R271 – Dynamics of Organizations

Session 1 Readings

“The Collapse of Barings: A fallen star”

· On Feb 25th, 1995 Barings, Britain’s oldest merchant bank (223 years), collapsed due largely to the activities of a 28 year old derivatives trader in the Singapore office.  Nick Leeson had purchased futures contracts on the Nikkei 225 that had lost over $1 billion and were still open

· Barings had a reputation for caution and conservatism and a strong position in emerging markets as well as L 5.9 billion in assets under management so the collapse was shocking

· Leeson was supposed to be arbitraging between the Osaka Securities Exchange and the Japan and Singapore Monetary Exchange.  In theory a long position in one market should have been offset by a short position in the other, protecting the bank from any huge losses.  Leeson gambled on the future direction of the markets instead of hedging his positions.

· When the Kobe earthquake struck and the Nikkei became volatile, Leeson began buying futures on a huge scale to try and push up the market and protect his positions

· How could one rogue trader bring down and entire banking empire?

· Leeson was head of trading and settlements for the Singapore office so he could hide the risks he was taking and his mounting losses

· Barings had no independent risk management unit

· Despite rising margin calls the payments did not exceed the banks limits until Feb 23rd
· During 3 internal audits in the previous 12 months Leeson lied about contracts with a hedge fund and created a fictitious client to demonstrate that he was offsetting his long futures position

· Cavalier attitude towards internal controls

· Cultural rift between bankers and traders, organization gave individual businesses lots of autonomy, too little management oversight

· Failure by the Osaka and Singapore exchanges to determine why Barings was racking up such huge positions (up to 8 times larger than nearest rival)

· Lack of effective communication and monitoring between global regulators

· Risk/danger of derivatives themselves

Conclusion is that the risk of the derivatives themselves had little to do with the collapse of Barings, the main problem was a frightening lack of internal control and oversight.

“The Heath Cult”

· Deregulation of the UK financial industry in 1986 allowed organizations to participate in the both the issue and trading of securities.  Barings bank felt the need to merge/acquire a trading organization in order not to be left behind in this transition

· Heath was running Henderson Crosswaite at the time and Barings brought him in to run an autonomous securities subsidiary

· This relationship was very successful because the managers had agreed from the outset that the banking and trading arms would be run separately and due to the fact that Heath was already established in Asian markets

· Main focus of article is Heath’s hiring practices and the culture he created – he sought personality, self-assuredness and drive over education, and professional or management experience.  The best (only) answer to the question of why you wanted to work at Barings was that you wanted money and the more the better.

· Sales staff in overseas branches were encouraged (in addition to working insane hours) to spend most of their free time with clients.  Young female staffers were sent to pick up clients at their hotel and escort them to the office.  Women were expected to dress up for these errands and be prepared to discuss any relevant financial news.

· Barings reputation for “fun” client relationships, good salesmanship, and high quality research brought them lots of business. They did not offer the best prices, but had service with a difference.  This resulted in tremendous client loyalty

· Recruiters looked for “larger than life” personalities and the company encouraged employees to pursue their unusual pastimes.  This approach led to good employee initiative and client relationships but sometimes caused productivity to suffer.  

· For a period, Heath was fascinated by handwriting tests as a form of candidate assessment and by relying on them managed to make some disastrous hires before being talked out of using the method.

· The sum effect of these hiring policies was to create a group with varied talents which included “brilliant” people as well as those with “lumps of coal for brains”

· Once hired, new recruits were “thrown in at the deep end”.  This lack of training forced people to learn quickly but also required substantial supervision by experienced staff to avoid mistakes.  Bonus money was used as the ultimate stick and carrot.

· Both management and traders engaged in hazing and practical jokes.  New graduates in one office were given regular spelling tests and water pistol fights between trading and research were not unheard of.

· There was excellent morale amongst employees in the mostly small offices whose age averaged under thirty.  There was a feeling of respect and loyalty for Christopher Heath (personality cult) and a sense of personal responsibility towards Barings securities.

· Unfortunately, as the group was successful and grew this culture could not be sustained and there was a decline in personal loyalty and responsibility in the organization.

“An Introduction to Organizational Ecology”

· Introduction to a theoretical approach called Organizational Ecology that concentrates on assumptions about organizations, environments, and organizational change. (UGH!)

· Organizations are “collective actors” whose behaviors cannot be reduced to the behaviors of their members.  Collectives usually have legal standing as autonomous actors and have rights and incur obligations.

· Organizations claim to fulfill specific and limited goals.  When successful they receive public legitimation and social support.

· The concept of organization includes the idea of planned durability – firms and associations are expected to last indefinitely.  This implies important social characteristics and weakens the link between any particular individual and the organization.

· Overhead makes it costly to rely on organizations to get things done, so why do they exist? Economists say – to address market failures, sociologists say because of advantages in coordination of complex tasks.  No one really believes that most organizations offer the most efficient way to accomplish a task.

· Ecologists (organizational ecologists, that is) posit reliability and accountability as the advantages of organizations, rather than efficiency.  Organizations can generate actions with smaller variations in quality than other collectives and in a world of uncertainty this reliability may be more important to clients than efficiency.  Accountability is important when

· Organizations produce symbolic or information loaded products (education)

· Substantial risk exists (medical care)

· Organization forms long term relationships

· Organization has political purposes

· American society heightens the demand for accountability due to its tendency to litigate disputes and pressure for formal equality within a diverse work force.

· Contemporary societies have a large diversity of organizations based on structure, size, and mission.  This diversity is seen across countries as well as industries.

· Diversity of organizations increases due to transformation of existing organizations and decreases due to imitation of successful organizations.  These are examples of adaptation processes.  Organizational diversity can also change due to selection processes “survival of the fittest”.  Organizational ecology argues that few organizations succeed at adaptation and that selection is the driving force behind long-term change.

· Theory is that adaptation fails because firms cannot accurately and consistently time re-org to match variation in unpredictable business environment and because org. knowledge is tacit and cannot be easily copied and transferred.

· Transformation is difficult because the capital structure and internal politics of a business create inertia.  In addition, procedures become “infused with social value” and seen as the “right” way to do things.

· This “structural inertia” constrains change in core features most intensely.  Core features include: mission, form of authority, basic technology, and general marketing strategy.  Changes to any of these require major readjustment throughout the organization.

· Non core features are peripheral and include accounting methods, number of levels in org. hierarchy, etc.

· According to the structural inertia theory organizations rarely succeed at changing their core features and the attempt can increase the probability of overall organizational failure.

· Some organizations have begun to recognize this issue and are trying to innovate not by changing the core organization, but by creating new free-standing organizations away from the parent.

Other possibly important (but probably not) concepts

· Environment of an organization consists mostly of other organizations (duh)

· Organizational form summarizes the core properties that make a set of organizations similar

· Organizational populations are specific time and space instances of organizational forms

· Organizational community refers to the broader set of organizational populations whose interactions have a systemic character

· Selection processes are analyzed using vital rates of organizational populations – rate of founding, rate of transformation, rate of mortality
Yep, that was painful.  Almost makes studying econ look like fun . . . .GOOD LUCK ALL!

