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A.  Economics and Managers

Introduction


This is a book about economics and managers, how an economic perspective can aid in understanding the things managers can accomplish, and about how using the tools of economics can help managers do their jobs better.  It’s also about how economic thinking provides a framework for looking at the performance of firms, the factors that influence performance, and for identifying alternative courses when unsatisfactory performance signals the need for change.


How firms perform turns out to be critical because firms are the organizations that produce, distribute, and sell all the goods and services available in an economy.  When, within a competitive environment, firms perform well, buyers can count on benefiting from efficiency (no wasted resources), innovativeness, and responsiveness on the part of firms.  In contrast, inefficiency, stagnation, and inattention to buyers’ requirements would characterize an economy where weak performance is accepted.  As we know, all kinds of factors can influence how firms perform, but we’ll focus on the role of managers, from an economic perspective, in shaping performance.  Within organizations, managers are the decision-makers, and while making good decisions isn’t always enough to deliver good performance, consistently making bad decisions is bound to lead to disappointment.  

It’s possible to read a lot about the work managers do without coming across indications of the role economic thinking can play in helping them do their work better, and it’s also possible to study a lot of economics without seeing any managers in the picture.  This book stems from the belief that bridging this gap can bring significant payoffs in terms of both an increased familiarity with important ideas from economics and a focused examination of problems that face managers from the vantage of economics.


Our topics, then, can be thought of as covering economics for managers and the economics of managers.  In looking at economics for managers, the emphasis will be on how managers can employ economic tools and perspectives to shape the decisions and actions that ultimately determine firms’ performance.  Examining the economics of managers will focus our attention on managers as a key resource, with the potential for exerting a huge influence on firm performance.  To have firms that consistently deliver the performance we hope for doesn’t happen through luck or by accident; instead, it’s the result of decisions and actions by managers.  The economics of managers involves applying an approach grounded in economics to study these decisions and actions.


Viewed from a wide perspective, the on-going sequence of decisions and actions of managers reflect a firm’s strategy.  In simple terms, we can think of a strategy for a firm as a plan for competing successfully.  It turns out that the approach of the book will naturally lead to the consideration of how economic thinking can play a significant role in developing and executing a strategy, which, as we’ll see, turns out to be important not just for the top managers but also for managers and employees at every level within a firm.


In describing the book, the words “managers,”  “firms,”  “economics,” and “strategy” provide labels for the content, but they don’t say much about how we’ll draw these components together to deliver a package that’s coherent and, above all, useful.  To accomplish this, we’ll use economic analysis to describe and think about the key activities of firms in real-world situations where managers have to deal with the challenges from many directions, including buyers, suppliers, employees, competitors, new technologies, and changing government policies.  We’ll see that the economic approach provides managers with ways to size up these challenges, anticipate the likely results of alternative decisions, and coordinate the activities of lots of people.  Our results should be an increased understanding of economics along with a conviction about the usefulness of economic analysis to managers.


The remainder of this chapter will provide a closer look at our principal building blocks:  firms, managers, and the economic approach.  The final section of the chapter will sketch out an overview of the rest of the book.

Firms and Markets


When we think about firms from an economic perspective, it’s useful to focus on the functions they perform rather than other characteristics, such as their size, the organizational form adopted, or whether they are in the private or government sector.  For our purposes, firms are the organizations that carry out the activities of producing, distributing, and selling goods and services.  Firms are thus the basic units on the production side of the economy, where goods and services are created through combining inputs, moved across distance and time, and sold to final users.


This is a broad concept of a firm, taking in the full range of size and complexity, from an individual owning and operating a one-truck local delivery service to the largest, most diverse corporation.  Although we ordinarily think of firms as being in the private sector, government agencies that provide services such as education (schools and universities), security (fire departments and police forces), and recreational facilities (parks and swimming pools) also qualify as firms for our purposes.  From a legal perspective, firms can take on a variety of forms, including proprietorships, partnerships, and corporations.  As we’ll see in the next two chapters, these legal forms can also have important implications in terms of economics.


After stripping away the multitude of characteristics that make firms appear different as a way of understanding the distinguishing feature that all firms share, we’re left with the idea that we can apply the label “firm” to any organization that carries out activities that lead to producing, distributing, selling, or servicing.  Although we naturally think first of specific firms in terms of features like their products, assets, or brands, we know that what gets done by firms are activities such as designing new products, operating factories, taking orders, and collecting payments from buyers.  In the midst of an incredible diversity among firms in the specifics of these activities, there is one central task that takes on special significance:  the coordination of everything that’s happening so all the individual tasks contribute effectively to the overall outcome.  In handling this coordinating role, firms make it possible for individuals to combine forces to produce and distribute goods and services in ways that would be impossible if they were acting alone.


To see the significance of this, imagine an economy where individuals or families worked in isolation, doing everything for themselves.  Attempting to do everything would naturally put severe limits on what could be included in the basket “everything,” because the lack of skills and time would make it impossible to perform many potentially important activities.  The result would be a primitive economy characterized by low standards of living.


This imagined setting serves to emphasize the vital role performed by specialization, the process through which individuals focus their energies and skills on just a small number of specific productive activities, rather than on a broad range.  Specialization works because it makes us more productive, enabling increases in output relative to what would be feasible if we all tried to do everything.  The gains resulting from focusing and specializing come from our collectively overcoming the natural limitations we all face as part of being human.


We’re all familiar with the frustration and disappointment that come from trying to do things for which we lack the know-how or skills.  There are two ways to overcome this frustration and disappointment.  We can take steps to acquire the knowledge and skills required to perform some additional tasks; we study and learn, we observe, we practice, we accumulate experience. Clearly, though, there are limits on the capacity of an individual or family to gain access to goods and services through the do-it-yourself approach.  The alternative is to avoid activities where we know we don’t have what it takes to perform at an acceptable level. We rely on others to accomplish lots of activities—we outsource them to others who have become specialists.  


These obvious points explain why specialization is so critical.  If we tried to do everything ourselves, we probably wouldn’t be particularly good at anything, and we wouldn’t have access to all the things that we weren’t doing.  In contrast, by specializing, we focus and get better through repetition, by accumulating experience, by learning from our mistakes, and by saving time that would otherwise be lost from starting and stopping lots of different tasks.  At the most general level, capturing the benefits of specialization has been one of the drivers making possible increases in income levels and standards of living throughout much of human history.


Given recognition of the importance of specialization, a natural next step is to examine what it takes to get plenty of specialization.  It’s easy to imagine situations where efforts to specialize prove unsuccessful because the activities of all the specialists don’t fit together smoothly to yield complex products or services.  For the potential benefits from specialization to be realized, the basic requirement is for arrangements that make it easy and inexpensive for all those doing the specializing to have their efforts coordinated.  Ultimately, that’s the role of markets and firms—to provide the coordinating infrastructure that brings many individuals in diverse roles together to achieve an outcome representing something much greater than could be realized from individual, unspecialized activity.  We can think of markets and firms, as Alchian and Demsetz put it, as mechanisms developed to “facilitate cooperation.” 
  


In an environment where production processes and the resulting products are extremely simple, markets could be expected to handle the coordination function.  For example, in an economy where family-based farming and fishing were the only productive activities, minimal coordination would be required inside the firms.  Buying and selling among households would move products from producers to users, and the emergence of shortages and surpluses would encourage producers to rethink their decisions about output levels and productive activities.  In contrast, as products become more sophisticated and production techniques become more complicated, firms will necessarily become more complex and the requirements for coordinating more and more specialized tasks will increase.     


Looking at firms in this abstract way will contribute significantly as we consider what can go right as well as go wrong within firms.  It can also clarify the difference between firms as entities and their constituent elements.  Viewing firms as organizations that provide coordinating mechanisms makes it clear that it’s not possible for firms to take on aspects of the identity frequently ascribed to them.  

For instance, in conversations about alternative types of taxation, the corporate income tax is frequently discussed in terms of the burden it imposes on the firms paying the tax.  In reality, a firm, as an organization, lacks the capacity to bear this burden; it merely serves as a collection point.  Who actually bears the burden of a tax on corporate income is a complicated question, with stockholders (owners), customers, and employees among the possibilities.


In facilitating cooperation, firms represent the manifestation of a network of relationships among a set of potentially diverse participants, including employees, suppliers, customers, stockholders, lenders, and government agencies.
  When things go smoothly, this network of relationships can deliver wonderful performance, and a primary role for managers is to contribute to the realization of this potential.

Managers


Just as it’s useful to keep in mind a somewhat non-traditional idea of a firm, we’ll adopt at times what may be a novel approach for categorizing individuals as managers.  Again, the approach is to abstract from the conventional trappings associated with a familiar feature of our landscape in order to capture an essential, defining characteristic.  In everyday practice, the features that distinguish managers might include the type of compensation arrangement (salary rather than hourly wages), the exercise of supervisory authority over subordinates (bossing other people around), or a job description emphasizing indirect or supporting responsibilities, rather than direct responsibilities such as producing, servicing, and selling.


Often it is natural to link these responsibilities to boxes in an organization chart. For example, in his studies of business history, Alfred Chandler identifies the emergence of the administrative or managerial role and the growth in the number of individuals performing this role as among the key factors enabling the development of the modern economy.
  From the perspective of a formal classification scheme, the identities of the individuals who should be classified as managers are easy to establish.  They are individuals involved in supervising and coordinating the activities of employees, monitoring performance and making adjustments as needed, planning and anticipating input requirements, and figuring things out and making decisions.  For example, in a factory setting with a traditional assembly line structure, the traditional distinction between managers and workers is clear.


While for many purposes it’s helpful to maintain this distinction, for this book it’s important to recognize that many employees have responsibilities traditionally associated with managers, even though they are not technically classified as managers.  As the economy and the businesses that comprise it have continued to evolve, it’s no longer the case that the responsibilities to monitor, to make adjustments, to coordinate, to figure things out, and to make decisions are isolated in the hands of individuals uniquely identified as “managers.”  The realities of modern economic activity require that individuals in jobs assignments and work units throughout the typical organization take on responsibility for these “managerial” tasks.  Frequently, the assignment of these responsibilities will not occur formally or explicitly; instead, the nature of the work to be done means that the exercise of certain managerial duties is simply built into jobs that aren’t classified as managerial.  When individuals act in this capacity, there are advantages to regarding them as “unofficial” managers, in contrast with “official” managers.


As we’ll see throughout the book, the fact that managerial responsibilities are typically widely distributed, rather than concentrated in identifiable individuals, has major implications for understanding the factors that influence firms’ performance.  In looking at the economics of managers, we’ll recognize this reality by emphasizing that performance-shaping decisions occur throughout a firm, not just in managers’ offices.  In looking at economics for managers, we’ll stress the wide applicability of our analytical tools; they’re too valuable to be left exclusively in the hands of those formally labeled as managers.  

Economics and the Economic Way of Thinking


This book will provide you with a look at economics from a managerial perspective by emphasizing two distinct ways that managers, official and unofficial, can use economics.  First, we will cover an interrelated set of topics, drawn from the body of economics as a discipline, that focus on specific issues confronting managers of every firm.  Second, you will become familiar with the economic approach to thinking about problems involving the choices people make in general.  This approach turns out to be a powerful tool with wide applicability in sizing up situations confronting managers.  As a practical matter, these perspectives can’t be separated, but as we get started, it’s useful to be aware of both.


As a discipline, economics covers a rich, broad, constantly expanding territory.  For purposes of charting the territory, it’s traditional to split economics into two parts, microeconomics and macroeconomics.  Microeconomics deals with behavior at the level of single units operating in the economy, including individuals, families, and firms.  A micro perspective is appropriate in situations where we want to analyze the decisions these units make and the likely consequences these decisions will have for performance.  Microeconomics also includes the study of markets, where buying and selling units interact, and industries, where the outcomes of decisions made by suppliers can be analyzed.

A substantial portion of microeconomics focuses directly on the economics of firms; other areas within microeconomics include public finance, dealing with issues such as taxation and government spending, labor economics, and environmental economics.  As we’ll see, many of the central issues of microeconomics involve core problems facing managers, and the framework drawn from microeconomics provides a basis for developing models for managers in dealing with these problems.  Concepts and terminology of microeconomics can also contribute to a language that can be shared by the people within a firm, improving the flow of information that enables successful communication and coordination.  The same micro framework is also valuable to outsiders, including investors and investment analysts, suppliers, and customers who must develop an understanding of firms and industries.


Macroeconomics focuses on economic activity and performance at the aggregate or economy-wide level, including such dimensions as national income, unemployment, and inflation.  Macro also furnishes the framework for forecasting the likely responses of key dimensions of the economy to changes in fiscal and monetary policies.  While macroeconomic forces play a major role in shaping the environment within which firms operate, this book will not examine macro topics directly.


It’s important to remember that in the modern economic setting, policy decisions by government bodies operating at local, state, national, and international levels have significant effects on the performance of the economy as a whole as well as individual firms and industries.  Oftentimes intense differences in opinion exist about the desirability of a particular government policy, and groups with different views about a policy proposal will naturally attempt to influence the outcome of the decision process.  Frequently in these policy debates groups on all sides of an issue will cite the opinions of economists to support their positions and to refute the views of other groups.  In this contentious environment, it’s easy for observers to conclude that economics as a discipline consists mostly of unanswered (or unanswerable) questions and unsettled controversies.


Such a conclusion would be both inaccurate and unfortunate.  A large body of non-controversial economic ideas is in place; these ideas can be used to aid our understanding in a wide range of situations.  To ignore the potential contribution of economic analysis in these situations, based on the mistaken impression that an economic argument could be used legitimately to support virtually any course of action, runs the risk of throwing away a toolbox filled with useful tools.

The Economic Way of Looking at Behavior


Although economics conveys an understanding of specific ideas managers can apply, such as how changes in the availability of inputs will influence prices for goods and services or whether firms in an industry must attain a minimum size to be viable, economics also furnishes a way of thinking about how individuals behave in situations where they have choices to make.  In turn, this approach to human behavior can be used to anticipate reactions to changes whose effects will be significant in terms of firm performance.  Thinking about how individuals in a variety of roles, including those of buyers, employees, and suppliers, react can be the central element in developing models whose predictions guide managers in planning, coordinating, and making decisions. Besides items of specific content, it is this economic way of thinking that ultimately provides a basis for the benefit managers can gain from economics.


The economic way of thinking begins with simple ideas about individuals’ behavior.  The basic assumption is that individuals have interests or objectives they pursue, while limitations of time, income, and other factors make it impossible for individuals to satisfy fully all their objectives.  As a result, a basic reality of human existence is the necessity for making choices.  In the face of these choices, the economic approach assumes that individuals will attempt to do the best they can in pursuing their objectives and that, on balance, they will succeed in identifying the best way.  That is, they will tend to find the best way of accomplishing their objectives, by, among other things, not repeating the same mistakes.  In an economic sense, the term rational behavior is used to refer to this tendency to get things right in the process of choosing among available options.  Individuals will continuously be weighing the benefits and costs of alternative sets of choices and pursuing the alternatives that are likely to contribute the most toward achieving their objectives.  


An important aspect of this view of behavior is that individuals are prepared to make substitutions or trade-offs in pursuing their objectives.  This willingness to make trade-offs underlies the common-sense realization that changing opportunities and circumstances will make alternatives more or less appealing.  To do the best we can in pursing a set of objectives frequently requires us to react and modify our behavior in the face of changes in the benefits or costs stemming from our choices and activities.  Changes in incomes, prices, the availability of products, and future employment prospects will all trigger reactions and adjustments in an on-going process.  The economic view of behavior emphasizes that, given time to adjust and given an understanding of the consequences of alternative choices, individuals will react as circumstances change.  The implications of this view emphasize the importance of examining the consequences of potential adjustments from the perspective of the interests of the relevant individuals.  The influences that matter the most will be the ones that most directly affect the interests of these individuals.


It’s worth emphasizing that the economic view of behavior does not assume individuals won’t make mistakes as they pursue their objectives.  In the absence of complete information or full understanding, mistakes are inevitable.  Rational behavior involves learning from mistakes and experience, not infallibility.  In addition, it’s also completely rational to rely on approximations, rules of thumb, and habits in making choices.  These approaches can cut down on the costs of gathering and processing information, resulting in outcomes that are best when all the elements of the decision situation are accounted for.


The economic way of thinking about behavior offers one perspective for understanding and predicting the choices people make.  In pursuing their interests, on occasion individuals will act in ways that others haven’t anticipated or won’t find satisfactory.  The economic perspective suggests that to explain or change choices, the first step lies in understanding how the objectives of the people making choices are influenced by their choices, relative to the alternatives.  This contrasts with an approach that would start with the idea that people persist in choosing the “wrong” options because they ignore relevant information or mistakenly assess the consequences of the alternatives.  

For example, an economics-based examination of the differences between Americans and Europeans in their preferences for gas-guzzling automobiles would emphasize factors such as gasoline prices (including taxes), availability of parking, and length of the average automobile trip.  In contrast, alternative views, based on sociological ideas related to attitudes or social values, might emphasize the Americans’ alleged insensitivity to environmental concerns or excessively materialistic culture.  Similarly, an economics-based policy designed to reduce the number of gas guzzlers on the road would probably focus on raising gasoline prices.


The economic approach, focusing on the pursuit of self-interest as a basis for understanding choices, has implications for both of the central concerns of the book.  With respect to economics for managers, the idea is that as a first step, managers should think like economists by examining how the interests of the people making choices are being influenced by their decisions.  Then, if altering the choices made is desired, ways to change the balance between the benefits and costs of the various alternatives can be considered.  As we’ll see, adopting this approach can provide a foundation for developing and assessing managerial responses to opportunities and threats.  Similarly, in considering issues under the heading economics of managers, the economics-based approach constantly reminds us that managers are subject to the same influences as others with choices to make—they will consider the impact of alternatives in terms of the bundle of interests they have and make choices on this basis.  To emphasize this point, we’ll conclude our discussion with an example.

 Whose Interests?  An Illustration


Occasionally we see a situation where it looks as if the managers of most of the firms in an industry have all made similar decisions with what turn out to be terrible results.  For example, in commercial real estate development there can be periods when building activity surges, leading to dramatic increases in office space available in a market.  All too frequently, the result is a glutted market, leading to bankruptcies and large losses for investors and lenders.  When this happens, it’s natural to wonder what happened—how could all the smart people involved make what turned out to be such dumb decisions?  Why couldn’t they foresee the likely result and change course to avert a disastrous outcome?


These are complicated situations with multi-faceted explanations.  As a start, one approach to analyzing over-building from the perspective of the economic way of thinking would focus on the interests of the decision makers to see if their decisions were consistent with efforts to achieve their objectives.  Under this approach, at least one part of the explanation stems from the way managers who make the decisions about launching the building projects (the developers) and providing the financing (the lenders) respond to the incentives they see.  An alternative, non-economic interpretation might emphasize the influence of psychological tendencies to follow the crowd in a mindless, irrational way, succumbing to a wave of unfounded enthusiasm that causes managers to lose their senses.


In fact, a strain of economic analysis has explored situations where it’s completely rational, from the perspective of decision-makers, to follow a crowd or join a herd.  To see how this can happen, think about the way the performance of managers can be evaluated.  One approach is to rely simply on how their decisions turn out, inferring that managers who make decisions that turn out well are able, high-quality managers, while those whose decisions turn out poorly are incompetent.


The problem with this approach is that the outcomes of specific courses of action are influenced by all kind of factors beyond the control of managers.  At the time a decision to launch a project is made, the best available information and analysis can indicate that beginning construction is clearly appropriate.  Two or three years later, when the building is completed, things may have changed in ways that were impossible to anticipate.  The result:  a bad outcome, even though the decision-makers did everything right.


To deal with this problem, organizations might rate managers not only on the outcomes of the decisions they make but also on the basis of their judgment.  To assess judgment, a simply approach would rely on of whether they reach decisions similar to the ones made by other managers with reputations for probity and good judgment.  In such a setting, one of the rating factors considers the performance of a manager relative to the decisions made by other managers with reputations for good judgment.  Following a course like the one taken by others with admirable reputations furnishes evidence of good judgment, no matter the outcome. 


Now, think about the reaction of managers who understand the rules of the evaluation process.  Knowing their forecasts of the future may turn out to be inaccurate, and also knowing that, in part, they will be evaluated in terms of whether their decisions coincide with the judgments being reached by others, managers may reasonably conclude that there are benefits to joining the crowd.  If this assessment is generally held by managers in an industry, then a tendency will exist for each to consider the decisions other managers are reaching, and quite possibly, go along with the herd.  What we have is rational herd behavior, where managers find it in their interests to follow the course others are choosing.  Rather than relying just on their independent assessments of the situation, managers, by going with the herd, can contribute to a situation with a decidedly unfavorable collective outcome.  In the real estate market, the result can be one that pushes building activity to extremes of overbuilding or underbuilding.  The herd behavior, along with the unsatisfactory results it produces, is understandable once we have identified the incentives managers face.


The ideas behind rational herd behavior are not new ones.  For example, Scharfstein and Stein cite the work of John Maynard Keynes, who discussed crowd psychology as a factor influencing investment decisions.  Keynes contrasted the “long-term investor,” who attempts to make decisions based on an accurate assessment of the long-term fundamentals, with a speculator “who tries to guess better than the crowd how the crowd will behave.” Keynes observed that:

Finally it is the long-term investor, he who most promotes the public interest, who will in practice come in for most criticism, wherever investment funds are managed by committees or boards or banks.  For it is the essence of his behaviour that he should be eccentric, unconventional and rash in the eyes of average opinion.  If he is successful, that will only confirm the general belief in his rashness; and if in the short run he is unsuccessful, which is very likely, he will not receive much mercy.  Worldly wisdom teaches that it is better for reputation to fail conventionally than to succeed unconventionally.


Keynes here clearly recognized the appeal to managers of being in the herd when investments are unsuccessful.  Peter Lynch, the legendary mutual fund manager, saw a similar situation for portfolio mangers, where being part of the herd provides a mechanism for sharing the blame when certain stocks don’t perform well.  Lynch wrote:

In fact, between the chance of making an unusually large profit on an unknown company and the assurance of losing only a small amount on an established company, the normal mutual-fund manger, pension-fund manger, or corporate-portfolio manager would jump at the latter.  Success is one thing, but it’s more important not to look bad if you fail.  There’s an unwritten rule on Wall Street:  “You’ll never lose your job losing your client’s money in IBM.”


The point here is not that managers are incapable of acting independently but that self-interest, as perceived by managers as decision-makers, will always be part of the decision process.  Recognizing how self-interest can give rise to rational herd behavior is the first step in developing mechanisms to counter its influence or mitigate its consequences.  More generally, we see how the economic approach, with its emphasis on the pursuit of self-interest, contributes to an appreciation of how significant the incentives facing individual decision-makers can be.  From an organizational perspective, the design of incentive arrangements becomes a key task.  In the next chapter, we’ll look at this problem in detail.
Overview of the book

(To be completed.)
B.  Firms, Managers, and Coordination


In this chapter, we’ll look at the roles of firms and managers as a way to understand how managers’ decisions and actions influence the performance of all kinds of organizations.  We’ll focus on how an approach based on economics leads to one way of identifying the sources of problems when performance falters.  The diagnosis leads, in turn, to economics-based prescriptions for dealing with the problems.  Although we start with a simple organization, we’ll see that the basic insights can be generalized to apply to vastly more complicated situations.


Our discussion begins with a real-world case study that provides a clear picture of what can happen when the coordinating mechanisms within a firm break down.  In the case, notice the contrast between the two organizations described. 

Case 1:  “Diverging Tides”

“At East Coast Ports, Labor Relations Often Determine Prosperity”

  NORFOLK, Va.—Raymond Watson, crane operator and union man, is keeping a close watch on productivity these days.  A computer screen in his rig tells him how many containers he has lifted off ships in port, and he keeps an eye on work done by cranes nearby.  Naturally, there is competition among operators, he says.  “It’s just pride in what we do.”


Drive north 150 miles to Baltimore, and the scene is quite different.  Charles Byard, a clerk on duty at Baltimore’s sprawling Dundalk Marine Terminal, is reading a newspaper, his feet propped up on his desk.  The truck drivers lined up six-deep at the nearby check-in window aren’t’ his problem, he says.  He processes outbound containers only; besides, he insists, the computer for handling incoming cargo is already occupied.


It isn’t hard to see why Baltimore’s port has been losing business to Norfolk in recent years.  Messrs. Watson and Byard provide a snapshot of the vastly different labor relations—and work ethics—at the two ports.  

More Business


In Norfolk, where members of the International Longshoremen’s Association work closely with management, shipping traffic has jumped 130% in the past decade, making the center one of the largest general-cargo ports on the East Coast.  Management is so pleased with productivity it has rewarded the port’s crane operators with a special lounge with sofas and a TV set.


In Baltimore, on the other hand, relations between labor and management have been frosty at best, and it shows on the docks.  Partly because of work slowdowns, strikes and the port’s inability to keep up with change, traffic has dropped 21% in the past 10 years.  Until last January, it was the only port in the U.S. where workers refused to work in the rain, though today local unions will vote on a new four-year contract that could help the port become more competitive.


Labor isn’t the only reason the fortunes of the two ports have been diverging, of course.  For years, Baltimore had a geographical advantage over Norfolk:  It is physically closer to the Midwest, so shippers had lower rail expenses after they unloaded goods destined for the American heartland.  But after the railroads were deregulated in 1980, one into Norfolk slashed its rates.  Ships no longer had to wend their way up the Chesapeake Bay to unload at Baltimore; Norfolk—right on the ocean—had a new allure.

Gaining Advantage


That made it imperative for Baltimore to find new ways to stay competitive, and here is where labor became key.  “Labor relations seem to be tending toward extremes,” says Robert McKersie, professor of industrial relations at MIT.  “Where they follow the Norfolk model, they boost key industries.  Where the Baltimore style prevails, there is steady decline.”


In Norfolk, for example, the port’s top labor and management officials talk by telephone daily and meet weekly to resolve problems.  Every three months, terminal officials dine with longshoremen to discuss changes.  Both sides proclaim their common goal to keep business flowing through the port.  The unions “don’t assign unnecessary people or try to saddle us with bad work habits,” says Johnnie Johnson, who heads a group representing local steamship companies.


In Baltimore, meanwhile, the port and labor have squared off frequently.  Port management wants to cut employment, but the ILA has sought instead to restore 100 positions in lost in January.  Last spring, the Maryland Legislature threatened to take direct control of the docks if labor resists cost-cutting measures.  Labor leaders call that “Union busting.”  A wall plaque at one longshoremen’s union local reads:  “Irish diplomacy.  The ability to tell a man to go to hell, and make him look forward to the trip.”


The rancor has taken its toll.  OOCL (USA) Inc., a container shipping company, left Baltimore for Norfolk a few years ago.  “You could sit down with labor in Norfolk and negotiate intelligently without running into a stone wall,” says Ernest Petrocelli, a former general operations director at OOCL.  “In Baltimore, labor wasn’t open to change.  Everything was black and white.”


The push for better labor-management relations is easily apparent in Norfolk.  A new ILA regional headquarters is going up 100 feet from the future offices of Norfolk port managers.  “We want to be close to each other,” says Joseph Dorto, general manager of Virginia International Terminals.   A few years ago, local ILA leader Edward Brown even traveled with port officials to court overseas shipping lines.  “We’re all partners,” he says.  “We treat each other with dignity.”


Mr. Brown has meet management part way by limiting guaranteed wages and agreeing to flexible work rules in certain parts of the port.  For example, the union now permits the same work crew to handle a container barge unloading at different terminals in the port.  (In Baltimore, the ILA has insisted that a new crew be hired for each terminal, increasing costs 20%.)


The new works rules have also helped speed up cargo loading in the terminal.  “After we load a container, we get hammers, nails and saws to shore the freight.  Previously, we waited for carpenters to do that,” says David Stewart, a longshoreman.  Management “must make money for us to make money,” he says.  Adds Fred Nolin, whose job is to check off cargo against the shipping manifest:  “You’re always leery you’ll be taken advantage of.  But the terminal hasn’t abused this at all.”  Mr. Nolin now checks double the number of containers he used to check.  In return, he gets a guaranteed 40-hour work week.


Dockworkers in Norfolk have seen the payoff:  more jobs.  In the last three years alone, membership in Mr. Brown’s union in the Norfolk has grown to 2,000 from 1,800.

A Different Tune


Back in Baltimore, confrontation and mistrust often still mar labor relations, and the number of union jobs on the docks has been declining.  The union “has had some kamikaze people willing to cut their own throats because they have an outdated view of modern port economics,” contends Timothy Maloney, a Maryland state legislator who heads the committee responsible for port funding.  Last January, for example, a dispute over a local contract shut the entire port for three days.  (The last time dockworkers struck Norfolk over a local dispute was in 1968).


Inefficiencies plague Baltimore’s largest container dock, the 570-acre Dundalk terminal.  Port officials claim that the union insists on putting more checkers and clerks than necessary on some jobs:  some of those employees make more than $60,000 a year.  Nonetheless, truck drivers complain of slow service and long waits at checkpoints.  And it’s easy to see why.  At one checkpoint, a clerk on duty peddles fruit from his van.  At another, clerks sell soda and hot dogs to truck drivers waiting in line.  
“They hold up the line to sell their stuff,” says Stanley Lowe, a truck driver.  “Maybe if I got paid by the hour, I wouldn’t mind.”  A manager at Ceres Marine Terminals says he has since dismissed a clerk found selling hot dogs on company time.

The Union Man


Richard Hughes, longtime head of the clerks and checkers ILA local, bristles at complaints about the union.  “Every man I ask for is useful and productive, and by his labor produces economic benefit for the steamship lines,” he says.  And he dismisses charges about clerk inefficiency.  “The truckers used to use us an excuse to say they were stuck in a line that didn’t exist.  They blamed us for inefficiencies they created themselves” by not having proper documentation, he says.


“I have dedicated myself to make sure we have a viable port here,” he continues.  “The ships left because of scheduling problems.  To say the ILA is the problem is ludicrous, because our overall costs are equivalent to those in Norfolk.”


The unions in Baltimore have lately been reaching important compromises with management.  This is particularly so at Seagirt, the state’s new $250 million high-tech container terminal next to Dundalk that was designed to lure business back from Norfolk.  Seagirt officials got to choose the clerks and cargo handlers they wanted, bending some seniority rules.  The clerks also agreed to a staggered lunch schedule, so trucks could be processed without interruption. 


In another conciliatory gesture, Horace Alston, an ILA international vice president, recently joined a trade mission to market Baltimore’s port in the Far East.  The last time the ILA dispatched an envoy on a similar venture, he had to overcome the embarrassing fact that his union members back home went on strike over a staffing issue halfway through the mission.


Walt Benewicz, chief clerk at Seagirt, says the last several years of declining business have taken their toll on his union brothers.  These days, they are much more willing to change.  “We’re scared and very depressed,” he says.  “We just pray the ships come our way.”


To paraphrase the classic line from the movie Cool Hand Luke, “What we have here is a failure to coordinate.”  In Baltimore, managers, those with the responsibility to coordinate activities in order for the benefits of team production to be realized, are either missing entirely or completely ineffective.  The coordinating mechanisms that would enable the Port of Baltimore to function smoothly are clearly not in place, and the result is unsatisfactory current performance along with clouded future prospects.  At this point, the fact that the Port of Baltimore is controlled by a government agency isn’t important; we’re still looking at a firm in the substantive sense of the term.  It may be, however, that government ownership contributes to answering the key question:  how did an organization with wonderful resources reach this point?

The Port in a Simpler Time


To answer this question, it’s useful to imagine how a port like Baltimore’s might have operated in a much earlier historical period, when the roles of managers and the needs for coordination were far different from those of today.  Think of a time when ocean-going ships were powered by wind and anticipated arrivals of ships were uncertain, with schedules denominated in terms of months instead of the hour and the day.  We can imagine that port activities developed as a secondary business at favorable sites, where property owners saw the opportunity to supplement their agricultural operations by making available facilities for moving cargo from ship to shore and providing warehouse space.


For our purpose, it’s convenient to treat the operation of the port as a separate business, conducted by an identifiable firm, even though the owner of the firm we’ll label the port was initially likely to be the property owner.  The property owner provided the capital to finance the construction of the facilities and generated revenue from fees charged to the users of the port.  Importantly, in the early stages of the life of the port, the property owner was probably also the key decision-maker for the port, so that ownership of the business and management of the operations were in the same hands.  The owner earned profits or absorbed losses, depending on whether revenues were enough to cover costs. 


In producing the output associated with moving and storing cargo, we can imagine that only the physical facilities, the effort of dockworkers, and simple equipment belonging to the workers were used.  Because the level of activity at the port was low, it’s likely the dockworkers were part-time employees who came to the port as needed when ships arrived.  Let’s suppose no particular skills were required and plenty of potential employees, willing to work for the wages paid by the port owners, were available.


How would the employees be compensated?  In our simple model of a port, it’s natural to assume that the owner/manager could keep track of the performance of each worker through a system of counting, weighing, and tallying cargo loaded and unloaded.  Given the nature of the activities at the port, it would have been simple and inexpensive to observe directly how much each worker accomplished on an individual basis.  With this information, the logical compensation rule would have been based on observed performance—a piecework arrangement.


It’s important to recognize that the piecework system is a possibility because of the nature of the input-output relationships that characterized our situation.  As we imagined it in the absence of complicated, large-scale equipment, loading and unloading cargo was basically a matter of individual production.  That is, individuals acting more or less independently were responsible for getting the work done. Based on the characteristics of the capital and technology available, there was no need for the dockworkers to consider working together in a coordinated, cooperative way.  


The possibility of individual production and the feasibility of paying on the basis of individual contributions to getting the job done have two important implications.  First, from the perspective of the employees, the piecework system had strong incentive effects because of the direct connection between the level of effort and the level of compensation.  For any specific worker, more effort (hustling, carrying heavier loads) translated directly into higher pay.  While different workers had different capabilities and therefore different compensation levels, each individual directly benefited from working harder—delivering more effort.  On the other hand, if an individual worker decided to takes things easy, to slack off, the consequences of malingering would have been completely absorbed by the individual, with no repercussions for the performance of other employees.  


Second, from the perspective of the port operator, the costs directly associated with the workers who moved the cargo varied directly with the amount of cargo, both for each worker individually and for the dockworkers as a group.  This fact turns out to significantly simplify the decision problems the operator faced.  With pay and, therefore, labor costs that depend directly on the activity, performance and output of each employee, the manager wouldn’t have to worry much about selecting, training, evaluating, and holding on to employees; our imaginary port wouldn’t need a human resources department.  Unproductive workers would automatically be low-cost workers, and the adverse consequences of poor work habits would not spill over to affect the performance of others.  Moreover, the absence of on-going commitments to individuals who would be viewed as employees of the company means that the owner of the port wouldn’t have to be concerned about labor expenses that could not be offset by revenues on a day-by-day or a ship-by-ship basis.  The upshot of this is that operating a port would not be exposed to many of the uncertainties caused by the ups and downs of economic activity, weather, and other factors that could cause stress and strain for managers.


What we have in our imagined, long-ago setting is a situation in which the coordination load was largely handled by markets, rather than within a firm.  A key feature in making this possible was the abundant availability of workers with the necessary abilities to handle the straight-forward tasks.  By extension, the reliance on a market for coordination meant that the role for managers was a modest one, with limited opportunities for managers to contribute to improved firm performance by skilled analysis and decision-making.  By the same token, the opportunities for managers to foul things up through flawed decisions resulting from inadequate information, misjudgments, negligence, or incompetence were limited as well.  With this picture in mind, let’s now consider the role of managers in present-day port operations as depicted in our case.

Back to the Present


In contrast with our picture of a simple port in a by-gone era, modern ports operate on dramatically different levels of scale and complexity.  With a global economy, owners of ships and ports have made massive investments in equipment designed to meet the requirements of shippers for timely and reliable movements of huge volumes of cargo.  Just as the efficient functioning of an integrated, global economic system depends on a highly coordinated flow of shipping activity, the operation of a modern port depends on successfully coordinating the activities of many individuals.


As the picture conveyed in the case makes clear, in Baltimore, Norfolk, and other ports, cargo-handling is no longer a matter of individual dockworkers acting independently of each other.  Instead, teams of workers have the responsibility for carrying out complex tasks on a coordinated basis.  Give the size of the operations and the multitude of tasks, it is now team production, rather than individual production, that gets the cargo moved.


With team production, the input-output activities are performed by groups of individuals working together.  Within a team, each worker will typically have specific tasks, and, similarly, each team is responsible for only a portion of the total activity involved.  In this environment, efficiently moving cargo, or accomplishing anything else, will depend on coordinating the actions within teams as well as among teams.  This fact implies a significantly enhanced role for managers in achieving the coordination.  This brings us back to the question of what has gone wrong in Baltimore, particularly given the contrast with the situation not far away in Norfolk.


One possibility, of course, is that the Baltimore region is over-populated with worthless, incorrigible slugs.  If that were the case, an appealing step for managers in Baltimore might be to send recruiters down to Norfolk, with an eye on replacing at least some of the employees in Baltimore with superior talent.  Of course existing labor contracts could present an obstacle to this approach, but a more fundamental question is whether the diagnosis of the problem is correct.  Economics-based analysis indicates that other factors are indeed at work.


Applying the idea that rational economic behavior guides choices, we can ask if the actions occurring at the Port of Baltimore are consistent with rational behavior, even though to an outsider it’s apparent that the path there is not one leading in the right direction.  To understand the situation, we can ask who the decision-makers are and whose interests are being pursued with the decisions being made.


After thinking about what we see, it’s clear that some of the dockworkers in Baltimore have plenty of discretion about how they do their jobs.  Generally, there’s a lot to be said for this kind of arrangement, because in many instances workers are in the best position to figure out how to accomplish the tasks they’re responsible for.  This principle only works, however, when discretion will be exercised in the right way from the firm’s perspective.  When they’re given opportunities to pursue their own interests in ways that don’t contribute to the performance of the organization, individuals, acting rationally, will frequently take the course that’s right for them but wrong for the organization.


Obviously, that’s exactly what’s happening in Baltimore.  While operating a curb-side vending business shows admirable initiative at the individual level, actions with the effect of slowing down the process of moving trucks and their cargo through the port are impossible to justify.  Yet from an economic perspective, it’s not surprising to see workers taking advantage of such opportunities when they are available.  Similarly, catching up on the news by reading the paper is a natural choice for someone whose job is to deal only with outbound cargo when it’s the inbound lane that’s backed up.  These choices create serious difficulties for the port because their impacts carry over to degrade the performance of the teams responsible for handling the cargo.  Where production is team-based, these spillover effects of the decisions by individuals can have significant consequences; dealing with the potential for these effects becomes an important problem for managerial attention.


The contrast between our long-ago and modern versions of port operations is significant in terms of the implications for the role of managers and coordination.  With little or no investment in specialized equipment, a relaxed schedule, and individually based tasks, minimal coordination by managers was required.  With individual production, the dockworkers saw the effects of their decisions about levels of effort to deliver on an individual basis.  On the other hand, under circumstances where team production is the appropriate technological approach, someone must pay attention to controlling the spillover effects that individuals will tend to ignore.  The “someone” is the manager with responsibility for coordinating the work and facilitating cooperation among all the workers involved in the activities of the port.


What we have here is an example of a potentially universal problem:  conflicts between what’s in the interest of an individual on an isolated, atomistic basis and what’s in the interest of a group of individuals cooperating to get something done as a team.  The assumption of rational behavior that underlies the economic approach leads to the prediction that individuals will tend to choose alternatives in their interests, just as the dockworkers in Baltimore are doing, with the potential for dramatically eroding the team’s performance.   Given this tendency, the challenge is to devise ways to reduce or overcome the conflicts in order to secure the benefits potentially achievable through cooperative team production.  If we think of firms specifically as organizations to enable the cooperative activities that are central to team production, the critical role of facilitating cooperation is clear.

The Principal-Agent Framework


If these ideas we’ve glimpsed by looking at the Port of Baltimore case are in fact widely applicable, it would be helpful if we had a framework and some terminology to help us think more deeply about the impact of the ideas.  Such a framework, which can be labeled the principal-agent framework, was developed by Jensen and Meckling, and it has proved to be extraordinarily useful for examining problems like the ones plaguing the managers at the Port of Baltimore.


In considering the problems that can arise when cooperation among individuals is required to get something done, the framework identifies the presence of two characteristic roles—the principal and the agent.  The principal is someone with a task to be performed and who engages someone else to accomplish it.  The agent is the person who is hired or directed to do the work.  Problems occur because the nature of the situation will mean that the agent has some discretion over how she spends her time and other resources in performing the designated task.  It will typically be the case that this discretion creates the potential for the agent to choose actions that yield benefits to her at the expense of the principal—a conflict of interest.  In the usual case, where the principal can’t tell precisely what the agent is doing or what the effects of her actions are, the resulting choices of the agent are likely to deviate from those the principal would prefer.  The failure of the agent to choose the efficient, lowest cost way to get the job done will impose costs, labeled agency costs, on the principal


The agency costs can come in a wide variety of forms.  The obvious form occurs when the expenses of the principal are increased because of the agent’s wasted time or inattention—basic slacker behavior.  Other possibilities include low-quality, shoddy work, missed deadlines or other deviations from a schedule, excessive spending by the agent in ways that benefit her rather than the principal, or even embezzlement or theft.  In principal, an estimate of the monetary value of all the agency costs arising in a particular situation could be derived, even though it would be complicated in practice.


If they were sufficiently large, agency costs could completely offset the benefits from cooperative activity between principals and agents.  In this case, potentially valuable opportunities for specialization, based on mutually advantageous dealings between principals and agents, would be lost.  This observation naturally leads to the question of how the disruptive potential of agency problems can be limited or eliminated.  Again, an economic perspective leads to preventative or corrective measures based on ideas about rational behavior, in contrast with other approaches.


As an example of a non-economic view, Brickley, Smith, and Zimmerman describe what they refer to as the “happy-is-productive” way of accounting for workers’ performance.
  Based in psychological theories of human behavior, this view emphasizes the importance of employees’ satisfaction with their jobs and working conditions as an influence on how they behave and, as a result, how productive they are.  As Brickley, Smith, and Zimmerman put it, “(i)n the happy is productive model, workers exert high effort when they are happy.” (p. 29)   Based on this view, efforts to improve employee performance would focus on ways to reduce or eliminate sources of dissatisfaction, while providing for higher levels of satisfaction-increasing influences.


In contrast, the key to an economics-based plan for overcoming agency problems lies in an emphasis on the importance of dealing with the fundamental source of those problems—conflicts of interest.  Designing arrangements where employees see direct benefits from doing things that improve the firm’s performance is likely to have a positive payoff, regardless of the impact on employees’ levels of on-the-job satisfaction.  To the extent that workers in a team-production environment can see direct links between their actions and their compensation, as is the case in an individual-production setting, it seems natural to expect that they will be willing to deliver higher levels of effort.  


By extension, it is clear that the ability to deal successfully with the principal-agent problem can be a fundamental factor in determining any firm’s success.  The corrosive effects of principal-agent problems can gradually weaken a firm’s coordinating framework and diminish the firm’s performance.  The consequences of this process will be severe for firms operating in an environment where competitors are present, as is the case for the Port of Baltimore.  To avoid a continuing, downward spiral, managers have the responsibility to design and implement corrective measures.  Once again, however, there may be questions about whether managers will deliver or, instead, evade their responsibility—another version of the principal-agent problem 

Improving Coordination—A First Look


To apply these general ideas to our situation at the Port of Baltimore, think about the possibilities for changing the incentives facing the dockworkers by modifying the compensation arrangement to link pay with performance in moving cargo through the port.  One way to achieve this would be through an employment contract guaranteeing a minimum level of pay while providing for additional compensation based directly on the amount of freight moved.  For individual workers, the promise of a direct payoff from higher performance will change the balance between the relative attractiveness of delivering effort and slacking, more closely approximating the situation under a system of individual production.  Based on information in our case, it appears that this is just what is occurring at the Port of Norfolk.


In addition, introducing a pay-for-performance feature will give workers a reason to pay attention to what their fellow employees are up to.  Slacking is likely to be noticed promptly, and opportunities for informal dockside counseling sessions are likely to be pursued as they are needed.  More generally, the whole process of tracking performance is likely to be carried out more effectively in an environment where a shared understanding exists that sub-par performance on the part of anyone can have a direct impact on the compensation of others.  


In this context, it is clear that measuring or monitoring performance will play a key role in encouraging appropriate behavior.  As we noted in looking at our model of long-ago port operations, in some situations it’s feasible to link individuals with the outcomes of their work.  With team production, however, this linkage at the individual level is usually not possible.  As a result, at the team level it’s frequently useful to have a sense of how individuals are behaving—how they’re spending their time.  Naturally, information about this kind of individual activity is most reliable when it’s gathered by co-workers or immediate supervisors, but people in these positions may not be interested in playing a monitoring role, unless, again, they see an incentive for doing so.  A compensation arrangement that leads to the sharing of the consequences of both favorable and unfavorable performance is a natural way to provide the necessary incentives for detecting and dealing with slacking.


It is probably unrealistic to expect that holding out rewards for desired conduct by employees will be enough to induce effective performance by everyone.  The prospect of penalties, including firing, for undesirable conduct will also play a role in influencing employee behavior.  When workers believe they are insulated from the adverse consequences of their actions by contractual provisions that prohibit their being fired, an important motivational element may be lacking.


From  a more positive perspective, performance-based compensation is more likely to contribute to a willingness to pitch in and help out to get the job done.  Again, our case provides evidence about this in the contrast between the prevailing attitudes among dockworkers in Baltimore and Norfolk.  In addition to the compensation features, the work rules in labor agreements (for example, whether or not to work in the rain or which workers must perform which tasks) also have important impacts on the flexibility employees have in getting things done. 

A Bigger Picture


What we’re developing here is a way of explaining and predicting what people will do as employees in situations where they have choices to make about the level of effort, in lots of dimensions, that they will deliver.  In reality, this is the normal situation we all find ourselves in, implying that being able to understand and influence how people will respond is ever-present when a need for getting people to work together, for coordinating, exists.  The principal-agent framework calls our attention to one approach for reducing the potentially disruptive effects of conflicts of interest between individuals who have opportunities for exercising discretion in their roles as principals and agents.


When faced with the prospect that employees, acting as agents, will deviate from the actions that principals would like to see, one superficially appealing course of action is for principal to attempt to devise mechanisms that will eliminate discretion by forcing employees to follow specified procedures.  In fact, this was Henry Ford’s approach in developing his system for automobile production.
   Apart from questions of practicality, in many instances this is exactly the wrong thing to do because it would eliminate the benefits otherwise available from employees’ resourcefulness, imagination, and problem-solving.  As a consequence, the necessity for achieving more effective coordination through reducing the conflicts of interest is the message of the principal-agent model.


As our discussion of the case of the two ports illustrates, incentives matter, and the whole package of rewards and penalties that employees see will make a difference in the choices they make and the levels of performance they deliver.  Inattention or indifference to actions by employees will contribute to the development of an environment where performance both individual and organizational performance suffer.


How do bad habits get embedded in a firm’s way of doing business?  More specifically, what were managers at the Port of Baltimore thinking and doing over time?  The principal-agent framework tells us to look at the incentives of managers as a way of understanding their decisions.  What were the benefits to the managers of monitoring, enforcing discipline, telling employees to work in the rain, and taking “hard-line” positions in negotiating labor contracts?  It’s likely that the managers were in situations where they were not penalized or rewarded on the basis of the result of the port’s operation.  As information in the case makes clear, for an extended period of time the Port of Baltimore enjoyed a preferred position among shippers because of its location.  Given this position, increasing rates charged users of the port was always an option when higher revenues were required to cover costs.  In such an environment, saying “yes” to all kinds of requests was naturally appealing to managers—from the perspective of their interests.


It was the strengthening of a rival firm that disrupted the comfortable situation the Port of Baltimore was enjoying.  As we all know from experience, the process of trying to break bad habits is arduous and painful.  As the saying goes, it’s a lot easier not to start than it is to quit.  For the managers and workers in Baltimore, thinking about “modern port economics,” as the Maryland state legislator put it, causes a lot of stress and strain because of the message conveyed and its implications for the need to adjust.  


It’s important to recognize that the pattern embodied in the principal-agent framework is present throughout organizations, at every level.  In fact, it may be that the top managers are the one with the most abundant opportunities to choose actions that benefit themselves while sacrificing organizational performance.  Recent episodes involving companies such as Tyco, Enron, and Adelphia provide abundant evidence about the extent of the possibilities.  In these cases, one source of the problem was an absence of effective monitoring mechanisms at the highest levels.


These episodes reinforce the message from our case about the importance of developing cost-effective mechanisms for limiting the effects of conflicts of interest.  Aligning the incentives of principals and agents through compensation arrangements and devising effective monitoring and disciplining mechanisms are central elements in the task.  Firms that can handle these activities efficiently and routinely will be in a position to reap significant benefits, relative to less-capable rivals.  From our comparison of the ports, it appears that Baltimore and Norfolk were also different in the fundamental attitudes the employees held—the cultures were different.  This is a topic that we’ll take up in the next chapter, when we look in detail at the economics-based approach to thinking about getting goods and services produced.
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