MN 426 – Short Summary [Lectures 1-3]
Lecture 1

Theories of Organizations
· Ubiquity of Organizations (Herbert Simon)

· Principles of Scientific Management (Taylor, 1911)

· Administration Science (Fayol, 1916)

· Weber’s Bureaucracy

· Sees bureaucracies as efficient machines that reliably accomplish their goals

· Post-Weberian Organizational Sociology (Merton, 1910-2003)

· Organizations are not well-oiled machines

· Neoclassical Theory of the Firm

· The firm as a black box which aims to maximize pq – C(q), i.e., C’(q*) = p (or MC = MR)

· Labor and physical capital goes in on one end and output comes out on the other end, at minimum cost and maximum profit
· Allocation of Resources in an Economy (Hayek, 1899 -1992)

· The market provides incentives for decentralized agents to reveal their knowledge

· ( Markets utilize knowledge and allocate resources efficiently

· Why do firms exist? (Coase, 1937)

· The Nature of the Firm (1937)

· Firms exist because coordination in the market is not free; hence, they exist where they perform better than the market would
· He also asks what determines the size of a firm (i.e., the size of the marginal transaction and the balance of costs of transacting in the market vs. organizational costs)

· ( the firms we observe will be less efficient than the markets we observe but more efficient than the markets they replace 

· Transaction Cost Economics (Williamson, 1987)

· Elaborates on Coase

· Behavioural assumptions:

· Bounded rationality

· Opportunism

· Predictions:

· Asset specificity, frequency, and uncertainty are more likely to be governed inside the firm


How Economics approaches Organizations

· Incomplete Contracts

· Coase, 1937

· Agency Theory

· It is impossible to enforce a contract that is contingent on a worker’s total, long-run contribution to firm value

· What kind of performance measure should be used?

· Specific Investments

· Hold-up problem (arises as a consequence of contractual incompleteness)

· Ex-post haggling

· Ex-ante inefficient investments

· Two-sided problem of specific investment in human capital (because it is impossible to enforce a contract specifying pay or promotions based on a worker’s investments in firm-specific human capital)
· The worker is concerned that the firm cannot be trusted to reward an investment in specific human capital and the firm is concerned that the worker will not invest unless such rewards are anticipated

· Promotion-rule (Prendergast, 1993): Two-Job-Ladder
· Does NOT necessarily solve the two-sided problem: only when wages are sufficiently apart that workers are willing to incur the cost of investment in order to earn a promotion AND when the are sufficiently close together that the firm finds it profitable to promote a worker who invests in firm-specific human capital

· Up-or-out rule ( Kahn and Huberman, 1998)

· Works for certain parameters but may be inefficient

· Strategic Information Transmission

· Signalling models (Spence, 1973)

· Repeated Games/Relational Contracts

· How do firms deal with transaction problems?

· Relational contracts: in an repeated interaction, defection can be punished

Lecture 2

Division of Labour

· Team Work

· Benefits:

· Specialization

· Improved use of dispersed specific knowledge/abilities

· Knowledge transfer to other team members

· Attraction of more able workforce b/c of non-pecuniary benefits

· Costs:

· Collective action problem: often slow decision making (coordination difficulties)

· Productivity losses from free-riding

· According to the WERS 2004, employees working in teams with greater autonomy were more satisfied with the amount of influence over their jobs
· How Teams Develop
· Tuckman (1965), Tuckman and Jensen (1977): Forming, Storming, Norming, Performing, Adjourning

· Gersick (1998/1999): Conforming, Reforming, Completion

· Team Roles (Belbin, 2004)

· Plant, Monitor Evaluator, Specialist, Resource Investigator, Coordinator, Teamworker, Shaper, Implementer, Completer/Finisher

· This work emphasizes interpersonal multiskilling but also leaves room for technical expertise (‘specialist)

· To assure success, team roles need to be balanced: successful teams often have a coordinator as chairperson and at least on member fulfilling the plant role.

· In contrast: Katzenback & Smith (1993): Teams form on the basis of existing skill AND potential to develop new skills

· A common purpose then translates into performance goals which are both needed to focus and measure progress AND as a symbol of accomplishment that motivates and energizes

· Mutual Accountability within team and to externals

· Difference between teams and working groups

Profit Sharing

· Characteristics of Team Production (Alchian and Demsetz, 1972):

· Non-Contractibility Assumption: it is too costly to contract on agents’ individual efforts

· Gives agents an incentive to shirk; to be lazy is the dominant strategy

· Non-Separability Assumption: The effort of one agent affects the productivity of the other agent (i.e., the team output is not simply the sum of individual outputs)
· Pareto Efficiency

· Nash Equilibrium

· Note: A Pareto efficient outcome cannot necessarily be reached by a Nash equilibrium; likewise an outcome reached by a Nash equilibrium is not necessarily Pareto efficient ( ( Team production with many agents, Holmström, 1982)

Peer Pressure

· How to overcome free-riding in teams
· Repeated Interaction

· Monitoring of Individual Team Members

· Completion between Teams

· Target Based Schemes

· Members’ optimal choices depend on what they expect other group members to do; what is the socially efficient level of output?

· Peer Pressure/Mutual Monitoring (Kandel and Lazear, 1992)

· Pressure takes the following forms

· Internal (guilt)

· External (shame)

· They show that peer pressure reduces free-riding

· Empirical (experimental) Evidence on Team Compensation (Nalbantian and Schotter, 1997)

· Revenue sharing induces free-riding (dominant strategy)
· Forcing contracts don’t work very well

· Gain sharing works better than forcing contracts

· Competitive Teams work even better

· Individual Monitoring work fine if the monitoring probability is high enough

· Findings:

· Shirking Happens

· History Matters (history of a group and its past performance is an indicator of how that group will perform under a new incentive scheme

· A little competition goes a long way (e.g., set up intrafirm team tournaments to increase group effort)

· Monitoring works but is costly

· Empirical (experimental) Evidence on Team Compensation (Knez and Simester, 2001)

· Econometric Case Study on Continental Airlines

Lecture 3

Bounded Rationality and Heuristics

· Simon’s bounded rationality: “man being intendedly rational, but limited to do so”

· Availability Heuristic: the ease with which instance or occurrences can be brought to mind motivates judgement

· Ease of recall

· Retrievability

· Representativeness Heuristic: people tend to look for traits that correspond to previously formed stereotypes; people rely on this heuristic even when information at hand is insufficient and better information exists

· Insensitivity to base rates (Bayes’ Rule)

· a NOTE on Bayes’ Rule: humans frequently deviate from rational Bayesian inferences in controlled experiments, especially where rule-of-thumb heuristics (such as simple counting of signals) are available; decision-makers must thus make inferences about others’ rationality

· Insensitivity to sample size

· Misconception of Chance

· Conjunction Fallacy

· Hindsight Bias

· See Tversky and Kahneman experiments

· Other Biases

· Anchoring

· Overconfidence

· Confirmation Trap

· Framing

Classification of Groups

· Formal Groups

· Command Groups

· Task Groups

· Informal Groups

· Interest Groups

· Friendship Groups

· Why do people join groups?

· Security

· Status

· Self-Esteem

· Affiliation

· Power

· Goal Achievement

· Influencing Factors on Group Behaviour
· Role

· Status

· Norms

· Conformity: individuals conform in order to be accepted by the group (( groupthink)

· Asch Studies (1951)

· Cohesiveness: degree to which members share the group’s goals (when goals are aligned, highly cohesive groups tend to be more efficient and productive the less cohesive ones)

· Social Facilitation

· Information Sharing: tends to be less than optimal in groups

· Majorities: more important on judgemental tasks which lack clearly correct answers, than on intellective tasks (truth wins)

Group vs. Individual Decision-Making

· Advantages:
· Higher decision consistency

· Processing of higher information load

· Generates more complete information and knowledge

· Generates more diverse alternatives

· Increases legitimacy of decisions

· Drawbacks:

· Time consuming

· Minority domination

· Pressure to conform (groupthink)

· Ambiguous responsibility

· See Kocher and Sutter (2005) experiments: Beauty Contest Game

Coordination Problems

· Matching Game

· Battle of the Sexes Game

· Assurance Game

· Weakest Link Game 

· See exercise solutions for examples

Observational Group Learning

· Observable Signal Scenario
· Assume the private information signals become public information one at a time when individuals decide

· ( because all past signals are publicly available, information keeps accumulating so that individuals can continuously update their beliefs about the correct state of the world and eventually settle on the correct choice and thus behave alike

· Observable Actions Scenario

· Assume the private information signals are not public information. Only the actions become public information one at a time when individuals decide

· ( It is wrong to think that if only actions are observable, the public information set will improve over time until the true value is revealed.

· Rather, individuals often converge on the same wrong action; even worse, few early error-prone decisions can lead all successors to make the wrong decision

· E.g., information cascades where an individual’s rationally optimal decision does not depend on his private signal (i.e., when initial decisions coincide such that it is optimal for each of the subsequent individuals to ignore his/her private signals and follow the established pattern/the status quo) 

· see: Anderson & Holt, 1997: Information Cascades in the Laboratory)
