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Test Your Knowledge of Class #2
True of False

1. Cultural values are an articulation of what the company values and 
what leaders hope employees will aspire to be.

2. Culture is something that requires an investment of time and money 
and will need to be iterated and updated over time.

3. “Cultural recipes” are paradigms with prescribed cultural values but 
there is no evidence that these recipes work.

4. Cultural values have an opposite (e.g., harmony vs. competition) and 
should be balanced or framed (i.e., put a positive spin on the value if it 
can be viewed as a loss) for the less-desirable values.

5. Investors often do not fully recognize the value of culture.  One reason 
is that the aspirational or stated values are often different than the lived 
values everyday.



Linking classes #1 through #3
• So far we have emphasized the importance of perspective (i.e., that 

different people have different assumptions and biases), so they need 
a focal point to direct their activity and attention toward.

• We learned that cultural values are aspirations that executives hope 
to focus employee attention on.  But there is no universally optimal 
culture, rather it is firm-specific and can be determined by considering 
trade-offs between various aspirations.  

• Today, we will focus on the conception of culture as an informal 
institution consisting of values and norms that interact with formal 
institutions.  We will explore how these formal systems reinforce or 
work against the culture.
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Outline of Class #3
• Defining formal and informal institutions
• What is the relationship between formal and 
informal institutions?
– Markets and morals
– Shareholder governance and culture
– Promotion and the Peter Principle
– Intrinsic vs. extrinsic motivation and the role of incentive 

pay
– Corporate law and nonlegally enforceable rules and 

standards
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Reflection
Take a moment to think and raise hand to share.

Your client, a publicly traded 
company outside the U.S., is 
based in a country known for 
corruption.  

They are seeking your advice 
about cross-listing their stock on 
the NYSE.  They think a cross-
listing would assure their investors 
that their firm aspires to a high 
level of integrity and takes ethics 
seriously. Would you advise your 
client to cross-list?  Why or why 
not?  
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Corporate Culture: 
Formal and Informal 
Institutions
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Douglas North – Institutions
• Institutions are humanly devised constraints that 

structure political, economic and social interaction.

• Institutions are composed of two branches: 
• Informal constraints (e.g., taboos, norms, etc.)
• Formal rules (e.g., law, property rights, etc.) 

• Institutions create order and reduce uncertainty in 
exchange by providing an incentive structure. 

• As the structure of institutions evolve, it shapes the 
direction of economic activity towards growth, 
stagnation, or decline. 
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Culture as an Informal Institution
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Reinforced by Formal Institutions



Class #1: Textbook Culture Definition

Culture is the pattern of behavior that is 
reinforced by systems and people. It is 
manifest in the norms or expectations 
that people have for how they need to 

behave to fit in and succeed in the 
organization.
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Culture Is Reinforced by Formal 
Institutions (Systems).  What Systems?

• Markets
• Regulations, laws, and rules
• Investors and corporate governance rules
• Human resources practices
• Management practices
• Finance team
• Lawyers and compliance team
• Outside stakeholders: community, customers, investors
• Etc…
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Corporate Culture: 
Morals and Markets
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Do Markets Change Moral Values?

• Almost anything can be bought and 
sold, but you are unlikely to buy love 
or friendship.

• Does that fact have something to do 
with your moral or cultural values?

• Does the act of simply exchanging a 
good (or putting a dollar value on the 
good) in a market place change your 
moral view of it?  Why or why not?
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Do Markets Erode Moral Values?
Hypothesis that people who participate in markets (i.e., buy or sell 
a good) seem to act against their own morals. Why might markets 
erode morals?  

1. It takes two people to complete a trade, so negative 
consequences are shared (e.g., guilt) and potentially diminished.

2. Market interaction reveals cultural norms. Observing others 
trading and ignoring moral standards may make the pursuit of self-
interest ethically permissible. 

3. The mere existence of a market may provide social information
about the appropriateness of the good or service being sold. 

4. Markets provide a strong framing and focus on materialistic 
aspects such as bargaining, negotiation, and competition, and may 
divert attention from possible adverse consequences and moral 
implications.
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The Mouse Experiment

Ideal experiment: have a moral 
judgement and then randomize the person 
making the decision to various markets.

Lab experiment: moral judgment is about 
killing a lab mice.

Baseline kill rate: Participants not in 
market but are given option A or option B.  
With option A, they receive $20 but mouse 
dies.  In option B, they receive no money 
but mouse survives.  Roughly, 46% 
choose money over mouse.
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The Mouse Experiment (2)

Two people: one seller and one buyer. 
The seller was given a mouse and 
explicitly told that the “life of the mouse 
is entrusted to your care.” If a buyer 
and a seller agreed on a trade, the 
buyer received $40 minus the price 
agreed upon. The seller received the 
price but the mouse was killed. If a 
seller or a buyer did not trade, $0 but 
the mouse survived.

Market setting: Just like the two 
people but now multiple buyers and 
sellers and could take offers from 
multiple parties.
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Main Finding: Markets Erode Morals
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Internal Markets and Morals
Take a moment to think and respond.

Clorox owns Burt’s 
Bees.  They rotate 
new executives 
through Burt’s 
Bees for 6 months.  

Question: Can 
these internal 
market experiences 
enhance morals? 
Why or why not?
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Corporate Culture #3:
Governance and Culture
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Shareholder Activism

Question #1: What are 
activist hedge funds?  What 
are their goals?  

Question #2: Should firms 
defend against activist 
shareholders?  Why or why 
not?  
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Bebchuk vs. Lipton
Lucian Bebchuk: activists increase returns to shareholders so they 
should be able to control the material decisions of companies.

Key evidence: Almost every activist attack, or even rumor of an 
attack, by these hedge funds will result in an immediate increase 
in the stock market price of the target.

Marty Lipton: activists destroy value. Gains to activists are short-
lived and come at the expense of long-term value.  Activists also hurt 
the firms not under attack because those firms adopt strategies to 
avoid becoming targets (e.g., aggressive accounting practices).  All of 
this hurts the American economy and people.
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Activism and Value: The Evidence

Inconclusive and nuanced
• Equity markets – descriptive statistics show activism creates value and 

activists hold for the long-term but many critiques of the sample, etc…

• Manufacturing plants – probably best piece of evidence, positive but 
industry specific and based on “matching”

• Innovation – inconclusive given timing of R&D and basis on “matching”

• Investment cycle – descriptive statistics show activism hurts value 

• Bond markets – descriptive statistics show activism hurts value 

What’s missing that could resolve these differences?
Reading for this week “A Corporate Culture Channel: How Increased 
Shareholder Governance Reduces Firm Value” argues culture is missing.
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Quote from CFO interviews about shareholders:
“At my current firm, we have the benefit of trying to say "let's try to make 
positive investments" because we have an owner who is the ultimate long-
term shareholder.  

At my previous firm, I worried more about managing the stock price. I had to 
worry about hedge fund activists. I don't think activists are about long-term 
value maximization. Those guys just want to come in and make some 
changes, get a transaction done, and make some profits within a year. I 
think you worry about this, if you have bad performance, you can get an 
activist and they can really just change your life.

I do think culture matters in the attitude on quarterly earnings and how much 
stock price matters. I do think the nature of public shareholders, it almost 
gets political sometimes, and the pressures that comes there and activism 
that comes there matters for the attitude.”

Activism and Culture
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Does Shareholder Governance Affect 
Value, If So How?
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“Multitasking” Trade-off Between 
Easy-to-Observe and Hard-to-Measure

“Lampert’s model creates a warring tribes 
culture. Cooperation and collaboration aren’t 
there. The result is confusing to the customer.” 
– Employee at Sears, 2012
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• Quantify corporate culture using text-based analyses.

• Develop predictions grounded in multi-tasking theory.

• Address endogeneity among governance, culture, and value

• Exploit close-call votes on pro-shareholder governance 
reforms to estimate impact of governance on culture.

• Extend research design to separate impact on firm value 
via a corporate culture channel from a traditional tangible 
channel.

• Explore effect of heterogeneity in pre governance reform 
cultures to determine potential policy implications.

Approach in “Culture Channel”
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Approach in “Culture Channel”

Compare firms just below and just above proposal threshold
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Discontinuity in Employees 
Perceptions of Culture Afterward
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Does Change in Culture Link to 
Change in Firm Value?

• Short-term – significant increases in sales growth, 
profitability, and payout.

• Long-term – significant declines in intangible assets, 
goodwill, customer satisfaction, and brand value.

• The gains in easy-to-observe performance metrics erode 
and the losses from the harder-to-value intangibles 
dominate after 3 years.

• Stock market appears to recognize the trade-off even on 
the event day between the tangible and intangible channel 
but not fully.
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Potential Policy – Only Target Firms 
with Low Results-orientation
• Is shareholder governance one size fits all?

• Examine heterogeneity in starting cultures for policy 
implications.
• Firms that were already in the upper 1/3 of the results-

orientation distribution do not see gains in firm value from 
strengthening governance, even in the short term.

• But all firms, suffer to some extent from declines in 
collaboration, integrity, and customer-focus after an increase 
in governance.

• On net, this suggests target firms with low results-orientation 
to enhance firm value.
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• Culture is an economically important transmission 
mechanism between governance and firm value.

• On average, CEOs trade-off easy-to-observe 
performance metrics with difficult-to-measure 
intangibles.

• The firm value declines via a corporate culture 
channel suggest shareholder vs. director-centric 
governance is not black and white and governance is 
not one size fits all.

Jillian

Conclusion: Culture Is Key Part of 
Governance-Value Link
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PE and Culture-Value Link?

Challenge: revive a 60-year old burger chain 
Solution? Private equity (PE)?
Typical PE approach is to cut costs, layoff workers, invest in 
technology/automation, discipline remaining executives with lots 
of debt, and then generate massive returns.
Question: Are the effects of PE on firms going to be similar 
to shareholder activism, why or why not?
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Are There Cultural Consequences?



35

How Might We Want to Assess
The Pros and Cons of PE?
• What is the goal of the firm?  What is the horizon for this 

goal?  Is it short-term or long-term?

• If PE delivers greater profit in the short-term through layoffs 
and cost cutting will this de-motivate the workers currently 
working there?  Why or why not?

• Which workers are mostly likely to stay and which workers 
are likely to leave?

• What other challenges will PE execs face?
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Corporate Culture #3:
Human Resources and 
Culture: Promotions
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Human Resources and People 
Development

In the last thirty years, human resources moved from the idea that 
each firm was unique and required idiosyncratic solutions, to the 
idea that firms are actually quite similar.  These means 
generalizations and “best practices” can be learned from 
comparisons across firms.

The job of human resources is to:
1. Hire
2. Train and on-board
3. Fire and promote
4. Compensation and benefits
5. Performance monitoring and feedback
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Human Resources Helps To Answer
• Why should pay vary across workers within firms—and 

how “compressed” should pay be within firms? 

• Should firms pay workers for their performance on the job 
or for their skills or hours of work? 

• How are pay and promotions structured across jobs to 
induce optimal effort from employees? 

• Why do firms use teams and how are teams used most 
effectively? 

• How should all these human resource management 
practices, from incentive pay to teamwork, be combined 
within firms? 

• What should training and mentoring programs look like, 
and how frequently should they occur?
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• Big questions
• Who gets promoted and why?  
• What determines pay after the promotion?

• The “Peter Principle” was first described by 
Lawrence Peter in his 1969 book.  It states that 
people are continually promoted within an 
organization until they reach their level of 
incompetence. 

• What is your reaction to the Peter Principle?  
Does it seem realistic?  Why might firms benefit 
from using the Peter Principle?

Promotions
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Could Dual-Purpose Alleviate Misery?
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What Other Benefits or HR Type of 
Changes Could Alleviate the Misery?
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• “Winner take all” tournaments are competitions 
between peers to achieve a promotion to a higher rank 
along with the pay and perks that go with it.

• The point is promotions are a relative gain. 
• Individuals are promoted not on the basis of their 

absolute performance, but on the basis of their relative 
position in the organization. 

• The compensation at one level does not necessarily 
serve to motivate individuals currently at that level, but 
instead to motivate all of those below that level who 
strive to be promoted.

• Overall, the larger the jump up in pay, the more effort 
will be made.  But there is an optimal jump up: too much 
jump creates recruitment and cooperation problems.

Promotions and Tournament Theory
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Bad Boss Traits



46

Corporate Culture #3:
Human Resources and 
Culture: Incentive Pay
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A Traditional HR View
The profit-maximizing firm’s theory of motivation assumes:

1. Effort aversion: people will not expend effort unless paid 
to do so) 

2. Opportunism: people, in the pursuit of their own interests, 
will often misrepresent their true preferences and engage 
in guile and deceit 

3. Goal disagreement: employees in organizations have 
different agendas than the owners and therefore 
incentives need to be designed to force people to do what 
is right for the good of the organization.

Given that people are assumed to be lazy, dishonest, and at 
odds with the goals of the managers, firm must incentivize.
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Reflection 
Take a moment to think and raise your hand.

Question: Does incentive pay work?  If so, in what 
context and when? 
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Performance Pay in Theory
Output sometimes difficult to measure

• Complex tasks
• Team projects
• Takes time to play out (R&D)
• Output highly variable (risky projects)

When measurement risk is an issue, pay on input (i.e., hourly 
wage, salary, etc..)

• Input imperfect but often more available measure of 
what is desired

• Input is thought to not distort behavior

A European Issue
• If termination is difficult, suggests using hourly and 

some pay on output system (i.e., commission)
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Intrinsic vs. Extrinsic Motivation
Asks what impact empowerment and monitoring have 
on employees’ morale and productivity?  
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Evidence on Performance Pay Mixed

• Numerous studies in the 1990s showed that performance 
pay works (higher stock returns in U.S. and Japan, etc…).

• More recently, studies have shown that it is a dual-edged 
sword (short-term gains at long-term expense).  

• Executives issue stock options when they are doing bad 
things like accounting fraud or too much investment risk.

• Studies of the financial industry have linked incentive 
compensation to highly speculative and sometimes 
outright illegal actions.

• Studies link incentive pay to reduced coordination and 
poor teamwork across different employee levels.
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Corporate Culture #3:
Culture in Theories of the 
Firm
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The Theory of the Firm
A theory of the firm is a way to make sense of: 

(i) why we have firms, 
(ii) what goes on inside the firms, and 
(iii) what are the boundaries of the firm.

For lawyers, can: (i) understand why problems may arise, 
(ii) potential solutions to problems, and (iii) the role laws vs. 
norms in implementing solutions.

This line of research has been on-going for almost 100 
years!!  

For firms to exist and thrive, the formal and informal 
systems combined must encourage new investment and 
protect existing ones.



54

What reactions did 
you have to this 
article?  

Did anything 
surprise you?  Or 
change what you 
thought about 
corporate law and 
culture?

The Relationship Between 
Laws and Nonlegally
Enforceable Norms



Summary of Today’s Class
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• Defining formal and informal institutions
• What is the relationship between formal and 
informal institutions?
– Markets and morals
– Shareholder governance and culture
– Promotion and the Peter Principle
– Intrinsic vs. extrinsic motivation and the role of incentive 

pay
– Corporate law and nonlegally enforceable rules and 

standards



Reading
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(Read intro) Graham, J., Grennan, J., Harvey, C., 
and Rajgopal, 2021, “Corporate Culture: Evidence 
from the Field”

Harvard Business Review. Jul-Aug. 2021, 
“Entrepreneurs and the Truth” by Kyle Jensen, Tom 
Byers, Laura Dunham, and Jon Fjeld

Washington Post, Jan. 27, 2002, “Enron's Culture 
Fed Its Demise” by Joe Stephens and Peter Behr
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