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/VM _ ing the 1950s. Its focus was primarily on the internal organization of firms: on

T

reward systems, on social rewards between workers, on the culture of the workplace,

and in particular on the relationship between formal and informal organization. A

central feature of this literature was that it bordered on being empiricist: through

careful ethnographies researchers gave juicy accounts of workplace behaviour, ac-

counts that often were outstanding in their descriptive richness, but which usually

lacked the theoretical ambition expected during the last decade or so (see e.g. Roy,

1952; Gouldner, 1954; Whyte, 1955; Hughes, 1958; Crozier, 1967). At present, the

field of industrial sociology is weak. In the U.S. it is quite marginal, except for a

{ resurgence among Marxists in the 1970s (see esp. Burawoy, 1979). In Britain it is

somewhat stronger (see e.g. Edwards, 1986), but is not well integrated with central

concerns in sociology more broadly.! This is unfortunate as it is a field with consid-

erable promise, on all accounts: conceptually, empirically, and practically. It ought
to hold a central place in the scciology discipline.

Currently, two fields outside sociology address many of the issues central to

; industrial sociology and both provide new and useful materials. One is labour his-

| tory, which, like industrial sociology, often is empiricist and conceptually weak, but

which instead of doing ethnographies, using participant observation and intensive

interviews, investigates historical records.2 Thompson (1963) is a well-known fore-
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runner to the presently intense activity in this field./The other field is the economics
of organization or the theory of the firm, which in contrast is fairly weak on empiri-

cal studies but rich in conceptual and theoretical investigations. In economics this is

a recent development, of the last 15 years or so, and it has opened up the previously
black box of the firm. The field has two important strands: Williamson’s (1985)
transaction cost economics and the principal-agent literature (e.g. Milgrom and
Roberts, 1992, chs. 5-6). The latter is the focus of this essay.3 My aim is not merely
to review an important literature. It goes further, to hopefuily bring into better con-
tact the field of industrial sociology and the set of more conceptual ideas found in
the principal-agent literature but that have relevance to one of the most impressive
research endeavours in sociology, i ulie 44/

A principal-agent noﬂwnonmrﬁ\ arises when a principal contracts with an agent to
perform some tasks on behalf of the principal. In executing the tasks, the agent
chooses an action. The action in turn has some consequences, that is, an outcome,
and the outcome affects the welfare of both the principal and the agent.

Examples of such relationships abound. In a worker-employer relationship, the
employer is the principal and the worker is the agent. When a house owner contracts
with an estate agent to sell her house, the owner is the principal and the real-estate
salesperson the agent. In a doctor-patient relationship the patient is the principal
and the doctor the agent. In an insurer-insuree relationship, the insurer is the princi-
pal the insurance seeker the agent. In an owner-manager relationship, the owner (or
owners) of an organization is the principal, while the manager (or managers) of the
organization is the agent. Often in these relationships, the agent possesses skills and
abilities that are needed for performing the tasks. The principal either lacks these, or
is less effective in performing the tasks than the agent, or can spend his time more
productively on other tasks.

The problem for the principal, at least in some of these cases, is first to choose
an agent and second to choose a procedure for rewarding the agent. The selection

procedure may rely on interviews, letters of recommendation, tests, or hearsay from
other principals that have been in contact with the agent, etc. The procedure for
rewarding the agent often bases the reward on the observed outcome of the agent’s
action, but may also just be based on the action itself, say, a flat fee that is paid to
the agent for performing the relevant action. The reward is customarily money, but
could be any other thing or host of things valued by the agent.

The principal-agent relationship is interesting when (a) there is _some uncer-

tainty in the way the agent’s action ge transformed into the output, and (b) there is

asymmetrical information, for example, the agent (e.g., a worker) observes her own
action, but the principal (e.g., an employer) does not observe  the action of the agent.

The principal can then not be sure whether the agent acts in the principal’s best

In reviewing this H&wmosmgv and its associated literature I take the viewpoint of
a sociologist studying organizations, with an emphasis on how this literature can be
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used to Fmog concerns in industrial sociology in particular, but also the sociology
wm organizations and professions more broadly. I focus on how the principal-agent
__.S.nmﬂﬁo can be used to analyze three organizational situations: (i) mo_momwm and
_mﬁmum c.m employees, (i) how to motivate employees once they are hired, and (iij)
motivation in work groups. When relevant, I will make evaluative comments from

s

the viewpoint of organizational sociology. The remainder of the paper is organized
as mw:osm. Section 9.2 outlines the basic ideas in the principal-agent relationship
.mooﬂ.ou 9.3 applies those ideas to analyzing the three specific substantive mcE&um.
.Emﬁ nmonmm&. Section 9.4 discusses some empirical studies based on ideas from
principal-agent theory. Section 9.5 discusses criticism. Section 9.6 concludes the
paper.

9.2 Basic concepts

Hcoﬂ;.ﬁa five central elements that describe the principal-agent setting.
m.:?WMMM%\M may differ in their types. Type may refer to such EEmm as whether
mrm a; m.E is careful versus careless (e.g., in insurance settings), whether the agent is
Eazmﬁozmk«ommmm lazy, whether the agent is reliable versus unreliable, whether the
agent is n”FmEHB% 7 versus untrustworthy, whether the agent is able versus unable.
In short, it says something about the agent’s capacity to perform the tasks con-
Rwoﬁ.na for by the principal. For example, when visiting the dentist, the patient (the
principal) would like both an able and trustworthy dentist (the agent), one who can
u.m_.,m.oHE.&o work correctly and who does not perform more work than needed.
mEEmH. issues arise when contracting with car mechanics, electricians, and many
other kinds of agents. Recommendations are often a means of identifying able and
trustworthy agents in such settings.
é Eo. agent’s action influences the desired outcome of the relationship.
The .mmoumm action can be the effort a worker exerts at a job, the care with which a
dentist @oom the work, and so forth. There are usually some costs to the agent from
performing the action. For example, in an employment relationship, it is usually
costly to the worker, physically or mentally, to exert effort. For a car mechanic, to
omno?w_% repair a car takes time away from performing other tasks. ,
Third, Bon.o are usually random factors that influence the outcome in addition to
Hb,mmmmnﬁm action and type. These random factors are customarily beyond the agent’s
and principal’s control. For instance, the success of a salesperson may depend both
on rw.n type and her action, where the type may indicate the extent to which one has
what it takes to be a salesperson and the action may be the sales effort. But given the
type and the effort, the success will also depend on factors over which the agent has
no control, namely the number of customers that arrive at the store, which in turn
might depend on the weather, special sales in other stores, etc. ,
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AQE.E ere is the outcome. It depends, as already discussed, on the agent’s

type, her-action, and the fandom factors beyond her control. The outcome is usually
observable both to the agent and the principal. The outcome could be the number of
shoes produced by a factory worker, the amount of sales of a department-store sales-
person, the success of a surgical procedure, and so forth. The outcome could also
have many facets, such as quantity and quality, or the quantity and quality of sev-
eral relevant factors.

Awgono is the concept of asymmetrical information. Both parties observe the
/ Usually, with asymmetrical information, only the agent observes her own

outcome:.
action and type. The principal may be able to observe the action in some circum-
stances, but then at a cost. Sometimes the agent also observes the random factors
prior to choosing her action, but the principal does not. To describe these issues of
asymmetrical information, Arrow (1985) introduced the suitable distinction between
the_hidden action and the hidden information model. In the hidden action model,
the principal does not observe the action taken by the agent. He observes only the
outcome of the action. The agent observes her own action and type, and may also
observe the random factor prior to choosing the action. In the hidden information
model, the principal observes the agent’s action, but not the random factor influenc-
ing the outcome, or in the case of agents of differing types, the type of the agent.

The agent in the hidden information model, observes the random factor influencing
the outcome before choosing her action, in which case the realization of the random
factor can be taken into account in choosing the action. But since the principal does
not observe the random factor, he cannot assess the extent to which the agent chose
an action that coincided with the principal’s best interests.

These five points describe the setting under which interaction between the prin-
cipal and the agent takes place. They need not all be simultaneously present except
that the fifth point, about asymmetrical information, always is. This description can
be coupled with any assumptions about human nature. Below I outline the particular
behavioural assumptions chosen in agency theory. But I stress that the essential
description of the principal-agent relationship itself is found in the five features
above. In the legal literature, where these terms and particular descriptions often are
used, the more specific assumptions about human nature outlined below are not
necessarily made. - ~

There are two assumptions about human nature, at least in the formal math-
‘ematically oriented principal-agent literature. First, humans are 5@@558& That
'~ 'is, they are able to make very difficult deliberations and computations very fast.4

Unlike ﬁE:mEmon s Ao g., 1985, p. 51) transaction cost economics framework, they

Second, the actors ‘c@vm,\o selfishly and do so with guile. In concordance with
Williamson’s (1985) transaction cost economics framework, they are opportunistic.
For example, if the agent observes the random factor either prior to or after choos-

ing her action, she will willingly misrepresent or lie about its actual value if that
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serves her interests best. For example, if the outcome of the action is less desirable
than hoped for, she may try to blame it all on the random factors over which she had
no control.

The principal-agent literature analyzes what happens when actors who behave
according to the two assumptions just identified face the principal-agent setting de-
scribed above. This literature does not recommend that humans act according to
such assumptions. It only studies what happens when they do. Furthermore, one
may fully believe that the five features that characterize the principal-agent relation-
ship capture something essential about several situations of interest without accept-
ing the assumptions about human nature under which the analysis usually is carried
out.

; This apparatus can be used to discuss several things, but four are of interest here.
C |) First, it can be used to discuss the screening and selection devices used by vnno%&m

before entering into contracts with agents. For example, in employment relation-
ships the employer would like to hire workers who are industrious rather than lazy.
In insurance contracts, the insurance company would like to insure people who are
not particularly accident prone, or at least, try to charge higher rates for those that
are.

. Second, once a contract has been entered, the literature attempts to analyze what
kind of reward rules should be used in the relationship. Should it be one based on
the agent’s action or one based on the observed outcome? When the reward is based
on the action, it is to some extent based on a variable the principal does not observe
in its entirety, because one rarely can fully observe what an agent actually did. What
gets rewarded is whether the agent presumably did the job. For example, in doctor-
patient relationships the reward to the doctor is based on her action, that is, the
procedure chosen, but not on the success of the procedure nor on the care or skills
with which the procedure was performed. In a lawyer-client relatioriship, at least
in the U.S., the reward to the lawyer often depends on the outcome, whether the
lawyer won and the size of any settlement if there was one.

-

% Third, if the parties settle on an outcome-based reward, the apparatus can be

|

used to explain or perhaps rather recommend the form the reward rule should take.
Should it be based exclusively on the outcome, as in pure commission systems, or
should it be based partly on the action and partly on the outcome, as when a salary
plus commission is paid.

Fourth, the apparatus can be used to explain the existence of long-term con-
\_tracts, such as internal labour markets in firms.
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9.3 Applications of framework
Application 1: wg_\mnwm selection

Job applicants usually differ in their types, for example, how good or suitable they
are for a job. Employers do not observe the type of job applicants, and may hence
end up hiring bad employees.

Similarly, people seeking insurance differ in their types, for example, in how -

accident prone they are- Insurance companies do not observe the types of those
seeking insurance, and may hence insure people who are bad risks.

As a solution to the problem of selecting good employees, employers may erect
screening procedures: letters of recommendation, job interviews, probationary peri-
ods, etc., in order to'learn about employees. Or, in the case where high-level mana-
gerial jobs are to be filled, such as company executives and university presidents,

there will be elaborate search procedures, utilizing professional search companies

and involving a large number of parties.

As_a solution to the problem of avoiding bad risks, insurance companies may
use screening devices based on statistical discrimination and experience ratings based
—on past accident histories (Heimer, 1985). Young drivers are charged higher car
insurance rates than older drivers as are those who have experienced more accidents
in the past, etc. ,

F\ such situations, the principal must deal with two separate ?o.c_mﬂm&m\v, Ho
select the right kind of agent, that is, the more desirable type, and (2) to induce %_
agent to choose the right action. There seems to be two main strategies the principal
can use to accomplish these tasks. To focus ideas consider a case where there are
only two types of agents, say, high and low producers.

The first strategy for dealing with these two problems is a two-stage procedure.
First, the principal screens and selects agents, hoping to get agents that are, say,
high producers. Then, having hopefully chosen such agents the principal needs to
select a reward scheme by which to reward the agents in such a way that the agents
will perform well. Some examples of reward rules are given in Figure 9.1 below.
The principal will not know whether he in fact has chosen an agent of the right type,
but can be more confident of having done so than if no screening procedure had
been used.

The second strategy is a one-step procedure. There is no initial selection or

screening of agents. In the one-step procedure, the principal offers each agent two
reward systems, giving the reward as the function of the outcome. One of the re-
ward systems is constructed so that all agents that are high producers will choose it.
The other reward system is constructed in a manner so that all agents that are low
producers will choose it. So, with offering such a menu of reward schemes no initial

t
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screening or selection is needed, rather, the agents hopefully self-select themselves
into the scheme most appropriate for them. Moreover, the agent’s choice of reward
scheme, together with the observation of the outcome of the agent’s action, provide
information about the agent’s type that sometimes can be used in future interac-
tions. All it takes for the scheme to work well is that the agents understand it and
that they act in their own best interest. ’

An example of such one-step self-selection schemes, occurs in insurance. There
are often two contracts available: those with no amazoa‘c_om and those with
deductibles. The rates for the former are much higher than the rates for the latter.
The idea is then that agents who are particularly accident prone or particularly risk
averse will self-select themselves into contracts with no deductibles.

Another example of one-step self-selection schemes is in employment contracts.
Let there be two variables that describe a worker’s type: the degree to which she is
risk averse or not and whether she is a low or high producer. There can now be a
choice of compensation form, straight salary versus piece rates or some -output-
based reward, as illustrated in Figure 9.1. The workers that are risk averse might
choose the former while those who are not the latter, or the low producers might
choose the former and the high producers the latter (Lazear, 1986). The particular
combination of being a low producer and risk averse most likely would lead to the
choice of a straight salary, while the combination of being a high producer and risk
neutral or risk loving, most likely would lead to the choice of a straight piece rate, if
one were available.

In these examples, the independent or explanatory variable has been the agent’s
type. The dependent or endogenous variable, the arrangement that is to be explained,
is the selection procedure mwoa to hopefully select agents of the right type.

Application 2: contingent rewards and moral hazard

Once an agent has been chosen to perform a task, the next problem is to get her to
perform, that is, to choose the right action, which usually is costly to the agent. This
can be accomplished by tying the agent’s reward to the outcome of the action or by
monitoring the action. The choice between the two forms, rewarding the outcome

or monitoring the action, depends on several factors. One factor is the cost and

precision Wit which outcomes versus actions can be observed and measured. In

situations where outcotii€s are €asy t6-observe; meastirs; and 355655 i terms of their
value, outcome-based rewards are more likely. When actions are easy and-cheap to
observe and measure, one might base rewards on the actions taken, rather than the
outcomes of the action. Another factor is the extent to which actions impact the
outcome. If variation in, say, work effort has little impact on the outcome, there is
no point in basing rewards on outcomes, as the extra effort needed to produce a
small increase in output may be quite large. Such 'work situations characterize toll

™
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collectors at bridges, salespeople of small-ticket items, some jobs in automated
factories, etc. A third facter determining the choice between-the-two compensation
forms is the degree to which the outcome or the action consists of many facets. For
agﬂéﬂwﬂaﬂmﬂtﬁwﬁm@ may involve typing manuscripts, taking telephone
calls, arranging meetings and travels, and more. In such situations it might be hard
to construct an outcome-based reward scheme, as there are so many aspects of the
outcome. Instead, one might remunerate the employee with a fixed salary, but con-
sider her for promotions and merit increases at regular intervals. ,

Some simaple cases are now considered, cases'rewarding the outcome alone, the
action alone, and a mixture of the outcome and the action. In tbe first case, the
reward to the agent depends exclusively on the outcome x, not the action. A very
simple way to do this would be to construct the reward scheme as follows. The
agent pays the principal a fee, say, xg, and gets to receive the rest of the output x-xp
to herself. The agent is then a so-called residual claimant. This is the way franchising
is organized as weli as some taxi\companies, at least in the U.S. (see, e.g., Russell,
1985, p. 225). Some agricultural production is structured this way, as when farmers
rent the land from landowners, as'in the French 18th century fermage system (see
Stinchcombe, 1983, pp. 179-181; Le Roy Ladurie, 1974). The arrangement pro-
vides strong incentives. The drawback with this procedure is that the agent gets to
bear all the risks of the relationship, because the principal always receives the fixed
fee, xp. Partly for that reason, one might surmise, workers rarely rent the machinery
or other means of production.from management.>

Another way to organize the relationship would be to pay the agent a fixed fee.

and let the principal keep whatever is left. This is the typical arrangement among
employees who receive a fixed salary. The problem with that strategy is that this
leaves the agent with few incentives for choosing the right action, because her re-
ward is independent of the outcome.6 Of course, if the principal can observe the
action of the agent at low cost, it might make sense to pay the agent a fixed moo. (e-g-,
salary) and then observe the action or part of it. The relationship will be terminated
if the action is not satisfactory.-

Due to the problems encountered by these two schemes, no risk sharing versus
no incentives, what one sometimes sees therefore is that the principal pays the agent
a small fee, which is independent of output, plus a reward which depends on the
output. The small fee protects the agent against some of the go@n&wau. that a it
provides insurance, whereas the output-related reward provides her with incentives
to work hard. Thus the reward scheme provides first so-called coinsurance between
the principal and the agent and second incentives to the agent. The insurance is not
total or full, as in the case when the agent receives a fixed fee independent of out-
put. Also, the incentives are lower than in the case where the agent pays a fixed fee

to the principal and gets to keep the surplus of her work herself (see Stinchcombe, ‘

1983, p. 180).
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Figure 9.1 illustrates the three arrangements. The terminology in Figure 9.1 cor-
responds to that of piece-rate contracts, but the reward systems illustrated are applic-
able to several other contexts. Output is denoted x while the reward is denoted w.
Part (a) illustrates the contract where the agent’s reward is independent of the out-
put produced by the agent, where w is the fixed reward the agent receives. Part (b)
illustrates the case where the agent’s reward depends only on the output produced,
where x, denotes a quota or minimum output that must be produced before the
agent starts receiving a reward, and two cases are illustrated, the quota is zero and a
positive quota. The reward per unit output above the quota Xp is given by the slope
of the 45-degree line. Part (c) illustrates the case where part of the reward is inde-
pendent of output and another part depends on output, where W;4p denotes the part
of the reward that is independent of output, and Xs4p 1s the quota or minimum output
that must be produced before the worker starts receiving the part of the reward
dependent on output. The reward per unit output above the quota Xs4p 18 given by
the slope of the 45-degree line. In a piece-rate contract, W;.p would be the guaran-
teed baseline wage.

Examples of schemes with coinsurance and incentives occur in piece-rate work.
There, one usually has a quota plus a piece-rate, as illustrated in Figure 9.1, part (c).

The piece-rate setting can be used to-illustrate the so-called moral hazard prob-
lem.7 Since the principal does not observe the action, the agent may have an incen-
tive to shirk. The incentive to shirk arises in part because a fixed wage is received
irrespective of the outcome. That problem has been abundantly illustrated in the
sociology literature dealing with piece-rate systems.8 The incentive-scheme allevi-
ates part of this problem, but not all of it.9 The idea is that if the principal could tell
the agent exactly what to do, that is, to choose the action for the agent, then both the
principal and the agent can be made better off. The fact that the principal cannot tell
the agent what to do, he can only provide a reward scheme for the agent, causes the
agent to take the action that is in her best interest, given the reward scheme. But this
action is often different from the one that would have made both parties better off.
This difference between the two actions, the one that the principal would like the
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agent to t: ake and the one that jt is in the agent’s best interest to take, is due to 1&&
is called moral hazard. The term refers to the possibility that the agent will take the
action which is in her best interest rather than the one that the principal would like
the agent to take. Laffont (1989, p. 180) explains the somewhat awkward term moral
hazard as follows: ‘The agent could commit himself morally to pursue an action
that is determined jointly with the principal. Then it is the principal’s doubt con-
. . \
cerning the morality of the agent that creates the problem.’

This framework and in particular the idea of moral hazard may explain: (i) long-
term relationships: when a relationship is repeated the uncertainty might be allevi-
ated, because the probability of getting a low (or a high) realization of the uncertain
factor in every period is small and hence the principal will get a better idea of
whether or not the agent performs in his interest, (ii) monitoring and supervision in
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(c) Guaranteed baseline wage plus

{b) Straight piece-rate work

(a) Straight hourly wage
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amount of output produced and w is the wage paid as a function of the amount of output; ws and wg.p, are the guaranteed

Figure 9.1: Graphic illustration of three compensation schedules. The symbols in the figure denote the following

wages which are paid under a straight wage and under a guaranteed wage plus a piece rate respectively; and xp and %s4p

are amounts of output that must be made before the worker starts earning the piece rate, under straight piece-rate work and

under a guaranteed wage plus a piece rate respectively.
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relationships, (iii) why incentive schemes are used, instead of straight fees or hourly
wages, as incentive schemes provide incentives and sometimes coinsurance if there
is a baseline guarantee.

In the examples above there have been several Emmuwaﬂ: variables. One is the
cost to the agent of expending effort, which is a feature of the agent’s psychology.
Another has been the relationship between effort expended and the outcome pro-
duced, éEoF is.a ) feature of the technology of the workplace. A third has been the
degree to- which the agent’s action can be measured easily and at low cost. The
aowgmoﬁ variables have been two. First, the kind of compensation scheme used,
ouw based partly or exclusively on the outcome or one based on BoESEnm the
action leading to the outcome. Second, it has been the amount effort or the action
the compensation scheme induces.

Application 3: team work - o

The setting is where two workers do better by working together than alone, but each
has an incentive to overstate her contribution to the joint outcome since it is diffi-
cult to verify vis-a-vis the other what she did. The problem here is that a manager
usually only can observe the joint outcome, but not the individual inputs. Hence,
each worker has an incentive not to work (see Alchian and Demsetz, 1972), because
ber individual contribution is not identifiable. This is also the case under a group
piece-rate scheme, because the contribution of each worker to the group output is
1/n, where n is the group size.10 This is a situation of moral hazard. It arises not due
to random factors, but due to the fact that output depends not only on own effort but
also on efforts of other workers (see also Holmstrom, 1982). In this setting, there is
still only one principal, but there are two or more agents with which he contracts.

The solution to the problem of shirking is to hire a supervisor who monitors _the
effort levels, fires shirkers and hires new employees. The monitor takes the surplus
from the relationship between the two workers, which is her incentive to be effi-
cient at monitoring. But this, that is, the supervisor above, is, according to Alchian
and Demsetz, just capitalism and hierarchy. Capitalism is explained by Em need to
keep shirkers in line and by the gains from cooperation.

Holmstrom (1982) discussed an alternative solution to the problem of mEH_cnm
in which a target-rate scheme is used, where a high reward is paid if a production
target is reached and a low otherwise. This scheme can overcome free-rider prob-
lems of group piece-rate schemes under team production. Perrow’s (1986, ch. 7)
criticizes Alchian and Demsetz’ (1972) analysis. He claims that employer’s might
also shirk, which may be as important, but ignored here. My evaluation is that the
problem of shirking by employees is not trivial. For example, worker-owned facto-
ries sometimes call in supervisors to monitor their actions on a day-to-day basis
(see, e.g., Bernstein, 1980, p. 15). Shirking by employers has been dealt with to
some degrees by unions, in the sense that union Hownomm=8c<am on the board is a
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means of getting to know the financial situation of the company. This institutional
arrangement is very important in Germany, called comanagement (see, e.g., Berghahn
and Karsten, 1987, ch. 4). A company will always want to say that it had a bad year,
and therefore wants to cut wages. However, it only wants to cut employment in bad
years. Unions therefore consent to employment cuts, but resent wage cuts.

In this example of team work, the independent variables have been first the
agents’ costs of expending effort and second the costs or even inability of the prin-
cipal to observe or meter each agent’s contribution to the team output. The depend-
ent variables have been two. First, the compensation form, one based on a straight
hourly pay coupled with supervision of work effort, or one based on the team out-
put, either a group piece rate, which is susceptible to free-riders, or one based on a
group target rate, which may solve these. Second, given the compensation form, the
dependent variable has been the amount of effort expended.

9.4 Empirical studies

Empirical investigation 1: adverse selection

The most famous aspect of Japanese management is that of life-time employment.
About 30% of the male workforce is employed in firms practicing so-called Japa-
nese management. According to Aoki (1988, ch. 3, esp. p. 65) and to some extent to
Abegglen and Stalk (1985, ch. 9), firms screen employees quite carefully at the
time of initial employment. Once offered a job, there is an expectation that the
employee will remain with the firm for the rest of his (usually men) career. Aoki
(1988, p. 65) claims that in the initial career stage a substantial portion of the em-
ployees quit for other jobs, hoping to obtain a better match. Among those who
survive the initial career stage, some will do very well and climb at a steady pace
within the company, others will do less well. At mid-career, say, ages 30-40, those
who do less well will often quit, partly due to pressures on them to do so, whereas
those who do well will stay on to the end of their career. Retirement is at age 55.
This screening of Emu-@oﬂ.oﬁ::m employees and weeding-out of low performers
occur through differentiation in promotion rates.

There are high costs to mid-career separation. The first of the costs is unique to
Japanese firms. A separation payment is paid at the time one leaves. Its size depends
on seniority. At the time of retirement it will be quite high if one stays with the same
firm. For those who quit at mid-career, the separation payment will be low, and they
will not be able to build up sufficient seniority with the next employer, so the sepa-
ration wmu&_.ma.n will be low there at the time of retirement. The second cost is that
the position one can expect to get with the next oBEo%wH typically is lower than the
position with the current employer.
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In conclusion, the companies practicing so-called Japanese management seem to
have a very effective way of screening and retaining high producers. It does take
time, woiaﬁwn and seems to be dependent on relatively low turnover rates.!l The
careful screening of employees at time of hire helps increase the quality of those
hired initially. The retention procedures once hired facilitate keeping the best em-
ployees. These two procedures also may lead to some self-selection among employ-
ees: Only the most able will apply for jobs in the sector practicing the so-called
Japanese employment system. Less able and less industrious workers know or sus-
pect that even if hired, they will not be able to make it at mid-career and will then
face the embarrassment of not getting ahead.

Empirical investigation 2: compensation design

Eisenhardt (1985) studied the choice of compensation form, salary versus commis-
sion, in 54 specialty retail stores in the San Francisco area (California). She relates
the choice of compensation system to several factors: the sales price of the items
sold, the extent to which a job is programmable, that is, whether it is easily defin-
able, the extent to which work behaviour (or work input) can be easily metered, the
cost of Ewanum outcome, the uncertainty of the outcome, and 50 sex composition of
labour force in the store. "

She finds that the use of salaries rather than commissions increase in each of the
variables. This means that reliance on a salary rather than a commission, increases
the more programmable a job is, the easier it is to meter behaviour, the costlier it is
to meter outcomes, and the more uncertain the outcome is. This is consistent with
what one should expect from an agency-theoretic perspective.12

Some of the measures used in the study are rather indirect. This is the case with
the measure of outcome uncertainty, which obtained from industry characteristics
rather than from individual stores. The cost of metering of outcome is also meas-
ured rather indirectly, by (1) the number of stores in the retail chain, and (2) the
ownership type of the store, private or family owned versus public. .

Eisenhardt (1988) updates the earlier study (Eisenhardt, 1985). As in the 1985
study, she investigates the choice between salary and commission, using data on the
same 54 specialty retail stores. She juxtaposes explanations from the agency per-
spective and institutional theory in sociology (e.g., Meyer and Rowan, 1977).

According to the agency perspective, the easier it is to meter or observe behav-
iour, that is, labour inputs, the more likely it is that a straight salary is used. Con-
versely, the harder it is to meter behaviour, the more reliance will be placed on
output-related rewards, that is, commissions. Similarly, the lower the span of con-
trol, that is, the lower the ratio of workers to supervisors, the more reliance there
should be on salaries because behaviours are then better observed. Stores selling big-
ticket items should rely more on commissions because these items are harder to sell.
Two additional hypotheses of this type were developed from the agency perspective.

hi
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From the institutional perspective it was predicted that the older the store the
higher the reliance on commissions. The reason for this is that commissions were
more common, say, 40 years ago than today. According to the institutional perspec-
tive, firms to some degree tend to reflect the legitimate environment at the time of
their founding (see Stinchcombe, 1965). Hence, younger stores rely less on com-
mission and older stores more.

In the empirical analysis all hypotheses were supported. I find the theoretically

most relevant finding to be that stores where behaviours are easy to observe or meter
rely more on salaries. This relates to the choice of control system: output versus
input based, that is, direct incentives (e.g., commissions) versus supervision.

I make one comment on the hypothesis and finding that the lower the span of
control the higher the reliance on salaries. This is presented as a ‘causal’ hypoth-
esis. However, I think the following is a more correct analysis. A store faces a
choice between an output-based control system such as commissions, in which case
the span of control will be large, or an input-based cofitrol system based on salary
and supervision of behaviour and work effort, in which Case the span of control is
low. What happens here is that a store chooses simultaneously the reward system
and the span of control: either an input-based reward system, which is a salary and
considerable supervision of effort, or a commission and little supervision of effort,
a large span of control. The sequence is not that the span of control determines the
reward system. Both are chosen jointly. _

Petersen (1992a) studied a sample of 63,000 salespersons in 178 U.S. depart-
ment stores. Three types of compensation systems were addressed: straight salary,
straight commission, and salary plus commission. It is argued that straight commis-
sion is, from the employee’s viewpoint, a more risky payment system than salary
plus commission. If that is the case, an agency-theoretic perspective would predict
that straight commission workers on the average would earn more than salary-plus-
commission workers. This is so because the former are compensated in average
wages for the extra risks they face.

An alternative interpretation developed in Petersen (1992a), drawing on histori-
cal research on payment systems, suggests that the two schemes need not primarily
reflect different risk-sharing arrangements. Instead, they may reflect the outcome of
bargaining situations where those ebtaining a salary-plus-commission system rather
than a straight-commission system, do so due to their stronger bargaining power.
Historically, workers have always fought for the existence and size of baseline wages,
while employers have fought against these. Even up to this day, employers in retail
trade prefer straight commission systems to straight salaries or salary-plus-commis-
sion, whereas employees tend to prefer one of the two commission systems to a
straight salary (see Petersen, 1992a, sec. 2). If this bargaining interpretation is cor-
rect, then one should expect that salary-plus-commission workers on the average
earn more than straight commission workers. Furthermore, one should not find both
systems used side-by-side in the same occupation and firm. This will be feasible
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only when they reflect the outcomes of differing risk-sharing arrangements, not
differing bargaining strengths. o

Three central findings are reported in the empirical analysis (Petersen, 1992a,
sec. 4). First, salary-plus-commission workers on the average earn more than straight
commission workers in most occupations, when one makes no distinction between
intra- and inter-establishment differences. Second, at the establishment level, when
both systems are used in the same occupation, straight commission workers on the
average earn more than salary-plus-commission workers. So, the bargaining inter-
pretation seems to have most predictive power in explaining differences between
establishments, whereas the risk-sharing interpretation is more successful in ex-
plaining within-establishment differences. Third, the two payment systems, ,mmﬂ&mE
commission and salary plus commission, are rarely used side-by-side within the
same establishment and occupation, namely in less than three percent of the 952
possible establishment-occupation matches. This means that the intra-establishment
differences to be explained are small in comparison to the between establishment
differences. The observed pattern of mixing the two schemes$ is more consistent
with a bargaining than a risk-sharing interpretation. So, even though the risk-shar-
ing interpretation accounts well for the observed intra-establishment differences in
wages, such intra-establishment differences account for a very small-portion of the
wage differences found in the industry. The upshot of all this is that the agency
literature may have placed too much weight on the risk-sharing aspects of output-
related employment contracts, and perhaps too little weight on other issues. 13

Empirical investigation 3: team work

Petersen (1992b) studied reward systems in work groups. It is well known that group-
based piece-rate systems are susceptible to free-rider problems. Such problems may,
however, be overcome by the construction of appropriate target rates, where a high
wage is received by every team member if a production target is reached and other-
wise a low wage (Holmstrom, 1982). So, a pure market-type relationship, rather
than one relying on a supervisor, as proposed by Alchian and Demsetz (1972), may
solve the free-rider problem.

Petersen (1992c) discussed some alternative solutions to the free-rider problem
under group piece-rate systems, in particular those relying on social rewards, altru-
ism, and moral commitment. Social reward mechanisms are effective in curtailing
shirkers, but are, from the workers’ viewpoint, also costly: someone must hand out
the sanctions. Altruism can fully alleviate the problem only when there is no con-
flict whatsoever between the interests of an individual worker and the collective of
workers, that is, when each worker puts as much weight on the welfare of the other
workers as on her own, a situation not likely to occur. Moral commitment is a very

efficient solution. Its main problem is that little is known about how to bring it
about.
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In an empirical analysis of production workers in the U.S. wood household m:ma-
ture industry and the nonferrous foundries industry it was shown that workers paid a
group target rate on the average earn higher wages than those paid a group piece
rate. This finding is consistent with the claim that group target rates can solve free-
rider problems whereas group piece rates are quite susceptible to these.

L

9.5 Criticism and extensions

Criticism

The most well-known critique of agency theory in sociology is that of Perrow (1986,
ch. 7). He raises two points. Below, I discuss each in turn. Then I make my own
comments on Perrow’s criticisms.

His first criticism amounts to the claim that the problems of moral hazard and
adverse selections are not empirically important. With respect to adverse selection,
employers look for satisfactory employees, but not necessarily the best. Presum-
ably, according to Perrow, satisfactory employees are easy to come by. o

With respect to moral hazard, Perrow claims that this is only important in situa-
tions where (i) the effect of effort on output is big, and (ii) the random factor is very
uncertain. According to Perrow, then, not too many situations possess these two
features. Furthermore, Perrow claims that bureaucratic organizations make moral
hazard and adverse selection empirically unimportant. But, note that agency theory
purports to explain bureaucratic organizations as one means of solving Bo_,,a. haz-
ard and adverse selection, because they alleviate the problems when repeated inter-
action occurs. This point was brought up in the discussion of the Japanese firm in
Section 9.4 above.

His second criticism is that the assumption of selfish or self-regarding behaviour
used in economic theory is not correct. The degree of self-regarding versus 690#
regarding behaviour depends on the structure of the situation, that is, human nature
is malleable and can be manipulated by the organization. In particular, self-regard-
ing (i.e., selfish) behaviour is more likely when (i) the interaction is not repeated,
(i) individual reward is stressed as opposed to group reward, (iii) individual per-
formance is measurable, (iv) few interdependencies between workers, (v) authority
is preferred, and (vi) hierarchies are tall. .

My assessment of Perrow’s criticisms is first that with respect to the E@cnmb.oo
of the phenomena, I think Perrow is wrong. I believe that adverse selection Hm quite
important. Companies rely on letters of recommendation, interviews, Eowmcobm.aw
periods, search and evaluation committees, etc. Even if all that is sought is a satis-
factory employee, finding one need not be easy. It is easier than finding a perfect
employee, but not guaranteed. I also believe that moral hazard is important. About
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25% of production workers in the U.S. manufacturing industries are paid on a piece-
rate scheme with some quota, thereby providing insurance and incentives (see, e.g.,
Petersen, 1992b, Table 1). This is not trivial. All executive compensation has severe
elements or moral hazard. The issues there are to align the interests of the executive
to those of stock-holders, how to weigh long-term versus short-term interests, etc.

Turning then to his criticism of the assumptions about human nature, Perrow no
doubt has a valid point. Nevertheless selfish behaviour is clearly important and needs
careful analysis. Perrow’s conditions for when selfish behaviour is likely to be wide-
spread pertain to workers or work groups, as, for example, the condition of repeated
interaction, but not necessarily to the relationship between workers and employers.
It is the latter relationship that agency theory primarily treats. Petersen (1992b)
discusses how selfish behaviour that leads to severe free-rider problems may be alle-
viated in situations where interaction is repeated, as in work groups-with low turn-
over rates. Some evidence, albeit circumstantial, was offered to this effect (Petersen,
19920, sec. 6).

Extensions

To conclude this section I add some reflections of my own, issues that also have been
discussed in part in Nalbantian (1987). First, I believe that agency theory to date has
suffered somewhat from relying on models that are narrow in terms of (1) the con-
ceptions of inputs or actions the agent can take, and (2) the nature of the rewards the
agent reaps from the relationship.

Usually, in an agency model, the agent chooses a single action variable, for
example, effort. But it is rarely this simple in real-life settings. Even in industrial
settings, such as shoe production, the agent’s action consists of at least two aspects:
the effort for quantity and the care for quality. In other settings, the action usnally
consists of an array of activities. For example, in teaching in schools or universities,
teachers must impart both basic skills, that can be evaluated in tests, and elements
of deep thinking and culture, which are not easy to test whether they have been
acquired or not. When it is taken into account that the action usually has many
aspects, and the attention to more than one aspect is beneficial for an organization,
then the recommendation often made in agency theory to use output-related re-
wards need no longer make sense. Instead, it seems that career incentives where
employees are evaluated for promotion and merit raises at infrequent intervals is a
better means of motivating employees for choosing actions that are in the organiza-
tion’s interest (see Stinchcombe, 1983, p. 182).

Similarly, with respect to the nature of the reward, this has usually been money.
But in most situations the goals of people are broader than acquiring money. No
doubt money is important, perhaps the most important motivator in employment
relationships, although that is disputed by some psychologists. But it is by no means
the only motivator. As has been documented by a long series of sociological studies,
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social rewards among workers are important for regulating workplace behaviour,
the quest for social status may be important, and So forth (see, e.g., Roy, 1952;
Whyte, 1955; Burawoy, 1979; Edwards, 1986).14 -~

The point about narrow conceptions of the actions that can be taken and the
rewards agents care about is not inconsistent with ari agency-theoretic perspective.
However, incorporating these factors into the formal models, of which there has
been a very large number, might well lead to conclusions that are quite different
from those obtained to date. I venture the guess that these conclusions will be more
in line with observed practices \Emb the conclusions derived from the narrower frame-
work. Sorhe such efforts are in progress (Holmstrom and Milgrom, 1991).

Second, 1 believe the agency framework would be strengthened by taking the
notion of bounded rationality seriously. The problem with the latter is that it is very
difficult to model formally, and a formal model is often desirable, as it may give
some precise insights. The problem with the precise insights from many agency
models is, however, that they are insights that sometimes do not seem to be worth
having. Very complicated formulae are derived for the optimal contract between a
principal and an agent. Unfortunately, few principals or agents would contemplate
taking the advice offered by the agency-theoretic models. It is just too complicated.
Few principals are applied mathematicians, and even if they were, their agents would
not be, and for a contract to work, it has to be understood also by the agent. As a
delegate to a union congress in the Soviet Union in 1927 commented on wall-charts
in one of the city’s mills displaying the piece-rate valuation system, ‘to the workers
it’s all Chinese’ (see Ward, 1990, p. 171). Needless to say, this all boils down to the
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fact that neither principals nor-agents are hyperrational. Taking into account the fact
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of bounded rationality, with its present unfortunate consequences for formal model-

ling, might move §
‘conclusions: ™ T ———

“~Butin spite of these weaknesses, my overall assessment is that the agency frame-
work is an unusually rich and relevant framework for studying behaviour in organi-
zations. It alerts one to some of the core problems in organizations, such as adverse
selection, incentives, and risk-sharing. However, I believe it could improve greatly
as a tool for understanding behaviour in organizations by paying more attention to
the two points discussed above. I believe the first point can and will be incorporated
with a few years of research. The second point may prove more difficult to accom-
modate, but perhaps is more important,

eorizifig within -the-agency framework toward more realistic

9.6 Concluding remarks .

Agency theory has much to offer in the study of organizations. It illuminates, albeit
in rather simple ways, although the formal modelling may be forbidding, selection
. of agents (e.g., employees), motivation devices, output-based versus input-based
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reward systems, direct incentives, such as piece-rates, versus indirect incentives,
such as bureaucratic career incentives, risk-sharing, and more. It is a framework
that appears not to have generated as large an empirical literature as the other major
strand of the economics of organization, Williamson’s (e.g., 1985) transaction cost
framework. This may be due to the fact that theorizing in the agency-theoretic lit-
erature tends to be formal with use of complicated mathematics, and is hence not
easily accessible. But there should be ample opportunities for.empirical work using
this framework. There are also some obvious differences in foci between principal-
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agent theory and the transaction cost economics (1CE) framework. In TCE the

central dependent-variable is the governance structure for transactions. That frame-
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work has been most succesful for explaining exchanges of physical goods, such as

automobile parts, computer chips, and so forth. But it applies also.to_the exchange

of services, that is, to the governance of personnel and.its.associated-motivational

problems. The prificipal-agent it

P

e-also.explains governance structures for trans-
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actions, but it explains, in contrast, almost exclusively the exchange . of services, that
is, it deals with how to contract for labour. The focus is thérefore almost exclusively

-

oazmnﬁmnnmmuu M&Bomwmnmmﬂmwmﬁmmmm».mmﬂ, on how to organize exchange of physical
WOOQM.HM e T e TR e et

The framework can be used to study the ,anﬁmnnbhbo%,mmmmg contracts, a
topic on which there is a large sociological literature (see, e.g., Edwards, 1986). It
can also be used to analyze bureaucratic ¢ career systems, also a topic on which there
is a large sociological literature (e.g., DiPrete, 1989). One of the areas to which it
probably can most fruitfully be applied is the study of professions. The no,_mmonm.rww

piaAr A e e ondmin rietptstaactubee:

@m@mwmlmt&wniwnw&w&v‘.mb@.@ professional | person (agent) is owmmmo_”g.N& by
asymmetric information, as stressed by Parsons ([1939] 1954a), and often thete is
uncertainty-with respect t6 the outcome of the professional treatment. The s6ciol-
ogy literature (6., Parsons, [1939] 1954b; Abbott, 1983) has described the use of
ethical codes that hopefully would inculcate the agents not to take unfair advantage
of the principals, whereas the agency literature has studied the design of compensa-
tion contracts that align the interests of the two parties. In most situations a bit of
both would do good, and, certainly, to rely exclusively on ethical codes to regulate
such relationships would be a forlorn hope for institutional design, so a sensible
analysis aimed at more normative statements would have to take the agency litera-
ture into account. A
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Appendix: A ‘case’ study of piece-fate contracts

Here, I present a ‘case’ study of piece-rate contracts. I first provide a brief descrip-
tion of a piece-rate contract and next the agency-theoretic analysis of this con-
tract.16 Then I go on to discuss how I believe the agency-theoretic analysis comes
up with predictions, not prescriptions, that are out-of-line with observed practices. I
describe what those practices are and I propose a couple -of explanations for the
practices, explanations that deal with fairness of arrangements and trade among
agents. -
' In the agency literature one would analyze the piece-rate scheme in Figure 9.
and derive predictions for how to choose the baseline wage wy.p; and the piece rate
B; in, say, occupation or at task j. I focus on the piece rate B;. The agency perspec-
tive states that the piece rate depends on several factors. It increases with the price
of output. In many cases that is of little relevance, since there often is no price for
the output as when an intermediary product is produced. Second, the piece rate
decreases with the degree to which the agent finds it costly to expend effort, which
is part of the agent’s psychology or utility function. Third, the piece rate increases
when it becomes easier to produce the product, referring to the rate at which effort
is translated into output, which is part of the production technology.

I will focus only on the last prediction of the agency-theoretic framework: that
the piece rate increases with the ease with which effort gets transformed into output.
To discuss this aspect, I introduce the parameter @; which denotes the ease with
which effort gets translated into output in occupation or task j. It says how many
units of output are on average produced per unit of effort. A high ¢ indicates that it
is easy to transform effort into outputs.

The last prediction is directly opposite to virtually all reports that exist about the
setting of piece rates. Most well known is what happens when technological changes
occur, that is, when Q; increases. In those cases the piece rate almost invariably
decreases. It is usually even made explicit in union contracts or other employment
contracts that the piece rate can be adjusted downward when o increases. This is
exactly the opposite of the prediction from agency theory.

For example, in the British coal-mining industry it is part of the contract regulat-
ing the employment relationship that a piece rate can only be renegotiated if ‘a
persistent and continuing change in conditions’ is encountered (Edwards and Heery,
1989, p. 84). In the U.S. steel industry similar provisions hold: ‘The agreement
should contain a provision that existing incentives should remain unchanged as
long as the jobs or operations to which they apply remain unaltered’ (Stieber, 1959,
p- 194). In both cases, adjusting the piece rate meant adjusting it upward when it
became harder to produce the output and downward when it became easier to pro-
duce the output. The piece rate f; in occupation or task j moves in the opposite
direction of the difficulty o; with which output x; is produced in occupation or task j.
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So, what goes on here? I submit that there are two central processes operating.
The first relates to fairness issues of the reward schemes. The idea is that the piece
rate f; usually is set so as to yield the same expected compensation per unit effort
across tasks or occupations. The expected compensation ‘per unit effort is given by
the product of §; and ¢;. In that product, o; gives the expected output per unit effort
and B; gives the compensation per unit of output. Hence, the product Bja;, which
gives the expected compensation per unit effort, gets equalized across tasks and
occupations. To quote from the British coal-mining industry, ‘Fairness, for instance,
was meant to be achieved by basing incentive earnings on performance against
supposedly objective measurements of effort. Pay was not linked directly to pro-
ductivity or output, the primary concerns of management, as this would favor min-
ers in those pits with the best geological conditions’ (Edwards and Heery, 1989, pp.
45-46), with similar concerns prevalent a hundred years ago: ‘..., both parties would
nominally agree that their object is to fix such a price per ton as would give roughly
the normal earnings current in the district, ...” (Rowe, 1923, pp. 50-51). The story
for the U.S. steel industry is the same (see, e.g., Stieber, 1989, ch. 11). Many more
examples can be added (e.g., Bensman, 1985, pp. 81-85, 161; Gartman, 1986, p.
215). To sum up, fairness issues drive rates to be set so as to equalize the expected
return per unit effort B;o; across tasks. One of the most interesting arrangements
deviced to achieve such fairness when rates were not always fair, was found in the
British coal mining industry in the early 1800°s. Jobs within a mine were allocated
between workers by a lottery system every two or four weeks (Jaffe, 1991, pp. 84,
99, 117, 119). This had the effect of ‘fairly allocating easy and difficult working
position,’ or to ‘equalize chances of working difficult places’ and therefore ‘to deal
with inequalities of employment.’

The second thing that goes on is related to the first. In most settings relying on
output-based compensation there is scope for trade among workers. The trades take
the form of social rewards, of helping each other with tasks, sometimes sabotaging
the tasks of others, and so forth.17 Now, if B;ajis not set so as to equalize the
expected compensation per unit effort across tasks, it is opened up for a shop-floor
internal market among workers in trading services (e.g., Burawoy, 1979, p. 55).
Consider two workers, in occupations j and g with expected compensations per unit
effort of B, and By, respectively, and consider the case where f;q; is greater
than B, a, , as it according to agency theory would be if @; is greater than a,. If this
is the case, it might pay for the worker in occupation g to abolish her tasks, just
receive the baseline wage wy., ., and instead help the worker in occupation j pro-
duce her output. The reason is that the return per unit effort is higher in occupation
J- The worker in that occupation will in turn share some of her extra earnings with
the worker who provides the help. The way this functions is that the worker provid-
ing the help usually assists in controlling the random factors &;; at the point of pro-
duction in occupation or task j, that is, keeping these at their minimum.
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The possibilities of such shop-floor trades can never be totally ruled out, but a
system that encourages these, such as following the recommendations from agency

theory would, is susceptible to become unruly. Moreover, it is likely to become an |

unfair system, because some workers will usually be in a better position to engage in

such trades than other workers. So, I submit that the need to keep informal shop- :

floor trade under control, also necessitates equalizing Bja; across tasks and
occupations.
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1 In Scandinavia, the most important work in this tradition is Lysgaard (1961), which unfortunately has
yet not appeared in English. It was also a conceptually strong study.

2 TheU.S. branch of labour history is in particular empiricist, or more traditional historical. A recent and
outstanding study is Cohen (1990). A related subfield, particularly strong in Britain, now known as labour
studies with an emphasis on the labour process, is conceptually stronger, but its origins and practices are
more in sociology than in history. For a synthetic account, from someone whose research was in industrial
relations but who discusses the historical studies, see Edwards (1986).

3 Other accounts are given in Moe (1984), Amrow (1985), Perrow (1986, ch. 7), Nalbantian (1987), and
Eisenhardt (1989). In the economics literature there are several accounts. Milgrom and Roberts (1992,
ch. 5-6) give a careful, relatively nontechnical introduction, also discussing empirical cases to which
the theory can be applied. Baron (1988) offers some viewpoints from the perspective of sociology and
social psychology.

4 Thebranch of the principal-agent literature which relies less on mathematical modelling and is more empirical,
termed positivist principal-agent literature by Eisenhardt (1989), does not rely heavily on the assumption of
hyperrationality. Rather, it assumes agents to be guided by self-interest, but not necessarily to be omnipotent
calculators (e.g., Jensen and Meckling 1976).

5 See, however, Stark (1990) on Hungarian work teams, where workers in fact rented machinery from
management on after hours. ,

6  Shelton (1967), in a study of retail outlets that changed from a franchise system to a hired manager
system or vice versa, showed that outlets run as franchises were more profitable, illustrating the powerful
incentive effects of a system basing rewards exclusively on output and the weaker incentive effects of
rewards that are independent of output.

7 Piece-rate contracts have been carefully studied in the formal principal-agent literature. Another relationship
that has received much attention is that between shareholders of a company and its hired managers. Bearle
and Means (1932) provide an early and important discussion of the so-called separation of ownership and
control. Recent contributions using principal-agent theory include Jensen and Meckling (1976) and Fama
-and Jensen (1983).

8 In a classic article, Roy (1952) discusses how workers who receive a baseline wage plus a piece rate
once they have reached a quota, referred to as ‘making out’, stop expending effort when they realize
that they will not be able to make the quota. This phenomenon is called ‘goldbricking’ in the U.S., with
similar names in other countries.

9 Witharisk averse agent part of the moral hazard problem also arises because the outcome of the agent’s
action is uncertain and the reward depends partly on the outcome.

10 Williamson (1985, ch. 10) refers to this situation as a primitive team.

11 Similar screening over the long-term occurs in more standard market-type relationships as when
producers build up differential reputations. See Wolfson (1985) for evidence from the oil industry.

12 Anderson (1985), in a study of salesforces for manufacturers of electronic items, shows similarly that
when it is difficult to assess performance then there is higher reliance on an in-house salesforce paid on
a salary and less reliance on outside salesrepresentatives remunerated on commission.

13 See also Petersen (1991), where a similar conclusion is reached based on an analysis of production
workers in the U.S. nonferrous foundries industry.
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14 Social rewards appear to be ubiquitous in employment relationships, independent of time and place, a
phenomenon documented also by historians, not only in sociological and anthropological workplace
ethnographies. Randall (1991, pp. 194-195) vividly describes how a weaver, named Teakle, who violated
existing norms of work, was treated by other weavers, back in the year 1792 in Britain: “Teakle was
forced to sit astride the pole and was carried by the mob towards Owlpan where he was ducked in a mud
hole.” Later in the evening, in the house where the weaver had sought refuge: ‘Incensed, the crowd
began to break down the door, smash the windows and also began to unroof the cottage. Those inside
defended themselves as well as they could and after three hours of damage the mob left, threatening to
return the following morming.’

15 Williamson (1985, pp. 50-52) briefly compares his framework to other frameworks, such as principal-
agent theory. He notes that one of his central terms, opportunism, covers both ‘moral hazard’ and ‘adverse
selection’, terms used in the principal-agent literature. Moreover, he claims that the analysis of moral hazard
is too narrow in that literature.

16 This analysis draws on Petersen (1991). It is based on a particular model of the production technology
and the preferences of the workers.

17 The industrial sociology literature is replete with discussions of how social rewards and trades among
workers operate under output-related reward systems (e.g., Roy 1952; Whyte 1955; Burawoy 1979;
Edwards 1986).

CHAPTER 10
ON THE RELEVANCE OF NEO-
INSTITUTIONALISM TO THE PUBLIC
SECTOR*

Jan-Erik Lane** and Torgeir Nyen***

10.1 Introduction

The institutionalist paradigm became fashionable in the social sciences during the
1980s. This long known framework for social analysis which dates back to
Montesquieu’s emphasis on the importance of rules, i.e. laws and customs (1748)
has been revitalized. The neo-institutionalist approach is well equipped to host new
models, directing the conduct of social research towards a deeper understanding of
the role of institutions for social systems. To sociology, the institutionalist perspec-
tive enters into a reorientation of social theory towards the interpretation of sym-
bols in meaningful social interaction (Powell and DiMaggio, 1991). It has directed
economic research to widen their models in order to explain how basic economic
rules, e.g. the market mechanism, the private property regime or the joint stock
company have emerged and are maintained. The study of international relations
talk about so-called international regimes in order to account for how states reach
cooperation (Krasner, 1983; Young, 1989).

Neo-institutionalism embraces a variety of new ideas, but three main institu-
tionalist approaches can be identified, one sociological in tone and the others eco-
nomic. The first approach originates in organization theory (Williams, 1990) whereas
the second one has emerged from the new institutional economics (Williamson,
1986) and the third one from institutionalist economics (Coase, 1988; North, 1990).

In the neo-insitutionalist models there is a focus upon those institutions that are
basic to society (Eggertson, 1990). Not taking the existence of institutions for granted,
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