MN 426 – Short Summary [Lectures 4-6]
Lecture 4: Formal and Informal Organizational Structures and Change
“Too often it is assumed that the organization of a company corresponds to a blueprint plan or organization chart. Actually, it never does.” (Roethlisberger & Dickson, 1939)

Principles of Organizational Design
· Formal Organizational Structure describes how a firm
· Uses a division of labor to organize tasks

· Specifies how tasks are performed

· Facilitates internal and external information flows

· Defines accountabilities

· Defines authorities

· It further specifies the nature of internal agency problems; that is, it provides employees with the

· Information, coordination, and incentives needed for proper implementation of strategy

· “Structure follows Strategy” (Chandler, 1962)

· Organizational structure varies with strategy (e.g., envisaged product markets, cost structure, size of company, team vs. individual work, etc.)
· Partnerships and Classical Firms (Alchian & Demsetz, 1972)

· Profit-Sharing in partnerships is viable as long as the number of partners is sufficiently small (i.e., reciprocal monitoring and coordination is possible and each member receives a higher share of the joint outcome)

· In classical firms with many agents, someone should specialize in monitoring team members

· Who should monitor the monitor?

· The monitor should be given the net earnings of the team, net of any payments to other agents ( incentive for the monitor to reduce shirking of other team members
· Model: an agent will shirk if the expected payoff from exerting no effort is greater than that of working with the desired intensity (pw + (1-p) W > W – c(e*)
· Fundamentals of Organizing

· Differentiation: division of labor, specialization

· Integration: coordination, control

· Structure Matters

· A group with N members has [n(n-1)]/2 modes of interaction

· Hierarchies are created to limit these modes and keep them manageable

· When the number of relations for a supervisor goes beyond the (optimal) span of control, a new layer of hierarchy can be created

· Schminke, Cropanzano & Rupp (2002) find that:

· Low-level employees felt to be treated more fairly when they believed that they had good opportunities to participate

· Among high-level employees, this had a minimal impact on perceived fairness

· Sah & Stiglitz (1986) study decision-making in hierarchies and polyarchies and find that (decentralized) polyarchies will accept more projects and thus see more Type II errors (accepting a project that should have been rejected), whereas hierarchies will accepts less projects ad thus see more Type I errors (rejecting a project which should have been accepted). This stems from the cost of undertaking a project (in: Gibbons, 2003)
· A word on hierarchies: Jaques, 1990 argues that hierarchies are the only logical and efficient organizational form for large firms; the problems we experience with hierarchies, he claims are caused by the fact that most hierarchies are based on salary rather than on responsibility
· Principles of Organizational Design (Galbraith, 2002)

· Organizational Structure determines the placement of power and authority; structure policies fall into four areas:

· Specialization, shape, distribution of power, departmentalization

· Departmentalization refers the choice of departments to integrate specialized work or form a hierarchy of departments; this choice is made at each level of the hierarchy

· Departments usually take on one of the following forms:

· Functional Structure

· Product Structure

· Market Structure

· Geographical Structure

· Process Structure 

· Information and decision processes cut across the organization’s structure

· Vertical processes allocate scarce resources such as funds and talent (e.g., business planning and budgeting)

· Horizontal processes are designed around the work flow

· Lateral processes can take the form of voluntary contacts as well as formally supervised teams (and integrators)
Traditional Formal Organizational Structures (Williamson, 1975)
· Unitary Functional Structure (U-Form)
· Each unit specializes and is responsible for a particular basic business function such as finance, marketing or production

· Advantages: 

· Top management in touch with all operations

· Specialization of business tasks

· Sharing of similar norms, goals, and performance standards within one department

· Clear definition of functional responsibilities

· Specialists at senior and middle management

· Facilitation of knowledge sharing and idea development

· Facilitation of career paths and professional development in specialized functional areas

· Disadvantages:

· Top management overburdened with routine matters

· Top management cannot concentrate on strategic issues

· Co-ordination between functions difficult owing to potentially differing social norms

· Information Flow/Communication

· Multidivisional Structure (M-Form)
· The firm is organized along dimensions such as product line, geography, or type of customers; divisions and their managers are responsible for operating decisions and top management handles strategic decisions

· Advantages:

· Division of labor (improves efficiency)

· Coordination within and concentration on business areas

· Facilitates measurement of unit performance

· Reduces agency problems (internal capital market)

· Ease of addition and divestment of units

· Development of general management

· Disadvantages:

· Possible confusion over responsibilities (centralization/decentralization confusion)

· Competition/Conflict between divisions

· Parallel functions (NOTE: must not be a disadvantage)

· Complexity of coordination if the number of divisions is large

· Matrix Structure (X-Form)

· The firm is organized along multiple dimensions such as product groups and functional departments or two types of divisions such as geographical and client divisions; managers at the intersections have several bosses

· Advantages: 

· Improves quality of decision making where interests conflict

· Makes (partial) use of functional economies of scale/scope

· Improves coordination along different dimensions

· Increases managerial motivation (through increased involvement in decisions)

· Increases development of middle management 

· Economizes on scarce human resources

· Disadvantages:

· Lengthy decision making process

· Confusion between different lines of authority

· Unclear job and task responsibilities

· Unclear cost and profit responsibilities

· High degree of conflict

· Dilution of priorities

· Increased (creeping) bureaucracy

· Holding Company (H-Form)

· Firm that consists of a set of unrelated businesses with a general manager for each business (similar to divisions); sub-companies are sometimes partly owned)

· Advantages:

· Low central overhead

· Spreading of risks

· Access to cheaper finance

· Ease of divestment

· Disadvantages:

· Lack of synergies

· Lack of skills at group level to assist individual businesses

· Difficulties of central control

Emerging Formal Organizational Structures
· Horizontal Organization

· Flattened hierarchies (employee empowerment)

· Structured around processes

· Teams do whatever is needed to get the job done

· More responsive to change

· Network Organization

· Workers contribute to multiple organizational tasks

· Groups change with tasks

· Relationships among groups are governed by the requirements of the task

· Boundaryless Organizations

· Modular Organization: surrounds itself by a network of other organizations to which it regularly outsources non-core functions

· Virtual Organization: highly flexible, temporary, formed by a group of companies that join forces to exploit a specific opportunity

· In a virtual organization all places of work would be through communication using computer workspaces.
· Removes barriers of time and location

· It goes beyond outsourcing and strategic alliances and is more flexible: 
· In that it has continuously changing partners,

· the arrangements are loose and goal oriented,

· emphasizes the use of knowledge to create new products and services,

· its processes can change quickly by agreement of the partners.
Informal Structures

· Informal relationships formed by employees across functions and divisions

· E.g., advice networks, influence networks, trust networks, social support networks

· Pro: tasks can sometimes be accomplished faster

· Con: blocks communication via formal structures

· Podolny & Baron, 1997: Resources and Relationships: Social Networks and Mobility in the Workplace

· Builds on Burt’s market-based theory of control: an individual’s control over others is a function of the extent to which he can play partners off against one another

Organizational Change

· Reasons

· External Forces: globalization, government regulations, performance gaps, advances in technology, changing employee demographics

· Planned Organizational Changes: products and services, organizational structure

· How to overcome resistance to change

· Sell the need, communicate the facts, involve employees, reward acceptance of change, create a “learning organization”, win the support of most influential employees

· March & Lewitt, 1988: Organizational Learning

· Viewed as routine-based, history-dependent, and target oriented (deductive)

· Direct Learning: Trial & Error, Organizational Search, Learning by Doing

· Learning from Experience of Others

· Organizational Memory: recording, conservation, retrieval

· Ecologies of Learning: “learn how to learn”

· ( Organizational Intelligence is the outcome of quick and precise organizational learning

· Techniques for organizational development:

· Survey Feedback; Competitive Intelligence 

· Management by Objectives (Peter Drucker)

· According to Drucker managers should avoid 'the activity trap', getting so involved in their day to day activities that they forget their main purpose or objective.  All managers of a firm should thus participate in the strategic planning process, in order to improve the implementability of the plan. Another concept of MBO was that managers should implement a range of performance systems designed to help the organization stay on the right track. 
· Appreciative Inquiry (what is, what might be, what should be, what will be)
Lecture 5: Leadership, Authorities, Delegation
Leadership Theories
· Numerous definitions, e.g., House et al., 1999: “Leadership is the ability to influence, motivate, and enable others to contribute toward the effectiveness and success of an organization”
· Key ingredients of any leadership theory include the characteristics of the leader, followers, and the situation

· We can distinguish between 3 leadership models

· (1) Leader concentrated theories

· Trait Theory: “born as a leader”, no guide for leadership development/success

· Cognitive Resource Theory: expands the trait theory to include situational variables (intelligence, experience, stress)

· Leadership Skills Model: considers skills the most important component of effective leadership; that is, leadership potential is developed through experience

· (2) Leader/Follower: didactic relationship models

· Transactional Leadership: based on various kinds of exchange between the leader and his followers: contingent reward to motivate, management by exception (corrective criticism, negative feedback – active or passive), Laissez-Faire Leadership (not really leadership)
· No evidence of long-term suitability; no explanation of intrinsic motivation

· Participative Leadership: allows followers influence over leader’s decision (autocratic or joint decision, consultation, delegation) – increases quality of decision especially where followers have special knowledge. 
· Aghion & Tirole, 1997: formal vs. informal authority (rubber stamping and delegation)
· Gibbons, 1999: influence activities (lead to 2nd best outcomes)
· Holmström, 1982: career concerns: workers have an incentive to work hard b/c that will affect firm’s inferences about their abilities (assumed to be productive in this model)
· Social Exchange Theory:  based on exchange of benefits and favors (but: unlike transactional theory, this involves more abstract items
· Hermalin, 1998: An economic theory of leadership: leading by sacrifice/leading by example
· Gächter & Renner, 2004: Leading by Example in the Presence of Free-Rider Incentives (Token Experiment)
· Find positively correlated leader and follower contributions (often half-heartedly, esp. w/ low gains from cooperation) in all repeated games of their experiment; on average, it pays to be bold and contribute high amounts
· (3) Others

· Charismatic Leadership: followers think that leader is endowed with exceptional qualities; emergence of this type of leadership is dependent on this situation
· Transformational Leadership: focuses on the process that changes individuals – leader must be attentive to follower’s needs and motivation, and try to help followers reach their full potential
· How do leaders influence others?

· Position Power: legitimate power, reward power, coercive power, informational power

· Personal Power: rational persuasion, expert power, referent power (being liked and admired), charisma, rhetoric
· Weber, Camerer, Rottenstreich & Knez (2001): The Illusion of Leadership: Misattribution of Cause in Coordination Games

· The true effect of different leaders on outcome is small

· Performance tends to be attributed to leadership skill (rather than to the strength of situational effects such as group size)
· ( people often misattribute success (also holds in reality!)
Lecture 6: Rewards and Motivation
Pay for Performance
· Evidence for motivation through performance pay: Lazear (2000): Safelite Glass Corporation 

· Simple task environment with potentially no role for intrinsic motivation
· Result: 44% productivity increase (22% owing to introduction of piece rates, the rest mainly attributable to sorting effects)
· Gneezy & Rustichini, 2000: Pay enough or don’t pay at all

· Monetary incentives don’t always lead to higher performance; in some cases, performance even decreased relative to the case when no money was offered (intrinsic motivation). In general, very small rewards have a negative impact on performance
· Shearer, 2004: Piece Rates, Fixed Wages and Incentives: Evidence from a Field Experiment
· A comparison of average productivity under different compensation systems

· Findings confirm those of Lazear, 2000
· Principal Agent Model

· Incentive Compatibility Constraint: MR = MC

· Participation Constraint:  Expected Wage ≥ Cost of exerting effort

· Intrinsic Motivation: exists when no apparent reward is received

· Deci, 1971: Experiments with college students playing puzzles

· Why might extrinsic rewards crowd out motivation?

· Impaired self-determination: intrinsic motivation substituted by extrinsic control

· Impaired self-esteem: outside intervention carries the notion that actor’s motivation is not acknowledged (i.e., involvement or competence is not appreciated)
· Compare: Gneezy & Rustichini, 2000: Experiment 2, volunteer work

· Frey, 1993: Shirking or Work Morale

· Shows how disciplining effects such as regulations affect the work morale of employees; suggests that it is important to target the regulations according to the work morale of individual agents

· Misattribution effect: monitoring crowds out morale

· Perfect targeting cannot be achieved (two types of errors)
· The “Ratchet Effect”

· The tendency for performance standards to increase after a period of good performance: anticipated by agents ( lower efforts

· The principal overpays effort in period one to offset the ratchet effect ( the piece rate falls over time

· Multi-Task Principal Agent Model (Baker, 2002)
