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When changing jobs is costly, efficient employment contracts usually
fail to compensate workers for the effects of posthiring events and
decisions. Then, when there are executives and managers with au-
thority to make discretionary decisions, affected employees will be
led to waste valuable time trying to influence their decisions. Effi-
cient organization design counters this tendency by limiting the dis-
cretion of decision makers, especially for those decisions that have
large distributional consequences but that are otherwise of little con-
sequence to the organization.

The inference to which we are brought is that the causes
of faction cannot be removed, and that relief is only to
be sought in the means of controlling its effects. [ JaAMES
MADISON, The Federalist)

I. Introduction

Experience suggests—and most Western economists believe—that
decentralized economic authority such as that found in market econo-
mies encourages innovation and promotes efficient resource use. The
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reasons for these advantages, however, have proved difficult to pin-
point. Why can’t a centrally planned, socialist economy mimic a de-
centralized one whenever that is desirable? Coase (1937) posed the
corresponding question for private ownership economies: “Why is
not all production carried out by one big firm?”

I shall argue that there are costs, called “influence costs,” that at-
tend any increase in centralized control, whether in a firm or in a
larger economic system. These costs arise because participants inevi-
tably care about the decisions that the central authority can make and
so tend to spend too much time trying to influence the authority’s
decisions. That time, of course, is valuable; if it were not wasted on
influence activities, it could be used for directly productive activities
or simply consumed as leisure.

The fact that centralization entails costs does not mean that cen-
tralizing decision authority is never desirable. Central planning and
decision making may improve coordination among the diverse actors
in an economic system enough to make bearing the attendant in-
fluence costs worthwhile. However, when the potential benefits of
central control are slight and the influence costs are great, the discre-
tion of the central authority should be restricted. Since influence costs -
tend to be greater when the members of the organization have larger
stakes in the decision to be made, efficiently designed organizations
limit the discretion of decision makers in those matters that are of
little direct importance to the organization (in terms of the potential
for improved decision making to advance the organization’s objec-
tives) but of great importance to individual organization members.

Although the foregoing themes appear to be general ones, I shall
limit the formal analysis of them to the important special case in
which the organization is a profit-maximizing firm and the interested
parties are the firm’s employees. This focus forces one to face certain
issues squarely. First, why do employees care about the decisions
made by their employers? Under the traditional spot contracting
equilibrium theory of the labor market, prevailing wages always leave
each employee just indifferent between his current (best) job and his
next-best job alternative. According to that theory, jobs that are un-
pleasant or dangerous pay higher wages than those with more desir-
able characteristics. In practice, employers do pay some compensating
differentials: Premium wages have often been paid for hazardous
duty, overseas assignments, and late-night shifts. Why aren’t these
practices even more extensive, fully compensating all employees for
all variations in job characteristics? Are the uncompensated job char-
acteristics found in practice just an unimportant residual? These
questions are of central importance for the theory, for if wages did
fully compensate employees for all variations in job characteristics,
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then employees would have no interest in influencing employer deci-
sions.

I have no evidence to offer concerning the magnitudes of the fail-
ure of compensating differential theories, though it is clear from
casual observation that for salaried workers pay is normally adjusted
only for substantial and long-lived changes in job attributes. The cost
of writing detailed contracts provides one partial explanation for this
incompleteness of compensating differentials.

In Section II, I offer some alternative explanations. The first is
based on an optimal contracting model in which the wage paid can
depend on all the attributes of a worker’s assignment; the assignment
itself is assumed to be determined only after the worker is hired. I
assume that there are some restrictions on worker mobility, such as
relocation or training costs, that free the employer from the absolute
need to compensate employees fully for every variation in their work
environment. Still, under the terms of an optimal contract, risk-
neutral employers always insure risk-averse employees against in-
come fluctuations, and one might guess that employers would also
insure employees against other sources of fluctuations in their wel-
fare. Such a guess would be far off the mark. For example, with any
Cobb-Douglas specification of ordinal preferences over working con-
ditions and wages, an optimal contract can specify that higher wages be
paid to employees enjoying better working conditions! More generally,
when employees care about both working conditions and consump-
tion and provided that consumption is a normal good, employees will
prefer assignments with good working conditions because under an
optimal contract poorer working conditions are not fully compen-
sated by higher wages. The magnitudes of these effects depend on
employee risk aversion: As risk aversion increases, the optimal wage
schedule is transformed toward one with fully compensating differ-
entials.

Two additional contracting models are also analyzed in Section II.
In these models, unlike the one just discussed, job characteristics mat-
ter to employees only to the extent that they affect income. In each
model, I compute the optimal contract and then study the income
streams attached to different assignments. In the first, employees are
found to prefer assignments that build their human capital because
these raise future wages with no offsetting current wage reduction. In the
second, employees are found to prefer “critical” jobs—defined as
those for which quits are especially costly to the employer—because
these jobs pay higher wages. In all three models, employees care
about events that occur after the date of hiring. And, in all three, an
employee’s ranking of these events bears no necessary relation to the
ranking based on employer net profits.
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Influence activities and the optimal limitation of executive and
management discretion are analyzed in Section III by means of a
model in which employees allocate their time between influence activ-
ities and some directly productive activity. Although the firm can use
its compensation policy to alleviate influence costs, it will sometimes
prefer to restrict the decision maker’s discretion instead. There are
two key parameters in the model that are used to characterize when
the discretion of management should be restricted. The first parame-
ter measures the importance of the decision to the organization; it is
essentially the excess of the expected payoff from making an in-
formed decision over that from holding unconditionally to the status
quo. The second measures the redistributive potential of a change; it
is the utility that would be transferred from one employee to another
if a change from the status quo were authorized without any compen-
sating wage adjustment. In an efficiently designed organization, man-
agement will be allowed no discretion over those decisions that are of
little importance to the organization but that have potentially large
redistributive consequences.

As an illustration of efficient design, consider American Airlines’
procedure for assigning flight attendants to routes. Once a month,
flight attendants bid for the routes they prefer, with conflicts resolved
on the basis of seniority.! Management exercises no discretion over
the assignment decision. This is perfectly appropriate: The airline
cares little about which attendants are assigned to which routes, but
the flight attendants care a great deal. American Airlines’ practice,
like many standard operating procedures, can be understood as an
attempt to avoid the influence activities that would result if manage-
ment exercised discretion in assigning flight attendants to routes.

Rosenberg and Birdzell (1986) have emphasized the historical im-
portance for Western economic growth of the “immunity [of in-
novators] from interference by the formidable social forces opposed
to change, growth, and innovation” (p. 24). In terms of the theory
presented here, the social costs of an incorrect decision to allow ex-
perimentation with, say, a new steel-making process or a new sailing
ship design were small compared with the potential redistributive
consequences of a successful innovation. Thus it was wise or lucky
that Western governments established no agencies with authority to
review and reject proposed innovations. In contrast to the continuous
commercial and industrial development in the West since the Middle
Ages, Chinese development under the tight control of its powerful

! For international flights, some positions are reserved for suitably multilingual flight
attendants, and only those with certified fluency are permitted to bid for those posi-
tions.
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scholar-bureaucrats was slow, despite the advanced state of China’s
science and the capital accumulations of its merchants.”

A brief review of some related theoretical literature is given in
Section 1V, applications are suggested in Section V, and concluding
remarks are offered in Section VL.

II. Why Full Compensating Differentials
Are Not Paid

Following Coase (1937) and Simon (1951), let us suppose that at the
time of contracting neither the employer nor the employee knows
precisely what conditions will prevail at the time that work must actu-
ally be performed. In an academic job market, a new professor may
not know who his colleagues will be, which courses he will teach, what
his committee and administrative responsibilities will be, which office
and secretary will be assigned to him, who his research assistant will
be, and so forth. These characteristics of the job, to be determined
after the employment relation begins, will be denoted by x. The em-
ployment contract specifies a wage that may be a function of the
undetermined characteristics: w = w(x).

To build a simple formal model of this situation, assume that the
possible circumstances {xi, . . . , xy} and their probabilities {p, . . . , bnY
are given exogenously. Let w; denote the wage paid in circumstances
x;. Suppose that the employee’s preferences are given by the von
Neumann—Morgenstern utility function u(x, w). For brevity, let us
write u;(w) for u(x;, w). Assume that each u; is twice continuously
differentiable with u; > 0. The employer is a risk-neutral expected
net profit maximizer; it receives revenues of m; in event x;. Suppose
that, at the time of contracting, labor market conditions require the
employer to offer the agent an expected utility of at least %. Further
suppose that the employee, after signing the contract and learning
that the job is x, will quit and reenter the labor market unless u(x, w(x))
is at least some reservation level 4 < %, where 4 — 17 reflects mobility
costs. The employer, however, is assumed always to be bound by the
contract. An efficient contract, subject to the employee’s “no quitting”
constraint, solves

N
maximize > pi(m — w,) (CP)

=1

2 Needham (1969, p. 197) holds that “capital accumulations in Chinese society there
could indeed be, but the application of it in permanently productive industrial enter-
prises was constantly inhibited by the scholar-bureaucrats, as indeed was any other
social action which might threaten their supremacy.”



