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REPUTATIONS AND THE MaGHRiBl TRADERE  The cost of providing incentives using PRODUCT REPUTATIONS AND BRAND Napgs  We have emphasized the applications of T Renmand Maw‘:!gﬂj
reputations also depends on the other opportunities that the parties may have. An efficiency wage theory to the incentives for employees, agents, or business partners to Egg;‘;
agent whose outside opportunities would remain good even if caught cheating has i behave honestly. The principles we have described have broader application than Y
relatively little to lose from cheating, so motivating that person tends to be costly. On that, however. Benjamin Klein and Keith Leffler have emphasized that thin profit . aovae grideyn
the other hand, an agent whose business opportunities lie with a small group of margins are the enemy of quality in markets for goods and services, too, because they w; #/e2¢ = ey e Pl 2L
> principals who communicate among themselves must worry that actions that damage ternpt individual producers to cut their quality and earn higher profits E_r’l_g}i:fbﬁ's”ﬁ’rﬁérs i eendi A a’a{;\ﬁvm
his or her reputation Wi}l result in.the loss OF a large volume of valuable business. recognize the change. The firms could then exit the market. If the product is & m@u\‘-%ﬂﬁ E’;f/’ g Lok
These agents are more likely to resist temptations to steal or cheat,.even if the wage recognizable by consumers, however, and if the product margins are high, the value SYNIRRELD o, ®
for the parh;ular job is lo.w. In other wprds, it is legs costly to motivate these agents of staying in the business can outweigh any short-run profits from degrading the v o e \._E
than to motivate agents with better outside opportunities. product quality. 5o rsslahien A ¥ s
vThe exampl? of the Maghribi traders cited earlier illustrates this point.” The Where competition keeps prices relatively low or where certain products are (.'J;C'aw&,’{x @t '
@pmem of agency affﬂﬂg‘i“}e““ among traders in the \'vestem Mediter@n@n replaced so frequently that customer dissatisfaction with the old product is irrelevant,
in thee e\fenth century can be atFnbuted in part to the changing costs of motivating brand names that cover@can provide another way to establish a
different kinds of agenFsA [n the ninth anditenth centuries, when fhe volume of trade reputation for quality. A homeowner may buy this year's model of a Black and Decker
was lower .and il‘{e reliability of corqmumcations was poorer, merchants commonly dcill if he or she is satisfied that last year’s model, purchased by neighbors, was of
traveled W‘Eh their own goods. Relymg on a Personal agent was hazardous, because good quality and if the power screwdriver of the brand that the homeowner purchased
the agent 'COUId ?3511." have disappeared \Vl_th the .Capital or cheated in business two vears ago is still working well. The reputation value of a brand name leads
conducted in far-off markets where none of his associates had any control.” By the profitable firms with established brands to work hard to maintain quality.
eleventh century, however, an extensive network existed in the Muslim Mediterranean ’)_2_>
by which merchants provided references for one ar}other, so that the loss that any REPUTATIONS AS CONTRACT ENFORCERS EQOW 4 >
single merchant stood to suffer from a loss of reputation grew much larger. Asa result ' i
of these changes, the merchants found it more cconomical to rtely on overseas Successful commerce requires that businesspeople be able to count on one another ‘
merchant-agents. The merchants in towns A and B would entrust their goods to one to honor their agreements and, as the Adam Smith quotation emphasizes, the \-/
another for sale rather than relying on a personal agent from the originating merchant’s reputation mechanism has long been one of the most important mechanisms for
home port. This change may be explained at least in part by the reduced cost of ensuring that contracts are honored. In this section, we examine this idea in more
ensuring the honesty of the overseas agent. An economic analysis that focuses on detail. We conduct this part of our analysis using game theory, which makes it possible
resource costs alone cannot give an adequate account of these evolving trade to examine more systematically limitations of simple incentive systems and how some | 5
relationships. of those limitations can be overcome by more complex and sophisticated arrangements. | 'LQ“% s
4
CAREER PATHS IN Fiims  Career paths are another element that was missing from our , The Elementary Theory: Reputations In Repeated Transactions C e t i {
simple efficiency wage model. Our simple model gave only minimal attention to the . . : ) . ) .v&,,%‘l‘@%‘- 5 2 U)‘a"‘v
role of time by incorporating the number of times N that the worker expects to be As discussed in Chapter 4, .for many kinds of ]Jusnncss tranlsafctlons—.—thosc that take @ 9% Wi A
employed. In a more complete model—one in which the incentives for loyalty, place over an extended period of time in partxcglar——condﬁblons arise WO 5 oo
honesty, and hard work are provided by the promise of high future wages—a p;‘lttefn plans have been Wade. Transactions can be classified agcordmg to how decisions are - A o s
of pay that is rising over the worker's career provides incentives more effectively. Many ™ n1aa§wg_1.£1_1£:_,_\ﬁse cucﬁum#an;es. In spot r?mrket transachqns, .there are no long-term 1 D 1.;,4":, PR
\ companies have virtually institutionalized a career pattern in which, for successful ®) agreements and litle likelihood of significant changes in circumstances beforg the i} @' ST C’u‘“\‘l@.
workers, earnings rise throughout the worker’s career, perhaps eventually reaching a contract is executed. WIW_____T_%EMLES oceur, the partieshbargain among M )
- point where they exceed the worker's marginal product. Farly in a worker's career, themselves about how to respond. An alternative fo spot mark?ts is fo eStib.liSI a contra '-"3‘““‘5
- when his or her accumulated investment in the comipany and in his or her career is @ relational contract, for example, a hierarchy or authority relation which 3/manager) RIS AN
low, the worker is placed in a job of low responsibility, where the work is relatively evaluates the facts and alternative courses of action and then instructs the other parties , =" AALETEDY
f more routine and easily monitored and errors can be corrected. After the worker is on what to do. Sometimes, long-term contracts allow one party to exercise discretion frafs v “pvmd\\.ée” ’

without establishing an”authority relation. For example, a homeowner may delegate
some degree of authority to a remodeling contractor to make decisions about how the " X n Aueveto
remodeling job should be dane. yet e Pc"a b i
These abstract descriptions of contracting practices apply to many concrete dz"“ ok e G S N
. . . &L{_ Do F Ly :..JLU/\JF & -
situations. When a person becomes an employee of a firm, he or she typically agrees 77 v 3
to accept whatever direction is given within somewhat nebulous “customary limits” T b Wit
in exchange for a fixed hourly wage or for a salary. The employee’s supervisor is the —_—
one with authority. The supervisor can exercise discretion in assigning tasks, and the
o ‘ ‘ employee must rely on the supervisor to do so fairly. In our home remodeling example,
This account is based on Avner Greif. op. cit. A even if the contract is unusually precise, it will 1&)}_ specify what the contractor should

W . M. Cipolla, Before the Industrial Revolution (New York: Norton, 19803, 198, as quoted by do if rain delays the start of work, or if Axtures that were selected from a Catalogue
are no longer available, or if the dimensions on the drawings contain an error. The

better trained, has invested in learning the specific business, and when the reward for

N this diligence is neater at hand, then the worker is assigned to less routine tasks that

may also be more difhcult to monitor. We saw earlier in this chapter that high pay

is a sub\st&q@@nonitoring, so the relationship between pay and responsibility

;1 dsjustas expected. (Note that this analysis is complementary to the explanation of the

© 1 pattern of rising wages with experience in terms of screening offered in Chapter 5 and
{ the bonding explanation given in Chapter 6.)

v
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~MacRenis: A ‘
”Eﬁfcieqcy Wages in the Fast-Food Business

Arn-empirical implication of efficiency wage theory is.that a decrease in the
intensity. of supervision will result in an increase. in the optimal efficiency

“wages. The fast-food Testaurant business offers a test of this prediction.

The fast-food business i the Uniited States involves a number of chaing:’

“McDonald’s, Burger King, - Wendy's, Jack in the::Box, Kentucky Fried

Chicken, Arby’s, anid Roy Rogers-are among the most familiar. Each of these
has large numbers'of outlets; some of which are owned and operated by the
parent: firm; -and’some of which are owned and ‘managed by: independent
businesspeople operating under franchise agreements. :

The twotypes of outlets appear very similar. They have the same menus
based on the “same tecipes, - they “are  architecturally. 'and technologically
similar, they are geographically similar, they-draw employees from the same
local "work forces; they have similar pricing policies, andso on.” However,
the franchise units are managed by their. owners; who set tlie wages, fringe
beneht levels, and work ralés and conditions intheir individual outléts, make

their:own hiring and firing decisions, and claim the profits and losses of their -
operations.- In. contrast; the: comipany-owned . restaurants are managed:. by
| sdlaried ‘employee-managers, with wages .and benefits. being ‘set by district :

managers;.

SR : g ; :
A key! part -of the outlet manager’s’ job is-to ‘monitor and’ train-the

assistant managers and supérvisors as well as-the aciual nonmanagerial staff

-of the .restaurarit’ Standard’ incentive arguments- would . suggest: that a

franchisee, who collects. ‘the residual profits, will be much: more highily

“motivatéd to" monitor intensively and train- effectively .than ‘willa .salaried:
- manager; (The factthat franchises tend to be about five times rﬂpre prohtable

than company outlets supports: this view:) In tumn, efﬁcieney-gwage theory
then suggests that the company will'chcose to pay higher wages td the workers

In.its outlets-than will franchisees in theirs: The higher wage mikes:the job

more valuable and losing it more painful. This offsets the lower probability

of being fired for cause that results from’ wesker monitoring and so-reduces
‘the. amount of surliness, carelessness, absenteeism, shirking, theft, on-the:

job drunkenness, and'so-on from what they would otherwise Pe. ‘

The technology and delivery systems of the fast-food business have
been chosen to- minimize the chance that a bored teenage worker can cause
any great problems. This suggests that the effort the manager devotes to the
supervisors and assistant managers may be especially important and that the

efficiency wage differential for these employees in the comparny outlets should

perhaps be relatively higher than the differential for regular employees.

These predictions are supported by data from two surveys of fast-food
restaurants- (one of workers and supervisors ia a sample. of MeDonalds,
Kentucky Fried Chicken, Arby’s, and Roy Rogers outlets in 1982, the other
of managers in- a- sample. of MecDonald’s, Burger King, Kentucky Fried
Chicken, and Wendy's restaurants in 1985).-Tn. the first survey, employees

‘hired-into a given' job started at essentially the same wages in both types -of

outlets, but the wages grew much: faster over time for the supervisors in the
franchise outlets than for those in the company-owned. stores. and somewhat

261
Rents and
Efficiency

more ‘rap‘id]y for nonmanagerial workers.. The. result was :that eammgs dfor

supervisors were a sizeable 8.9 percent higher in. company restaurants} ,]aq a

"statistically (if not economically) significant 147~percent; hlghe.r for fu —tllr)ne

nonmanagerial workers: The second study examlped‘only starting wagels, ut

the company-restaurants 'were only two thirds-as likely to start new employees

at the minimum ‘wage as.were the franchise outlets.. Moreov.er, company- |

owned ‘outlets: provided more generous fringe beneﬁts,' further increasing the " GJ\JM e

pay. differential. The biggest difference in‘benefits was in the provision of free b v
meals. Preventing employees: from helping themsellves to a free meal Svery e E‘”é&%af’ L o e i .
difficult to control. If it is difficult to induce sufficiently c.areful monitoring. ﬁ':@,g% . A;z o s st
to: prevent employees from stealing food, it-may be best simply to permit it A As

explicitly. ‘ ’ e :\JN.{I

Based on’ Alan: B.. Krueger;: “Ownership, “Agency: and Wages: An Examination ?f'
Franchising in-tle ‘Fast Food Industry,” Working Paper 3334, National Bureau of Economic

‘Research (1990):

c‘ont;factor to react appropriately to the inevitable

homeowner must rely on the

sequence of unforeseen conditions that were not specified in the origipal contract. lIn Lo \)
each of these situations, at least one party (and frequently both) must rely on the ( CU:AVML »‘\,ﬁhék .
. ) .
honesty and good will of the other. o P, L /
The disputes that arise in these situations are often connected w1th(arr1b1gmty)}) N

about what kinds of discretionary behavior are honest or appropriate. To start analyzing >

i : frhat s ol L
the problem, however, let us suppose that although it is not possible to sﬁeufy‘uhc'lt £ oy o
to do in ani’kparticular situation, it is possible for parties close to.the’ transaction to _ puyEn \Hm‘cﬂ.‘
determine whether the person with authority has done “the right thing. "TF is this two-

[P
Yy O ;")Q(’."‘"f“‘ g’l
raveratil

" ion imoli el
part assumption that characterizes our “elementary theory.” The assumptfn lmglles ) i sidben A2 /[
i 1 1 1 1 1 n. 7/ £ or e T e
that we are examining a situation 1n which detailed cgntracts cannot be wrifte 1' (£ ,.,w. { em’/;;{.’ pr gaﬁuﬁwd,"” .]1 S
making legal enforcement difficult, but in which the parties themselves have enoug ]f (& et cin2ef L iy gt
’ i ich is a bast uirement o ke L2 )
information to evaluate each other’s past behavior, which is a basic reg ey N

any system of reputations. |
OrFFERING TRUST ~ We use the box shown below to describe abstr.actly a trapsactl(l)n
opportunity that may occur repeatedly. At each round—that is, eachﬁ Flrr?u t1§
transaction opportunity arises—one party, called the oﬁ’riror., can offeF to Fm*.at a aecotnd
party, called the decision maker. The formal structure of this interaction is n.pr.es?n e

in the box, which describes a normal form game with ‘Lz/o p}ayers. The box 51?5
that each player has two strategies at each round. The offeror’s strategies are to offer

RN
g
?é‘ Decision Maker
&% :

o Honor Don't
Offeror Trust Trust

Y
Offerrust VvV, V -LV+G
Don't Offer & 0,0 0,0

/




trust or not. The decision maker's strategies specify what he or she plans to do if trust
is offered. The entries in the box show what the payoffs will be for each combination
of strategies. If trust is offered, the decision maker must then decide whether to honor
that trust by behaving faitly. The box describes the parties’ payoffs. The first number
in each cell of the box describes the offeror’s payoff, whereas the second describes the
decision maker's. If no trust is offered, no transaction eccurs and both parties eamn a
payoff of zero. If trust is offered and honored, then both parties receive a valuable
payoff of V. However, there is a short-run temptation for the decision maker not to
honor trust; by not honoring, he or she receives an extra payoff of G in that round.
In that case, the offeror suffers a loss of L and would have fared better if he or she
had not offered trust and had instead settled for a payoff of zero. We assume, of
course, that V, G, and L are positive numbers.

It is important to interpret the numbers here correctly. Zero is simply a value
that we have assigned arbitrarily to whatever the two parties might do if they do not
share trust—the number itself has no significance except as a baseline from which
other values are measured. That the value V is positive means that honored trust is
more valuable to hoth parties than whatever happens if trust is not offered at all. The
larger V is, the more the parties have to gain by offering and honoring trust. That G
is positive means that the decision maker has something to gain in the short run by
dishonoring trust. For example, if the decision maker is shamed by behaving
dishonorably, the other gains are large enough to offset this shame. That L is positive
rmeans that offering trust entails a risk: The offeror has something to lose.

Suppose now that this normal form game were to be played only once. According
to game theory, which posits that each player is self-interested, we predict that the
offeror will not offer trust and the decision maker will plan not to honor trust in case
it is offered. The self-interested decision maker, if given the opportunity, would surely
prefer to earn V 4+ G by dishonoring trust than to eam just V by honoring it. The
offeror, recognizing the decision maker’s incentives and knowing that he or she is
self-interested, would therefore choose to avoid the loss of L by not offering trust. The
result is that each party receives a payoff of zero, missing the opportunity to obtain
payoffs of V.

REPEATED DEALINGS AND THE NasH EQUILIBRIUM  Despite this unfortunate outcome,
the game-theoretic solution does seem to be a reasonable description of what might
happen if the situation we have porirayed were to arise among strangers who meet
only once, especially if the temptation G and the potential loss L are large. If the two
players are people who encounter one another in this sort of circumstance frequently,
however, they might be expected to develop some way to overcome{the problem of
trustdand enjoy the fruits of the honored trust outcome. For example, the decision
maker might say to the offeror: “I would like you to trust me once to test my honor,
and you would be wise to do that. After the test, base your expectations about me not
on some arbitrary, pessimistic theory about how a stranger might play this game, but
on how I prove myself in action. If you do offer trust, | promise always to honor it.
We both know that if [ should ever fail to honor your trust, you would never trust
me again. For that very reason, it will actually be in my interest, as well as yours, to
honor your trust, for only by doing so can I earn your continuing trust, which 1 have
good reason to value.”

Is this speech believable? To check its logic, suppose that earning a payoff of X
every time the parties meet in the indefinite future has the same value for the decision
maker as does a one-time payoff NX today. The magnitude of the number N depends
in part on how frequently the parties expect to meet and on the interest rates that

R

they face.!! What can we expect to happen if the offeror believes the self-interested
decision maker's speech and acts accordingly? If the decision maker does not honor
the offeror’s trust, the decision maker gains G immediately when he or she cheats but
will never be trusted in the future. If the decision maker does honor trust in each
periad, he or she will earn a payoff of NV instead. If NV > G and each party expects
the other party to behave as described, then neither party could do better by deviating
from the prescribed behavior. The offeror cannot gain by withholding trust: He or
she expects the trust to be honored and therefore expects a payoff of V per period by
offering trust, compared to 0 per period if the trust is witheld. The decision maker
canniot gain by dishonoring trust: He or she expects a payoff of V per period, which
is valued at NV if trust is honored in each period, but only G < NV if trust is
dishonored today, for then trust will never again be offered. In the language of game
theory, this situation in which no party can gain by making a unilateral deviation
from the prescribed behavior is called a Nash equilibrium.

For a pattern of behavior to be a Nash equilibrium, it means that if the parties
all expect this pattern of behavior, then it is in the individual interests of each to
adhere to the pattern. In many situations, especially ones where people have little
experience, there is no reason to suppose that people will have the same expectations
about behavior or that their expectations will be correct. If (1) all the players in the

game do have the Same expectations, (2) those expectations@@re correct, and (3) the play- i

ers act in their individual best interests given their expectations, then the combination
of strategies is a Nash equilibrium.

One important difficulty with using a Nash equilibrium to predict social behavior
is that there may be more thari“6ne -In the game we have porirayed, a second Nash
equilibrium strategy combination is for the offeror never to offer trust and the decision
maker never to honor it. A third possible Nash equilibrium is for the decision maker
to promise to cheat only every second time that trust.is offered and for the offeror to
offer trust at every round as long as the decision maker never cheats in two successive
rounds. If L < V and the rounds are frequent, neither player can gain by changing
his or her strategy, so this strategy combination is also a Nash equilibrium. The
hypothesis of Nash equilibrium rules out some patterns of behavior but does not
always lead to a unique prediction about what the outcome will be.

REPUTATIONS  Let us return now to the first Nash equilibrium that we described, in
which the offeror continually offers trust for as long as the decision maker continues
to honor it. We studied this situation assuming that the offeror at each round is the
same person, but that is not really necessary for the analysis. If the decision maker;
faces a series of different offerors who each offer trust only if the decision maker.
honored trust when it was last offered, then the decision maker's calculation about i
whether to honor trust is exactly the same as if there were a single offeror. One might
say that in each transaction, the decision maker honors trust in order to encourage
future trading partners to offer trust or, in other words, to maintain his or her
reputation for honesty. In the world of business, a reputation for honesty can be
valuable because it cela_tg_’_zmttmiiggﬂiners. In addition, if it is possible but costly
to write detailed Contracts, @ good reputation can often allow the decision maker to
avoid that expense as well as the use of costly and error-prone legal contract

enforcement mechanisms. , Iy o o
o A bl G i /

/s

I If the game is to be played an infinite number of times, the interest rate that players can earn on
their investments is r per period, and the players meet at intervals of t periods, then N = UL+ Y
— 1] + 1. Lower interest rates (smaller r) or more frequent meetings (smaller t) lead to larger values for
N. See Chapter 14 for additional details of how to make present-value calculations.

263

Rents and
Efficiency

-

i ;
by | Wik (0

P
(VIS et
P e %




Trench Warfare in World War I:
The “Live and Let Live” System

In economic applications, we usually emnphasize the financial Teturns that -
accrue to earning others’ trust. Sometimes, the most significant returns are:
ot Gnancial at all: A remarkable example of valuable trust amorng enemies

is the “live and let live” system that developed between battalions of opposing

armies along the trenches of the Western Front in' World War L Although

the commanders. of the opposing German and Allied armies wanted the

troops to' shoot to’ kill,. the soldiers often behaved differently. Trust and

reputaiions explain how this came about. '

In the trench warfare.of WWI, the same opposing battalions faced each
other for long periods of time.. Deadly fire from one side could be reciprqocatgd
by the other side. Although many of the soldiers in- opposing. battalions. in
aﬁy war would prefer to avoid exchanges of deadly fire, they cannot trust tf.xe
other side to-withhold its. fire ‘because each: side” has- a strong ‘interest in
destroying the’ enemies’ fighting’ capabilities. In‘\?\M’I, howevej'rf the ‘daily
exchange of fire between enirenched battalions in-a war of attrli.:lpn'offered
a rare opportunity.- Daily. interactions could make it a Nash equ?hbnum for
the two sides to-fire in eamest only if fired upon.- To achieve this outcome,

cach side had to demonstrate to-the other its ability to retaliate if the other
side initiated deadly fire, as well ‘as its: willingness not to use deadly fire
withiout provocation. ; '

In many parts of the front, the soldiers-did achieve such a truce while
still making it appear to. their commanders that they-were shooting. at the
enemy. According to- Robert-Axelrod's account, “During periods of mutual
restraint; the enemny soldiers tock pains to show each -other that they coulfl
indeed retalite if necessary. For example, German snipers. showed t}'{eu’
prowess to the Britishi by aiming at spots on the walls of cottages and. firing
until-they had cut a hole. Likewise, the artillery would often demonstrate
with a few accurately aimed shots that they could do more damage if they
wished.” .

Eventually; the Allied commandets uncovered. these tacit triices and
took steps to end them. They initiated a series of commando raids-on the-
German trenches that brought retaliation from the Germans and more
retaliations by the opposing Allied soldiers, until the accurnulation of fire
made the “live and let live” system untenable.

Source: Robert Aseliod, The Evolution of Cooperation (New York: Basic Books, 1984).
Hen 150 3460
b losn
Amibiguity, Complexim and Limits of Reputations
Although it may not be possible to specify in advance in an enforceable cons—tract how
the decision maker should behave, it may nevertheless be possiblec r those mv.@
to decide afterward whether the parties had behaved honorably. This assumption is

sometimes problematic, however. In many cases, if it really were easy to decide what
T .. 2y oo cattla diemiites at

I

L

In reality, perceptions of circumstances frequently come into conflict, and
parties differ about just what is “the right and honorable thing to do.” Even when
parties agree about the circumstances, they may disagree about what can be done or

what is likely to be effective. For many kinds of decisions, it is not possible to try out »
each alternative to see what the consequences would have been.

The problem we have described is compounded if there is more than one party
offerinig trust. As difficult as it may be for a single party to know whether another has
acted fairly, it is even more difficult for an_outsider to the transaction to assess what
has happened when there has heen a dispute. In a simple reputation system, that is
precisely the task that faces a whole series of gufsiders to the transaction. The cost
and difficulty of making those judgments, and the need for them to be made repeatedly
by a series of outsiders undermines the effectiveness of a system of trust based on
Teputafions alone. Various institutions and practices have arisen to restore some of

e lost effectiveness.

CORPORATE CULTURE ~ One way to enhance the effectiveness of a system of reputations
within a group is to construct or evolve a set of workable principles and routines that
create shared expectations for group members. In a large organization, the principles
would help guide managers in making decisions as well as providing a set of clear
expectations for everyone in the organization. Sometimes, routines evolve with no
far-reaching purpose in mind; butsimply represent patterns of action that have worked
well in the past. In other instances, the principles take the form of explicit rules
promulgated with a clear purpose in mind. For example, the San Francisco Forty
Niners football team has a rule that a player in the starting lineup who becomes
injured and misses some games is always entitled to return to his starting role upon
recovery, regardless of how well the substitute plays in his absence. The rule is
designed to keep injured players from concealing injuries. The team surely faces
temptations to make “exceptions” to the rule—especially when the substitute plays
very well—but exceptions would undermine the players’ trust in the coaches. Without
the rule, the notion of fair treatment would be far more ambiguous. What is the “fair”
thing to do if the substitute plays especially well?

At Nordstrom, the department store chain, one rule is that merchandise returned
by customers is always cheerfully accepted without requiring proof of purchase. To
teach this rule, a story is told to trainees of a salesperson accepting without question
a2 customers return of an old, badly worn set of automobile tires, even though’
Nordstrom has never sold tires! The story helps to establish a rule that everyone can
understand and makes clear to trainees the strong commitment to customer satisfaction
that is a hallmark of Nordstrom's operations.

From this perspective, corporate culture is the set of routines for decision making
and shared expectations that employees are taught and the stories and related devices
used to convey those expectations. In Chapter + we emphasized the role of routines
and shared expectations for coordinating action within the organization. Here we
emphasize a different function: The culture provides a set of principles and procedures
for judging right behavior and resolving inevitable disputes. Because the principles
have fo be simple to be communicated effectively to newcomers to the organization
and because they have to be adapted to work in the typical circumstances that the
organization faces, no one culture can work well for all organizations. This helps
make some limited economic sense of the “clash of cultures” explanations that are
often cited as a reason that two organizations with very different styles or histories
experience difficulty when they try to merge their operations.

REPUTATIONS AND THE Law  Robert Ellickson has taken the culture argument even
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1 i i if they are all of similar agnitude allow trust to fourish. In modern societies
intai - jon 1 werful than are legal sanctions in settling 7

maintain a good réputation 1s more po

hi d i I le b ialized i d lized skills. M e Rents and

ity di ) . ta County, California, 2 ranEHnE an however, people have specialized occupa ions and specialized skills. any specialiss, Efficiency
et e He r.qiom t&atnm;};?; compénsate for damages caused by | such as plumbers, furniture repairers, 0% automobile salespeople, interact with H e & Macl o caTlaen
ok, & o P““IC‘P e n t ihyse imposed by the relevant laws, but instead ' individual customers relatively infrequently. Buyers may purchase frequently from the —~ ™% & o

stray livestock, for example, are not tho 3

jons i it e is no legal
are ones that were evolved over generations 111 the local community. Ther g

i ili ompeting su 1 1 : P SN PPN >
same SOuIces, but the avalla )lllty of ¢ pett g § pphers st111 creates lmPEI'SOna] ML f 4{5'-/.1 iy <
enforcement Of the I'LllﬁS Of ﬂE‘lgthI‘ly relations——iust the perceivéd need bV TESldCHtS ’

transactions that are hardly better than the outside alternatives.

%

) - he Tocal community. Business and legal institutions of various sorts can help to fll the gap. Legal
to maintain a good, trustworthy image in " onch a court of law. The parties work institutions {eplacy the system of reputations altogether. Parties who rely on the legal i
In fact, most contractual dl.Sngfefs nevis and these mechanisms are supported system count on the threat of a lawsuit, rather than that of a bad reputation, to ensure
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the eighteenth and nineteenth centuries, when whalers from different countries met
its end, attitudes toward payment harden, and disputes to be resolved in court become at sea, they would have a party called a “gam.” where the captains of the vessels would

J exchange information about many things, including disputes with other whalers that
more likely. ) L needed to be settled. Whalers in the United States, concentrated as they were in a
The Advanced Theory: Reputations Aided by Institutions few seaside communities, needed no such practices to keep informed about one
another, The whalers’ systemn of community enforcement of norms based on repeated
interactions was so effective in its early years that there are no recorded cases of
property disputes among whalers going to court, even though the issues of who owns
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One of the ways that people enhance the effectiveness of a system of reputatlo;z li
by narrowing the range of people with whom they do business. Frequent transactt
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a whale are quite subtle."? (Should it be the first to sink a harpoon? The first to secure
a flag in the whale? Can a ship harvest a whale that has been killed and flagged but
is Hoating free or must it allow the killing ship te come make the harvest?) Only in
the late nineteenth century, when petroleumn products began to replace whale products
did the legal system become involved in whaling disputes. At that time, rents in the
whaling industry began to decline and time horizons for whalers became shorter—
effects that combined to undermine the community-based systemn of reputations.

In modern times, the local Better Business Bureau will mediate complaints by
custorners against local businesses and report information about complaints against
local merchants and craftsmen. Similarly, credit bureaus report information about
past loans and whether they were properly repaid, and consumer agencies repott
survey information about various matters, such as how satished consumers are with
the handling of their insurance claims at various companies. Disseminating this
information strengthens incentives for reliable behavior. Merchants are motivated to

settle complaints made through the Better Business Bureau o preserve their good
( reputations. People are more eager to repay loans knowing that 2 faulty_credit rating
%1 will prevent them from borrowing again on favorable terms. A similar logic applies
<o insurance comparties.

BOYCOTTS AND EMBARGOES: INTERNAL DISCIPLINE The main characteristic of institu-
.. tions that work by enhancing the reputation system is their reliance on sanctions
V delivered by individuals. If applying sanctions is\costly, some individuals may refuse
to comply, undermining the effectiveness of the syStem.

Medieval merchant guilds in northemn Furope were bodies made up of all the
foreign merchants trading in 3 single town.'® A major difficulty these traders faced
was that the cities in which they traded did not always carry out their contractual
agreements, for example, to protect the traders against theft by locals. The only
significant response that the merchants had was to refuse to trade in the offending
town, but this ran into the free-rider problem noted ealier. In the major trading
centers of northemn Europe, especially Bruges, the trading merchants came from many
different cities, and this made enforcing embargoes especially difficult. Moreover,
towns faced with an embargo would try to encourage traders to free ride by offering
them especially atiractive deals. The guilds can be seen as an institution through
which merchants coordinated their responses to cities that reneged on trading
agreements. -

In 1280, following a dispute over Bruges's responsibility to provide physical
protection for the merchants, the guild of merchants trading in the city attempted
embargo, transferring their trade to Aardenburg. The embargo, however, was defeated
when Bruges offered special terms to merchants from various towns who found the
absence of competing traders to their liking. In_response to such failures, the town
guilds united under the new, more_encompassing organization—the Hansa, or
Hanseatic League. If the Hansa declared an embargo on a city and traders violated
the embargo, then their home city itself might be put under embargo or the offending
traders might be refused access to goods from other member towns. Following another
dispute, in 1358 the Hansa endorsed another embargo of Bruges, and the city
responded again by offering special terms to Hansa member Cologne and nonmembers

15 Robert Ellickson, “A Hypothesis of Wealth-Maximizing Norms: Evidence from the Whaling
industry,” Journal of Law, Economics, and Organization, 5 (Spring 1989), 83-97.

16 These guilds should not be confused with the more familiar crafts guilds, which were organizations
1 tee menducers of a particular good in an area, for example, the weavers guild in London.

such as Kampen. With its strong internal discipline, however, the embargo was

eventually successful and Bruges honored the trade charter.”?

Thete is a danger of misinterpreting this historical episode as a_mere distributive
dispute, in which one pa ’s gain is the other's loss. Actually, institutions like the
Hansa which help tofenforcé agreemenis perform an important efficiency-enhancing
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function that helps to account for their emergence and survival. From the host city's
point of view, the very ability to renege on agreements is also an inability to commit
to honest behavior. That inability can be very damaging. In 1283 King Edward T of
England, reflecting on the broken promises of security for foreign merchants in his
country, observed that “many merchants are put off from coming to this land with
their merchandise to the detriment of merchants and of the whale kingdom.™® In
modern times, as in history, people can find it valuable to establish arrangements,
practices, and institutions that M or enw
contracts against them because those very artangements make them a more reliable

RENT SEEKING, INFLUENCE CosTS,
AND EFFICIENT DECISION ROUTINES

Rents and Quasi-rents

So far, we have developed the-argument in primarily,nontechnical language, speaking
about the economic profits of a firm or about the high wages of the worker. In
economics journals, however, the general principles are most frequently couched in
terms of rents and quasi-rents. A tent is the portion of earnings in excess of the
minimum amount needed to attract a worker to accept a particular job or a firm to
enter a particular industry. For example, a worker who ranks jobs only on the basis
of wages and who is offered a job at wage rate w earns a rent of w — wif wis the -~
highest wage he or she can eamn in any alternative employment. Similarly, if a price
of p would be just sufficient to attract a firm to produce in some market, and if the
quantity the firm sells is g, then the firm earns rents of (p — P)g, provided the actual
price p that it can charge is greater than f. Notice that the price f is the same as the 7
average total cost of operating in the industry, including the opportunity cost of capital >
as well as the costs of all the other fixed and variable factors used by the firm. Rents
typically arise because of scarcity, whether natural or induced. In 1990, for example,
baseball pitcher Roger Clemens was given a contract calling for him to be paid $21.5
million over a period of four years, in each of which he would probably not pitch in
many more than 40 games. There is surely a large element of rent in this pay.
Clemens receives this rent because his talent is in very short supply. In turn, his
employers, the Boston Red Sox, can pay him this much because they are earning
rents from their exclusive franchise to present major league baseball in New England.

A quasi-rent 15 the portion of earnings in excess of the minimum amount needed
to prevent a worker from quitting his or her job or a producer from exiting its industry.
Whereas rents are defined in terms of decisions to@)a job or an industry, quasi-
rents are defined in terms of the decision@t If the wage W would be just sufhcient
to keep an employee at work at a particTiar job, taking into account such costs as

7 See Avner Greif, Paul Milgrom, and Barry Weingast, “The Merchant Guild as a Nexus of
Contracts,” unpublished working paper, Stanford University (1990).

18 Fnglish Historical Documents, David C. Douglas, ed. (Oxford: Oxford University Press, 1955),
420.
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