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Abstract

The Behavioral Theory of the Firm has had an enormous influence on
organizational theory, strategic management, and neighboring fields of socio-
scientific inquiry. Its central concepts have become foundational to any
theoretical and empirical work focussed on organizational phenomena.
Unlike past reviews of this work, we start by focusing less on reviewing these
concepts than we do on discussing the new agenda they created for students
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of organizations and related subjects. We then explain the theoretical commit-
ments implied by its agenda before we trace and evaluate progress on a set of
research issues inspired by its agenda: cognition, performance feedback, politics,
attention, learning, and adaptation. Finally, we offer a broader assessment of the
theory by looking both at original ideas that have seen less developments and at
modern developments in the field that deserve to be incorporated into the
Behavioral Theory of the Firm. In the open-system spirit of the Behavioral
Theory of the Firm, we conclude that its agenda will continue to benefit from
work both by its closest adherents and by work in related research traditions.

Introduction

In following Administrative Behavior (Simon, 1947) and Organizations (March
& Simon, 1958), A Behavioral Theory of the Firm (Cyert & March, 1963) was
the third of the three Carnegie School cornerstones of the foundations for the
scientific study of firm behavior and administration. A Behavioral Theory of the
Firm shares many of the preceding works’ foundational ideas, but takes them
into new organizational territories. It can thus be viewed as the most mature
encapsulation of the early “Carnegie School” approach.

A Behavioral Theory of the Firm has been extraordinarily influential. Its
foundational concepts, assumptions, and aspirations have inspired—and con-
tinue to inspire—a vibrant community of behaviorally oriented students of
organizations and strategy (Argote & Greve, 2007; Gavetti, Levinthal, &
Ocasio, 2007). For instance, Gavetti and Levinthal (2004) argued that the
current mainstream strategy paradigm hinges on premises that date back to
Cyert and March (1963), as well as Simon (1947) and March and Simon
(1958). Similarly, Argote and Greve (2007) documented the wide and deep
impact of early Carnegie school concepts on behavioral studies of
organizations.

But can this influence continue? How can the premises, foundational con-
cepts, and overarching aspirations of Simon, March and Cyert guide future
inquiries into organizations and administration? How can they be used and
developed to form the basis of a modern behavioral theory of management?
In this article, we aspire to tackle these questions. To set the stage, we first lay
out the principal premises of A Behavioral Theory of the Firm and its antece-
dents. We then open a window on later developments that we think have
been especially meaningful in advancing the Carnegie program within and
beyond its original boundaries. Such a list is inevitably somewhat
idiosyncratic to our interests and perspective, nor is comprehensiveness an
aspiration. However, despite these limitations, we hope that it can serve
as a basis to identify promising directions for the Behavioral Theory of
the Firm.
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Behavioral Agenda

Cyert and March (1963) noted at the outset that the conventional theory of the
firm had a market-level focus on specific price and quantity outcomes and a
tendency to favor aggregation and outcome (rather than process) explanations.
While these features of the theory of the firm had been periodically criticized
before, both critics and defenders of orthodox theory missed an important
point: a theory developed to answer such aggregate outcome predictions is
not appropriate for developing process explanations and micro-predictions.
Thus, “there are a number of interesting questions relating specifically to
firm behavior that the theory cannot answer and was not developed to
answer, especially with regard to the internal allocation of resources and the
process of setting prices and outputs” (Cyert & March, 1963, p. 16). Cyert
and March thus did not view A Behavioral Theory of the Firm as a different
answer to conventional questions; it was a call for answering a broader set of
questions on firm behavior. But the questions of interests were not arbitrarily
broad. Indeed, their other point of departure was the realization that, prior to
Administrative Behavior and Organizations, organization theory had little
concern for decision making and, in particular, the decision-making processes
of business enterprises. As a result, a general theory of how fundamental
decisions such as price and output decisions happen in organizations was
missing. The call was then for research on “the fundamental decisions of the
firm, decisions such as price, output, and resource allocation (. . .) and (. . .)
an explicit emphasis on the actual process of decision making as its basic
research commitment” (Cyert & March, 1963, p. 19).

It is easy to overlook the significance of the agenda-setting exercise in Cyert
and March and, by extension, the preceding works in the Carnegie School. The
call was for research that opens up the black box of the firm and accumulates
theory and evidence on how a firm behaves as a result of lower-level processes,
possibly involving individuals and groups, and certainly leading to observable
decisions on economically important variables. A Behavioral Theory of the
Firm was thus born with a commitment to theory across traditional levels of
analysis, and to take a process view for the sake of predicting the reality of
decisions (and their outcomes) rather than for its own sake. Because these
commitments were so different from earlier research, Cyert and March also
articulated a set of foundational concepts that served as solutions to the
problem of constructing a Behavioral Theory of the Firm.

Theoretical Foundations

Because “[d]ecision making is the heart of administration,. . . [t]he vocabulary
of administrative theory must be derived from the logic and psychology of
human choice” (Simon, 1947, p. xlvi), and “administrative theory must be con-
cerned with the limits of rationality, and the manner in which organizations
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affect these limits for the person making a decision” (Simon, 1947, p. 241).
These propositions vividly capture the Carnegie school’s prevailing theme: a
realistic account of bounded rationality is pivotal to grasping the behavioral
essence of organizations. Given this position, it is hardly surprising that the
school’s foundational contributions are remembered for advancing a path-
breaking conceptualization of bounded rationality. Perhaps more surprisingly,
the key ideas of this conceptualization still very much inform the micro-foun-
dational assumptions of contemporary organizational and strategy research of
a behavioral bent. Cyert and March (1963) articulated these key ideas into a set
of foundational concepts at the cognitive level, as well as a set of major rela-
tional concepts serving as theoretical mechanisms that specify how bounded
rationality plays out in flesh and blood organizations.

Cognitive Foundations

Cyert and March introduce their cognitive assumptions as “A set of more frontal
assaults on the assumptions [of the standard economic theory of the firm]”
(Cyert & March, 1963, p. 8). This language captures the attitude towards classical
economics that is the leitmotif of the early Carnegie school. In short, in order to
grasp the psychological underpinnings of decision-making, it is not productive
to consider local adaptations of or deviations from the rational-agent model’s
unrealistic assumptions. It is necessary to build a model that mirrors the
actual psychology of intendedly rational agents, which may be so at odds
with the rational-agent model as to require that the core assumptions of this
model are rewritten.1 Critical to this position was the realization that because
decision makers lack perfect knowledge and must search for information,
their actions are usually inconsistent with the maximization postulate of the
rational agent model. That is, they do not attempt to maximize; they follow
instead different decision rules. It is in this spirit that the early Carnegie
school’s cognitive foundations should be understood: what Simon (and then
Cyert and March) realized was that understanding how decisions occur in
organizations, and how organizations can achieve the ideal of “feasible ration-
ality” requires an alternative to, not a variation of, the rational-agent model
that was dominant in the economic theory of the time. The nature of this alterna-
tive can be encapsulated in three central postulates.

1. Satisficing. Individuals do not maximize. They satisfice. Roughly speak-
ing, this means that they choose the first alternative they expect to be satisfac-
tory. What is deemed “satisfactory” depends on an aspiration level, which in
turn depends on a series of factors, most notably the history of prior
performance.

2. Search. Simon defines the limits of rationality as the lack of “complete
knowledge and anticipation of the consequences that will follow on each
choice” (Simon, 1947, p. 81). Individuals are boundedly rational because
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they know but a tiny fraction of the possible choice alternatives and their
values. Therefore, different from what the rational-agent model posits, infor-
mation or choice alternatives do not naturally flow to them. They need to be
searched. That is why “the theory of choice and the theory of search become
closely interwoven and take on a primary role in a general theory of decision
making” (Cyert & March, 1963. p. 10). Satisficing operates not only with
respect to the choice of a given alternative. Failures to achieve a satisfactory
outcome trigger search processes. In this sense, search is problemistic in nature.

Search processes stop when an alternative is expected to be satisfactory.
Expectations are therefore key to any decision process. As Cyert and March
admit, their theory of expectations did not “reflect all of the recent efforts in
the psychology of individual choice” (Cyert & March, 1963, p. 163). Rather,
it relies on some simple “pattern-recognition variables (e.g. linear extrapol-
ation) and the effect of hopes on expectations” (Cyert & March, 1963,
p. 163). More broadly, it assumes that individuals tend to form very rough
expectations in the initial phases of a decision process, thereby rejecting
most alternatives. Their search then becomes more refined as just a few
promising alternatives are selected.

3. Rules, standard operating procedures, and status quo. When uncertainty is
significant, as in many firm decisions, and therefore the information required
to make fully rational decisions is unavailable or difficult to obtain, individuals
resort to coping mechanisms that spare them the need to anticipate distant
futures. These mechanisms usually take the form of automatic rules (standard
operating procedures in organizations) that are activated because of a crisis or a
perceived problem (i.e. current performance falls below an aspiration level) in
place of planning procedures or forecasting exercises. Rule-based behavior
avoids foresight by exploiting the wisdom of experience. Indeed, rules tend
to be simple in that they narrow search to “the neighborhood of the current
symptom. . .and the neighborhood of the current alternative”, therefore “a
cause will be found ‘near’ its effect and a new solution will be found ‘near’
an old one” (Cyert & March, 1963, p. 170).

All in all, bounded rationality leads to a representation of choice as a semi-
automatic process that is informed by the past and operates in the present, in
which calculation and distant forecasts do not have a role. Individuals (and
firms) are rule-based actors who solve pressing problems, search their local
environment, and adopt solutions that rarely violate the status quo.

Relational Concepts

Cyert and March (1963) used four “relational concepts” that, together with the
postulates described above, lead to the theoretical synthesis of a Behavioral
Theory of the Firm: (1) quasi-resolution of conflict, (2) uncertainty avoidance,
(3) problemistic search, and (4) organizational learning. Quasi-resolution of
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conflict is the tendency of organizations to address different goals through
coalitions that represent temporary compromises between different goals.
The coalitions can involve tradeoffs between goal dimensions (logrolling)
and discovery of mutually acceptable alternatives. They explicitly assumed
that complete goal consistency would not usually be achieved: “Except at the
operational level, there is no internal consensus. The procedures for ‘resolving’
such conflict do not reduce all goals to a common dimension or even make
them internally consistent” (Cyert & March 1963, p. 117). This conception cap-
tures effects of organizational politics that have been noted by writers such as
Dalton (1959) in a model of goal setting. Uncertainty avoidance is the tendency
to choose decision rules that emphasize short-run responses to feedback, and
hence require little forecasting, along with attempts to create a negotiated
environment through coordination with interdependent actors. “In short,
they achieve a reasonably manageable prediction by avoiding planning
where plans depend on predictions on uncertain future events and by empha-
sizing planning where the plans can be made self-confirming through some
control device” (p. 119). As mentioned earlier, problemistic search is motivated
by the goal of overcoming performance shortfalls, directed by simple models of
causality, and biased by organizational experiences and individual goals.
Finally, organizational learning occurs when cycles of search and change
lead to adaptation of goals, attention rules, and search rules through reinforce-
ment of actions that organizational members interpret as having caused
improvements. In the Behavioral Theory of the Firm, these four relational con-
cepts were used to form a more behaviorally realistic approach to predict
organizational action than the optimizing and equilibrium ideas of the tra-
ditional theory of the firm.

Assessment of Research

Cognition

The micro-foundational sensibility of A Behavioral Theory of the Firm has had
long-lasting consequences. The ideas it contains, together with that of related
treatises of the Carnegie School, imprinted the development of a rich research
tradition that spans work in economics (e.g. evolutionary economics), organ-
ization studies (e.g. organizational learning), and strategy (e.g. the capabilities
paradigm, theories of attention, cognitive perspectives). These ideas still run
deep in the foundational assumptions of much of this work. If it is striking
that much of what was said back then is still modern and relevant, it is also
to be expected that some of the original cognitive foundations have been
revised or augmented in light of more recent developments in psychology
and related disciplines. We briefly consider four developments that, to us,
are particularly relevant.
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From standard operating procedures to routines. As discussed above, the
prevalence of standard operating procedures resulting from bounded ration-
ality is a critical foundational concept in Cyert and March (1963). The contem-
porary management literature mostly equates standard operating procedures
to routines (e.g. Eisenhardt & Martin, 2000; Feldman, 2000), but while Cyert
and March (1963) analyze specific standard operating procedures, which are
closer to the usage of Nelson and Winter (1982), they also evaluate more
general decision rules, which imply a greater degree of mindfulness (Levinthal
& Rerup, 2006), than the habitual action typically associated with routines.
Decision rules imply bounded flexibility in organizational choices—some,
but not all alternatives and decision criteria are considered.

While less studied than more habitual organizational routines, decision
rules have been incorporated into the literature on strategic decision making
and organizational adaptation. For example, Papadakis, Lioukas, and
Chambers (1998) found in a study of strategic decision making, that decision
rules were more consequential than top management characteristics or exter-
nal or internal contextual factors. Ocasio (1999) found that CEO succession
rules, both formal and informal, were primary determinants of the selection
of insiders versus outsiders as CEOs. And decision rules have played an impor-
tant role in studies of corporate renewal (Mezias & Glynn, 1993), as well as
simulation models of organizational learning (Lant & Mezias, 1992), adap-
tation (Lant, 1992), and innovation (Repenning, 2002). Decision rules have
also been posited as central to the development of dynamic capabilities
(Teece, 2007).

The current focus on routines owes much to Nelson and Winter (1982),
who built on Cyert and March (1963) but also had separate sources for the
analysis of habit and tacit knowledge. Nelson and Winters’ (1982) Chapter 4
(“Skills”, which is an introduction to the psychology of individual habit) and
Chapter 5 (“Organizational Capabilities and Routines”, which is an introduc-
tion to collective routine) introduced the psychological underpinnings of indi-
vidual habit and collective routine. In Chapter 4, Nelson and Winter discuss
the psychological phenomenology of the skilled behavior of individuals.
They focus on: (a) the programmatic nature of skills, the fact that they
involve a sequence of steps with each successive step triggered by and following
closely on the completion of the preceding one; (b) the tacit nature of the
knowledge that accrues slowly, incrementally, and often implicitly through a
learning process that results from the habitual repetition of complex tasks;
(c) the unconscious nature of many of the decisions that the exercise of a
complex skill might involve. Importantly, they link these attributes of individ-
ual habit to organizational routines: “We propose that individual skills are the
analogue of organizational routines, and that an understanding of the role that
routinization plays in organizational functioning is therefore obtainable by
considering the role of skills in individual functioning” (Nelson & Winter,
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1982, p. 73). A similar emphasis can be found, a few years later, in Levitt and
Marchs’ (1988) seminal article on organizational learning, which sees organiz-
ational learning as “encoding inferences from history into routines that guide
behavior” (p. 320). Their emphasis on routines leads to a theory of learning
that sees the lessons from organizational history as retrievable in the form of
routines, but not the history itself.

These contributions of Cyert and March (1963) and Nelson and Winter
(1982) planted the seeds for two of the most prolific research programs in
organization studies and strategy of the past two decades: the organizational
learning research program in organization studies (see Miner & Mezias,
1996 for a review), and what has been dubbed the “capabilities paradigm” in
strategy, which takes the construct of routine as the building block of “capa-
bility” (Dosi, Nelson, & Winter, 2000; Gavetti & Levinthal, 2004; Nelson &
Winter, 2002). As a result, a number of important developments on both indi-
vidual habit and collective routines ensued to fill a relevant gap in the early
Carnegie proposal (Becker, 2008; Parmigiani & Howard-Grenville, 2011
offer reviews). Given our interest here on cognitive foundations, we would
like to point out the important experimental studies by Cohen and Bacdayan
(1994) and the subsequent work they inspired. This line of work captures
the emergence of routines in a laboratory setting, and shows that individuals
store the knowledge underlying the part of a routine they are responsible for
in their “procedural memory”. If routines are stored as distributed procedural
memories, the properties of collective routines—both their strengths such as
their reliability and speed in performing complex tasks, and their vulnerabil-
ities, such as their “misfiring” when the problem suddenly changes—can be
understood by gaining deeper knowledge about the properties of procedural
memory. In addition to the cognitively oriented research, this research tra-
dition has significant contributions through field research on routines using
both quantitative (e.g. Aime, Johnson, Ridge, & Hill, 2010; Knott, 2003) and
qualitative methods (Zbaracki & Bergen, 2010) to document the role of rou-
tines in providing capabilities, as well as mechanisms that generate change
in routines.

All in all, this robust and extensive body of research deepens and extends
the rule-based sensibility of early Carnegie writings. It offers a similar view
of behavior (both at the individual and organizational level) as driven by
semi-automatic, habit-based decision processes and action patterns. Here
economic agents cannot reliably attain intelligence for decisions requiring
anticipation of future environments, but they can learn to perform complex
tasks reliably when they can exploit the power of local, short term, regular feed-
back, such as the development of standard operating procedures and routines.
In this view, strategically relevant action is necessarily incremental. Superior
performance rests on the attainment of superior capabilities that stem from
the superior ability to manage learning processes that govern the development
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of effective routines and changes to them when such changes are necessary for
successful adaptation. Much of this literature sheds light on how these learning
processes can be carried out.

From expectations to representations. Choice and action in organizations
are not only reactive, rule-based, and incremental processes. They are not
merely semi-automatic procedures that react to short-term problems, or fail-
ures to achieve historically determined aspiration levels. Important decisions
often result from deliberate attempts to anticipate future environments. In
Cyert and March (1963), the anticipation of future environments is analyzed
in terms of organizational expectations. Expectations are derived from both
organizational observations and interpretations of the environment. In Cyert
and March (1963), expectations are conservative in nature, biasing the firm
search toward local exploitation rather than distant exploration (Levinthal
and March, 1993). Perhaps because of the Behavioral Theory’s opposition
against the rationality assumptions of standard economics, the anticipation
of distant futures, or of the consequences of distant courses of action, is
largely absent in the Behavioral Theory of the Firm.

Consistent with Cyert and March’s sensibility, the role of organizational
expectations or, more broadly, the role of an anticipatory logic has been rela-
tively absent in more contemporary work in the Carnegie tradition. It is in
response to this perceived gap and imbalance that a recent line of work has
attempted to recuperate the dimensions of deliberation and anticipation in a
context where routines, standard operating procedures, and local learning
are relevant. Gavetti and Levinthal (2000) developed a model of search in
which decision makers form simplified cognitive representations of their
decision environment to anticipate, in approximate terms, the long-term
implications of alternative courses of action. That is, in contrast to the
dictum that economic agents avoid the requirement that they “correctly antici-
pate events in the distant future by using decision rules emphasizing short-run
reaction to short-run feedback rather than anticipation of long-run strategies”
(Cyert & March, 1963, p. 167), Gavetti and Levinthal (2000) depict decision
makers that, while boundedly rational, can still anticipate the broad conse-
quences of broadly defined courses of action thanks to rough, simplified cog-
nitive representations of their environment. It is still true that agents avoid
correct anticipations of future events, but their bounded rationality does not
prevent them from coarsely foreseeing the consequences of alternative
courses of action. Once decided, these courses of action act as templates that
guide the subsequent trajectory of (local) search, and the related development
of capabilities.

This conception of boundedly rational foresight can be viewed as the cog-
nitive essence of strategic choice. It is in this spirit that Gavetti (2005) argues
that the micro-foundations of the “capability paradigm” need to be extended
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to account for the role of cognitive representations. How a strategist or a top-
management team represents a given competitive setting affects what strategic
position is ultimately pursued, which in turn determines what capabilities are
developed. As a result, superior performance accrues not only from a superior
ability to manage the learning processes underlying capability development; it
also reflects the strategic leader’s proper management of cognitive represen-
tations, and understanding what this entails needs to be placed at the center
of the business strategy agenda.

In this spirit, the theme of anticipation, deliberation, and the centrality of
cognitive representation has become a central theme in recent behavioral
strategy work. For instance, Zollo and Winter (2002) have discovered that
the articulation of the tacit knowledge embodied in routine operation (e.g.
the formation of a cognitive representation of the relevant operational
aspects of a routine) can help performance in subsequent evocations of the
same routine in similar task environments. Relatedly, the recent and
growing movement in strategy research toward redefining the micro-foun-
dations of capabilities and routines reacts to the same imbalance we described
above, and pursues an agenda in which the construct of cognitive represen-
tation plays a pivotal role (see Felin & Foss, 2005; Helfat & Peteraf, 2010 for
example).

Performance Feedback

Problemistic search is one of the major relational concepts in the Behavioral
Theory of the Firm, and it involved goals and expectations as central concepts.
A cornerstone of the theory was a model in which performance below aspira-
tions initiated search for solutions, but also adaptation of the aspiration level
toward the actually experienced performance (Cyert & March, 1963,
pp. 120–123). The literature on performance feedback (e.g. Greve, 1998)
examines this tendency of low-performing organizations to strive more and
expect less. Research on performance feedback has grown rapidly in recent
years. A monograph reviewed early work on this topic (Greve, 2003a), so we
limit our discussion to research done after 2003. Besides the basic propositions
of problemistic search and adaptive aspiration levels, additional propositions in
Cyert and March (1963) were (1) the solution is sought in the vicinity of the
problem (symptom) and the existing actions, leading to a bias against
distant and large changes to behaviors; (2) search is more likely to be triggered
by quantitatively measurable goals; and (3) search is more likely to be triggered
by goals that can be directly attributed to the actions of a given organizational
unit.

There is significant evidence of organizational change occurring in response
to performance feedback, as predicted by the main proposition, but the
additional propositions mainly have indirect evidence. Because most studies
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rely on overall performance measures such as return on assets or sales, which
are top-level organizational goals, their research designs are better suited for
predicting actions that top managers make than decisions taken at the sub-
unit level. This has been recognized by researchers, as much work has been
done on strategic changes such as mergers and acquisitions (Haleblian, Kim,
& Rajagopalan, 2006; Iyer & Miller, 2008), growth (Audia & Greve, 2006;
Desai, 2008; Greve, 2008, 2011), diversification (McDonald & Westphal,
2003; Shimizu, 2007), market position change (Park, 2007), and internationa-
lization (Jung & Bansal, 2009). The research has found clear evidence that per-
formance below the aspiration level increases the rate of change, as proposed in
the Behavioral Theory of the Firm, and also of the more recent proposition that
these effects are different depending on whether the performance is above or
below the aspiration level (Greve, 1998).

There is validation of the idea that low performance is seen as a problem
and a cause of search for top managers, as well as some insights on the pro-
cesses triggered by low performance. CEOs are more likely to seek advice
from other CEOs when doing poorly, though surprisingly the result of receiv-
ing advice is of greater persistence with the current strategy (McDonald &
Westphal, 2003). Boards of directors increase their monitoring of CEOs
when the firm performance is below the aspiration level, and this increase in
monitoring is in part shown by a loss of CEO control over the board
meeting agendas (Tuggle, Sirmon, Reutzel, & Bierman, 2010). These findings
are clearly preliminary, and more work is needed to uncover whether CEOs
initiate changes or are forced to make them.

Research and Development (R&D) expenditures and innovations have also
interested researchers because these outcomes are highly consequential and
thought to be dependent on top manager sponsorship, though they are typi-
cally done in subunits. For R&D, an additional point of interest is that it is a
cost, so a straightforward way to increase ROA would be to decrease it.
However, managers seeking to improve the organizational performance are
more likely to look for product development as a search activity that can
provide solutions, and hence to increase R&D and innovation launches. This
prediction is supported (Chen & Miller, 2007; Chen, 2008; Giachetti &
Lampel, 2010; Greve, 2003b, 2007; Vissa, Greve, & Chen, 2010). This research
has also uncovered additional findings that support the Behavioral Theory of
the Firm. First, the possibility that organizational search can be a mating
process of problems and pre-existing solutions as much as a discovery of
new solutions suggests that organizations with low performance may in fact
imitate the innovations of others either as is or with some adaptation. This
has been shown to occur (Massini, Lewin, & Greve, 2005; Schwab, 2007).
Also, because innovations require resources, one may expect them to occur
more frequently in organizations with low performance and high slack, and
indeed this has been observed (Salge, 2011).
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Recent work has also pushed into outcomes that are not so directly attribu-
table to top management actions, even while maintaining the usual organiz-
ation-level measures of performance. Organizational alliances are sensitive to
performance relative to aspiration levels even though they are not necessarily
made at the top level of the organization (Baum, Rowley, Shipilov, & Chuang,
2005; Schwab & Miner, 2008; Shipilov, Li, & Greve, 2011). A reasonable
interpretation of these findings is that problemistic search can happen
through top management endorsing either specific subunit actions or creating
a climate for change, thus creating opportunities for subunit managers who are
seeking to solve problems of their own.

The usual profitability measures such as ROA are too general to test the
proposition that search occurs in the vicinity of the problem symptom, but
some work on alternative goals has provided promising findings. Accidents
are reduced in response to actual accidents relative to aspiration levels
(Baum & Dahlin, 2007; Desai, 2010a; Madsen & Desai, 2010), product
quality is influenced by quality reputation compared to aspiration levels
(Rhee, 2009), and growth is adjusted in response to past growth relative to
aspiration levels (Greve, 2008). Profitability also affected these outcomes
(Baum & Dahlin, 2007; Madsen & Desai, 2010), and growth goals were only
active when the organization had satisfied profitability goals (Greve, 2008).
These findings are clearly in line with predictions. A key finding on the
intermediate process is that resource allocation to the problem area follows
low performance (Desai, 2010a, 2010b).

Direct evidence on whether changes in response to low performance are
proximate to the current state of the organization is difficult to obtain
without a metric of distance between the changed organization and the original
one. A possible reason to expect such a finding is that there has been some
work on the role of risk in moderating the effect of performance feedback,
with organizations at risk financially instead becoming rigid when the perform-
ance is low. This proposition has been supported for acquisition of production
assets, which is risky and is more likely to be done by large organizations below
the aspiration level than by small ones (Audia & Greve, 2006; Greve, 2011).
Also, large organizations are more likely to acquire qualitatively different
assets than the old ones (Greve, 2011). Thus, search in the vicinity of
current practices seems to be especially likely for organizations that are
small or otherwise vulnerable.

Some investigations have ventured into outcomes that are not straightfor-
ward solutions to organizational problems, but may be affected by the perform-
ance just the same. A relation from performance to organizational fraud has
been suggested, as organizations under pressure to obtain or retain satisfactory
performance levels may resort to accounting violations or other misconduct
(Greve, Palmer, & Pozner, 2010; Harris & Bromiley, 2007; Mishina, Dykes,
Block, & Pollock, 2010). The findings are mixed because one study found
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more violations below the aspiration level (Harris & Bromiley, 2007), while
another found more when performance was above the aspiration level
(Mishina et al., 2010). To resolve this contradiction, a closer analysis of the
relation between the organizational performance and individual goals may
be needed, pointing to a larger unsolved issue of how goals at different levels
of analysis are linked together.

The work on performance feedback directly addresses the central issue of
when performance shortfalls trigger organization change in areas ranging
from strategies to specific operational areas. By linking change to organiz-
ational problems, as expressed through performance below the aspiration
level, it provides an empirical foundation for models of learning, adaptation,
and search that are an important part of the Behavioral Theory of the Firm.
This research started by showing that problemistic search triggered by low
profitability operates for relatively macro-outcomes, and has now moved on
to explore a greater variety of goal variable and lower level outcomes. It has
also started to tackle issues of myopia in search and goal hierarchies, which
are likely to remain fruitful areas of investigation.

Politics

The Behavioral Theory of the Firm including the relational concepts of quasi-
resolution of conflict and uncertainty avoidance have had strong influence on
theories of organizational politics and organizational attention. For example,
resource dependence theory, as formulated by Pfeffer and Salancik (1978),
not only develops from Emersons’ (1962) exchange theory of power and
dependencies but directly relies on Cyert and March (1963) for its view of
the firm as a political coalition, resulting from the quasi-resolution of conflict,
and for its emphasis on the negotiated environment, resulting from uncertainty
avoidance.

While the view of the firm as a political coalition of members with distinct
goals and interests (Cyert & March, 1963; March, 1962) has not developed into
a separate and distinct theory, it has further influenced a variety of research
approaches in organizational theory and strategy. Hambrick and Mason
(1984) modified the coalitional view to focus on the demographics of the domi-
nant coalition of senior managers, to develop the upper echelons or top man-
agement team perspective. Eisenhardt and Bourgeois (1988) studied the effects
of observable political behavior among coalitions of managers in micro-com-
puter firms. They found that centralization of power in the CEO was more
likely to lead to political behavior, and that observable politics decreased
performance.

A more direct application of the view of the firm as a political coalition has
shaped the theory of circulation of power (Ocasio, 1994; Ocasio & Kim, 1999).
Rather than viewing that power as institutionalized and entrenched by
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individuals or organizational units (cf. Pfeffer, 1981), this theory posits that
power is subject to obsolescence and contestation, as different individuals
and functional groups compete for power over the organization’s dominant
coalition. Ocasio (1994) found evidence of the circulation of power in explain-
ing executive succession in publicly held U.S. firms. Ocasio and Kim (1999)
also found evidence of the circulation of power to explain the selection of
CEO’s functional backgrounds in Fortune 500 firms. Following power circula-
tion theory, Shen and Cannella (2002) distinguished inside successors who fol-
lowed CEO dismissals—contenders—from inside successors after CEO
retirements—followers. Consistent with the theory, they found that senior
executive succession following succession by contenders improves ROA,
while succession by outsiders decreases ROA.

More recent applications of the theory of circulation of power further
support the view of the firm as political coalition with divergent interests.
Zhang (2006) finds that under conditions of low firm performance COO/Pre-
sidents acts as rival and contenders to the CEO increasing strategic change and
CEO dismissal. Combs, Ketchen, Perryman, and Donahue (2007) combine the
circulation of power with agency theory to explain how CEO power moderates
the effects of board composition on performance. Jara-Bertin, López-Iturriaga,
and López-de-Foronda (2008) examine how shifting coalitions between family
shareholders and outside investors shape performance of European family-
owned firms. Barron, Chulkov, and Waddell (2011) show that consistent
with theory of circulation of power, succession by contender CEOs will lead
to strategic change only when other inside members of the board are also
replaced.

Cyert and March’s coalitional view of organizations has shaped other
research during the last decade. Fiss and Zajac (2004) examined how the het-
erogeneity of interests in German firms shaped the adoption of shareholder
value orientation and increases the decoupling of adoption from implemen-
tation. Van Ees, Gabrielsson, and Huse (2009) emphasize that while decision
making in corporate governance represents a coalition of members represent-
ing diverse interests, problems of coordination, exploration, and knowledge
creation may dominate over problems of conflict of interest, exploitation,
and the distribution of value. Weber, Rao, and Thomas (2009) combined coali-
tional perspectives with social movement theory in a study of biotechnology in
German firms and find that external contestation weakened the position of
internal champions of biotechnology, precipitated divisions among the domi-
nant coalition, and undermined collective commitment to the technology.

Attention

The multi-actor view of the firm has also influenced theory and research on
organizational attention. Building on Cyert and March (1963), as well as
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Simon (1947) and March and Olsen (1976), Ocasio (1997) proposed an atten-
tion-based view of the firm. Here attention is shaped not only by organizational
goals, but by the firm’s formal and informal structures, issues, initiatives, and
decision-making channels (Ocasio & Joseph, 2005). A key determinant of
organizational attention is the power of key players, particularly the CEO
and the senior executives. Levy (2005) found that firms were more likely to
develop an expansive global strategy when their top management paid atten-
tion to diverse elements in their external environment. Cho and Hambrick
(2006) combine upper echelons theory with the attention-based view by exam-
ining the attentional orientation of top management team (TMT) members in
the airline industry post-regulation. They find that the effects of the TMT on
strategic change were mediated by organizational attention. Relatedly,
Marcel, Barr, and Duhaime (2011) examine how executive’s cognitive orien-
tations combine with environmental cues to shape organizational attention,
interpretation, and response to rivals in the airline industry. Overall research
has found that executive attention, as reflected in letters to shareholders,
affects multiple outcome variables including technological responsiveness to
competitors (Eggers & Kaplan, 2009), technological innovations (Kaplan,
2008), and speed of response to sector and task changes (Nadkarni & Barr,
2008).

The interplay between power, politics, and attention in organizations is
developed by Bouquet and Birkinshaw (2008). They found that foreign subsi-
diaries gain attention from corporate headquarters in multinational firms par-
tially based on the structural positions that subsidiary units occupy within a
corporate system—their “weight”, as well as the influence behaviors—their
“voice”. Similarly, Tuggle et al. (2010) examine how the allocation of attention
to board monitoring is shaped by both performance and power. Consistent
with behavioral and attentional theories, they find that negative deviations
from prior firm performance increases allocation of attention to board
monitoring and that CEO duality decrease it. They further find that CEO
control over the agenda and the location of the meeting shapes board
monitoring.

Organizational attention is shaped by top-down (e.g. goals and schemas)
and bottom-up (e.g. situational and environmental factors) structures and pro-
cesses (Ocasio, 2011). Beyond the effects of executive cognition, power and
politics, top-down approaches have examined the effects of formal structure
and processes. For example, Rosenkopf, Metiu, and George (2001) examined
how joint participation in cooperative technical organizations increased atten-
tion to possibilities for alliance formations. Jacobides (2007) studies the effects
of the division of labor and hierarchy on the attention of organizational units
shaping how Greece nearly went to war with Turkey in 1996. The effects of
strategic planning structures and processes on organizational attention have
been explored by Ketokivi and Castañer (2004) and Ocasio and Joseph (2008).
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While most research has focus on top-down attention, a few studies have
examined either bottom-up processes (beyond performance feedback) or
both. As an example of bottom-up attentional processes, Hansen and Haas
(2001) found that given competition for attention in a knowledge market, sup-
pliers who limited the amount of information they provided were more likely
to be attended to, because a supplier who provided less information developed
a reputation for quality and focus. More recently, Rerup (2009) integrated
bottom-up and top-down approaches in his examination of attention to
weak cues leading to catastrophic accidents. He developed a model of atten-
tional triangulation, where attentional stability, vividness, and coherence
shape organizational attention.

While the Behavioral Theory of the Firm focussed on internal determinants
of organizational attention, macro-determinants of organizational attention
have been examined from institutional theory and identity perspectives.
Thornton and Ocasio (1999) and Thornton (2004) examined how changes
in institutional logic from an editorial to a market logic shifted the determi-
nants of executive succession and strategic decisions in higher education pub-
lishing firms. The consequences of institutional logics on organizational
attention were further elaborated by Lounsbury (2007) in an examination of
the interplay between competing logics and practice variation in mutual
funds. Hoffman (1999) examined how event attention led to institutional
change in the chemical industry. Hoffman and Ocasio (2001) examined how
attention to external events was shaped by threats to industry image and iden-
tity and by external accountability. Nigam and Ocasio (2010) analyzed how
attention to a critical event—Clinton’s healthcare reform—led to changes in
institutional logics despite the failure of the reform effort itself.

Overall theory and research on organizational politics and organizational
attention, while directly and indirectly influenced by the initial formulation
of the Behavioral Theory of the Firm, has developed by combining the original
theory with other theoretical perspectives. Gavetti et al. (2007) highlighted a
similar point in their call for a Neo-Carnegie perspective, which recognizes
and integrates a variety of theoretical insights that have developed after A Be-
havioral Theory of the Firm and other treatises (Administrative Behavior and
Organizations) traditionally associated with the Carnegie School tradition in
organization theory.

Learning

The Behavioral Theory of the Firm saw learning as a relational concept that
included reinforcement of attention rules and search paths that proved success-
ful in generating solutions (Cyert & March, 1963, pp. 123–125). However, a
later article opened this view to also include learning from the external
sources such as the experience of other organizations (Levitt & March,
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1988). Much research has since followed that lead and has produced a research
tradition too large to comprehensively discuss here (see Ingram, 2002; Miner &
Anderson, 1999; Schulz, 2002 for reviews), but some strands deserve mention
because they are particularly close to the Behavioral Theory of the Firm.

The emphasis on myopic search in Cyert and March (1963) naturally leads
to the questions of what will constitute myopic search for a given organization
(e.g. Rosenkopf & Nerkar, 2001; Stuart & Podolny, 1996), and more generally
how an organization finds solutions to a given problem. Some work has sup-
ported a strengthened form of the imprinting hypothesis (Stinchcombe,
1965) by showing that founding teams set both initial strategies and subsequent
search patterns of organizations (Beckman, 2006; Simons & Roberts, 2008).
These findings are clearly relevant to the themes of coalitions and goal for-
mation found in the Behavioral Theory of the Firm.

Other work has linked search to networks by showing that organizations
benefit from having greater diversity of network ties to external actors
(Baum, Calabrese, & Silverman, 2000; Beckman & Haunschild, 2002; Meeus,
Oerlemans, & Hage, 2001) as well as better developed networks for internal
sharing of knowledge (Darr, Argote, & Epple, 1995; Hansen, 2002; Schulz,
2001; Zander & Kogut, 1995). Network tie diversity at the individual level
has a similarly beneficial effect (e.g. Brass, 1995; Mors, 2010), suggesting that
the organization level effect may be a result of organizational members search-
ing through their personal networks. However, one complication is that the
internal network cohesion in work teams needs to be high in order for them
to integrate diverse forms of knowledge (Reagans & Zuckerman, 2001;
Taylor & Greve, 2006). Work on search direction thus offers intriguing con-
nections between the individual, organizational, and network levels of analysis,
and has significant potential for further development.

There is also work on how the content of the knowledge affects learning
from the experience of others. A key question in that work is the extent to
which learning from the experience of others involves re-invention or simple
transfer (March, 1981). Interdependence among knowledge elements means
that they may be inefficient unless adopted as a unit, possibly with some modi-
fication to fit the context (Knott, 2001; Szulanski & Jensen, 2006). In such cases,
learning speeds may be significantly reduced by the degree to which the new
knowledge has a tacit component, as well as by the turnover of the unit that
seeks to learn (Barley, 1986; Edmondson, Winslow, & Bohmer, 2003). Even
non-tacit knowledge can pose learning challenges if it is complex (Haunschild
& Sullivan, 2002). Learning through creation and modification of rules also
runs into a complexity barriers, as the creation of new rules becomes adversely
affected by the number of prior rules at some point (March, Schulz, & Zhou,
2000). As these remarks suggest, work on the knowledge content is hetero-
geneous, as it involves scholars from a learning perspective along with strategy
scholars and scholars of intra-organizational work processes. It has produced a
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series of interesting findings, and can inform research on organizational rou-
tines by giving more detail on how routines and their underlying knowledge
are formed and move across organizations.

Adaptation

In the Behavioral Theory of the Firm, organizational learning is often seen as
an integrating concept that has inspired thinking about the adaptive conse-
quences of the mechanisms developed in the theory and supported by empiri-
cal research. Cyert and March note that organizations are “complex systems”
and the formal model they develop is consistent with that characterization
as it is comprised of a set of interdependent decision rules, responding to
both external feedback and to internal reinforcement, such as the formulation
of sales expectations. However, the set of interactions are rather structured and
there is not a strong sense of emergent macro-behavior from micro- processes,
a hallmark of current views of complex adaptive systems (Axelrod & Cohen,
1999; Miller & Page, 2007). The Garbage Can model (Cohen, March, &
Olsen, 1972) is arguably the first incarnation of what would be generally
viewed as a model of organizations as complex adaptive systems. The
Garbage Can model characterizes distinct flows of local action (participants
migrating to different decision contexts and solutions as well shifting their
loci). What tends to be somewhat underappreciated in this model, perhaps
as result of the use of the term “Garbage” in the descriptor, is that the analysis
examined a wide array of organizational structures. It allows for settings with
randomly distributed access of people and solutions, to highly structured set-
tings with a strong hierarchy in which certain actors have access to a wide
range of decisions while others have a quite narrow range, and settings with
highly specialized structures, what Simon (1962) would term nearly decompo-
sable, in which certain subsets of actors have access to some subdomain of the
problem space and not others. The emergent patterns of decision making (res-
olution, oversight, and flight) are a consequence of the interaction, including a
significant random component, and are not readily predictable from the micro-
processes and decision structures themselves—again, a “signature” of models
of complex adaptive systems (Axelrod & Cohen, 1999; Miller & Page, 2007).

An important feature of adaptive systems that has been highlighted by sub-
sequent work is the interdependence of adaptive mechanisms. For instance,
rapid learning of goals can be a substitute for the adaptation of strategies
(Lave & March, 1976; Levinthal & March, 1981). Levinthal and March
(1981) extends this interplay to consider the simultaneous adaptation of aspira-
tions, strategy, and competence. Rapid competence learning may cause an
inherently inferior alternative appear to be preferred and result in a “compe-
tence trap”. More generally, as Levinthal and March (1993) note, learning pro-
cesses are often myopic in that feedback that is more proximate in time
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and space (location within the organization) tends to dominate adaptive
processes.

The potential dangers of rapid learning are developed in March (1991)
where he introduced the important notion of an exploration/exploitation tra-
deoff into the organizations literature. As March (1991) noted, this general
tension in evolutionary systems had been featured in models of complex adap-
tive systems in the computational sciences (Holland, 1975). Rapid learning at
the individual level is unambiguously good. However, from the perspective of
the organization, rapid individual learning may prove dysfunctional as it
reduces the variety of beliefs within the organization that is critical for the
long-run evolutionary dynamics of the organization. The multi-armed
bandit model is the canonical representation of the exploration–exploitation
problem across literatures as diverse as economics and statistics (Berry & Fris-
tedt, 1985; Gittins, 1979; Robbins, 1952) and computer science (Holland, 1975;
Sutton & Barto, 1998). In the management literature, March (1991) originally
formulated his analysis in terms of a specific form of a genetic algorithm2; sub-
sequently, he reformulated his discussion of learning in terms of the bandit
model (Denrell & March, 2001; March 1996, 2003, 2010).

March (1991) lays out the basic tension between exploration and exploita-
tion. This contrast not only presents challenges to empirical researchers
seeking to specify the diverse mechanisms that might correspond to these con-
structs (cf., Gupta, Smith, & Shalley, 2006), but it poses conceptual challenges
as well. It is important to recognize the distinction between exploration as a
strategy, versus exploration as a set of behaviors, which in turn are mediated
by the organization’s set of beliefs (Posen & Levinthal, forthcoming). Consider
an organization that has a strategy of being relatively exploratory but has rather
firm beliefs as to what constitutes an appropriate course of action. Such an
organization may engage in more exploitative behavior than an organization
with a more exploitative strategy but widely diffuse beliefs as to what constitu-
tes the appropriate course of action.

The linkage of beliefs and sampling processes is brought to the fore in a line
of recent work (Denrell & March, 2001; Le Mens & Denrell, 2011). Since an
adaptive organization is naturally going to sample alternatives for which it
has more positive beliefs, then beliefs that are in some sense a “false positive”,
a not particularly promising alternative viewed favorably, will ultimately be
corrected. However, a “false negative”, a latently promising alternative that is
viewed unfavorably, will be unlikely to be sampled and this inaccurate negative
belief will persist, despite the organization being nominally adaptive.

As Simon (1962) noted, a central feature of a complex system is the degree
of interdependency among its elements. This property and its implications
have been highlighted in a recent line of work that builds on Kauffmans’
(1993) model of so-called rugged fitness landscapes. Levinthal (1997) shows
how path-dependence, and in turn, persistent organizational heterogeneity
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may stem from the fact that payoff to an organization’s set of policy choices
may have strong interdependencies. These interdependencies result in local
peaks in the fitness landscape which consist of an internally consistent set of
policy choices, but a set of choices possibly inferior to other configurations
available to the organization. However, because of the internal consistency of
these inferior local peaks, incremental efforts at adaptation will not lead the
organization to abandon this set of choices. To escape such local peaks, the
organization may try to adopt the practices of other higher-performing organ-
izations with the associated risks of imperfect imitation, risks made more pro-
nounced by the degree of interdependencies among the policy choices (Rivkin,
2000). Alternatively, the organization may have some crude cognitive rep-
resentation of the broader landscape and make a choice to move to a more
distant location based on that representation (Gavetti & Levinthal, 2000).
The cognitive leap may also be informed by the process of analogical reasoning
(Gavetti, Levinthal, & Rivkin, 2005).

Subsequent work has examined the effect of alternative organizational
structures on guiding search process. Marengo, Dosi, Legrenzi, and Pasquali
(2000) and Ethiraj and Levinthal (2004) focus on the impact of problem
decomposition and specialization of roles in systems that may have some
measure of decomposability or modularity. Other work has focussed on the
hierarchical structure of organizations, with Gavetti (2005) focusing on the
role of possibly distinct cognitive representations of disparate actors within
the organization. Rivkin and Siggelkow (2003) take on classic issues of organ-
izational design, allocation of tasks, authority, and incentive structures, and
examine how these mechanisms influence the breadth and persistence of
organizational search processes. Christensen and Knudsen (2010) provide an
analytical generalization of Sah and Stiglitzs’ (1986) work on organizational
architecture, that permits one to consider the full range of possible organiz-
ational forms from polyarchy to pure hierarchy. Hierarchical forms require
multiple levels of actors to approve an initiative before it can be acted upon,
while a polyarchy allows individual actors to enact policies on their own.
Knudsen and Levinthal (2007) explore the impact of alternative organizational
forms for search through performance landscapes. Hierarchical organizational
forms tend to be quite cautious and are very unlikely to make Type I errors of
accepting inferior alternatives, but as a result of such caution tend to become
trapped by local peaks. Hybrid forms, consisting of a mixture of polyarchy
and hierarchy balance to some degree the dual imperatives of exploration
and exploitation (Holland, 1975; March, 1991).

Methods of Research

A Behavioral Theory of the Firm was a pioneering work in its view of organiz-
ational change as being a sequence of events driven by a set of learning
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processes. This dynamic view was ahead of its time conceptually and
methodologically, and hence researchers in this tradition have often
needed to explore new methodologies. Currently a broad range of
methodologies are available that fit this view of organizations, however, and
it is possible that recent advances in methodology will allow researchers to
revisit theoretical issues with greater methodological leverage than before. In
the following, we note how the Behavioral Theory of the Firm has contributed
to and benefited from simulations, case studies, experiments, and regression
methods.

A notable feature of Cyert and March (1963) was the construction of a
simulation model of pricing and volume decisions, with calibration against
actual decisions in a field site. This demonstrated the usefulness of the
theory as an integrative device and a good foundation for prediction. Later
simulations took a slightly different tack, as they focussed on a narrower set
of theoretical mechanisms and explored their effects on organizational beha-
viors and adaptive consequences. This led to a set of very influential simulation
studies on organizational decision making (Cohen, et al., 1972) and search
(Levinthal & March, 1981; March, 1991). These demonstrations of the impli-
cations of theoretical mechanisms have set the pattern for subsequent work
using simulations in organization theory, and remain a strong tradition
within the Behavioral Theory of the Firm.

Cyert and March (1963) also used case studies to inform their theoretical
development. This method was important because the commitments to
process-oriented theory and empirical foundations led to a need for obser-
vation of decision-making processes. Case studies have remained important
for developing new theory in this tradition, and have helped advance the
theory on organizational routines (e.g. Feldman, 2000; Pentland & Rueter,
1994), generate ideas on how organizations learn from unique failure events
(Miner, Kim, Holzinger, & Haunschild, 1999; Rerup, 2009), and show that
field-level attention shifts across issues (Hoffman, 1999). Case studies remain
a very useful method in the Behavioral Theory of the Firm toolbox.

Cyert and March (1963) also used experimental work, and this has been fol-
lowed up to explore selected issues in the Behavioral Theory of the Firm. Lant
(1992) did important experimental work to verify the updating rule for aspira-
tion levels specified by Cyert and March (1992), and Cohen and Bacdayan
(1994) used an experiment to investigate the structure of routines. More
complex experiments have been used to investigate decision making rules
drawn from the Behavioral Theory of the Firm in experimental markets (e.g.
Baum & Berta, 1999). Experiments are perhaps under-utilized as a source of
new evidence on the Behavioral Theory of the Firm, especially when consider-
ing that social psychologists have run experiments using similar simulations of
decision making and generating findings relevant to aspiration-level theory
(Bandura & Jourden, 1991).
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The Behavioral Theory of the Firm was late in using regression methods
because its focus on organizational decisions and change events was a poor
fit to early methods geared towards continuous dependent variables and data
sets assembled to explain performance. The main contributions from such
regression methods came in the work on learning-curve effects on costs
(Argote, 1999). Once event-history methods for discrete and continuous
time analysis became available, research using regression analysis surged
forward in a number of areas. The performance feedback research relies on
study of change events and a specific functional form of the performance
effect (Greve, 1998). The work on rule changes uses event history methodology
with clear inspiration from population ecology (March et al., 2000), and work
on intra-organizational politics has used executive succession events and
event-history methodology (Ocasio, 1994). Event-history methods form a
useful and growing part of the methodological approaches for developing
the Behavioral Theory of the Firm.

Prospects for Research

The Behavioral Theory of the Firm has been an extraordinary success by any
metric of impact on subsequent developments in organizational theory and
strategic management. While it created a powerful foil for the standard neo-
classical framework in economics, economists have been largely resistant to
this set of ideas. For management researchers however, the impact continues.
Research on organizational feedback and performance learning, in particular,
continues to be directly influenced by the foundational concepts developed by
Cyert and March (1963). More broadly research on cognition, routines, capa-
bilities, attention, power, and adaptation, among many other subjects of
inquiry, build on its foundations, often integrating with other related
approaches. Despite these successes, there are areas in which the promise of
the Behavioral Theory of the Firm has not been fully met, as well as areas in
which new opportunities have opened up.

Integration

First, some of the integrative theory of firm decision making and environ-
mental adaptation that it developed has been lost. The Behavioral Theory of
the Firm was more than the sum of its parts. Yet some parts have been under-
developed (e.g, expectations, decision rules, multiple goals), and the interplay
among others under examined (e.g. between organization and market
forces). For example, the Behavioral Theory of the Firm was intended to
create an organizationally rich and reasonably descriptive account of firm be-
havior as a basis for a consideration of organizational adaptation to environ-
mental and market processes. The theory as a boundary object between
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conceptualizations of market processes and intra-firm processes is still a largely
unfilled opportunity as the focus of much of the descendent work considers the
impact of environmental feedback on firm behavior but has been less con-
cerned with the interplay among organizations. Indeed, this challenge, and
the need to respond to it, is amplified by the broader pattern of a bifurcation
of work on more micro-, intra-organizational processes and more macro-,
sociological work on networks, fields, and broad institutional logics that is
reflected to a considerable degree in contemporary work in organization
theory.

There are some exceptions of work that take on the implications of a popu-
lation of firms, conceptualized broadly along the lines of Cyert and March
(1963), interacting in market-like processes. One such example is the line of
work on the “Red Queen” (Barnett & Hansen, 1996). It models individual
firms as being driven by a problemistic search process in an environment of
other firms that are also driven by problemistic search. As a consequence,
high levels of performance by some firms engender performance failures in
other firms, prompting problem-driven search. An important point to recog-
nize from the evolutionary dynamics of interacting behavioral entities is that
such dynamics need not generate outcomes consistent with that generated
by a set of optimizing entities (Carroll & Harrison, 1994). That is, it is not
only the path that differs but realized endpoints differ as well. More recently,
Gavetti (2011, 2012) sought to identify the cognitive roots of superior perform-
ance (and the corresponding role of strategic leaders) by linking the strength of
competitive forces to the management of micro-level cognitive processes. The
idea is that, assuming intense competition for the best strategic opportunities,
some superior opportunities remain available (i.e. shielded from competition)
because they are especially difficult to spot and/or pursue. In turn, such diffi-
culties hinge to a large degree on the average strategic leader’s inability to
manage some select mental processes. Viewed through this lens, superior per-
formance can be cast as stemming from a superior ability to manage precisely
the mental processes that make the identification and pursuit of superior
opportunities difficult. Superior strategic leadership can be defined
accordingly.

Another set of interactions occur between the firm and its institutional
environment. Here, the Behavioral Theory of the Firm has the potential for
making significant new contributions to a research tradition that often privi-
leges environment-to-organization influences over those going in the other
direction. While Thornton and Ocasio (1999) have examined the linkages
between broader institutional forces and power dynamics within the organiz-
ation, there seems to be an untapped opportunity to examine linkages from
firm level mechanisms that may shape and influence the broader institutional
environment. The Behavioral Theory of the Firm and institutional theory agree
on the tendency of organizations to create a negotiated environment (Cyert &
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March, 1963; Meyer & Rowan, 1977). Are they more likely to do so in response
to performance below aspiration levels? Are they more likely to succeed if they
have a more coherent internal coalition?

The potential for a fruitful exchange of ideas between the Behavioral Theory
of the Firm and institutional theory seems especially high in the new and
growing area of work on complex institutional environments (Greenwood,
Raynard, Kodeih, Micelotta, & Lounsbury, 2011), defined as environments
in which multiple institutional logics coexist and issue mutually inconsistent
prescriptions. In such environments, the mapping of the structure of the insti-
tutional field onto organizational structures and behaviors is a result of organ-
izational factors such as identity, governance, and structure (Greenwood et al.,
2011), which in turn influence political processes of the kind suggested by
Cyert and March (1963). This tradition already offers findings on organiz-
ational responses to inconsistency that can be interpreted through the lens
of the Behavioral Theory of the Firm and used to assess and develop its
theory of intraorganizational politics and quasi-resolution of conflict. Organiz-
ational adoption of conflicting practices has been documented (D’Aunno,
Sutton, & Price, 1991; Pache & Santos, 2010; Shipilov, Greve, & Rowley,
2010), and so has a role of group interest and representation in their propa-
gation in fields and organizations (Briscoe & Safford, 2008; Chung & Luo,
2008; Dunn & Jones, 2010).

The Behavioral Theory of the Firm can also grow by paying greater atten-
tion to the effects of the institutional environment. For example, the environ-
mental influence on goals appears to be stronger now than when Cyert and
March (1963) was written. The Behavioral Theory of the Firm was developed
at a time where managerialist logics were prevalent in U.S. corporations. With
the increasing rise of market logics and shareholder value orientations (Davis,
2009), assumptions such as satisficing may need to be reconsidered. Share-
holders may now be more dominant players in the firm’s political coalition,
and profit motives may play an increased role. There is evidence that the
effect of these goals differs across cultural spheres (e.g. Guillen, 1994) and is
weaker in organizations within business group or family influence (Khanna
& Rivkin, 2001; Lincoln, Gerlach, & Ahmadjian, 1996; Luo & Chung, 2005).
However, it remains true, and not sufficiently captured in research, that the
overall trend is for the institutions of shareholder power to spread internation-
ally and provide more leverage against managers (Davis, 2009; Weber, Davis, &
Lounsbury, 2009).

It has also been suggested that we need “A Behavioral Theory of the Inter-
firm” (Baum & Ingram, 2002). Such a theory would maintain the central mech-
anisms and sensibilities of the Behavioral Theory of the Firm, but would focus
on how connections among firms shape their actions and in turn are shaped by
the firms. Although network research has a long tradition, the interface with
the Behavioral Theory of the Firm is not well explored, and there are ample
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research opportunities. The effects of interorganizational structures in shaping
which organizations can learn from each other is one question that has seen
some exploration (Beckman & Haunschild, 2002; Darr et al., 1995; Ingram
& Baum, 1997). Viewing interorganizational structures as a source of control
and comparison on goal dimensions is especially useful for examining group-
ings such as business groups (Vissa et al., 2010). Finally, the evolution of net-
works is now a strong research tradition that has yielded informative results on
which organizations are more likely to establish ties (e.g. Gulati & Gargiulo,
1999; Lavie & Rosenkopf, 2006). This literature contains theory on what
kinds of ties are likely to be valuable and enduring for the organization, but sur-
prisingly it does not have a theory of search for ties beyond the idea
that current ties and ties-of-ties are more familiar and hence easier to find.
Here, ideas from the Behavioral Theory of the Firm may prove valuable. An
interesting addition to the interfirm networks literature is work showing that
establishment of ties depends on performance relative to goals, including
goals with respect to the desired network position (Baum et al., 2005; Shipilov
et al., 2010).

Central to the Behavioral Theory of the Firm is the distinction between out-
comes that are encoded as being “successful” and those associated with
“failure”. While as noted previously there has been a very vibrant line of
work that has built on these ideas and, in particular, has developed consider-
able insight as to the bases and dynamics of aspiration levels, the focus has
largely been on a “vertical” dimension, what constitutes an adequate level of
performance, as opposed to the question of what constitutes the relevant per-
formance metrics. The attention-based view developed by Ocasio (1997) high-
lights the importance of the plurality of goals. The shifting attention to
different performance metrics has been shown to be critical in influencing
whether firms adapt, or not, to shifting patterns of technological competition
(Christensen, 1997).

Recognizing the plurality of goals also poses a possible challenge or
enrichment of how we conceptualize the notions of exploration and exploita-
tion. Acts that appear exploratory from one actor’s perspective, particularly
those operating within established frameworks of what constitutes legitimate
action or strategy, may appear to be exploitative from the perspective on the
individual carrying out the initiative (Adner & Levinthal, 2008). In a similar
spirit, recognizing that organizations typically have a nested hierarchy of
superordinate and subordinate goals can help strengthen the linkages
between the line of work on near-failures (March, Sproull, & Tamuz, 1991;
Rerup, 2009) and the Cyert and March (1963) framework. The space
shuttle Challenger arriving safely on earth was viewed reasonably as consti-
tuting a successful mission; the failure of the O-ring was a subsystem
failure that was not viewed as impinging on the broader mission success
(Vaughn, 1996).
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The separation of micro-organizational level work at the individual or
group level from macro-organizational work at the organization or organiz-
ation-environment level has left a need for an integrative theory of intra-organ-
izational behavior. The Behavioral Theory of the Firm could take on that role
through reexamination of the role of standard operating procedures, both in
the form of decision rules, formal and informal, and more routine forms of
organizing. Organizational behavior is both routine and non-routine (Baum
& Wally, 2003; Mohr, 1971; Perrow, 1967), yet non-routine behaviors and
decisions are themselves structured and bounded. At the same time, routines
are not only sources of habit and inertia, but sources of agency and organiz-
ational change (Feldman, 2000; Feldman & Pentland, 2003). They thus tie
together individual initiative and organizational adaptation in ways that are
not fully explored. Similarly, search through networks connect individual
and subunit behaviors to a larger context, and may prove to be important
for integrating these levels (Mors, 2010; Reagans & Zuckerman, 2001). Argu-
ably the Behavioral Theory of the Firm is the intellectual tradition best posi-
tioned to tackle integration across levels because of its commitment to a
realistic account of individual decision making along with process explanations
for economically important firm decisions.

Extensions

Strategy research has traditionally been divided between rational and behavioral
views of strategy, with the latter being pivotal to the field’s development during
the past decade. Much of this work, which hinges on bounded rationality, is
indebted to the Behavioral Theory of the Firm: its assumptions and theoretical
foundations have their seeds in the Carnegie tradition. This development is an
opportunity both to redefine the conceptual foundations of the strategy field
and to push Carnegie thinking into previously neglected territories, especially
in regard to formulating an explicitly behavioral theory of strategy (Gavetti,
2011). It is ironic that Cyert and March (1963) have so influenced a normative
field-like strategy. They eschewed normative implications, especially those that
rested on forward-looking rather than backward-looking behavior, and those
that rested on distant rather than incremental or local processes of search
and change. In contrast, Simon (1947) explored the possibility for organiz-
ational intelligence despite individual actors’ bounded rationality. A Behavioral
Theory of the Firm has given strategy and organization scholars a backward-
looking, incremental sensibility that gives many useful insights on organiz-
ational change. For a fuller view, however, the field also needs to incorporate
forward-looking decision making and actions made for distant and uncertain
benefits. The work on representations mentioned at the outset (Gavetti &
Levinthal, 2000), together with the recent ferment around micro-foundational
questions (Felin & Foss, 2005) represents a significant step in this direction. It is
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now time to address more fully central issues such as what causes represen-
tations to shift or remain static, how they can be acquired intelligently, and
how they can be diffused effectively.

It is in this context that recent work emphasizes the need to gain deep insights
about the associative properties of the human mind (Gavetti, 2011; Lovallo,
Clarke, & Camerer, Forthcoming). Associative processes such as analogical
thinking can be an intelligent basis to acquire appropriate representations of a
problem, especially when new and complex (Holyoak & Thagard, 1996),
thereby supporting strategic foresight when foresight is especially hard. For
instance, an appropriate re-representation of an industry might allow seeing
opportunities that were once invisible or unthinkable. Relatedly, if strategic
leaders need to acquire novel cognitive representations in order to spot new stra-
tegic opportunities that are distant and hard to see through more standard
lenses, they also need other relevant constituencies to embrace similar represen-
tations. As March (1981, p. 575) put it, “If a leader tries to march toward strange
destinations, the organization is likely to deflect the effort”. The leader thus
needs to persuade organizational members and other relevant constituencies
external to the organization (e.g. capital lenders, customers, media, etc.) that
her view of the world has merit. Similar to foresight, effective persuasion rests
largely on the management of mental associations. Interpretation, the target
of persuasion, is driven by categorization processes: any time a reality is pre-
sented to us, we associate it to similar realities we have experienced in the past
or know about. We categorize it. Critical to persuasion is thus the ability to influ-
ence how other people categorize a reality of interest. Both analogies and categ-
orization processes can be disciplined (Gavetti, 2011), but although we are
gaining relevant insights on both processes, we are still distant from a robust pre-
scriptive framework that is centered on these questions.

Even with its current focus on backward-looking behavior, the Behavioral
Theory of the Firm has rich implications for understanding strategic action
and economic outcomes. The neoclassical economic response to Cyert and
March (1963) and related work is to acknowledge the presence of goal conflict
but to maintain the field’s adherence to assumptions of individual level utility
maximization and complete and common knowledge regarding the nature of
individual and collective production processes within the firm. That is, con-
tracting challenges may stem from incomplete information, typically the
state of “nature” faced by an agent in particular circumstances and direct
knowledge of the agent’s actions, but the understanding of the consequence
of a given action in conjunction with a particular state of nature is shared
and understood by all parties. Thus, the organizational economics literature
provides a theory of the “second-best”, the optimum outcome constrained
by the limits of incentive alignment (Gibbons, 2003).

But as the Behavioral Theory of the Firm suggests, cost positions, patterns of
demand, let alone innovative possibilities are only poorly understood, and
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particularly with respect to the later uncertainly, not well reducible to a prob-
ability distribution of well-posed possible states (March, 1978). It is worth
pausing to consider the normative relevance of a paradigm that largely denies
such features. Imagine that we eliminated the modifier “Behavioral” in the label-
ing of this line of inquiry. Suppose, as per the original Simon agenda, one wished
to consider how to manage and design organizational structures based on how
actors in organizations behave. Would not such an approach have a normative
quality? Further, an incentive structure and other such arrangements that may
have some optimality qualities in a world in which actors have a full under-
standing of the payoff structure of their environment and optimize with
respect to that full understanding, need not have functional implications
when applied to a set of actors who face a problem environment that exceeds
their cognitive capacity (cf., Ethiraj & Levinthal, 2009). If one considered the
problem of guiding intelligent organizational action as a pragmatic engineering
problem, rather than a line of inquiry that should fit neatly into a particular
social science discipline, with economics, sociology, and social psychology
being the primary category candidates, the ideas laid out by Cyert and March
would seem to be a promising basis for a Theory of the Firm.

Conclusion

As March (2005, p. 18) observes, “a writer’s words and the language connecting
them are not simply vessels of intended meaning; they evoke meaning unanti-
cipated by the writer. . . . but one of the joys of scholarship is contemplating the
ways that words, metaphors and models elaborate meanings outside the control
of their author”. Cyert and March had an intended strategy of creating a con-
ceptual and analytical structure that would provide the basis for a behaviorally
grounded, firm-centered, examination of market phenomena. In some respects,
as embodied in the line of research on Evolutionary Economics ala Nelson and
Winter, there are ways in which this ambition has been fulfilled. However, the
primary avenue of the “elaboration of meaning” has taken place within the
organizations literature itself. Further, in the spirit of March’s remarks above,
the Behavioral Theory of the Firm has existed as a kind of open system with
respect to the broader field of management. Elements, such as aspiration-
level learning, and the firm as a political coalition are refined and further devel-
oped but to a significant degree have speciated from the broader structure and
content of the Behavioral Theory of the Firm itself.

There are a number of distinct manners in which we can see the research
engendered by Behavioral Theory of the Firm evolve, both with regard to its
more direct descendants and with respect to its broader influence. As we
have noted, there have been and continue to be opportunities for lineage devel-
opment within the different strands of the basic theoretical apparatus. It is also
the case, per the open systems imagery, that these lineage developments may, in

28 † The Academy of Management Annals

D
ow

nl
oa

de
d 

by
 [

U
ni

ve
rs

ite
tb

ib
lio

te
ke

t I
 T

ro
nd

he
im

 N
T

N
U

] 
at

 1
1:

00
 2

9 
A

ug
us

t 2
01

3 



various respects, benefit from incorporating developments that have occurred
outside the Behavioral Theory of the Firm enterprise as was noted, for instance,
in the discussion of the cognitive foundations and the linkage of institutional
theory to issues of goal conflict and attention allocation. Success in an open-
system sense also poses challenges to the future of the Behavioral Theory of
the Firm as an integrated perspective. Elements of the underlying theory may
diffuse, be elaborated, and become incorporated into various strands of the lit-
erature. However, what of the bold ambitions of the initial project? Would it be
possible, or even useful, to articulate a contemporary, integrated expression of
the Behavioral Theory of the Firm? Or, has the theory outgrown its capacity for
integration? Would it be possible or even desirable, to extend this new articula-
tion to include additional insights from the broader Carnegie School tradition
(cf., Gavetti et al., 2007)?

The Behavioral Theory of the Firm has had deep resonance with the field of
organizational theory, a resonance that continues to animate organizational
scholars. The “openness” of the theoretical apparatus has ultimately, in our
view, proved to be a source of strength, allowing a broad community of scholars
to build on these ideas and offering opportunities for further enrichment of these
ideas. At the same time, the core identity of the Behavioral Theory of the Firm
has remained intact: a behaviorally grounded approach that treats bounded
rationality, adaptive processes, and unresolvable goal conflict and ambiguity
as foundational. How others will choose to build on and expand upon those
foundations is not readily predictable, but the robustness and fecundity of
these foundations make us optimistic and curious about the possibilities.

Endnotes

1. In this sense, although the “behavioral revolution” that occurred in a variety of
disciplines, including decision theory, economics, and finance, was influenced by
Carnegie work (in particular, the relationship between Kahneman and Tversky’s
early work and Simon’s), it should not be considered a descendant of Cyert and
March (1963).

2. The model in March (1991) is a specific form of a genetic algorithm in the sense
that individuals do not recombine attributes of other individuals directly, but
rather they do so indirectly, mediated by the “organizational code.”
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