Chapter 4. Internal Context: Organizational Design

Organization Design and Competitive Advantage

A firm’s competitive advantage often has its roots in the firm’s organization (its internal context). A company may have a competitive advantage in its assets, but the way those assets are organized is equally important. Having the best engineer or the best salespeople is not enough to make the firm effective. In order to be productive, the best engineer must have access to the information he needs to design products consumers value. Moreover, there is not a single best answer. The best design for a firm actually depends on the strategy it is pursuing.

The Challenge of Organization Design

The first step in achieving competitive advantage through organization is to understand the problem that organization is supposed to solve. This problem has two parts: the coordination problem and incentive problem.

Coordination Problem. Refers to the challenge of designing an optimal organization even when everyone in the firm fully internalizes its goals and puts self-interest aside in helping it to pursue those goals. Firms exist because activity coordinated by organizations can be more efficient than activity coordinated by the market. The activity of coordination is the acquisition and allocation of the firm’s assets. Assets, whether they are tangible (inventory, machines, buildings) or intangible (expertise or information) need to be available in the right types and amounts in the right places for the organization to operate efficiently. A central coordination problem is to balance the gains from specialization and the gains from integration. Another key coordination problem is how decision-making processes are design. For example, in some organizations senior managers make most strategic decisions centrally, and in others middle managers are given substantial decision-making authority. A closely related problem is how information flows through the organization.

Incentive Problem. Because an organization is made up of many individuals and groups, not everybody has objectives identical to those of the firm’s owners. The objective of the stockholders is profit-maximization, but most employees have other concerns as well and may be willing to pursue their objectives at the expense of the firm’s. These problems arise at the level both of the individual and the subunit. The incentive problem arises in the presence of hidden information - when superiors simply do not have all the information possessed by those who make the decision- and hidden action – when superiors cannot observe exactly what a unit is doing-.

Meeting the Challenge

Managers can work with three levers in the organization design: Architecture, Routines and Culture. These are the components that a firm can manipulate to address its coordination and incentive problems.

Architecture. This includes both organization’s structure – how the firm is divided into subunits, the reporting relationships among them, the formal and informal mechanisms that link them- and compensation and rewards policies. Constructing an organizational structure is about dividing people into subunits and defining linkages among them. Because communication and resource sharing are more easily accomplished within subunits than across them, the delineation of subunits profoundly affects resource and information flows within the firm. Scholars and managers have struggled over whether functional or divisional structures are a better way to solve the coordination problem.

In a functional organization, individuals are grouped according to the task they perform (sales, R&D, marketing, finance, etc). In a divisional organization, the primary subunits are formed based on some business logic such as geography, customers, product category or technology. A functional organization helps firms realize the benefits of specialization by facilitating information sharing and learning among technical specialists. It also promotes individual investment in learning within that functional specialty. The divisional form ahs become increasingly common because it is better at facilitating coordination across functions, and this value increases as the firm increases in scale and scope. Another important dimension in organization design is how tall or flat the hierarchy is, that is, how many layers the organization has. This is important because communication is required to coordinate action among subunits. An alternative approach to resorting to hierarchy for achieving coordination is to rely on horizontal linkages, including personal networks, liaisons, task forces or teams and integrators. Horizontal linkage mechanisms facilitate information and resource flows without affecting the organization subunits.

Routines. Most of the activities and decisions a form engages in each day are similar to the ones it had deal with the day before. The enormous amount of repetition allows a firm to develop formal and informal procedures, processes, and habits for doing things. These are the firm’s routines. There are large coordination gains when efficient routines are applied to manufacturing processes for example. But routines do not apply only to processes. Firms also have routines for decision-making and other key activities. Since many routines cross group boundaries, they facilitate coordination among groups. Routines also ameliorate the incentive problem, because they create opportunities to get better indicators of performance.

Culture. Culture refers to the commonly held values and beliefs of individuals within the organization and, accordingly, the evaluative criteria used to make both large and small decisions. It provides the opportunity for inducing cooperation that otherwise would be difficult to achieve. Culture can also play a vital role in resolving the foundation of the incentive problem. A manager who wants to induce a particular behavior that is difficult or costly to include in a pay-for-performance scheme may find that a strong culture can be a more effective means of evoking that particular behavior than pecuniary incentives.

