Hermalin (1998): Toward an Economics Theory of Leadership: Leading by Example
Research Problem

· explore leadership within organizations

· Most economic analyses focus on formal or contractual relationships and thus miss the defining feature of leadership:

· A leader is someone with followers  (voluntary)

· How does a leader induce others to follow her?

· Economic assumption: Followers follow because it is in their interest to do so because they believe the leader to have better information about what they should do than they have

Findings

· Leadership is about transmitting information to followers

· In this light, it is important that the leader can convince her followers that she is not misleading them to her own benefit (as her profits are increasing in employees’ efforts, she has an incentive to lie)

· There are two ways to convince employees to put in high levels of effort:

· Leader sacrifice: leader offers gifts to the followers (e.g., pizza, free coffee)
· Such “side-payments” only lead to a second-best outcome (under symmetric information) because the signal is merely a transfer which has no direct impact on welfare
· Leading by example: leader herself puts in high effort thereby convincing followers that she considers it worthwhile

· Superior to the “side-payments” outcome because it is a productive action which directly increases welfare
Limitations

· focus on what the leader does to induce employees to follow her

· no consideration why leader is chosen or why some people want to be leaders

Links to other academic concepts/models/literature

· the idea that employees base their actions on a leader’s (first-mover) announcement bears some relation to the “herd behaviour” and “informational cascades” literature
· link to the model developed by Holmström (1982): team production with many agents:

· leader and followers are modelled as members of a team

· the leader shares the team output so she has an incentive to exaggerated the value of effort

· the information structure limits the leader’s ability to coerce followers, so she must somehow convince them that following is worthwhile

