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ORGANIZATIONAL CHANGE AND VESTED INTERESTS

The nature of organizationa change and the value of headquarters is anadyzed in a dynamic
bargaining modd. Organizationd change can be either imposed, or voluntary and immediate, or
voluntary and ddlayed. Headquarters derives it vaue from preventing surplus reducing endogenous
commitments.

1 Introduction

Organizationa change is a recurring phenomenon. Popular press accounts report frequently
about mergers, divestitures, replacements of CEO's, organizationa restructuring, and so on. A puzzling
feature of these organizationa changes is the timing of its implementation. It is observed thet there are
many Stuations in which consderable ddlay occurs in actualy implementing a desirable organizationd
change. Jensen (1993) provides many examples. He estimates for General Motors '...an opportunity
loss of over $100 hillion in its R&D and capita expenditure program over the eleventyear period 1980
to 1990..." in postponing desirable changes. However, there are dso severd examples in which
organizationa change seems to have taken place without (much) delay. Examples are Generd Electric,
Generd Dynamics and Sedled Air (Jensen, 1993).

A second puzzling aspect regarding organizationa change is that it occurs regularly that dl the
involved parties acknowledge after the implementation that everybody knew dreedy that something
had to be changed. Postrel and Rumelt (1992, p398) observe

"Why is organizational change so difficult? In particular, why is it so
difficult for firms to imitate best practice even after it has been
recognized for a considerable time?*

A third aspect of organizationa change is that the involved parties may have vested interests.
Jensen (1993, p853) reports for example that Kodak

‘appointed a chief financial officer well known for turning around
troubled companies. (Unfortunately he resigned only several months
later — after, according to press reports, running into resistance from
the current management and board about the necessity for dramatic
change.)’

A modd will be developed which accounts for these aspects of organizationd change. Section
2 provides an informa presentation of the modd and positions it in the literature. Section 3 develops
the modd formally. Section 4 determines the equilibrium and formulates the comparative Satics results.
Finaly, section 5 provides conclusions.

2 Themain arguments and their postion in theliterature

Section 2 provides an informd presentation of the model (2.1) and the position of the modd in
the literature (2.2).

2.1 Main ingredients and arguments in the model



A common garting point for analyzing the above phenomena is nowadays formed by models
featuring a conflict of interest and asymmetric information. Principal-agent theory and transaction costs
economics are prominent examples. This paper maintains the feeture of a conflict of interest, but
abandones the ingredient of asymmetric information.? A mode is presented with complete information,
cods of organizationd change, costs of delay, endogenous commitment and a deadline. It is assumed
that the fruits of organizational change have to be divided between two loca parties, e.g. employees or
business units. A third party, caled headquarters, decides whether organizationd change will be
imposed or left to the locad parties. Headquarters is endowed with the power to ether prevent the
manoeuvring for individua shares by imposing organizationd change or dlow voluntary organizationd
change to be reached by the two locd parties (which may involve delay). Imposed organizationd
change comes at a cost. Examples are dulled motivation of and/or resistance againgt such a change,
dynamic economies of scae logt in changing job assgnments, and costs of organizationd structure
changes.

Voluntary organizationad change is represented by an dternating offer bargaining game of
complete information with a deadline and endogenous commitment. The deadline entails that the
benefits of organizationad change evaporate when the parties don't come to an agreement within a
certain time frame. It represents that organizationa change can not be postponed indefinitely, i.e.
externa pressures cregte a deadline in internd bargaining processes. Endogenous commitment is
interpreted as a vested interest. It reflects the empirical observation that the history of the bargaining
process is important in determining the prestige of a negotiator. The negotiator will suffer a loss of
reputation when he accepts an offer which is worse than the best (public) offer which has been
received in the padt. This feature is moddled by the notion of endogenous commitment in the form of
non stationarity of the bargaining process, i.e. it is assumed that a proposd is not accepted when its
terms are worse than the best offer which has been received in the past. The rgection of an offer
entalls organizationd inertia (delay). An important aim of this article is to determine the circumstamces
when organizationd inertiawill emerge.

The deadline and endogenous commitment may result in delay in reaching an agreement. Delay
is costly because it reduces the pie to be shared between the two parties. It is modelled by a discount
factor, which may represent either the pressure from capital or product markets, the strength of the
interna control system, or the perception of the urgency of the Stuation by the local parties. Delay may
occur despite its associated costs because the proposer in the first period may have to offer such ahigh
share to the other party in order to get immediate acceptance that delay is preferred. Delay emerges by
offering atoo small share to the other party. The most atractive proposa for the proposer to get delay
is to offer the responder a share 0, because this prevents that a vested interest (endogenous
commitment) is built up. This proposal will be rgected by the other party in the first period. The extra
benefits of reaching an immediate agreement are not sufficient in these circumstances to compensate the
proposer of the fird period for his disadvantageous position in the second period due to the
endogenous commitment aspect of his first period proposal. The proposer claims the whole surplusin
order to prevent that a vested interest for the other party is created. The parties move to the second
period and reach agreement.?

It is shown that organizationa change can be of three types. It will be ether voluntary and
immediate, or imposed and immediate, or voluntary and delayed. The first posshility is immediate,
voluntary organizationa change. It occurs when the desired change is urgent. The second possibility is
that organizationa change is immediate and imposed by headquarters. The benefits of preventing the

2 There are various explanations for organizational change in an environment with asymmetric information.
Examples are Ickes and Samuelson (1987), Scharfstein and Stein (1990), Boot (1992), Cramton (1992), Meyer,
Milgrom and Roberts (1992), Dewatripont and Roland (1992).

® The two period alternating offer game can be extended to many periods without upsetting our results.



devdopment of an unfavorable bargaining postion outweighs the cogs of delay for the directly
involved parties when there is not much urgency with respect to organizationd change and reputation
loss of accepting lower offers than in the past is @ove a certain level. However, dday will be
prevented in this Stuation by headquarters by an imposed organizational change when the codts of the
change are lower than the cogts of delay. The vaue of headquarters is that it is able to impose
organizationd change in order to bresk endogenous commitments. The third posshbility is tha
organizationa change will be delayed when the desired change is not perceived as being urgent and the
loss of accepting lower offers than in the past is above a cartain level, whereas the codts of immediate
organizationa change are high. The involved parties formulate unacceptable proposas for each other in
order to prevent that a more reasonable proposal will creste a favorable endogenous commitment for
the other party. Immediate change which is desirable for the whole organization is thereby postponed.
Figure 1 summarizes these results.

Costs of imposed
change
Low High
Urgency
High Voluntary Voluntary
change change
Low Imposed Delay
change

Figure 1: Organizational change, urgency and costs of imposed change

Another way of characterizing our results is to formulate them in terms of the value added by
headquarters. There is no role for headquarters in the above modd when the Situation is urgent or the
loss of reputation is low, because the loca parties know that delay would be very costly. The response
of the local parties is to adopt a policy of change voluntarily and immediately. Headquarters also
doesn't add value when the Stuation is not urgent and the costs of an imposed organizationa change
are high. Delay is codlly, but preventing it is even more cogtly. Organizational change will therefore not
be imposed and delay will occur. The only Stuation in which headquarters adds vaue is when the
desirability of change is not perceived by the local parties as being urgent, the reputation lossis above a
certain level, and the costs of imposed organizationa change are low. Vaue is created by bresking
inefficient endogenous commitments.

2.2 Literature

This article can be postioned in the management and economics literature in severd ways.
Rumdlt et.d. (1994) characterize the field of strategic management by five research questions:

- How do firms behave?

- Why are firms different?

- What are the functions of heedquartersin a multibusiness firm?
- What determines success or fallure in international competition?
- Why are organizations so resistant to change?

This article addresses explicitly the third and fifth questions of this research agenda. The function of
headquarters that will be sressed is the creation of vaue by preventing that harmful postions are
chosen by locd paties in the negotiation process about a desrable organizationd change.
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Organizations are resstant to change when costs of imposed organizationd change are high compared
to the costs of delay. Hypotheses are formulated regarding the circumstances in which this is expected
to happen.

A second way of pogitioning this article is to view it as a contribution to the Coase program.
The celebrated Coase theorem (1960) Sates that every assgnment of property rights results in a
Pareto efficient alocation in the absence of bargaining inefficiencies and wedlth condraints. The implied
research agenda is that a fruitful starting point for research on organizations is the investigation of the
assumptions of efficient bargaining and no wedth congraints. Schaefer (1998) contributes to this
program by relaxing the bargaining assumption from an influence codts perspective in order to andyse
dructurd inertia This paper investigates a relaxation of the efficient bargaining assumption in an
environment of complete information. The usud assumption of stationarity of the bargaining process is
relaxed. Later bargaining periods are not anymore necessarily identical to (or independent of) earlier
bargaining periods, because current proposas influence the payoff tructure in future bargaining
periods. History matters because the rgjection of a proposa by a player can not be followed by an
acceptance of a worse proposa in the future by the same player without a loss (of reputation).
(Inefficient) delay may be the result. Endogenous commitment does therefore not only have a
digributiona effect, but aso ared effect in reducing the surplus which will be divided. A role for the
indtitution of headquarters emerges. It may be able to diminish the reduction of the available surplus by
breaking endogenous commitments.

Strategic management research is often distinguished between a process or content orientation.
Chakravarthy and Doz (1992) characterize the difference by that The latter subfield focuses
exclusvely on what drategic postions of the firm lead to optima performance under varying
environmenta contexts. In contrast, Strategy process research is concerned with how a firm's
adminigrative syslems and decison processes influence its drategic postions’ Our modd can be
viewed as a contribution to the process oriented branch of the strategic management literature. More
specifically, it focusses on bargaining problems in decision processes.

Findly, the model can be viewed as endogenoudy deriving whether the nature of organizationd
change will be top-down or bottom-up. Top-down change is predicted in circumstances which are
perceived as not urgent, entail at leest some loss of prestige of loca negotiators in the bargaining
process when offers are accepted which are lower than the highest offer in the past, and the costs of
imposed organizationa change don't exceed the reduction in surplus due to delay. All other Stuations
will face bottom-up change, which is either immediate or delayed. It is delayed when there is no sense
of urgency and the costs of imposed change by headquarters exceed the costs of delay. Otherwise it
will beimmediate.

3 Model

A non-cooperative, game theoretic model of complete information and endogenous
commitments is presented. There are three parties: headquarters and two local parties.
Headquarters decides about imposing organizational change. If organizational change is not
imposed, then the two local parties will bargain about the distribution of the surplus which will
be generated by the organizational change.

The model consists of three periods. Headquarters decides about imposing
organizational change in the first period. The choice of headquarters is assumed to be driven
completely by efficiency considerations. If organizational change is imposed, then the game
ends. An alternating offer game (Rubinstein, 1982) starts between the two parties in the second
period when organizational change is not imposed in the first period. The proposer formulates a
proposd s to divide the surplus and is subsequently either accepted or regjected by the responder. It is
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assumed without loss of generdity that person 1 is the proposer. The game ends when the proposd is
accepted. If the proposd is rgected, then the game moves to the third and find period. One of the
players is randomly assigned to formulate a proposa for dividing the surplus and the other player
decides subsequently about acceptance.

The fruits of organizational change are normalized to 1. The costs of an imposed
organizational change are C. The Pareto-improvement of imposed organizational change is
assumed to be divided equally between the two local parties. Party/person 1 receives vi(d,L,C)
and person 2 receives w(d,L,C) of the net benefits, where d is the discount factor and L
summarizes the dynamic bargaining feature.

Figure 2 represents the sequence of moves and the payoffs in the first two periods. The first
(second) component of each vector represents the payoff of person 1 (2). Imposed organizational
change by headquarters is reflected by the choice Y (es), whereas no imposed organizationa change is
reflected by N(0).

Headquarters

Organizational change decision

Person 1
( Vi (d,L,C)>
Vv,(d,L,C)/ Choice proposal

Person 2

N Acceptance decision

Figure 2: Extensive form of the second period

Nature determinesin the first stage of the third period who will be the proposer and responder.
This is done randomly and each party is equdly likely to be assgned the role of proposer. The
proposer asks for a share r in the second stage of the third period. The responder subsequently
decides about acceptance of this proposal.

Endogenous commitment (Stahl, 1990 and Fershtman and Seidmann, 1993) entails that a
proposa will have alower vaue for the responder when it offers less than the highest offer in the past.
It is assumed that the value of an offer for the responder is reduced by L when the offer is worse than
the best offer in the past. Figure 3 represents this dynamic bargaining festure.
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S 1 r

Figure 3: Value of proposal r by person 1 for person 2

The payoffs are determined by the proposal r, the dynamic bargaining feature L, and a
discount factor di [0,1] which is the same for both players. Both parties earn 0 when the proposd is
reected in the final period. Figure 4 presents the third period.

Nature
Choice proposer

Proposer

Choice proposal
Responder

Acceptancedecision

Figure 4: Extengve form of third period
4 Equilibrium and compar ative atics

The subgame perfect equilibrium (SPE) of the modd is determined by the method of backward
induction. We gtart therefore with period 3, given the decisons in period 2. Suppose person 1
proposes in period 2 that he gets a share s. The offer to person 2 in period 2 is therefore 1-s. If person
lisassgned therole of proposer in period 3, then there is a vested interest of person 2 of size 1-s.
Person 2 accepts a proposd r in the third period when his payoff is non negative. This occurs when
person 1 does not ask more than sin the second period, i.e. r £ s, or when the share 1-r received by
person 2 outweighs the loss associated with abusing the vested interests, i.e. 1-r 3 1-L.. The subgame
perfect equilibrium Strategy of person 2 in the third period when person 1 is assigned the role of
proposer istherefore

Yes, whenr£s
Yes,whenr>sand1-r3 L
No, whenr >sand 1-r < L.



The vested interest of person 2 will be broken by person 1 when the most attractive proposal
establishing this and getting acceptance by person 2, i.e. 1-L, outweighs the value of the proposa of
the second period, i.e. 1-L £ s. If person 1isasking avaue of sin the second period which can not be
improved in the third period without getting a rgection, i.e s > 1-L, then the payoff maximizing
drategy in the third period isto ask r = s. The subgame perfect equilibrium Strategy of person 1 in the
third period when heisthe proposer is therefore

r=1-L ,whens £ 1-L
S ,whens>1-L.

If person 2 is assigned the role of proposer in period 3, then he will daim and get the whole
surplus by asking r = 1, because person 1 has not received an offer in the previous period and has
therefore no vested interest (endogenous commitment) built up.

Person 2 knows in the second period that his discounted expected payoff in the third period is
(1-(1-L)+1)d/2 = (L+1)d/2 whens£ 1-L and (1-s+1)d/2 = sd/2 when s > 1-L. This determines the
subgame perfect equilibrium acceptance or rejection strategy of person 2 in the second period. Person
1 takes this into account by determining his subgame perfect equilibrium proposa in the second period.
This proposa is summarized in figure 5. Calculations are provided in the gppendix.

s =2(1-0)/(24) s=1

s=(2-(L+1p) / 2

0 1
Figure 5. Subgame perfect equilibrium proposa of the second period

Three areas are digtinguished in figure 5 regarding the subgame perfect equilibrium of the
bargaining proces. The area in the north-east involves delayed change, wheress the other two areas
involve voluntary and immediate change. Delay occurs in the area in the north-east because it does not
reduce the pie very much. Person 1 has to offer person 2 such a large share of the surplus in the
second period in order to get acceptance that delay is preferred. This is established by asking s=1.
Person 1 can not ask much in order to get acceptance in the second period because person 2 knows
that the attractive take-it-or-leave-it podtion is obtained with probability .5 in the third period and that
delay is not very costly because d is rdaively high. Person 1 prefers delay by asking s = 1 aove
asking low vaue of s which is immediately accepted by person 2 because the attractive take-it-or-
leave-it pogtion is obtained with probability .5 in the third period.

There is no delay in the other two areas because the cogts of delay are too high, i.e. d islow.
Computationa condderations, i.e. £1-L and s>1-L, are behind the distinction between the areas in
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the north-west and in the south. Voluntary, immediate change occurs when there is high urgency, i.e. a
low value of d. The urgency of the Stuation reduces the pie to such an extent when there is delay that
change will be voluntary and immediate. Change will dso be voluntary and immediate when urgency is
low and the value of L is low. The circumstances of the Coasan world hold in the extreme case of
L=0, i.e. there will dways be voluntary, immediate change*

A number of comparative statics results emerge from the above analysis.

Proposition 1: A decreasein d never causes a switch from immediate change to delayed change.

An increase in the urgency of the situation makes delay more costly. The parties respond by
choosing drategies in the second period which result in immediate change.

Proposition 2: The share of the surplus received by person 1 doesn’'t increase when L increases.

The share of the surplus received by person 1 is not influenced by the level of L whens> 1-L
Ischosen. An incresse in the reputation loss L never reduces the share of the surplus

received by person 2 when s £ 1-L, because bids r of person 1 are limited to 1-L in order to get
acceptance in the third period when person 1 tries to formulate bids in the second period which are
accepted. Person 1 has to take this into account when s is chosen, which will reduce the leve of the
subgame perfect equilibrium choice of sin the second period.

Propogition 3: Anincreasein L never causes a switch from delayed change to immediate change.

Proposition 2 states that person 1 has to lower his bid in period 2 in order to get acceptance when the
vaue of L isincreasing. The payoff associated with this lower bid may decrease to such an extent that
delay by the bid s = 1 resultsin a higher payoff for person 1.°

The implication of this result is that it is attractive to prevent that L occurs. The policy
implication regarding endogenous commitment isthet it is vauable to cregte bargaining circumstances in
which no public announcements are (dlowed to be) made. It seems that this is understood in both
business and palitics. The press is often completdy blocked from information regarding the results
during a negotiation process. Only the find outcome is communicated. The above modd suggests that
this is a surplus generating practice when the Stuation is not perceived as urgent and the loss of
reputetion associated with accepting a bid which is lower than a public bid received in the past is
above acertain levd ,i.e. L>2(1-d)/d.

Proposition 4: The share of the surplus received by person 1 doesn't increase when d increases.

A decrease in urgency increases the payoff associated with delay for person 1 and 2. Person 1 has
therefore to lower its bid sin order to get acceptance in the first period.

* The case L=0 corresponds also with the classic model of Rubinstein (1982).

® The more formal argument is as follows. The intersection point of the three curves is (3-C5,(3-C8)/(-1+CB)). If d
= 3-(b and L increases above (3-CB)/(-1+CB), then L doesn't influence the share received by person 1 anymore
because the subgame perfect equilibrium of the case s= 1-L applies. If d= 3-Cb, then an increase in L will reduce
the share of the surplus received by person 1 when L is small. Further increases in L will force person 1 to lower s

in order to get acceptance in the second period to such an extent that delay is preferred.
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Proposition 5: The firg-mover position of person 1 is not atractive (in terms of payoffs) when (1-d)/d
<L <min (d/(2-d), 2(1-d)/d) or d T (.5,3-CB) and L>d /(2-.d).

The driving forces behind this result are the propositions three and four. An increasein d aswell as L
reduce the attractiveness of being in the position of person 1. The lower bound (1-d)/d isequivadent to
(2-(L+1) d)/2 < (L+1)d/2. The upperbound min (d/(2-d, 2(1-d)/d) excludes the areas L>d/(2-d) and
L>2(1-d)/d. The second subset of the parameter space is obvious.
Three types of subgame perfect equilibria are distinguished with respect to the behavior of
headquarters. Firgt, dday will emergein the bargaining process when it is not very codly, i.e. the
discount factor is closeto 1. Efficiency dictates that organizationa change will not be imposed when its
codts outwelgh the benefits of preventing delay. Second, organizationa change will be imposed by
headquarters when delay is not very costly and the cost associated with imposed organizationa change
are even lower. Imposed organizationa change isaway to bresk endogenous commitments. This
occurs in the areain the north-east when 3-C6£d£1-C. Findly, voluntary, immediate agreement occurs
when the cost of delay are large, i.e. organizationd change is urgent. The responder in the second
period isin these circumstances not able to dicit an endogenous commitment which improves his
bargaining position in the third period to such an extent that it compensates for the costs of delay.
Headquarters will not intervene in order to prevent the costs C. Figure 1 has summarized these results.
The welfare characterization of our results is provided in terms of transaction codts. They are
defined as the difference in surplus between the efficient outcome and the equilibrium outcome.
Transaction codts are zero when the Stuation is urgent or the loss of reputetion is small. Organizationa
change will occur immediately, without interference by headquarters. Transaction costs are C when
headquarters imposes organizational change. There will be no delay in Stuations with lower cogts of
imposed organizational change than the codts of delay, but this comes at a cost C. Findly, transaction
costs are equal to 1-d in circumstances where delay in less codtly for the organization than imposed
organizational change. Figure 6 presents the Sze of the transactions cods as a function of the
parameters regarding urgency, loss of reputation and costs of organizationa change parameters.

Delay
No Yes
Voluntary O 1-d
Change Imposed C -

Figure 6: Transaction costs

The value added by headquarters follows immediately from figure 6. Headquarters can only
add vaue when it prevents dday by imposng organizationd change. The vaue of imposad
organizationa change is to prevent endogenous commitments. This is dtractive when revenues are
larger than the costs. Figure 7 presents the value added by headquartersin each possible case.

Delay
No Yes

Voluntary 0 0
Change Imposed 1-d-C -

Figure 7: Vaue added of headquarters

5 Conclusions
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A modd of organizationd change is presented with complete information, cods of
organizational change, cogts of delay, endogenous commitment and a deadline. It is shown that two
scenarios for enterprise restructuring emerge when the change is not urgent. It is deayed (imposed
immediately) when the costs of imposed change are higher (lower) than the costs of delay. The vaue of
imposed organizationa change is that it bresks endogenous commitments. Organizationa change will
occur immediatdy and voluntarily when it is urgent. Headquarters only adds vaue by imposing
organizationa change in order to break endogenous commitments in situations which are not perceived
as being urgent and entall low cogts of imposed change. The difference between the organizationd
inertia of GM and the immediate changes at GE may due to the different perceptions of the urgency of
change. The management policies at GE may have had the effect of increasing the sense of urgency.

The focus has been on the character of organizationd change and on identifying Situations in
which headquarters adds value. It was not intended to provide a comprehensive account of these
phenomena, but to limit attention to a particular agpect in order to shed another light on some empirica
phenomena. Extensions of the above modd, e.g. aong the lines suggested by Bolton and Scharfstein
(1998), in order to advance our knowledge and understanding of organizationd change and
headquarters can therefore be readily pursued in many directions, both theoreticaly and empiricaly.

Appendix

The SPE of the bargaining stages of the game are determined. Congder first the case s> 1-L.
The proposa s by person 1 is accepted in the second period by person 2 when

1-s3 (2-9)d/2
U s£ 2(1-d)/(2-d).

This is feasble when 2(1-d)/(2-d) > 1-L, i.e. L > d/(2-d). Person 1 gets acceptance in the second
period and maximizes his payoff by asking 2(1-d)/(2-d). The dternative is to dicit a rgjection. The
payoff maximizing proposal achieving this is asking s = 1 in the second period. The discounted
expected payoff of person 1 by asking s=1isd/2. Person 1 prefers acceptance in the second period
above delay when

2(1-d)/(2-d) 3 d/2
U d£ 3-C6

If L £ d/(2-d), then s=2(1-d)/(2-d) is not large enough to be above the lower bound 1-L.
Offers higher than 2(1-d)/(2-d) will not be accepted by person 2 in period 1. The payoff maximizing
bid by person 1 in period 1 istherefores= 1.

The subgame perfect equilibrium when s> 1-L istherefore

If L >d/(2-d) and
d £ 3-Cb: second period: person 1: s = 2(1-d)/(2-d)
person 2: yes
third period: Nature chooses person 1.
person 1: r=s
person 2: yes
Nature chooses person 2:
person 1. yes
person 2: t=1.
11



d > 3-Cb: second period: person 1: s= 1
person 2: no

third period: Nature chooses person 1.

person 1: r=s

person 2: yes
Nature chooses person 2:

person,1: yes

person 2: t= 1.

If L £ d/(2-d): second period: person 1: s= 1
person 2: no
third period: Nature chooses person 1:
person 1. r=s
person 2: yes
Nature chooses person 2:

person 1: yes
person 2: t=1.

The second case conssts of S£ 1-L. The proposal s by person 1 is accepted in the second
period by person 2 when

1-s3 (L+1) d/2
U s£ (2-(L+1) d)/2.

Person 1 gets acceptance in the firgt period and maximizes his payoff by asking (2-(L+1)d/2 when
feasble bids (2-(L+1)d)/2 < 1-L, i.e. L < d/(2-d), are conddered. The dternative is to dicit a
reection. The payoff maximizing proposa achieving thisis asking s = 1-L in the second period. Person
1 will bid r= 1-L in the third period. The expected discounted payoff for person 1 by askings=1-L is
(1-L)d/2. Person 2 will earn (L-L+1)d/2 = d/2 when the bid s = (2-(L+1)d)/2 is rgjected, which isless
than the payoff (L+1)d/2 when there is no delay. Person 1 prefers immediate agreement above delay
when

(2-(L+1) d)/23 (1-L)d/2
U d£1.

One possible feasible bid to be considered iss = (2-(L+1) d)/2 = 1-L. If s=1-L then there is not a
higher bid in the find period possble which will get acceptance. This raises the attractiveness of
reglection in the second period for person 2, because the expected payoff will be (L+1)d/2. However,
thisis not a higher payoff than the payoff associated with accepting in the first period.

Suppose L > d/(2-d). Person 2 accepts dl bids in the second period higher than the highest
feasble bid of person 1. Person 1 will bid the highest feasible bid, i.e. s=1-L.

The subgame perfect equilibriumis, when s£ 1-L and

L £ d/(2-d): second period: person 1:s= (2-(L+1)d)/2
person 2: yes
third period: Nature chooses person 1:
person 1. r = 1-L
person 2: yes
12



Nature chooses period 2:
person 1: yes
peson2:t=1

L > d/(2-d): second period: person 1: s=1-L
person 2: yes
third period: Nature chooses person 1:
person 1. r=1-L
person 2: yes

Nature chooses person 2:
person 1: yes
person2:t= 1.

The subgame perfect equilibrium of the game when there are no restrictions regarding the
choice of sin period 1 for person 1 is determined by choosing from the two cases the payoff
maximizing level of sfor each possible combination of valuesof d and L.

IfLT [0, d/(2-d)], then the subgame perfect equilibrium choice of sisredized in the case S£
1-L when

(2-(L+1) d)/23 d/2
U L £ 2(1-d)/d.

If LT[0, d/(2-d)] and L > 2(1-d)/2, then the subgame perfect equilibrium choice of semergesin the
caes>1-L,i.es=1

If L>d/(2-d) andd T [0,3-Cp], then the subgame perfect equilibrium choice of sisredized in
thecase s> 1-L when

1-L < 2(1-d)/(2-d)
0 L>di(2-d).

So, s= 1-L is never a subgame perfect equilibrium strategy when L > d/(2-d) and d £ 3-Cb. Findly, if
L >d/(2-d)andd T (3-05,1], then the subgame perfect equilibrium choice of semergesin the case s
> 1-L when

d/23 1-L
U L3 1-d/2.

ThecurvesL = 1-d/2 and L = d/(2-d) intersect at d = 3-C5, i.e. s= 1-L is not a subgame perfect
equilibrium Srategy.

The subgame perfect equilibrium entails organizational changeif and only if CE1-d, d>3-Cb and
L3 2(1-d)/d. Figure 1 summarizes the resuits by defining low urgency as d>max(3-C6, 2/(2+L)) and
low costs as CE1-d.

REFERENCES

Bolton, P. and D.S. Scharfstein, Corporate Finance, the Theory of the Firm, and Organizations,
Journal of Economic Perspectives, 1998, 12(4), 95-114.

13



Boot, AW.A., Why Hang on to Losers? Divedtitures and Takeovers, Journad of Finance, 1992,
47(4), 1401 -1422.

Chakravarthy, B.S. and Y .L. Doz, Strategy Process Research: Focusing on Corporate SelfRenewd,
Strategic Management Journal, 1992, 13, 5-14.

Coase, R.H., The Problem of Socia Co<t, Journa of Law and Economics, 1960, 3,1-44.

Cramton, P.C., Strategic Delay in Bargaining with Two-Sided Uncertainty, Review of Economic
Studies, 1992, 59, 205-225.

Dewatripont, M. and G. Roland, The Virtues of Gradudism and Legitimacy in the Trangtion to a
Market Economy, The Economic Journal, 1992, 102, 291-300.

Farshtman, C. and D.J. Seidmann, Deadline Effects and Inefficient Delay in Bargaining with
Endogenous Commitment, Journa of Economic Theory, 1993, 60, 306-321.

Ickes, B.W. and L. Samuelson, Job Transfers and Incentives in Complex Organizations. Thwarting the
Ratchet Effect, Rand Journa of Economics, 1987,18(2), 275-286.

Jensen, M., The Modern Industria Revolution, Exit and the Failure of Internd Control Systems,
Journa of Finance, 1993, 48(3), 831-880.

Meyer, M., P. Milgrom and J. Roberts, Organizationad Prospects, Influence Cogts, and Ownership
Changes, Journa of Economics and Management Strategy, 1992, 1 (1), 9-35.

Podrd, S. and RP. Rumdt, Incentives, Routines and Sdlf-Command, Industria and Corporate
Change, 1992, 1, 397-425.

Rubingein, A., Perfect Equilibrium in a Bargaining Model, Econometrica, 1982, 50, 97-110.

Rumdt, R.P., D.E. Schendd and D.J. Teece, Fundamenta Issues in Strategy, Harvard Business
School Press, 1994.

Schegfer, S, Influence Cogts, Structura Inertia, and Organizationad Change, Journa of Economics &
Management Strategy, 1998, 7(2), 237-263.

Scharfstein, D.S. and J.C. Stein, Herd Behavior and Investment, American Economic Review, 1990,
80(3), 465-479.

Sahl, D.O., Bargaining with Durable Offers and Endogenous Timing, Games and Economic Behavior,
1990, 2, 173-187.

14



ERASMUS RESEARCH INSTITUTE OF MANAGEMENT

REPORT SERIES
RESEARCH IN MANAGEMENT

Publications in the Report Series Research” in Management

Impact of the Employee Communication and Perceived External Prestige on Organizational Identification
Ale Smidts, Cees B.M. van Riel & Ad Th.H. Pruyn
ERS-2000-01-MKT

Critical Complexities, from marginal paradigms to learning networks
Slawomir Magala
ERS-2000-02-ORG

Forecasting Market Shares from Models for Sales
Dennis Fok & Philip Hans Franses
ERS-2000-03-MKT

A Greedy Heuristic for a Three-Level Multi-Period Single-Sourcing Problem
H. Edwin Romeijn & Dolores Romero Morales
ERS-2000-04-LIS

Integer Constraints for Train Series Connections
Rob A. Zuidwijk & Leo G. Kroon
ERS-2000-05-LIS

Competitive Exception Learning Using Fuzzy Frequency Distribution
W-M. van den Bergh & J. van den Berg
ERS-2000-06-LIS

Start-Up Capital: Differences Between Male and Female Entrepreneurs, ‘Does Gender Matter?’
Ingrid Verheul & Roy Thurik
ERS-2000-07-STR

The Effect of Relational Constructs on Relationship Performance: Does Duration Matter?
Peter C. Verhoef, Philip Hans Franses & Janny C. Hoekstra
ERS-2000-08-MKT

Marketing Cooperatives and Financial Structure: a Transaction Costs Economics Analysis
George W.J. Hendrikse & Cees P. Veerman
ERS-2000-09-ORG

*

ERIM Research Programs:

LIS Business Processes, Logistics and Information Systems

ORG Organizing for Performance

MKT Decision Making in Marketing Management

F&A Financial Decision Making and Accounting

STR Strategic Renewal and the Dynamics of Firms, Networks and Industries



A Marketing Co-operative as a System of Attributes: A case study of VTN/The Greenery International BV,
Jos Bijman, George Hendrikse & Cees Veerman
ERS-2000-10-ORG

Evaluating Style Analysis
Frans A. De Roon, Theo E. Nijman & Jenke R. Ter Horst
ERS-2000-11-F&A

From Skews to a Skewed-t: Modelling option-implied returns by a skewed Student-t
Cyriel de Jong & Ronald Huisman
ERS-2000-12-F&A

Marketing Co-operatives: An Incomplete Contracting Perspective
George W.J. Hendrikse & Cees P. Veerman
ERS-2000-13- ORG

Models and Algorithms for Integration of Vehicle and Crew Scheduling
Richard Freling, Dennis Huisman & Albert P.M. Wagelmans
ERS-2000-14-LIS

Ownership Structure in Agrifood Chains: The Marketing Cooperative
George W.J. Hendrikse & W.J.J. (Jos) Bijman
ERS-2000-15-ORG

Managing Knowledge in a Distributed Decision Making Context: The Way Forward for Decision Support Systems
Sajda Qureshi & Vlatka Hlupic
ERS-2000-16-LIS



