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Abstract We highlight the shortcomings of mechanism design theory to understand
key institutional design issues such as the allocation of authority, organizational struc-
ture or safeguards against abuse of power. This requires incorporation of imperfect
commitment, collusion, and costs of communication and information processing.

Mechanism design theory has been remarkably successful over the past half century
in many areas of economic theory, such as auctions, voting and market design, to
name just a few. Yet how relevant has it been to understanding institutions such as
firms, organizations or governments? They have advanced our ability to model two
out of the three key components of institutions identified by Williamson (1985):
asymmetric information and opportunism. But not much progress has been made on
the third component: bounded rationality.

To illustrate, any theory of institutions will have to address the question of alloca-
tion of authority: who is delegated what authority, who reports to whom, what are the
safeguards against ‘abuse of power’. In the absence of bounded rationality, broadly
interpreted, a version of the Revelation Principle applies (as exemplified in the work
of Myerson 1982): the performance of any specific allocation of authority can be
replicated by a comprehensive contract (administered by a court or algorithm) in
which all members report their information to the administrator, await instructions on
what to do, and have incentives to be honest and obedient. The central administrator
would process all the information received, compute the solution to an optimiza-
tion problem, and then issue instructions to all members. Underlying assumptions
include ability of the Principal (organization owners) to commit to a mechanism,
absence of costs of communicating or processing information, and absence of col-
lusion among agents. In such a world, the notion of ‘allocation of authority’ makes
no sense. Analogous to the Modigliani–Miller Theorem in corporate finance, this
asserts the ‘irrelevance of institutions’ in classical environments of the sort usually
studied in mechanism design theory sans bounded rationality.
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To escape this quandary, the theory has to venture forth into difficult territory,
where the assumptions underlying the Revelation Principle do not apply. The most
significant of these pertain to bounded rationality, which Herbert Simon empha-
sized as key to understanding organizational structures. What exactly does bounded
rationality mean? Two important dimensions are (i) limited capacity to store and
process information, and (ii) costs of communication. The former implies limits on
cognitive capacity of central administrators, which could rationalize distribution of
information processing tasks to members. The latter implies the difficulty of mem-
bers communicating all they know to the central administrator, which provides an
alternative rationale for distributing decision-making authority to members so as to
take advantage of their specialized non-communicable information. Similar argu-
ments were made by critics of socialism in the celebrated debates of the 1930s such
as Friedrich von Hayek.

However, Hayek did not draw attention to the opportunistic (‘abuse of power’)
hazards inherent in systemswith decentralization of authority. This would seem to be
a key tradeoff underlying the design of allocation of authority. Studying this trade-off
necessitates a theory of costs of communicating, storing and processing information.
Progress was made in this respect by the literature on the ‘message space size’ led
by Hurwicz (1960, 1977), Mount and Reiter (1974), and the literature on delay and
information processing led by Bolton and Dewatripont (1994), Radner (1992, 1993)
and vanZandt (1996).However, these theories abstracted from themodeling of incen-
tives. Hence they could not be used to study the tradeoff between communication
and information processing advantages of decentralization with resulting incentive
problems. A few recent studies have attempted to study this tradeoff in specialized
settings, but there is a long way to go. Examples are models of mechanism design
that incorporate communication costs (Blumrosen et al. 2007; Fadel and Segal 2009;
Kos 2012, 2013; Green and Laffont 1986; Melumad et al. 1992, 1997; Mookherjee
and Tsumagari 2014), or the control of collusion (Baliga and Sjostrom 1998; Celik
2009; Dessein 2002; Faure-Grimaud et al. 2003). In my view, this is an important
direction mechanism design theory needs to confront in order to make progress in
studying institutions.

Another aspect of bounded rationality pertains to the inability of humans to foresee
all possible future contingencies, and plan for them at some initial point of time. In
such settings, a preference for ‘flexibility’ naturally emerges, whereby the Principal
leaves open the possibility of adapting later decisions to the arrival of information
as the future unfolds, rather than committing to all decisions upfront. Once the door
is left open for such adaptation, the Principal would have the scope for possibly
opportunistic ex post renegotiations that generate adverse ex ante incentives for
agents. Many authors have argued this can give rise to a preference for delegation
of authority by the Principal, or imposition of constraints on the Principal’s own
authority. Yet it is hard to formalize the source of the problem (i.e., unforeseen
contingencies) that give rise to the commitment problem. It is equally difficult to
develop a theory of how the Principal or agents can evaluate the outcomes of different
allocations of authority in contingencies they cannot foresee.
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There has been a profusion of recent literature in the field of organizational eco-
nomics, relying mainly on theories of ‘incomplete’ contracts that rule out Myerso-
nian revelation mechanisms by assumption (Aghion and Tirole 1997; Dessein 2002).
The complexity of modeling bounded rationality motivate such an approach, rais-
ing questions regarding its foundations (as in the 1999 Review of Economic Studies
symposium). Incomplete contract models rely on ad hoc restrictions on mechanisms,
thereby raising concerns regarding the robustness of results to these assumptions.
Very few authors succeed in modeling the underlying ‘frictions’ from first princi-
ples, as is the norm in mechanism design theory. This has resulted in an unfortunate
divergence between the latter and contemporarymodels in organizational economics.
The challenge is to develop models that are both derived from first principles, and
tractable enough to generate interesting insights.
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