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               Introduction

               
               A Machine for Getting Stuff Done

            

            
            ACCORDING TO A NATIONAL TIME USE SURVEY, in 2008 the average employed American parent between the ages of twenty-five and fifty-four spent more than a third of the
               day, nearly nine hours, at work and in “related activities.” We spend as much time at work as we do eating and sleeping, combined.
               More time with our coworkers than with our loved ones.
            

            
            In fact, we spend so much time with our coworkers that some of them serve as substitutes for our loved ones. Consider the
               idea of the “work spouse,” someone with whom you have a platonic relationship, but one of such intimacy that it replicates
               your marriage, perhaps even doing it one better by not involving domestic and financial tensions. In one survey, 65 percent
               of respondents said they had an “office husband” or “office wife.”
            

            
            This is just the most recent data point in a worldwide trend of more work. Since the early 1980s the amount of time we work
               has been on an upward trajectory, and with the advent of e-mail and smartphones, the invasion of our home lives by work is
               nearly complete: you can take the worker out of the office, but you can’t take the office out of the worker.1

            
            Despite the hours logged at the office, or maybe because of them, most employees struggle to make sense of their work lives.
               Many give up trying: office life can seem just too nonsensical to bother. So we descend into cynicism, offering up sarcastic
               commentary and office jokes that follow a few well-worn premises: clueless managers who have no idea what their direct reports
               do, failure to communicate objectives, failure to have real objectives, a blatant disregard for data and evidence, perverse incentives and personal fiefdoms, rote behavior in the
               face of new challenges, meaningless memos sent down from on high, the disconnect between HR proclamations and the experience
               of the average cubicle dweller. The list, as they say, goes on.
            

            
            It’s not that you couldn’t make this stuff up, but you don’t have to. Ask a friend. Stop a random commuter. Read a strip from
               Scott Adams’s Dilbert, a cartoon built largely on readers’ suggestions from their own experiences. Office life is so full of absurdities that our
               reality provides rich fodder for satirists to return to again and again.
            

            
            But when satire pales in the face of reality, what are we left with? That’s the kind of existential question that modern organizations
               inspire.
            

            
            While this existential dread moves many to cynicism, it moves others toward action. In her book Escape from Cubicle Nation, for instance, Pamela Slim, a career and marketing blogger, advises readers on how to escape “corporate prison” to become
               thriving entrepreneurs (with no more pesky organizational headaches to deal with, of course). Slim isn’t the only one: the
               bookstore shelves are filled with other similarly aspirational volumes.
            

            
            But before you rail against the system or dive in to fix it, it might just pay to figure out how things got to be the way
               they are in the first place. That’s where this book comes in. We’re offering a description of how and why orgs do what they
               do— how the parts fit together, how the rules get made, and what happens when you change the rules or move things around.
               We aim to shed light on the anxiety and confusion that can accompany life in cubicle nation, to show how the path from one-room-workshop-cum-homestead
               to world-bestriding behemoth is pockmarked with daunting trade-offs and compromise, to demonstrate the logic of office life.
            

            
            Then, armed with a clearer understanding of how orgs work, you can descend into better-informed cynicism.

            
            The Least Possible Dysfunction

            
            We’re not organizational mechanics. There are lots of those around—experts who’ll tell you how to fix your organization, which
               tactical levers to pull, exactly what steps to take to get employees to be more productive, more devoted, more engaged, more
               trustworthy. Nor are we here to tell you that everything you know about orgs is wrong. It’s not.
            

            
            Instead, we aim to explain the inner workings of the org, drawing on the tools of organizational economics. For decades, economists—people
               who we might think would have something to say about work—treated the workplace or organization (“the firm,” as economists
               call it) as a black box. In economists’ models of the world, stuff went in (inputs) and product came out (outputs). These
               inputs and outputs might be given more descriptive labels: “labor,” “capital,” and perhaps even “technology” went into the
               production of “widgets” (a placeholder for any manufacturing item).2 Then firms marketed the outputs, consumers bought them, and economists measured it all with demand curves to determine how
               many widgets would get made. And there you have the manufacturing economy of the mid-twentieth century. What actually happened
               within the black box of the organization—be it a giant Fortune 500 company or a small entrepreneurial shop—was largely beyond the scope of the economics profession.
            

            
            But then along came organizational economics. While it has deeper historical roots, org econ really matured starting in the
               mid-1980s (at about the same time, coincidentally, that our work hours were slowly increasing). Organizational economists
               build mathematical models that aspire to make sense of why organizations look the way they do, how they function, and how
               they might improve: page after page of algebra impenetrable to the very subjects whose experiences the economists are trying
               to describe. But lying behind the Greek symbols and esoteric economic jargon are a set of logical principles that can help
               us make sense of our experiences. Economics doesn’t provide a complete view of the org—psychology, sociology, and other disciplines
               have lots to say as well—but it is very good at showing us the logical structure, the architecture of our organizational lives.
            

            
            When economists look at the firm, they don’t see the dysfunction—or at least that’s not all they see. Rather, they recognize a set of compromises that result from trade-offs among many competing interests and objectives.
               From these compromises comes the seeming dysfunction of our work lives—the cost side of all those cost-benefit trade-offs.
               Organizational economics can help explain why the highly imperfect office of today may nonetheless represent the least dysfunctional
               of all possible worlds, however depressing the idea of “least dysfunctional” may be.
            

            
            It’s All about Trade-Offs

            
            Consider the case, for instance, of Mr. X, a former member of the user experience design team for American Airlines. In the
               spring of 2009, Dustin Curtis, a user interface designer himself and a regular blogger, went on an extended rant about AA’s
               terrible website, written in the form of an open letter to the airline, complete with examples of what a better-designed website
               might look like (which Curtis said he threw together in just a couple of hours). Curtis’s web pages were far, far better,
               at least from the customer’s perspective, than those of American Airlines. Curtis ended his letter by asking the company to
               “imagine what you could do with a full, totally competent design team.”
            

            
            AA’s Mr. X sent Curtis an e-mail, which Curtis, with Mr. X’s permission, posted to his website, omitting some identifying
               features (such as Mr. X’s real name). “You’re right…You’re so very right. And yet,” began Mr. X’s e-mail, before launching
               into a description of the various trade-offs the AA.com design team had to confront. “The problem with the design of AA.com,”
               Mr. X explained, “lies less in our competency (or lack thereof, as you pointed out in your post) and more with the culture
               and processes employed here at American Airlines.”
            

            
            Mr. X went on to note that the group running the AA.com website consisted of two hundred people spread out among different
               groups, including “QA [Quality Assurance], product planning, business analysis, code development, site operations, project
               planning, and user experience,” plus many, many others with a vested interest in how the site works and what it does. And
               while new features have to go through the UX (user experience) team, the experts on how customers will experience the site,
               numerous others have the ability to “push” content onto AA.com without any interference or suggestions from anybody else.
            

            
            “Simply doing a home page redesign” is not the issue, Mr. X explained—that’s a “piece of cake.” Rather, it’s the competing
               interests that pose the problem. As Mr. X put it, “AA.com is a huge corporate undertaking with a lot of tentacles that reach
               into a lot of interests.” He ended his missive on an optimistic note: “Even a large organization can effect change,” he wrote.
               “It just takes a different approach than the methods found in smaller shops. But it’ll happen because it has to, and we know
               that. And we’ll keep on keepin’ on, even if most of us really and truly would prefer to throw it all away and start over.”
            

            
            Mr. X’s optimism was unwarranted. AA tracked him down by searching company e-mail data from the UX group and fired him, ostensibly
               because he had revealed proprietary information. Three years later, the AA.com website is better than it was, thanks in part
               to Mr. X’s erstwhile colleagues’ efforts, but not good enough to save the company—American declared bankruptcy in late 2011.3

            
            Curtis—or Mr. X, apparently, had he been organizationally unfettered—could have made a superior website than American Airlines
               had, at least as measured in terms of aesthetics and usability. In fact, Curtis’s proposed redesign of the AA interface that
               he showcased on his website as part of his open letter is a work of clarity, simplicity, and appeal. But Curtis most assuredly
               could not fly anyone from point A to point B, or negotiate fuel prices, or arrange international flight schedules, or deal
               with labor disputes, or maintain jet engines. Luckily, Curtis doesn’t seem to want to—but if he did, he’d have to build an
               organization that looks an awful lot like American Airlines.
            

            
            Principal, Meet Agent

            
            The challenges many organizations face are the outgrowth of a pretty simple problem: How do you get people to do what you
               want them to do? Over the millennia, smart bosses have learned that when it comes to motivating workers, you get what you
               pay for. It’s all about incentives. Getting the trade-offs right in designing these incentives—and figuring out what it is
               that you’re actually paying for—is the art and science that lies behind every successful boss and organization. Owners and
               managers create high-powered incentives (pay for performance) to push employees to work harder, but this might, for instance, motivate employees to push toxic loans
               out the door as fast as they can (hello, mortgage crisis).
            

            
            If you’re the owner or manager of an enterprise and you can’t watch over everyone all the time, how do you make sure your
               managers are making as much money as possible, and passing it on to you? If you’re one of those managers, how do you make
               sure that your workers are doing what they’re supposed to? That anxiety travels down through every level of the organization,
               through every department. More work, less skimming.
            

            
            Economists call this the principal-agent problem: how to align the interests of those who want things to get done and those who do the work. This starts with the owners of
               the corporation (the principals), who want to generate profits, and the CEO (the agent) they hire to make money on their behalf.
               The CEO, in turn, needs to motivate his agents—the division managers—and so on, resulting in a cascade of principal-agent
               relationships that follow the org chart all the way down to the store manager and her sales clerks.
            

            
            The most obvious way of motivating employees is to pay them. Soon after Henry Ford installed the first conveyor-belt-based
               assembly line in the car factory in his Highland Park, Michigan, plant, he discovered that even as his line workers became
               familiar with the process and more experienced at their jobs, their productivity remained about the same. Why? Because they
               hated the boring, repetitive work.
            

            
            Ford’s innovative solution shook the world. He first introduced the $5.00 day in January 1912, a radical and, to his business
               peers, disturbing solution. Ford recognized that the $2.30 daily wage that Highland Park workers earned before the pay hike
               was only as good as other manufacturing jobs in nearby plants, yet the assembly-line work was even more mind numbing. By more
               than doubling the pay to five dollars for an eight-hour shift, Ford inspired his men to work with zeal through the daily grind,
               regardless of boredom or unpleasantness. The money was just too good to pass up. In fact, Ford later commented, “The payment
               of five dollars a day for an eight-hour day was one of the finest cost-cutting moves we ever made.” Ford saw increased productivity
               and better retention rates among trained workers (although retention fell by 1916 as other firms’ wages caught up with Ford’s).
            

            
            Ford had discovered what economists call efficiency wages: the enormous motivation that comes from above-market wages coupled with the threat of dismissal. He also recognized the
               need for monitoring a labor force given such a generous salary. Ford thus did his best to weed out those lacking the moral
               fiber to resist the temptations that would inevitably accompany such stratospheric pay: drink and related sources of moral
               turpitude. He hired up to two hundred detectives (called the Sociological Department) to spy on every aspect of his workers’
               private lives.
            

            
            Who watched the watchers? The detectives of the Sociological Department were making pretty good money as well. Who would ensure
               that they pursued “thrift, cleanliness, sobriety, family values, and good morals in general,” as line workers were expected
               to? Here’s another of the trade-offs that every organization faces. Departments and positions to monitor workers proliferate.
               Soon you have an organization that looks like the old Fabergé shampoo commercial, where a woman, so thrilled with the shampoo,
               tells two friends about it, and they tell two friends, and they tell two friends, “and so on, and so on…” while her image multiplies relentlessly on the screen.4

            
            Anyone who has ever had to fill out a travel and entertainment expense report is familiar with the wages of monitoring. The
               T&E is a way for the employee to request reimbursement from the company for business-related costs: flying to a meeting, taking
               a client out to dinner, paying for a taxi to an event uptown. In one popular version—different companies have different methods
               of tracking expenses—the employee covers the costs and then fills out a form (or has an assistant fill it out) to get his
               money back. There is much photocopying and compiling of receipts and explaining of various transactions and who was there
               and what was discussed and the looking up of cost centers. By the time you get your reimbursement, it feels a little like
               the company has built a $10,000 fortress of checks and balances to secure a $20 bill.
            

            
            Robots: The Perfect Employees?

            
            As far as Ford was concerned, the perfect employee would probably have been a robot. Robots don’t drink or slack off, they
               take no breaks, they don’t treat clients to expensive dinners, and they require no monitoring—just some upkeep costs. (Of
               course, then you need a labor force of robot upkeepers, and you’re back to incentives and monitoring. But we digress.) The
               problem is that robots don’t innovate. They just perform the same routine time after time, tirelessly. Robots didn’t invent
               the internal combustion engine. Or Gmail.
            

            
            Gmail sprang from the fact that Google doesn’t hire mindless automatons. It hires very smart people to solve very difficult
               engineering problems and then allows them to play with a pretty substantial portion of their time—20 percent, or one day a
               week—banking on the fact that they’ll produce something interesting or, more to the point, profitable. In other words, Google
               bucked the trend of monitoring their employees’ every move. And it paid off: about 50 percent of new Google products, including
               AdSense and Gmail, got their start through the policy of granting employees time for independent creative work.5

            
            But even Google gets what it pays for, good or bad (or both). Clearly, Google spends lots of time, money, and effort to hire
               smart, creative engineers who relish the challenges that Google’s business presents. And it pays to keep them, and to keep
               them happy. Google’s campuses are lush places to work. Their fabled amenities—setting the standard for Silicon Valley companies,
               which were already pretty generous—include restaurants, snack rooms, massage salons, $500 toward takeout food when employees
               have a new baby, gyms, language courses, laundry facilities, shuttle buses, and motorized scooters. Quite apart from production
               efficiencies sacrificed in the name of innovation, innovative people are expensive.
            

            
            Google’s engineers are getting ever more expensive in large part because every other tech company in Silicon Valley is trying
               to hire them away. And despite all the perks, Google does lose employees. The allure is mostly money: The skilled engineer
               who can get into a promising, yet still privately held tech company early on will probably get at least some compensation
               in the form of stock options, which stand a good chance of being worth lots of money later on. For instance, Facebook’s current
               valuation, despite its lackluster IPO, sits at around $40 billion. Even a tiny fraction of that amount is a huge payday.
            

            
            When Facebook first went after Google’s talent, Google let the engineers go without making counteroffers. If the engineers
               were going to be so mercenary as to leave the greatest company in the world, they were welcome to. But this kind of defection
               really hurt the company, damaging productivity and derailing projects. So, in an effort to stanch the bleeding, Google started
               to make significant counteroffers. But even these didn’t always work. In the fall of 2010, for instance, it allegedly lost
               a well-paid engineer to Facebook despite a counteroffer that included a 15 percent raise and a $500,000 bonus. In a recent
               salvo, Google offered one key engineer, who had a string of successes at Yahoo and Apple, $3.5 million in restricted stock.
               (The engineer stayed but leaked his bonus information to the press and was identified and fired.)6

            
            Problem easily, if expensively, solved: you just need deep pockets to play the game.

            
            But that’s not the end of the story. Remember, you get what you pay for. While Google was paying for, and getting, retention,
               it was also setting up clear signals to its entire staff: if you want a big raise, get a Facebook offer and we’ll counter.
               Google was also paying for trolling and disloyalty.7

            
            A Machine for Getting Stuff Done

            
            The impulse to create an org represents the best of our optimistic nature: a bunch of like-minded individuals decide to get
               together to accomplish a shared goal. But designing organizations is hard, and we end up with a gap between expectations (“We’re
               going to be awesome and get stuff done!”) and reality (“I can’t believe this place gets anything done!”). Yet at some basic
               level the org really is a machine for getting stuff done—stuff that we can’t get done on our own or pay others to take care
               of on our behalf. Amid the trade-offs and dysfunction, though, it can quickly stop feeling that way. By better understanding
               the nature of the org, you should be able to bridge, and perhaps even shrink, the disheartening gap between expectations and
               reality.
            

         



            
            
               
               CHAPTER 1

               
               The Outsider

            

            
            SCOTT URBAN LEADS A MONKISH EXISTENCE. A single bed and a small desk sit in one corner of his studio apartment; a pair of old bicycles in another. In the center
               of his room stands a CNC router, an ungainly piece of woodworking equipment that Scott uses to transform solid blocks of exotic
               wood into rough-hewn eyeglass frames. He finishes the frames by hand, using tools that hang from one wall of his apartment
               to complete the painstaking process of producing custom-order artisanal eyewear. The apartment, the tools, a Web presence,
               and Scott himself comprise the totality of his business, Urban Spectacles.
            

            
            Scott’s handiwork doesn’t come cheap. When Wired magazine featured his “Roasted Rack of Lamb” specs, the accompanying caption described them as “perfect for the entrepreneur
               inking a deal with Google.” But if you think $1,000 is a hefty price tag for eyeglasses (lenses extra), Scott would argue
               that you’ve got the wrong frame of reference. Scott sees himself as a craftsman and artist, a hero in our made-in-China age
               where low-cost production rules the marketplace for eyewear and everything else. (In a video that was once posted on Scott’s
               website, a voiceover repeats the mantra “When I think about the current state of eyewear, it makes me want to kick something,”
               as Scott kicks ever-larger objects, from a Nerf football up to a wooden chair.)
            

            
            For Scott, the price comparison isn’t with other eyeglass frames. Instead, as with any artisan, he argues that you should
               consider the value of his craft and think about glasses as functional art. A single pair of glasses can easily take him half
               a year from conception to completion, and the annual production of Urban Spectacles totals no more than a few dozen pairs.
            

            
            Scott didn’t plan to design and sell high-end frames for a living. He worked construction jobs during summer vacations and
               learned a bit here and there about machine tools and woodworking. After college, he took a nine-to-five job at a company that
               organized art fairs, staying up late into the night to complete his own woodworking projects. He made his first pair of specs
               after shattering his glasses while learning to break-dance (another project). The busted frames were vintage ’60s-era plastic,
               inherited from his father, and he named the wooden replica that he created Dadda. The design is still available in the Urban
               Spectacles catalogue.
            

            
            As he started selling his specs at craft fairs and as enthusiasts began spreading the word, Scott spent more and more time
               with his router, shaping wood, and less and less time organizing art fairs, until, eventually, he didn’t work for anyone else
               at all.
            

            
            Scott has achieved what remains an unfulfilled ambition for so many—to be able to focus full time on his craft. He can indulge
               his creative side, even as he struggles to make ends meet. His gallery of artistic oddities includes “beyecycle” specs (from
               old bike parts), “beergoggles” (from old beer bottles), and an “Elton J. Head” design, with each lens peering out of a piano
               carved out of ebony, bone, and crystal. Urban Spectacles has appeared on Al Jazeera news and Fashion Week runways in New York
               and Rio. They’ve adorned the rotund face of celebrity chef Graham Elliot during the third season of Fox’s MasterChef, and they’ve been featured on the trend-spotting site coolhuntings.com and showcased in design spreads in everything from
               EyeCare Professional to House Beautiful to the aforementioned Wired piece.1

            
            Success. On his own terms and in a gloriously boss-free way. Since leaving his art fair job, Scott has existed in the pristine
               simplicity of a one-person org. Interns join him during summer break from art school, but he doesn’t manage anyone and no
               one manages him. His customers serve as his bosses, after a fashion, but there’s enough demand for his work that Scott can
               “fire” them if they become troublesome. He leads a flexible and free, if solitary, existence.
            

            
            Yet all is not well in Scott’s organizational and artistic Utopia. As he basks in his combination of organizational minimalism
               and artistic freedom, he’s barely keeping his head above water, financially speaking. If $1,000 seems a lot to spend on glasses,
               when multiplied by only thirty or forty frames a year, it adds up to a meager annual income, particularly after you’ve subtracted
               $10,000 for supplies and another $10,000 to $12,000 for Scott’s other “necessities,” which he lists as “rent, food, utilities,
               and beer.” He’s barely scraping by.
            

            
            Scott certainly has room to grow. The wait for a pair of his frames speaks to the mismatch between the demand for his products
               and Scott’s ability to satisfy it. That people are willing to wait months for a pair of Urban Spectacles is a good sign that
               he could either make more or charge more. There’s also other evidence that the market—or at least a certain segment of it—is
               hungry for his work. For instance, Barneys, the upscale department store in New York City, began selling Takahiro Miyashita’s
               quince wood frames for $2,665 a pair shortly after Urban Spectacles made its New York media debut.2 The specs on display at Barneys are, in Scott’s view, a clearly inferior product, a rip-off, in fact, of one of his designs.
            

            
            Why not make the leap to a bigger org? It’s something Scott has thought about over the years. He could produce a line of machine-made,
               non-custom frames that would come off the shelf at your neighborhood optician, much as Oscar de la Renta sells fifty-dollar
               sundresses on Amazon while continuing to show intricately embroidered evening gowns at Paris Fashion Week.
            

            
            There are other good reasons to expand. Without an accounting or packaging or marketing department, Scott ends up dealing
               with all sorts of administrative tasks he’d like to avoid—the kind of nonsense that artisans who work in large, faceless design
               shops are spared, even as they have to put up with other organizational nonsense and constraints.
            

            
            Why choose to stay small? When Scott peers through his Urban Spectacles at corporate America, what does he see that he’s so
               scared of? His fears—many of them well founded—can be best understood if we look at the life and times of another start-up
               venture that began not in a basement, but in a single-car garage on Addison Avenue in Palo Alto, California. The garage served
               as the workshop of two guys, Bill and Dave, and now it and the house on Addison are landmarked by the California government
               as “the birthplace of Silicon Valley.”
            

            
            The Birth and Death of the HP Way

            
            Like Scott, in the beginning Bill and Dave—they christened their company with their surnames, Hewlett and Packard—thrived
               on the creative and technical challenges of their work. Early custom jobs from the late 1930s and early 1940s included prototypes
               of a harmonica tuner, and an “exerciser” that used electrical pulses to activate muscle tissue (tested on the “accommodating”
               wife of the entrepreneur who commissioned the product). And like Scott Urban, in the early days, Bill and Dave did just about
               everything themselves. The Stanford-trained engineers designed, built, and packaged their products. They also set prices,
               wrote ad copy, and swept the factory floor.3 Unlike Scott, however, as demand took off for their first successful product, a radio oscillator, they hired an assistant
               to help with the sweeping, packaging, and other odd jobs.
            

            
            At the same time, Bill and Dave shared many of Scott’s fears and apprehensions about growing beyond a two-person partnership.
               From the beginning, they worked to maintain the intimacy and culture of a garage start-up that, in the words of one HP biographer,
               “could perpetually produce near-miracles of invention, quality, and adaptability.” They referred to employees as family and
               set out to keep management from interfering with “the natural desire of employees to do their jobs well.” It was called management
               by objectives—providing guidelines for what needs to get done and trusting the judgment and wisdom of lower level employees
               to do the “right” thing.4

            
            This management style, later christened the HP Way, focused on the people who made up the company rather than on the products.
               “The essence of the idea, radical at the time,” Peter Burrows wrote in BusinessWeek, “was that employees’ brainpower was the company’s most important resource.” The HP Way included a profit-sharing plan that
               helped align the employees with the company’s goals. That, combined with the fact that friends and employees called the founders
               by their first names, gave HP a human focus and feel, and it consistently ranked high in any best-place-to-work poll.5

            
            Bill and Dave grew their start-up into a corporation that employed a hundred thousand people by 1992. That year, the New York Times reported that “a malaise had settled over the company, in part because of too much bureaucracy.” Even under the founders,
               the HP Way had started to slip and eventually succumbed to the weight of the growing organizational superstructure. It just
               wasn’t (and isn’t) possible to run something that size without some checks and balances.6

            
            By 2011, HP no longer came close even to its 1992-era self, let alone to the ideal embodied by the HP Way. It had become the
               eleventh-largest company in America, with more than three hundred thousand employees. Building the HP empire may have required
               the conscious decision to leave the HP Way behind to deal with the realities of a workforce that could no longer be monitored
               and motivated by “management by objectives,” investors eager for a higher return on their HP shareholdings, and the financial
               controls needed to keep tabs on a far-flung corporate empire.
            

            
            To get the employees’ view on this shift at HP, you can browse the feedback posted on glassdoor.com, a website that gives
               insiders a chance to vent anonymously about present and past employers. Average feedback on HP is 2.5 out of 5.0, putting
               it 18th from the bottom out of 112 computer hardware companies with glassdoor ratings.
            

            
            The summary reviews of the “most helpful” listings in April 2011 leave no ambiguity about employee sentiment at HP: “Employees
               treated as numbers.” “It’s a paycheck but that’s about it.” “Behind the times that the market wants.” “Disappointing.” “A
               toxic environment.” The strongest endorsement on the first page of comments is damning in its faint praise: “Ok for new employees
               not good long term.” The details that follow belie everything that Bill, Dave, and the garage on Addison Avenue represented,
               and speak to the challenges of upholding the HP Way in the Hewlett-Packard of the twenty-first century: “Leaders are not authentic,
               they don’t engender trust.” “Complete lack of employee engagement.” “Lack of innovation and innovators.”
            

            
            As a Reuters article put it in 2010, “Bill Hewlett and Dave Packard would not be amused.”7

            
            Despite the loving restoration of the HP garage and continued lip service to the HP Way, today’s Hewlett-Packard seems to
               be all about profits, more or less. These days, employee-friendly practices such as telecommuting, flextime, freedom to pursue
               independent projects, and airtight job security need to pass the “market test.” Do they boost productivity enough to justify
               their expense? When profits and employees’ interests come in conflict, profits win out, as in 2005, when the new CEO handed
               out thousands of pink slips, to the glee of Wall Street investors. InformationWeek magazine ran an opinion piece called, “In Praise of [HP CEO] Mark Hurd’s 9,000 Layoffs” in 2010.8

            
            After his investor-cheered downsizing, Hurd resigned when an investigation into a sexual harassment claim revealed inconsistencies
               in his travel and expense account, sending the stock price tumbling nearly 10 percent. The HP board was widely criticized,
               even as it struggled to find a successor. When it did, its choice was Leo Apotheker, an outsider who was fired eleven months
               later after suggesting that HP get out of its core business of producing computer hardware. And the newest HP savior, CEO
               Meg Whitman, announced another round of layoffs in 2012, this time totaling twenty-seven thousand jobs.
            

            
            This is what scares the crap out of Scott Urban.

            
            Why Orgs?

            
            If orgs are so terrifying, and not just to Scott, then why do we have them in the first place? It’s easy to say “to get more
               done,” but there’s so much evidence of malfunction that it’s far from obvious that this is the case.
            

            
            Before we can answer that question, we have to take a brief excursion to beautiful downtown eighteenth-century Edinburgh,
               capital of Scotland and birthplace of Adam Smith and the idea of the market. Smith’s greatest contribution to economics, or
               at least the one he’s best remembered for, was his inspired description of the magic of prices in directing traffic in the
               apparent chaos of a market economy. He likened prices that govern the market to an “invisible hand” that guides each person
               to make decisions that lead to the same outcome as would occur if affairs were directed by an all-knowing, all-powerful planner
               with the best interests of society in mind.
            

            
            To be concrete about what Adam Smith had in mind with his invisible-hand metaphor, think of your last trip to the grocery
               store, a decidedly market-based transaction. You wander up and down the aisles placing items in your cart based on a combination
               of clearly marked prices and what you’d like to eat for dinner. There’s relatively little experimentation involved: people
               try new things from time to time, but mostly this involves shifts among brands, a switch from, say, one make of peanut butter
               or jelly that’s not so different from the old one. Grocery shopping involves little uncertainty over what you’re getting and,
               at least in most countries, no ambiguity over what you’ll pay. In markets, prices “decide” how peanut butter, jelly, and everything
               else gets distributed.
            

            
            What led Smith to his conclusion was a reckoning of how prices get set in a well-functioning market. Smith talked about pin
               factories, brewers, and bakers, but let’s return to our grocery store. A sixteen-ounce jar of Skippy costs $3.99, and at that
               price, many thousands of consumers put jars of Skippy in their shopping baskets each day. Skippy is owned by Unilever, a company
               that is happy to supply the world with peanut butter at this price. (Unilever’s profits overall were close to $7 billion in
               2009.) The market for peanut butter “clears”: there’s no excess of peanut butter or dissatisfied consumers in search of more.
               If the price were higher, Unilever would accumulate unsold jars and would eventually be forced to sell at a discount. If prices
               were any lower, global peanut butter shortages would spur price increases.
            

            
            Smith’s deeper insight on the invisible hand is that this all works for society’s best interest. Suppose that tastes switched
               to more jelly, less peanut butter. Inventories of unsold peanut butter would build up amid grape jelly shortages. Smucker’s
               would ramp up production, Unilever would downsize, and order would soon be restored with each sandwich containing the new
               ideal peanut-butter-to-jelly ratio. The magic of the market is that billions of individual decisions work to produce the “right”
               mix of peanut butter, jelly, and everything else in the economy.
            

            
            Captivated by these insights, economists occupied themselves with filling in the gaps created by Smith’s model of the market.9 The organization in the meantime remained a black box, with inputs such as glass jars and peanuts going in one end and fully
               formed consumer products such as peanut butter coming out the other.
            

            
            This may be in part because what goes on inside organizations seemed so very simple by comparison to the intricacies of the
               market. In organizations, people, not prices, do the deciding. The one who gets to decide is called the boss. Often, rules
               “decide”—how much you get paid, whether you need to show up for work at eight or at nine, when to take breaks and for how
               long. But who sets (and changes) the rules? The boss, of course.
            

            
            But anyone who has ever experienced the tangled mess of reporting relationships, rules, and exceptions that govern any modern
               organization may see things a little differently from the economists’ black box. A Fortune 500 CEO certainly doesn’t have the time to make every little decision himself, so some things are necessarily left to underlings.
               In fact, the CEO has to decide which decisions will be his, and which will be left to his deputies. They in turn need to decide
               what gets handed off to lower-level managers, and so on, down the line. Just deciding who decides can become a complicated
               mess. If, by the time we get down to line workers, there’s not much deciding left to be done, that’s because there are so
               many rules governing those line workers’ lives. Someone has to make up those rules, which means yet more complicated decisions
               for one of the bosses. The problem isn’t that the inside of the org was (and is) too simple, but rather that it was too complicated
               for the models that earlier economists used to understand the world.
            

            
            So, figuring out what it is that any given org should do—how it decides what to make and what to buy—or even why it exists
               is something that classical economic theory never really confronted. Yet, after 150 years of ignoring the complicated inner
               life of the org, economics discovered it in the person of a twenty-one-year-old British exchange student on a traveling scholarship
               to America, where he’d come to look inside the black boxes of Ford, U.S. Steel, and other giants of American industry. Ronald
               Coase is the person who’ll help us answer the question “Why orgs?”
            

            
            Ronald’s Big Adventure

            
            Coase was born into the org-less world of economics in 1910 to parents whom he described as, while literate, much more interested
               in sports than academics. His father was the county lawn bowling champion. Coase himself was more cerebrally inclined. He
               recalls playing chess games with himself as a child, moving each side in turn. He read widely, borrowing “indiscriminately
               from the local library.” At age eleven, he was taken to see a doctor of phrenology (a pseudoscience already on the wane by
               1920), who assessed Coase’s intellectual prospects based on the shape of his skull. (Looking at his picture, we see nothing
               dispositive about the shape of his head.)
            

            
            After a physical inspection and engaging Coase in conversation, the phrenologist came up with a verdict: “You are in possession
               of much intelligence, and you know it, though you may be inclined to underrate your abilities.” He recommended that Coase
               study commercial banking or accountancy, and suggested horticulture and poultry-rearing as appropriate hobbies.
            

            
            In the end, Coase came to study economics and commerce quite by accident, or rather by process of elimination. He never picked
               up Latin (a requirement for an arts degree) and found that “mathematics was not to my taste,” which closed the door to any
               further study in science. The only option remaining at the Killburn Grammar School was commerce, a course of study he continued
               at the London School of Economics in 1929, after passing his matriculation exams (which he took as clear evidence of the low
               standards for higher education in Britain at the time).
            

            
            Perhaps fortunately, Coase never attended any formal lectures on economics at the LSE. He focused instead on a course of study
               relevant to the up-and-coming English businessman of the day: taking classes such as commercial law, the organization of transport,
               and “the economic development of the overseas dominions, India, and the tropical dependencies.” His introduction to modern
               economics came through Arnold Plant, a business manager turned professor, and the LSE’s first instructor in the emerging field
               of business administration.
            

            
            Plant, a trained economist, revealed to Coase the glories of the invisible hand. While acknowledging the existence of businessmen—after
               all, he had started his own career as a manager in an engineering firm—Plant thought of them as largely subservient to the
               market demands of their customers. Plant also disabused Coase of his early socialist leanings, convincing him of the evils
               of special-interest-driven government monopolies and “the benefits which flow from an economy directed by the price system.”
               Plant’s theory of managers amounted to a set of mechanical cogs and gears driving the activities within the black box.
            

            
            Coase passed his university examinations after two years, and, needing to bide his time for one more year to fulfill the required
               three years of study, resolved to travel to America to understand why industries and the companies within them were organized
               as they were. Armed with letters of introduction to various businessmen from a senior official at the Bank of England, he
               arrived in America in the fall of 1931.
            

            
            Coase observed the vast General Electric generator plant in Schenectady, traveled to Detroit to see how Ford and General Motors
               made automobiles, and stopped in at the steelworks in Gary, Indiana, before heading to Chicago to the headquarters of the
               Sears, Roebuck and Company. He talked with managers, purchasing agents, accountants, sometimes even the boss. He read widely
               and indiscriminately, absorbing trade journals, Federal Trade Commission reports, and even the yellow pages, where he was
               “fascinated to find so many specialist firms operating within what we thought of as a single industry, as well as such interesting
               combinations of activities as those represented by coal and ice companies.”
            

            
            With an understanding of business organization that came from direct observation and a close reading of the Chicago phone
               book, Coase returned to London in 1932 to explain why coal and ice were sold by the same company, why some chemical companies
               sold their own output directly to end users while others handed it off to middlemen, and why some companies grew to the vast
               scale he had observed in America while others remained mom-and-pop shops.
            

            
            It took five years to refine these ideas into the 1937 essay that helped Coase win a Nobel Prize sixty years later. “The Nature
               of the Firm” begins with a gentle rebuke of his fellow economists for taking so long to try to explain what goes on inside
               firms: “Economists in building up a theory have often omitted to examine the foundations on which it is erected.” To understand
               what goes on between firms and their customers, you have to understand what companies themselves are up to, rather than thinking
               of them—quoting an earlier economist, Dennis Robertson—as “islands of conscious power in this ocean of unconscious co-operation
               like lumps of butter coagulating in a pail of buttermilk.” (Farm life was a powerful influence for many early economists.
               You think a lot about markets when the family farm hinges on prices and output. In fact, many leading economists grew up in
               farm country, including John Kenneth Galbraith, Google chief economist Hal Varian, and Nobel laureate Vernon Smith.)
            

            
            How does society “decide” what stays within the organization—and so falls under the purview of the boss—and what is bought
               and sold on the market? The answer, from an economist’s perspective, is whatever maximizes efficiency. Competition for customers
               will favor whoever or whatever, org or market, does the most with the scarce resources available. For a businessman, the choice
               between market and organization is survival of the cheapest. But making that calculation can be much harder than you might
               think.
            

            
            Before the publication of “The Nature of the Firm,” the economics profession’s party line used technology to define the firm’s
               boundaries: an artisanal producer of wooden spectacles such as Scott Urban must painstakingly perform each operation by hand.
               If he doubled the size of his firm by hiring an employee, the two of them together wouldn’t produce any more than double the
               number of wooden specs. By contrast, the steel foundries and car factories that Coase visited in his post-college tour of
               industrial America required enormous machines and an army of workers to keep the wheels of industry turning. You can’t line
               up ten foundries side by side and hope to produce as much steel as one giant foundry that’s ten times bigger. There are economies
               of scale in steel production, but not in artisanal eyewear.
            

            
            Yet this doesn’t help us answer the question of why Scott Urban should contract out for the lenses for his glasses, or why
               a fashion label might want to buy Urban Spectacles outright, taking away Scott’s autonomy but giving him a steady paycheck.
               And it doesn’t explain why companies are forever buying new operations to cut out the middleman of the market, only to spin
               them off a few years later in the name of focus.
            

            
            One reason organizations make such diverse choices, and why companies veer from cost-saving in-house production to cost-cutting
               outsourcing, is that there are arguments both ways. Why should Scott limit himself to frames, giving up margins and profits
               to companies that mine for sand and metal, or to the middlemen who sell him lenses and screws? Yet the logic of the invisible
               hand is impeccable: the gospel of Adam Smith was that it’s the market that is most efficient and hence, from an economic point
               of view, right.
            

            
            Coase’s explanation for when and why organizations outdo the efficiency of markets was his fundamental contribution to economics.
               His argument started with the self-evident proposition that GE and Ford would own iron mines to build turbine generators and
               automobiles if it were cheaper than buying inputs on the open market from U.S. Steel. Scott Urban might get into the lens
               business if he could do it cheaper than the cost of buying them from his lens guy, Donny Q. The Nobel committee didn’t cut
               Coase a $1 million check for that obvious insight but rather for his arguments about what drives the costs of market transactions
               versus those that happen inside an org. His framework gives us a way to figure out which is going to be cheaper, the market
               or the org.
            

            
            In the pristine world of Adam Smith’s invisible hand, there’s little cost to relying on market prices. Everyone shows up at
               the local market, prices are announced, sellers trade their wares for customers’ cash, and we get all the PB&J, lenses, and
               sheet metal we might want. That’s essentially how many raw materials markets work in practice: makers of copper, wheat, and
               pork bellies “meet” at the Chicago Mercantile Exchange, where prices are announced and contracts signed for the exchange of
               goods.10 It’s also not too far from a description of the market for wood that supplies Scott Urban with the raw material for his eyeglass
               frames. A wood merchant serves as intermediary between lumber companies and Scott, setting prices and facilitating the trade
               of wood for cash.
            

            
            But what Smith’s account is missing, among other things, is the real cost of doing business on the open market. These factors—what
               Coase labeled “transaction costs”—find no place in the mathematical models that the followers of Adam Smith developed to explain
               the superiority of the market’s invisible hand to the controlling hand of bosses. But they lie at the heart of Coase’s theory
               of the firm. Once you acknowledge just how expensive it can be to transact in the market, you can begin to see why, economically
               speaking, you might want to bring a bunch of jobs under the umbrella of a single organization.
            

            
            In his twenty-page essay, Coase gave a rough sense of the transaction costs he had in mind. The cost of using the market includes
               the price you pay for what you’re buying—say, $399.99 for an iPhone—but there are other costs, too: the cost of discovering
               what these prices are, including the time spent shopping around for the lowest-priced retailer, for instance. And that’s assuming
               that all iPhones are created equal. (If you believe the Internet has cut these search costs to zero, think again. You still
               pay a different price for lots of books on Amazon versus BN.com, and a study of airfares found that the Internet hasn’t really
               changed the extent of price differences among airlines flying the same routes. These price differences persist because—Google
               and Expedia notwithstanding—it’s still sufficiently time-consuming to find and purchase the lowest-cost book or flight available.)11

            
            Apple’s success has spawned an assortment of knockoffs, so surveying the market for an iPhone-like device involves not just
               searching retailers for the lowest price, but also experimenting with various Android and Microsoft offerings to see what
               best suits your purposes. Firms face the same costs of market transactions in searching out products and learning about prices.
               Scott Urban has a range of possible CNC routers to choose from. GM can buy its fuel pumps from Mitsubishi or Delphi, or experiment
               with one of the up-and-coming Chinese manufacturers. Apple is always on the lookout for cheaper, better suppliers of iPhone
               components. And for companies buying container loads of fuel pumps or semiconductors, figuring out the “price” of the product
               is much more complicated.
            

            
            For the casual iPhone purchaser, sticker prices are at least more or less fixed, once you discover them—just like the cost
               of PB&J at the grocery store. And an iPhone is an iPhone is an iPhone. The “contract” between buyer and seller is simply an
               exchange of product for money, with a bit of after-market service thrown in. The occasional miserable customer service experience
               notwithstanding, you get what you expected to pay for.
            

            
            A contract between Apple and its myriad suppliers, by contrast, is likely to be a thousand-page affair filled with stipulations
               and contingencies outlining the responsibilities of each party. It’s too expensive for Apple to constantly resurvey the outsourcing
               landscape to find new suppliers, and also expensive for suppliers to constantly find new work to fill their factories. The
               contract aims to give a steady flow of work and income for Apple’s suppliers and a stable supply of iPhones for Apple. How
               much work does Apple promise each month? And what defect rate does its supplier guarantee in turn? What happens to the price
               paid by Apple if the price of lithium doubles? Or gets cut in half? And with every change in supplier, Apple would have to
               go through an internal overhaul as well, retraining its workers and adjusting its supply chain to accommodate the new partner.
            

            
            All of a sudden, doing business on the open market is a lot more expensive than just the purchase price.

            
            Coase’s conception of the market involved a lot more friction and discord than Adam Smith’s original vision. It gives us a
               more complete understanding of why orgs exist and why we don’t trade for everything on the open market, and a way of thinking
               about how orgs make decisions about drawing their boundaries. Those high costs of transacting business on the market drive
               people to organize. And Coase’s main insight—that the cost of an in-house transaction needs to be compared with the cost of
               a market transaction—has served as the basic building block for the modern economic theory of what organizations do.
            

            
            The Cost of Transacting Business

            
            If Coase proved that it can be exceptionally and unexpectedly expensive to trade on the market, why not bring everything in house? Why don’t we all work for one big org? Coase offered an answer to this question, too, drawing on his view of the
               then-flourishing Soviet Union, which provided one of the many sources of inspiration for his thinking about the trade-offs
               between markets and orgs.
            

            
            For the seventy-five years following the Bolshevik Revolution of 1917, Russians got to experience what it was like to live
               in one big firm. According to Lenin, the Soviet economy would be run as a giant factory, making it the largest firm in human
               history. We all know how that turned out.
            

            
            But at the time Coase was forming his theories, no one knew that the Soviet system would collapse on itself. The horrors of
               Stalinist gulags did not yet exist. And while Soviet Russia built its industrial state in the 1930s on the backs of eighteen-hour
               workdays, with a proletariat slaving to meet production quotas (lest they endanger their meager food allotments), very few
               of the details seeped out to the rest of the world. Many world leaders (and economists) were impressed by the Soviet “one-firm”
               approach and the Soviets’ successes in large-scale, capital-intensive industrialization. Partly as a result, many of the economists
               and thinkers whom Coase encountered in his travels and studies were captivated by the idea of a state directed by a set of
               enlightened planners who would design and run the economy like a finely tuned Swiss watch. And who might these planners be?
               The economists, of course.
            

            
            The Soviet one-firm approach was also an economic disaster. Overseen by Kremlin-based planners and bosses, it produced a fine
               fleet of nuclear missiles but was unable to fill store shelves with bread or shoes, despite the willingness of Russians to
               pay for such basic necessities. If the single-firm model would fare any better in the relatively unfettered capitalism of
               the United States, we’d all be laboring for a bloated conglomerate that could undercut any stand-alone firm that tried to
               compete with it. Instead, as Coase noted from his reading of American yellow pages, we see orgs of every size and flavor jostling
               for market share.
            

            
            Coase realized that you need to think about how market and organization costs grow with each additional batch of product.
               As production scales up, market costs don’t change much. Prices “tell” each firm in the production line, from extractors of
               iron ore to molders of plastic casings, what to produce and how much. Prices also “tell” the industry whether it should be
               growing or shrinking. That’s the beauty and elegance of the invisible hand.
            

            
            But, Coase discovered, expanding the business within a single org isn’t simply a matter of self-replication. More product
               means more employees to manage, and more managers to manage them. Eventually the limits of human cognition come into play,
               and there’s only so much the boss can keep his eye on. You end up with organizational costs that are too high, and things
               spill back out into the market.
            

            
            Put those two arguments together and you have the org and the market living together in economic harmony. As companies boost
               production or expand across product lines, work stays in the org up to the point where escalating costs of management and
               coordination outstrip the costs and headaches of dealing with outside suppliers. Then the market takes over. This balancing
               act was Coase’s big insight.
            

            
            “The Nature of the Firm” provides an economic rationale for why orgs exist and why we don’t trade for everything on the open
               market, and a nice rule of thumb for how orgs make decisions about drawing their boundaries. As with many great ideas, the
               arguments put forth in “The Nature of the Firm” can seem completely obvious—but only after the fact. Perhaps the theory appears
               so straightforward because it’s a framework for understanding a world of organizations that we’re already familiar with but
               probably haven’t stopped to think about. People on both sides of the Iron Curtain have suffered at the hands of Politburo-like
               planners at the Department of Motor Vehicles or its equivalent, and have witnessed the bureaucracy wrought by multilayered
               corporate hierarchies. No imagination is required to picture bureaucratic costs spiraling out of control.
            

            
            Coase gave economists a much-needed look inside the black boxes that trade with one another amid markets that were far less
               perfect than economists had previously realized. Yet few paid any attention to Coase’s paper for several decades after its
               quiet appearance in the British journal Economica in 1937.12 (It was Coase’s second publication in the journal. His 1935 study, “Bacon Production and the Pig-Cycle in Great Britain,”
               hasn’t had quite the same lasting influence.) But a new generation of economists, guided by Coase’s fundamental insights,
               took up the mantle decades later. Starting in the mid-1970s, these scholars began devising theories of what managers do, how
               organizations are organized, and why in-house production costs inexorably spiral out of control, to color in the details of
               Coase’s broad outline.
            

            
            As for Scott Urban, despite the inefficiencies of his approach to making eyeglass frames, he doesn’t have any real interest
               in expanding. For him, the object is perfecting his craft, not maximizing efficiency. Working in isolation doesn’t seem to
               be an issue. When told of communal “hacker spaces” popping up around the country, where like-minded techies, knitters, and
               artisans get together to work on their projects, he replied, “Nice idea, but not really my style. I’m more into hermit spaces.”
               For him, working alone or with an intern is enough; he has only an idle outsider’s interest in theories of the org. But for
               most of us, Coase’s insights and the work that flowed from them can help make sense of the organizations that define so much
               of our existence.
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