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7 Introduction:
Knowledge, Options,
and Institutions

Bruce Kogut

Anintroduction to a collection of articles 1s a postscript disguised as a preface.
Greek dramatists used a device 1o put the spectitors immediately into the
action, thus engaging them emotionally and rendering them empathically
as actors in the performance. Since empathy 15 a behavioral cornerstone
to the argument that follows, it is consistent to follow this device and to
plunge right in. Across four levels of analysis (cognitive, micro, meso, and
macro), we will traverse a discussion of neuroscience and behavioral studies
on sociality as a dominamt human motivation. The goal of this journey is to
arrive at a critical review of current topics in management and strategy (e.g.
resources, organizational economics) and an introduction to the subsequent
chapters,

This book is a collection of articles published in the period of 1988 to 2005,
It is my hope that together that they provide unification 1o otherwise disparate
articles around one common insight: economic value 1s built on coordinated
action among people with specialized and personal knowledge and whao are
members of a social community. 1t is the inherent sociality of people that
provides the basis for sustained coordination. We some times have names
for the organizing principles that coordinate this action, such as Taylorism or
Kanban systems, but in most cases we do not. Because we often don't hawve
names for these principles, we take them for granted and ignore them, It is my
claim in these essays that the great advances in material and social wealth are
built upon the principles that coordinate and organize action of people and
ather actors, including machines that are becoming ever more intelligent and
purposeful.

The vision I hold of the workings of groups, firms, and larger entitics such
as countries and world systems is rooted in the cognitive foundation that
people are social. This sociality is expressed not only in their awareness of the
‘other, but in the learning of social knowledge that informs beliefs and coordi-
nites behavior, In the parlance of current economics, these beliefs are called
equivalently norms and institutions. | prefer to hold the equivalence of norms
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2 HNOWLEDGE, OPTIONS, AND INSTITUTIONS

and institutions in abeyance and to start with an eye on the intermediation of
beliefs and institutions via social categories.

Categories are observable and correspond to important social and eco-
nomic facts, such as profession or religion. The acquisition of social knowl-
edge is the category formation of what is normal and abnormal, what is
good and bad, who is like us and who is not like us, what works and what
does not work. The fundamental link of the individual and the social is that
categories are anchored in multiple and contradictory but shared identities:
family, ethnic, class, status. Individuals are skilled navigators across these
lexicographic orderings and are tolerant of contradictory claims, such as the
moral behavior required by religious beliefs and the moral behavior as con-
ducted in secular spheres. Individual behaviors become comprehensible in
relation to our understanding of social identities and their associated learned
repertoires.

I flag the concept of social identity at the outset in order to emphasize
that sociality represents a fundamental re-orientation that is percolating in
the social sciences and economics. The well-deserved fame of the essay by
Mark Granovetter on economic action and social structure rests on his analy-
sis of the under- and over-socialized view of individuals. The conventional
sociological view is the description of a stage and the actors but there is
no action because there is no individual choice; the conventional economic
view is the isolated utility maximizer for whom well-ordered preferences,
a budget constraint, and prices constitute sufficient data for decisions. The
position to which 1 hold is that people’s choices are influenced by ‘relevant’
others in their neighbourhood or social locality. Relevance pertains to those
‘others’ that people categorize as salient, with positive or negative attribu-
tion influenced by social identity and learning. Classifying triggers primed
responses that are drawn from a repertoire of routines. These routines are the
interdependent atoms that constitute the organizing principles (e.g. kanban
systems) by which work is designed and coordinated among people in defined
communities.

As most writers desire, | would like the message of these articles 1o be
broadly understood. The above phrasing is relatively abstract, and yet it has
the simple meaning that people care, for example, about status and fairness
and love and hate. People react differently to the same stimuli not because
they have a priori and given preferences. They react differently, as so many
classic experiments in social psychology have shown, depending upon the cues
in their social context. Since, for example, status requires that people classify
others as higher and lower along a dimension, we employ categories that say,
people who graduate from my school are better than some other school, It is
a common place understanding that humans assign considerable meaning to
these rather arbitrary distinctions, such as skin color, social rank, religion, and
occupation.

Copyrighted Material



Copyrighted Material

INTRODUCTION 3

In the following pages, | propose to establish first why sociality is an appro-
priate framing for human motivation that excludes neither altruistic, nor
selfish motivations. The section argues that behavioral economics drove the
social from a previous tradition of ‘social pyschology’ and has only belatedly,
by the impoverishment of many of its results, backed into a creeping accep-
tance that society 15 present, The subsequent section presents the neuroscience
evidence for sociality and against a narrow supposition of either altruism or
selfishness. The next four sections trace the implications of sociality across
four levels discussed in the chapters in this book. In doing so, | explain why
there are currently two contending theoretical domains in the study of orga-
nizations and knowledge: organizational economics and organizational soci-
ology. Both of these domains should be founded on a common psychology.

As | have learned much from the field of evolutionary economics and in
particular from Richard Nelson and Sid Winter, | would like to acknowledge
that this tradition provides a useful arena to meld economics and sociology
through an appropriate emphasis on dynamics and change; my interpretation
of this dialogue, however, may not be shared by many in this field. Particular
bodies of work, such as the resource-based view of strategy, are theoretically
incomplete and if they were to be complete, they would align along one of
these two theoretical domains. 1 propose that such areas as cognition and
templates are promising areas of investigation that are fruitfully absorbed into
a sociological treatment of knowledge. In short, my argument is to condense
the theoretical basis of organizational and strategy studies along the two axes
of economics and sociology, while attending carefully 1o historical and case
context. In my view, we cannot achieve this parsimony until we agree upon
the innate and learned motivations of people. There is sufficient scientific
evidence on which we should be able to agree, and it is this evidence that |
would like 1o review first,

Behavioral Experiments and Society

Armed with extensive studics, social science research consistently finds
evidence for the power of social context and for categories. Some of these
studies are remarkable in their findings, even if by today’s standards, ethically
challenged.

Consider two classic social psychology studies, chosen because they indi-
cate, one, that people understand themselves socially and, two, interpretations
are influenced by categorization of the situation.

I. Inafamous study of the construal processes underlying emotional expe-
rience, Stanley Schachter and Jerome Singer (1962} showed that people
who are aroused by an injection of adrenaline can be influenced 1o
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4 KNOWLEDGE. OPTIONS, AND INSTITUTIONS

experience anger, euphoria, or fear, depending on the situation in which
they are placed, even though the chemical stimulus is the same. It is the
construal of situations aided by cues from other people that determines
precisely which emotion will be experienced.

2, Based on a series of experiments at Yale University between 1961 and
1962, Stanley Milgram (1974) found that 65 percent of the subjects,
residents of New Haven, were willing to apply electric shocks-up to 450
volts-to a protesting victim, because a scientific authority commanded
them to do this, and despite that the victim clearly did not deserve
such punishment. A construal of the social context categorized as hier-
archical authority lead to acted-upon behaviors that treated the victim
inhumanly.

Why are these experiments still meaningful? Many experiments show that
arbitrary and artificial groups assigned in experimental conditions instill iden-
tities, categories, and perceptions of 'in” and ‘out” The assumption in eco-
nomics and in many social sciences is that preferences or cognition determines
choice. People are racist, hence they segregate. But these experiments suggest a
reciprocal causality. People are segregated, hence they are racist. Segregation is
associated, by definition, with a category of type ‘A’ as opposed to ‘B Segrega-
tion only makes sense in reference to a category. Consequeéntly categorization
and self-categorization are prior to the problem of racism.

Categorization reveal when people make negative attributions about ‘out-
siders. The tendency of firms to reject ‘not invented here’ ideas implies that
evaluations of economic merit is influenced by social categories. After all, the
boundary of a firm requires a category that distinguishes "here’ and “there.” By
the same functional mechanism, people inside a firm attribute bad intentions
to behaviors of outsiders that would be justified if done by insiders. The
boundaries of the firm lead to the perception of higher transactions costs of
the market compared to those inside the firm, regardless of whether in fact
people act better or worse as insiders or as outsiders. Transactions costs do not
determine boundaries; boundaries determine the perception of transaction
costs.

These two experiments are legendary in social psychology and in under-
graduate college courses, But for whatever reasons, their powerful and patho-
logical demonstrations of sociality as a principle mechanism in choice and
in action were ignored in economics and inadequately codified in sociology.
Instead, in economics and increasingly so in political science and, to a lesser
extent, in sociology, the principal psychological mechanism in the dominant
theory of rational choice has been the individual's pursuit of self-gratification.
The individual precedes chaice.

This belief in individual choice has many reasonable justifications. To
name two, it leads to mathematically tractable analysis and it 1s consis-
tent with the political philosophy of liberalism and hence of capitalism and
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democracy. Economics is largely the study of exchange and production in
capitalist economies. These are good reasons to defend the theoretical impor-
tance of assuming exclusively self-interest. However, the assumption comes at
great cost.

Economics has been highly cognizant of the limitations of its definition of
rationality as pursuit of self-interest and complete information. Early fixes,
such as the proposition of Gary Becker regarding altruism, is 1o add in a
concern for others as part of an individual’s utility function. This fix stll
treats choice as rational in reference 1o a priori preferences. Others have not
sought fixes and have taken pleasure in measuring the size of the holes in
the Swiss cheese of economic rationality. Anomalies in the classic sense of
Thomas Kuhn's description of scientific revolutions are bountiful, A Nobel
Prize has been awarded to psychologists and economists who have meticu-
lously uncovered the behavioral contradictions of observed choices with deci-
sion theary. Most of this work is psychological, not social psychological. The
adiectival qualification of behavioral has the meaning of empirical observa-
tions from structured laboratory experiments on individuals, which despite
their yield of insights, are designed to minimize the social influence among
participants, Their results have not adequately accounted for society and social
interactions.

The limitations to laboratory experiments that make social science claims
are revealed in the many experiments testing game theoretic ideas. In the very
first experiments of the so-called prison dilemma, the two Rand economists
John Williams and Armen Alchian failed to optimize jointly because the
differences between their pay-offs caused one 1o demand compensation in
order to make the winnings equals; their pay-offs were asymmetrical. As Udo
Zander and | note (Chapter 4), sociality struggles to emerge even in these most
arid and socially deprived contexts. It is this deprivation of sociality and the
human insistence to express it that is often the most startling untold story of
laboratory expeniments.

OF course, the world also seeps into the laboratory in other ways, Even in
purely individual cognitive experiments, such as asking people o guess sizes
of cities, we know people seek cues from the names, e.g. assuming that capital
cities are larger {Ortmann and Gigerenzer 1997). There are vanity experiments
that rely upon relatively sophisticated mathematic skills involved in calculating
what should 1 do knowing that you know what 1 know that you know, etc,
(Ho et al. 2004). Very often, intelhigent people fail these tests. But we also
find people failing to get the right answer to arithmetic problems and then
performing the same calculations in purchasing groceries. There is plenty of
reason to suspect people, often undergraduate students, don't behave the same
way in a laboratory than they do buying a used car.

Recent efforts to isolate the social influences in experiments are a promising
development. Economics has been rightly fascinared by a particular anomaly,
called the ultimatum bargaining game, which touches upon our ‘unsocial
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