MN 426 – Short Summary [Lectures 7-10]
Lecture 7: Internal Labor Markets: promotion, tournaments, careers
Incentives based on relative performance are pervasive:

- within organizations (promotions/layoffs, forced rankings, bonus pay)

- between organizations

- sports…

Incentives based on absolute performance, on the other hand, are difficult and costly to obtain.

Promotions

· Incentives (compensation, status, authority, autonomy…)

· Advance organizational goals by encouraging employees to do things with longer-term payoffs while discouraging employees from doing things in their short-run interest

· Signaling Desired Behavior

· On-the-job Training

· Placement

· Screening

Tournaments
· Lazear & Rosen, 1981 investigate tournaments and find that tournaments elicit efficient effort levels (like linear contracts in PA model)
· Eriksson, 1999: Empirical Test of executive compensation and tournament theory

· Findings are in line with overall tournament theory

· Also investigates the impact of uncertainty, luck, and the number of players on the size/value of the tournament prize

· Advantages of Promotion Tournaments

· Ease of evaluation

· Elimination of common noise

· Reduction of renegotiation incentives of the principal

· Disadvantages

· Collusion

· “Rat races” (exertion of inefficiently high efforts)

· Aggravation of the “Peter Principle”

· Reduced Cooperation/Sabotage

· Reduced helping among employees (Drago & Garvey, 1998: Incentives for helping on the job)
· Harbring & Irlenbusch, 2004: Sabotage in Tournaments

· Compare tournaments w/ sabotage to those w/out sabotage

· Questions: how do principals choose wage sum and wage spread? And how to agents react to it?

· Findings:

· Principals choose the high wage sum quite often

· Principals tend to choose the high wage spread in the baseline (B) treatment but prefer fixed wages in the sabotage (S) treatment

· Effort and Sabotage increase with wage spread

· Output in B is higher with incentive contracts than with fixed wages

· Output in S does not differ between fixed wages and incentive contracts

· Holmström, 1982/1999: Dynamic PA Model

· Irlenbusch & Sliwka, 2006: Career Concerns in the lab – Experimental Test of the Dynamics PA-Model
· Effort is higher in period 1 than in period 2

· Managers receive the whole surplus, firms obtain slightly negative payoffs: Firms compete for the manager
Lecture 8: Trust, Reciprocity, and Fairness
Ultimatum, Trust, Moonlighting Game
· Güth, Schmittberger, and Schwarze, 1982: 2 player sequential ultimatum game

· Player 1 suggests the division of a cake and player two accepts or rejects

· Shows that there are fairness considerations
· Kahneman, Knetsch & Thaler, 1986: Fairness and the Assumption of Economics

· A widespread readiness to resist unfair transactions or to punish unfair actors (even at cost) could present a significant threat to firms in competitive environments

· Firms might sometimes fail to exploit legal but “unfair” profit opportunities

· Transactors might be willing to punish an offending firm by withholding current and future business

· These factors are considered irrelevant in most economic treatment
· Berg, Dickhaut, and McCabe, 1995 : experiments on trust
· Player 1 can invest; the investment is then tripled and Player 2 decides whether to return an amount y

· Player 1 can only gain if he trusts

· On average, Players 1 are just compensated

· Abbink, Irlenbusch, and Renner, 2000: Moonlighting Game
· Reciprocity: kind actions are rewarded (neg. reciprocity stronger than positive)

· Fehr & Schmidt, 1999: Equity Theory - own utility does not only depend on own monetary earnings but also on the earnings of others

· Inequity feeling is larger when others have more than you do

· Does this explain the moonlighting game?
· If Player 1 gives money, Player 2 aims to reduce this inequity to his own advantage by giving back money

· If Player 1 takes money, Player 2 aims to reduces this inequity to his own disadvantage by punishing Player 1 ( often anticipated

· In the moonlighting game, intentions matter; i.e., if decisions of Players 1 are determined randomly, Players 2 behave differently

Impact of Trust and Distrust on Motivation

· Predictions of the classical PA model

· Motivate agents with explicit incentive contracts

· However: not all humans are selfish, mutual trust can be decisive for work motivation

· ( the introduction of incentives may therefore signal distrust and backfire (Fehr & List, 2004: The Hidden Cost and Returns of Incentives)

· Works best when punishment options exists but is not used
· Why are CEOs more trusting? Have they learned the benefits of trust? Or did they become more trusting as they moved up the career ladder?
· Falk & Kosfeld, 2004: Distrust – The Hidden Cost of Control

· Principal can either restrict the agent or not (to exert a certain minimum level of effort)

· Behavioral Predictions:

· Standard Economic Model: Agent chooses minimal x; x-control = 10 > x-trust = 0; principal controls

· Inequity Aversion: agent always chooses positive x; x-control ≥ 10 > x-trust > 0; principal controls
· Distrust Aversion: intrinsic motivation ( negative reaction to signals of distrust; x-control < x-trust; principal trusts

· Findings: people often behave differently than suggested by economic theory

· Trust is not always better than control; depends on the strength of incentives; also, effort doesn’t exceed a certain value of x

· Overall, distrust is greater in control setting than in trust setting

· Either trust or exert high control, don’t just trust a little bit (compare: Gneezy & Rustichini: Pay enough or don’t pay at all)

· There are hidden costs of control/distrust

· Ultimate Management Goal: develop contracts that motivate opportunistic behavior without de-motivating intrinsically motivated ones (compare: Frey, 1993: Shirking or worker morale)

Reciprocity

· Reciprocity is the tendency of humans to respond to perceived kindness with kindness, perceived meanness with meanness, and to expect this behavior from others (even if it yields neither present nor future material rewards)
· Fehr & Gächter, 2000: The Economics of Reciprocity

· Can be negative or positive

· Negative reciprocity changes when others are given a change to observe

· Free-riders are punished irrespective of future rewards

· ( disciplining effect on subject’s cooperation behavior

· Reciprocity as a contract enforcement device: not all agents are selfish 
· Where contract enforcement problems arise, voluntary cooperation is highly desirable (also remember: enforceable effort < efficient effort)
· The risks of explicit incentives

· Importance of implicit contracts (not cheap talk owing to reciprocity)

· Fehr, Gächter, Kirchsteiger, 1997: Gift-exchange experiment
· Reciprocity generates voluntary cooperation

· The higher the wage you offer, the higher you expect effort to be

· Economic Theory predict selfish subjects which choose the minimal effort level and firms that choose the minimum feasible wage

· They repeated the experiment with a 3rd stage in which the could punish or reward shirkers ex-post

· Shouldn’t have an impact on selfish principals

· Reciprocal principals, however, will reward or punish

· The difference between demanded and actual effort decreases

· Makes both the firms and their workers better off, on average

· Fehr, Klein, Schmidt, 2004: Reciprocity and Contract Choices

· Employer can choose between different kinds of contracts

· Findings:

· Reciprocity concerns have a decisive impact on actual and optimal choice of contracts in moral hazard contexts

· Principals prefer the incentive over the trust contract

· The incentive contract elicits more effort but is, overall, not more profitable
· Incentive compatible contracts are more profitable than trust and non-incentive compatible contracts but principals will have to learn how to use them

· Principals have a strong preference for the bonus contract over the incentive contract (elicits higher efforts and higher profits; gives selfish agents an incentive)

· Principals prefer bonus contracts over combined contracts (workers are better off under a pure bonus contract)

Lecture 9: Corporate Culture, Social and Organizational Capital
Schein, 2004:
· Internal Integration by Corporate Culture (Schein, 2004)
· Common language and conceptual categories

· Group boundaries – criteria for inclusion/exclusion
· Distribution of power and status

· Developing norms of intimacy and friendship

· Defining and allocating rewards/punishment

· Explaining the inexplicable – ideology and myths

· Categories to describe Corporate Culture (Schein, 2004)

· Behavioral regularities for interaction between people

· Group norms

· Formal philosophy

· Rules of the game

· Climate

· Embedded skills

· Habits of thinking, mental models, and linguistic paradigms, shared meanings

· Integrating symbols

· Rituals and celebrations

· Pros and Cons of Corporate Culture

· Pros: boundary defining, identity, commitment, social systems stability, control mechanism

· Cons: share values might not be compatible with effective operation of an organization; culture might hinder flexibility to adapt to environmental/organizational changes (inertia, resistance to change?)
· Managing Corporate Culture:
· Role modeling

· Positive reinforcement

· Communication

· Recruitment and promotion

· Organization and physical design

· Cappelli, 2004: Why do Employers Retrain At-Risk Workers? The Role of Social Capital

· Employers retrain workers to preserve social capital that exist in worker relationships

· TQM may reflect social capital beyond co-workers, e.g., customers and suppliers

· No evidence of linkage to overall training expenses, size of fixed employment cost, or employee-friendly policies

· Culture and Repeated Games: Corporate reputations or traditions can sustain desirable outcomes if the probability that the “game” continues is sufficiently high
· Weber & Camerer, 2003: Cultural Conflict and Merger Failure: An Experimental Approach
Lecture 10: Corporate social responsibility, non-profit organisations
“Corporate Social Responsibility is essentially a concept whereby companies decide voluntarily to contribute to a better society and a cleaner environment.”

· Internal dimensions of CSR

· Human resource management

· Health and safety at work

· Adaptation to change

· Management of environment impacts and natural resources

· External dimensions of CSR

· Local communities

· Business partners, suppliers and consumers

· Human rights

· Global environmental concerns

· Carroll’s four part definition of CSR (pyramid)
· Economic
· Legal

· Ethical

· Philanthropic

· Possible motivations behind CSR (Baron, 2001)

· Moral principals

· Aiming at increasing profits by

· Preventing government actions

· Prevent activists’ actions which may lead to boycotts

· Hoping for rewards by the market place

· Rationalisations for ethical misconduct (Gellerman, 1986)

· Activity no really illegal

· It is in the corporation’s best interest

· It will never be found out

· The company will protect the person acting in its interests

· Stylised Contents page of CSR reports

· Purpose and value of the business

· Employees

· Customer Relations

· Shareholders or other providers of money

· Suppliers

· Society or the wider community

· Implementation

· Costs and risks of CSR

· ‘sustainable development’ is not well defined

· No empirical observations on gain/loss of companies that follow CSR movement

· Increased complexity of managing the company

· CSR legislation would erode economic freedom

