational structures (manufacturing, mar-
keting, and distribution) to fatter, more process-oriented organizations. Moreover, this
pace of change shows no sign of slowing. Business and economics students recognize
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these issues; they want 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 techni-
cal expertise in a single functional area (whether operations, accounting, finance,
information systems, or marketing) is not sufficient. To be effective managers within
this environment, students must develop cross-functional skills. To meet these chal-
lenges, business schools are becoming more integrated. Courses build on one another.
Problems faced by managers are not just finance problems or operations problems or
marketing problems. Rather, most business problems involve elements that cur across
traditional functional areas. And for that reason, the curriculum must encourage
students to apply concepts they have mastered across a variety of courses.

A second reason for writing the book has been to provide a multidisciplinary, cross-
functional approach to organizational economics. We believe that this is critically
important. Our interests span economics, finance, accounting, information systems, and
financial insticutions; this has allowed us to draw examples across a number of functional
areas to demonstrate how this underlying economic framework can be used to analyze a
variety of problems managers face regularly.

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. We present this important material in an organized,
integrated, accessible manner.

Through this text, readers will gain an understanding of the basic tools of economics
and how to apply them to solve important business problems. Although 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 elements of business environment (technology, competition in input
and output markets, and regulation) drive 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.

* 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 managers to achieve their desired results.

* 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.

Moreover, organizational architecture provides a more integrated and comprehensive
view of material presented elsewhere in the business curriculum.

Our View of Content and Pedagogy

A variety of topics could be covered in an economics textbook. This book focuses on
topics that we believe are most relevant to managers. For instance, the book provides
an in-depth treatment of compensation policy, outsourcing, transfer pricing, and
management innovations. But we spend little time on public policy aspects of topics,
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such as minimum-wage legislation, antitrust policy, and income redistribution through
the welfare system or the tax code. A number of other important features differentiate
this book from others currently available:

* 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. We then demonstrate
how to apply the framework to specific organizational problems.

* We have tried to write a readable book. Reviewers, instructors, and students
found the first edition accessible and interesting. The analysis in the text uses in-
tuitive descriptions and simple examples; more technical material is provided in
chapter appendices for those who wish to pursue it.

* Numerous examples drawn from the business press and our experiences illustrate
the theoretical concepts These examples, many highlighted in boxes, reinforce
the underlying principles and help the reader better visualize the application of
abstract ideas. Each chapter begins with a specific case history that is used
throughout the chapter. This provides an important pedagogical device that uni-
fies the chapter and aids the reader in recalling and applying the key constructs.

* Nontraditional economics topics dealing with strategy, outsourcing, leadership,
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 ethics. The last five chapters examine recent manage-
ment 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 experi-
ence, 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 those
they might encounter as managers.

Alternative Uses for the Text

Our book is an effective tool for a variety of classes at the MBA, executive MBA, or
undergraduate level. The literature on the economics of organizations provides the
foundation for this book. The basic material on managerial economics is presented in
Parts 1 and 2—the first 10 chapters. The tools necessary for understanding and apply-
ing 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 who have been out working (and hence not in a classroom) for some time
and for those who did not major in economics as an undergraduate. Those with an eco-
nomics background may choose to forgo components of this material. We have struc-
tured our discussions of demand, production/cost, market structure, pricing, and strat-
egy to be optional. Thus, readers who do not want to review these tools can skip
Chapters 4 through 9 without loss of continuity. The inclusion of this material allows
this book to be used in an introductory managerial economics course as well as in a
course that specifically focuses on organizations, where students would have had a prior
economics course.

We strongly recommend that all readers cover Chapters 1 to 3 and 10; these chapters
introduce the underlying tools and framework for the text. Chapters 4 to 9, as we noted
above, cover the basic managerial economics topics of demand, costs, production, market
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structure, pricing, and strategy. Part 3 (Chapters 10 to 17) develops the organizational ar-
chitecture framework; we recommend thar these be covered in sequence. Finally, Part 4
(Chapters 18 to 22) covers special managerial topics: outsourcing, leadership, regulation,
cthics, the process of management innovations, and managing organizational change.
They are capstone chapters—chapters that apply and illustrate the framework. Chapter 22
offers a particularly useful summary of the implications ot our analysis. Instructors can as-
sign these chapters based on their specific interests and available time.

Second Edition

This edition differs from the first in several ways:

* The core microeconomics material in Chapters 4 to 7 has been enriched. For
example, we expanded our analysis of pricing with market power and made it a
separate chapter (Chapter 7).

*+ Two chapters on the economics of strategy (Chapters 8 and 9) have been added—
the second providing a broad array of game theory applications.

* A chapter on the economics of regulation (Chapter 20) has been added. We focus
on how regulation constrains a firm’s decisions and how firms participate in the
political markets for regulation.

* Weend the book with a general discussion of the economics of changing organi-
zational architecture and the role played by management innovations (like TQM
or reengineering) in this process.

* Many of the examples used throughour the text have been updated, with new
ones added that focus especially on international and e-commerce.

* More end-of-chapter cases and problems are included.

* Each chapter has been revised to enhance the books readability.
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