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Organizing by skill: the role of skill heterogeneity and moral hazard

in formation of entrepreneurial teams.

Entrepreneurial teams are an important contributor to entrepreneurial activity: they
account for more than half of entrepreneurial employment, investment, and output (e.g.
Basaluzzo 2006). At the same time, there is limited amount of work aimed at understanding how
entrepreneurial teams are formed. In particular, since entrepreneurs vastly differ in their skills,
one may wonder whether highly skilled entrepreneurs team up with other highly skilled — or with
the low skilled — partners (or, formally, do entrepreneurs sort positively or negatively with
respect to their skills when forming the teams), and what are driving forces behind this choice.
This goal of this project is to emphasize a novel channel that may affect how entrepreneurs of
different skills organize in teams, analyze the importance of this channel for understanding the
properties of the underlying production technology, and use the Kauffman Firm Survey data to
document the observed skill composition of entrepreneurial teams and evaluate the magnitude

of the channel described in this project.

Existing studies have often implied that the realized sorting is indicative of the properties
of the underlying production technology: observing teams of like agents indicates that their skills
are complementary, while observing teams of heterogeneous abilities points towards the
presence of sub-modularities, such as within-the-team knowledge transfer. At the same time,
understanding the properties of production technology — and correctly estimating the extent of
super- / sub-modularities built into it is, undoubtebly, important for many applied questions. This
project will argue that the structure of entrepreneurial teams may be crucially affected by the
presence of moral hazard, one of the most notable frictions of joint production. In particular, it
will demonstrate that inability to observe individual efforts creates incentives for more able
entrepreneurs to seek for less able partners in order to minimize the moral hazard cost, and that

accounting for this force is important for estimating the production technology.

The key intuition motivating this work is as follows: Upon forming a team, the partners
agree on a compensation structure that would split the revenue among them. If the individual
efforts are not observable, the compensation cannot be contingent on exerted efforts and the

moral hazard problem arises. It is well known that, if the team members cannot commit to



discard some of the realized revenue (i.e., they rely on budget balanced contracts — which is a
natural feature of teams owned by their participants), unobservability of individual efforts results
in too little effort exerted by the team members. The surplus loss due to this inefficiency,
however, can be mitigated by the contract the team members agree on. It is known that the
optimal compensation scheme can be replicated by a simple linear contract which specifies the
equity sharing rule and the system of output-independent transfers between the partners; the
sharing rule is chosen to maximize the joint surplus achieved by the team and the transfers
serve to share this surplus among the team members. When the team members are
homogeneous, the loss of surplus due to moral hazard is minimized under the equal equity split.
In contrast, in heterogeneous teams, the optimal contract assigns higher equity share to the
more skilled partner, so his incentives for effort provision are distorted less. Thus, organizing in
heterogeneous teams allows entrepreneurs to mitigate the cost of moral hazard by providing

more incentives for effort provision to the entrepreneurs whose effort is particularly valuable.

To formalize this intuition, | will incorporate Holmstrom (1982) team moral hazard
problem into a classical equilibrium assignment model (e.g., Becker 1973) of the formation of
teams among entrepreneurs with heterogeneous skills. | will analyze how the presence of moral
hazard impacts equilibrium sorting pattern, and study the magnitude of this effect. The above
intuition suggests that, even if the underlying production technology exhibits complementarities
with respect to skills, moral hazard may result in the formation of heterogenous teams. An
important quantitative question then is how strong this impact of moral hazard is; or, put
differently, what degrees of technological skill complementarity are consistent with the

appearance of heterogeneous teams due to inability to observe individual effort.

In the second part of the project, | will use the data from the Panel Study of
Entrepreneurial Dynamics (PSED, publicly available) and the Kauffman Firm Survey (KFS) to
document the observed skill composition of entrepreneurial teams. | am pretty familiar with both
datasets, as | worked with both of them in my other project aiming at understanding the role of
individual financial contributions in the formation of entrepreneurial teams. Both datasets
provide extensive characteristics of nascent entrepreneurs that can proxy their skills, as well as
a number of other characteristics that are likely to affect the formation of teams and should be

factored out while focusing on the role of individual skills.
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