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EC951 Economics of Organizational Management

Description: This module incorporates basic "principal-agent" contract theory in the context of hidden information and hidden actions, the modern theory of the firm, and incentive theory in light of empirical evidence, incorporating recent behavioural models. Applications include the optimal compensation of CEO's, the "make or buy" decision, motivating team performance, and the impact of an altruistic manager. 

Course Outline and Reading List

Details of assessment and submission deadlines are contained in the Postgraduate Economics Handbook, available from room 5B.206.  Further information about the course is contained in the University’s course catalogue, see: http://www2.essex.ac.uk/courses/.

This is a preliminary outline that may be amended at the beginning of the course.

Main Textbook

J.J. Laffont and D. Martimort, The Theory of Incentives, Princeton University Press, 2002. 

More technical alternative: Salanie, The Economics of Contracts, 2005
Optional supplementary texts: P. Milgrom and J. Roberts, 

Economics, Organization & Management, Prentice Hall, 1992, 


Note: Lecture notes are at least as important as the text.

Course outline

1. Moral hazard (Hidden Action) and Incentives

1.1. Basic Model -- Two actions, 1 Principal and 1 Agent.  

(lecture1Moralhazard.pdf, Laffont and Martimort, Ch. 4; Alternative: Salanie, Ch 5.; Alternative: M&R ch 6)
1.2. Extension: More than Two Levels of Performance
(Moralhazardllecture2.pdf, Laffont and Martimort, Ch. 4; Alternative: M&R ch 7)                                                                                                                                              
(1.2a)  Extension: Linear Contracts  (Moralhazardsimplecontracts.pdf, largely based on Holstrom and Milgrom, 1987) – Please understand the model setup, main points, and definition of certainty equivalent, etc. A good alternate treatment of similar is in M&R, leading to an analogous “incentive intensity principal.”
1.3. Moral Hazard in Teams 
(Moralhazardllecture3.pdf, “Moral Hazard in Teams”, Holmstrom, Bell Journal of Economics, 1982)

Some discussion in Roberts’ The Modern Firm, excerpt handed out.
2. Hidden Information (“Adverse Selection”)

2.1. Basic Model
(5_hiddeninfo_2011.pdf, Laffont and Martimort, Ch. 2; “proofs” largely follow Salanie Ch. 2)

Most prominent model of adverse selection, (related to, but distinct from, the one above):  Akerlof (1970), “The Market for Lemons”; notes “5_supplement_notes_on_akerlof_slides.pdf”
2.2. Extensions and applications: CEO compensation and “the financial crisis”. 

Kevin Murphy, “Executive Compensation” in Handbook of Labour Economics, Volume 3 and references.

(Will add some updated readings and essays here, and some interesting podcasts and videos)
2.3. Empirical and Experimental Work on Testing Incentive Theory (moral hazard and adverse selection), Behavioural Models 

moralhazard -- some applications.ppt, lazear_slides.pdf, lecture_notes_on_Lazear_WIP.pdf

Oriana Bandiera, Rasul and Barankay (2005), “Social Preferences and the Response to Incentives: Evidence from Personnel Data”, Quarterly Journal of Economics, vol. 120 (3); Lazear (2000),  “Performance Pay and Productivity”, The American Economic Review , Vol. 90, No. 5 

See also “7_additional_readings.doc”

3. Theory of the Firm

3.1. Transaction Costs
(“Four Formal(izable) Theories of the Firm?,”  Robert Gibbons, MIT, working paper; The Nature of the Firm”, Coase, Economica, 1937, propertyrights.pdf)

3.2. Incomplete Contracts and Property Rights 

Propertyrights2.pdf
(“The Costs and benefits of Ownership: a Theory of Vertical and Lateral Integration”, Grossman and Hart, JPE, 1986.) 

3.3. Nonverifiable investment with repeated interaction; the Implications of Altruism

(“Efficient Consumer Altruism: Application to Fair Trade”, David Reinstein and Joon Song, 2009)   [Efficiency wages article or text example.]


