FEE 1 What is Corporate Governance?

@ The extended agency problem includes governments,

who also influence corporate governance.

u One good reason to care about corporate governanc

future pension.
m The financial crisis has been (at least

pantly) attributed to bad corporate governarce.

banks, employees and other stakeholders,

e is that it will influence the value of youx
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THAPTER % Theories of Corporate Governance

2.1 Introduction

In this chapter we review corporate governance theories beginning with the market model of
standard microeconomics, which essentially rules out agency problems because of full information
and competition. We go on to agency theory, which is in a sense just applied EHanonoEm.nm based
on the idea that people will respond rationally to incentives under asymmetric information. We
also discuss other economic theories based on the same assumptions including transaction cost and

incomplete contract theory.
While agency theory appears
it is unquestionably the single most imp

to lead to many insights about real world behaviour, and while
ortant theory in corporate governance, it cannot explain
all human behaviour. For a better understanding of corporate governance we also need to draw on
other theories within the fields of economics, psychology, law, political science and sociology. An
intelligent user will apply agency theory, but take inte consideration, for example, that soft variables
like ethics or prestige are sometimes more important to people than monetary gain.

We therefore also summarize relevant theories from related disciplines. For example, psychology
offers more nuanced theories of human motivation and cognition, group behaviour and personality
which can enrich our understanding of governance issues like design of incentive systemns, board
composition and board behaviour. Political science and what has come to be known as E.m voza.nm_
theory of governarce allows a deeper understanding of how politics creates law and regulation Sg.n:
have an enormous independent influence on corporate governance. Sociology tends to emphasize
the importance of social context, particularly social networks and social norms. Finally, management
research has produced influential theories like stewardship, resource dependency and stakeholder
theory.

Zﬂwmn of these are not strictly speaking theories of corporate governance, but more general theories
which have applications in corporate governance. Together they form the basis for what we call
‘enlightened agency theory’, which takes its point of departure in mainstream mno.mouan agency
theory, but allows the analysis to be modified by the psychiological, political and sociclogical issues

which come up in particular situations.

2.2 The market model

In abstract EmQOmnoEuE.mn theory the firm is a black box characterized by a technology (a set of
production possibilities) and profit maximization. The theory abstracts from what actually goes on
inside firms (e.g. whether, why and how they maximize profits). For a theoretical exposition see

Debreu (1959},

In this model ali resource allocation is
by choosing what to produce while taking market p
resources on solving informatien or incentive problems.

the neoclassical economy.
The standard assumptions for this model to work optimally are:

handled by the price mechanism. Firms maximize profits
rices for given and do not have to expend
In jargon, there are no transaction costs 1o

many firms (sellers} who compete prices down
many buyers (no buyer power)
centralized exchange (market clearing)

full information
complete markets (a complete set of forward markets)

no transaction costs.

Under these and other assumptions it's possible to show that the price mechanism may lead to ?

market equilibrium (i.e. a set of prices for which supply equals dem

and). Moreover, it can be shown

2.2 The market modael

HMM MMM MMMM_MMMMB Lm mmm..nﬁmwzﬁ #.ua the sense that it will not be possible to find a universally mm#m_.

. .- Nor will it be possible for indivi i i
production or conmemusion dhon P dual agents to do better by changing their
. MMMMMMMHMM .om Ehmwmﬂ. mmm_amdnw has .cmmw: further developed in financial economics to characterize
an assst mark %.. w ich it E: not .c.m no.szm for indjvidual investors to make above-average returns
; wa.mm.ﬁoa atin _m Emhw %MMMM%MMWM mﬂﬁw_mm Mﬁmﬁ Emr prices are unpredictable (if they were predictable
. i ading) and that they already incorporate all rel i i
(i.e. all publicly available or perhaps even in th sible informationy,

. e strong form all accessible information’

“ Q._H.MM MMM%MM Mmuw“rwwmoo% M_MM %nnm &%ﬁwa_ implies that there is no rationale for oEmvH institutions

. es. By default such institutions must be justified by i

: market f; !
MWMW Wcﬁw ﬁﬂmmﬁmnm@aﬁn on breach of one or more of the basic assumptions Emsm.usmm Mcowwﬁmmm
ple, perfectly informed competitive stock markets there would be no need for gow :
Emmwmuaam like mrﬂmvwﬁma monitoring, boards or performance-based pay. governance
. Smﬁmﬁwwnmmﬁ that ﬂon just markets, but other institutions like governments, boards or firms can fail
EmaEmcu elevant benchmark @H comparison becomes the opportunity costs of using a particular
nonnmama_swmu more .w_uma.mnaw s fransaction costs. Institutional economics is the sub-discipline
oncerned w assessing Em Hmhmgm costs and benefits of alternative institutions. Since corporate
mm ﬂmmmHn_m_u_w mnwnmwma%.a auﬁ_n.s .&mmEunEﬂosm which regulate company behaviour, it may E%mmomm
-discipline of institutional economics. Institutional i
! @ sub- ) or . economics also wo
Hmﬁ_wom%%m mEszﬁ.HobM E.a morney, m:a::.wm ot property rights, which will not be ma&mmmﬂw H
noommmmn«..mm mnnnvowm Eﬁmun”.._uowm of noﬁnma In corporate governance are legal forms (companies,
L), rship structure, boards, i i i i ing)
20d govermment v strud , » incentive systems, information systems (accounting)
mOnWM MMUME Mm_ mn:m EMHWmH model may be, it informs much of the corporate governance discussion
o exan w m._ﬂ cymakers often mnwnﬁ“ to increase transparency in the belief that more Emonnmmon.
d m: etter Tesource allocation. The EU is trying to harmorize standards in the belief that a
farge i %MWM&MH MMM_MMM hﬂwﬂm&o%& benefit the competitiveness of European companies. The
€ US and UK provide quite a good fit with the m. .
ket atket model.
&ﬁmﬂmnﬂwmmn mwm this is Emn the market model is relatively robust, Competition works, The price
AT HmmMﬂHMM M__.mumﬁm%nm._ wwnmnmmnnou costs and some degrez of manopoly and E.: Eowcnm
ared with systemic alternatives like i

by \ centrally planned economies.
Zou.EMmeMwMMMM%Ho:dm EnoBE.mn.m markets and find second-best w:&.:masmm to cmawmuwmmﬂmﬂ
emerge oy ] icns like firms, joint ventures, organizations, standards and even ethics Em.

e mwmomﬂ ess spontaneously to fill gaps in the market mechanism ¢
Ojjm nonmwamw m\wﬂwﬂwmmﬁm&m %HMMMEG is _.wmn a parameter which determines income distribution:

= con: rm J, where ownership sh .
an et 8 p shares must sum to 1 for eac
case e mmw_w%mmw_%ﬁ ME.H own a share of the firm anywhere between ¢ and 1, Oébmmﬂwm. H__w. wﬁm
the demand for moonmpwzm,h a.omwuo.ﬂ Bmmﬂ to overall resource allocation (except by influencing
! 0 Tvices), since firms maximize
m:zem ovtershin S p o ervice: ool ize profits no matter who owns them, and
. he fact that firms are owned by consumers goes some way toward ini i
UICE consumers are assumed to be insatiable, th 2 high ot bRt meximlzation.
the assumption of & commits or e wsmwm nmw M.NE as high profits as possible. Moreover, on
COntingencies ang do o T e sk aard T arkets, consumers can insure against all future

The idea that N
X owrnership is i :
formalized in the Coase 4 elevant to 1esource allocation (for example firm behaviour) was

wo resource alloeatie Eﬂwmg.ma (Coase, 1960), which states that ownership does not matter
interdependonca. ot S absence of transaction costs. This is trivial when there are no
actors wil manage (o § H%m Em&.cmgmmn .mnouonan activities, but even when there are, rational
May set fire to o p 71d an optimal solution. Imagine for example a train that causes s m_..wm hich
steps to prevent B jacent field. If E.m railroad company owns the field, it has an Snm%%m HMMM

tailroad i have mw mmnﬂ Q%Mm the train z,m.,ca more slowly or put up a fence. A farmer who owns wﬁm
wn.?.ﬁ.mmmﬂ?m e, Na e same Incentive to maximize joint profits. More surprisingly, the same
o e taken if the farmer and the railroad company bargain _..mmobwmw as
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independent owners. The farmer will put up a fence to protect his land, or force the railroad company
to do so by a court order. Alternatively he can pay to have the trains run slower if that is cheaper. In
other words, in the absence of transaction costs an efficient solution may be found.

This means that efficlent ownership depends on transaction costs. It may for example be optimal
for the railroad company to buy the adjacent land in order to save on transaction costs (bargaining
with stubborn farmers). Alternatively we may ask whether it makes sense to assume that firm
managers (producers) maximize profits regardless of whether they or others own the firm.

2.3 Agency theory

How can we be sure that firms maximize profits,
perhaps (o1 perhaps not) intuitive in an owner-managed frm, but remember that ownership in the

market model was a parameter which could in principle be fixed arbitrarily. 1f owiler-managemernt

was generally optimal, we would have a strong theoretical prediction. (good governance = owner
management), but perhaps there is m we need to think about

ore to it than that? More generally
whether a manager acting as an agent for an ANONYmous OWrer wi

if individuals maximize their utility? This is

ifl maximize profits.

henever someone does something for somebody else. This somebody else’

Agency problems arise W
we designate ‘the principal’ and the actor we denote the ‘agent’s
_3. . an agency relationship has arisen between two {or more) parties when ORe,
designated as the agent, acls for, or on behaif of, orasa representative for the other,
designated the principal, in a particular dornain of decision wSEmzm.&m

nere are many examples of agency

Agency relationships lead to costly incentive problems. T
d managers, which comprise the core

relationships, apart from the yelationship betweer OWNeLs an
problem in corporate gOvernance.

For example, there is an agency relationship between a boss and his employees. The boss wouid
tike the employees to work hard or to do certain tasks which he believes to be beneficial (although
these tasks may not be beneficial to anyone else). In contrast, the employees will have their own
ideas about what they would like to do. Only in rare cases (Le. by luck) will these tasks coincide
with what the manager would like them to do. For example, the employees may like to telax Tather
than to work hard, or they may prefer to hold meetings among themselves rather than talk to the
customers. The boss will therefore want to induce them to hehave”: for example she will tell them
what to do and will threaten to fire them if they do not obey. Qr she may be a more modern type of
manager who prefers 10 motivate employees by more subtle means: for example through offering 2
bonus schame or through psychological tricks. A hierarchical organization can be defined as a chaln
of such boss-employee relationships from top management to middle managers to workers on the

shop fleor.

Another example of an agency relationship is the affiliation between a house seller and 2 real
estate agent (Posner, 2000). In this case, the house seller is the principal and the real estate agent acts
on her behalf. The house seller would like the real estate agent 0 contact as many prospective puyers

as possible, to bargain hard on her behalf to geta high price, and 50 on. But the real estate agent may
prefer to take it easy and wait until the customers come along, or he may prefer to concentrate his
energy on selling other people’s houses. [t may be difficult for the seller to verify whether the agent
in fact devotes a reasonable amount of effort to the task, so this is a case of asymimetric information
(the real estate agent is better informed than the house s¢ lter), In genéral, all relationships betweel!
firms and sales agents involve similar incentive problems.

More general problems with agency relationships include th
and their governments, where the citizens want the g

e relationships between citizems

L Ross (1973).

overnment to act on their behalf Tn this -

2.4 The owner-mancger problem

light democracy can be seen it
as a (political) governanc i i
T eI . be e mechanism which
mnmoawsmmmmn%mw m%rﬁﬂnw:m. In the m_ummhmnm of democracy, politicians become Mm_MmMMMHMBembqoﬁma o
e e tn o b1 H.Mb ideas QEQ. very likely for their own benefit). Thus the citizens N mmcwa
Finally, the selatl " nw.hmn organize a system to ensure that their interests are served , much like
Ao Hmmwv. el wo%nmnow.@.cwgmms.m patient and a doctor is a classical wnsﬂ_u&lw.mmma bl
e che patient sesk r.a etter informed than the patient about medicine and si _Swzw pat
s w noEmmem it MM&M is advice. S0 we again have a case of asymmetric Emonamzwﬁ .pmhm. Emn
e nes (comacily mmnmnwnwo_uHmE“ the doctor could prescribe useless, expensive ﬁmmﬁwumnmsﬂw
e var oo the best ﬁo&wﬁw Mmﬁmwﬁ mumﬁ better without treatment and since some mvmmmnﬁm.%mn
: eatment). So how are th i
s thom? O t . g patients to know wh i
o) mnm Qon.ﬁomwwo_ﬁwmw M_o ﬁ.H:m mm%EBmE.SoEa be for the government to Smﬁm Mwmhsﬁmwmaﬂn.ﬁoa __m
B e ateal e s E<mnm\5~ n_.qumm in medicine. Another solution would be the i q :,m.m 1
D e augh E_W.o ession of a medical ethic’ (Arrow, 1963), e.g. the Hippocratic O MUE<E.EO.5
o HM - wmnmumwﬁmno: ﬁm.m. doctors identify with it) and through strong nommmr&‘ smwhnr N
T st aad they nmwnmmmnqmnﬁmmnv%noﬂw m,&oH are criticized by their peers have unWh WWOMMM _Mv
suf . ose their licentce to practise. N
economic interest in this medical ethic; if th i ; AR R S
. ; ! ; ey did not have it, they wou i
since the patients Aﬁwuﬁ rationally fear being taken advantage cw ,E.Wm aﬁ o o R.EE, D the
19th century is a vivid example. ) medical profession up to the
We find similar social sanctions i
s in corporate governance; f
nanage S 0 : or example, isti
m Emm m_w %M,Mm .phs._wMM nwﬁ:Wmﬂou this makes it more difficult for ~_.E.= to mﬁ&_um bmﬁrﬂw MHM ﬁom% cH.EH..Eﬂn
S how m.cocﬁ MUM meﬁﬁ_.mﬁ _.m.@ﬁmaon and ethics can all function as mocmz_um:nm ﬂuuomnmuﬂ.@bmmw
o mnm BDH&.EU between sellers and buyers? This also involves a noz%uwm.
b and 0 @mww mmm Eﬂwﬁmﬂ w MHmMuM_ M mmnomnmﬂ.w consumer would like to get as good an mE_umm MM
: or it. The grocer, ho i
D ehle. B g » however, would like t
E% ! Emﬁoﬁ%muﬂﬂwﬂ Mo.w Mmz.m_:w S.:A of an agency relationship in this MMME@MMWM“M:
oy mmetiie infommation :mnmm ua.m is Um@.b@. .mba the grocer knows what he sells. mw there is :
o o be aare thare | __ and conflicting interests as such are not enough to create an ency
F ignificant, we tend 10 %%mw_www w%_.mm asymmetric information in any transaction, but cwﬂ“ﬂ
. : . However, under certain ci y
et L A ain circumstanc igni
v %ﬁ Mwmwﬂmgmw even in uwmsmma transactions. For example, if Hmwh:mwm ore EmEmn..Eﬂ
gy ot be o MMEM te _. whether it is really organic, whereas the m.,nonmu Ew.% wnoonmmﬁﬁ b
governmont ot some MMH_M to have a declaration of contents (a labet} which is m_._mamnﬁm.c nnuwxu e
i of cemtron moay be Em__ﬁ.rﬂowaw Mﬂﬁ can punish the grocer if he cheats people Zonmmﬁ:mw mmm
Simile i 5 own interest because it will enc ,
. T guarantees, like product labels, are found in corporate e e e oy Tore
. Mmamﬁnm oda governance. We call them ‘corporate
n summary, agency problem i
1 su 4 s are universal. Th i
monitorng an ; ere are many different s i :
moswdmsnm Emm. mmw_ﬂmﬂ.n%..ww %Mncm systems, .ﬂms.m. and even mnEMm: codes nmw_wcwm aﬂmm Ndﬁ_mma.
to corporate mo<m5mznm. e nowwﬁw il Ehmaﬂwaw see how these different mechanisms can mm m%ﬁ:MM
‘ . would like to t :
hese FOvermonce mechamiomn a1 solve ake a closer look at the agency problems which

The owner-manager problem

The owner-m
WhEr-management agen: . .
O, 8 it S somet gency preblem begins with the separatio i
193), metimes (confusingly) called, the separation of %Enmmmmw MMMMMMW% MJ%_ENUMWME.”E
. 1le and Means,

Without this s ion, i
. Ovnermany eparation, in owned-managed firms, the basi
. v . ic agen i
€ Dot the best mﬁ Mw %MMM wmﬂwgé incentive to work :_Eu and to Mamowamwwmw%%mvwgw.m.
Wnsumption), they %.E .o nly Mum nw%ﬁwmm to use company funds for private mxmma&gwm MomM .MMM MMW
if consuming on the job is more benefici m ¢
cial to them than
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consuming at home? (taxes and other complications aside). From the viewpoint of ?.ommm&oum:

managers, the incentives look different since it is not their money which they manage. Their
incentives may be to spend money on things that they like without thinking too much of the costs,
and they may also have an interest in maintaining their jobs because they need the money.

A CEQ once described to us how his view of corporate expenditure changed after hie bought 15%
of the company's stock. Every time he authorized the payment of a Bill by using his signature, he
questioned jmmediately whether this expense was really necessary.

By separation of ownership and management we get a specialization of resources where the
principal/owner/investor is a supplier of finance, whereas the agent/manager supplies human capital.
The idea is that managers act o pehalf of the shareholders and the agency problem is to find ways
in which shareholders can ensure that

the manager will act in theix interest, for example how they
can make sure that she maximizes the stock price (value) of the firm.

From the viewpoint of the shareholders, a value-maximizing manager is an entreprencurial and
creative leader, who is able 10 implement her ideas in the organization. She i3 hard working and
economical with the shareholders’ money and she delivers results (we could easily extend the list).
In reality, we expect the average manager to be more ordinary, but normally a very decent and
consclenticus person. But unfortunately, there are also many examples of managers who do not live
up to this ideat. .

The following are generic agency problems: some Managers act criminally and embezzle (steal}
shareholders’ funds. In a way, that is easy for the shareholder: it is a criminal act and the police
will come after them. Some managers are knowrn to undertake 'self dealing’, i.e. they use company
money for transactions which benefit themselves, for example with a company which they own
themselves. This was apparently the case in Parmalat, a publicly listed Italian dairy controlled by a

founding family. Parmalat transferred money to a company which was 100% owned by the family.

This type of transaction is illegal in most countries but the police will typicaily be unable to uncever

such problems on their own accord, s sharcholders must be on their toes and monitor company

activities.
ss expenditure. The question here is when an expense

Another classical agency problem is exce
manager. Paper and pencils
that they need a company jet so as not to waste precious managerial time in the airport and, if the
similar uncertainties apply to meals in expensive restaurants, luxurious headquarters, expensive
th his dog. The probiem with
excess expenditure is that i
peneficial from a business point of view; 2 nige-looking secretary may
jet saves time. Remember that a coust must prove beyon
assumed to be in the right, unless proven otherwise. The underlying argument seems to be that if
that they make mistakes. If we sent them to jail every time they made a mistake, it would socnt be
Empize building, particularly through mergers and acquisitions, is another example of a conflic

is business motivated and when it is really private consumption for the
will typically not De much of a problem, but how about a company jet? The managers may argue
board approves, they can buy one. So one jet might be OK, or perhaps it is not. But how about
two? Or three? At some point, this expense seems difficult to justify from a company viewpoint.
thick carpets, and very good-looking secretaries (i.e. do we really need a Playmate secretary?). Omne
American manager was known to let the company plane {ly around wi
t is a grey area. It will usually be possible for the manager to make a case
that this was necessary O
charm business relations, it may be easier to close important deals over a meal, and the company
d reasonable doubt that this was harmful
to shareholders in order to send him to jail, and this is very difficult. Courts will be reluctant to
do this because of the business judgement rule: a legal principle according to which managers are
the shareholders do not like what the manager does, they can fire him. But we want managers t0 e
dynamic and to do things: that is,
difficult to fill CEO positions. Or, even WOTSE, the CEOs would only think about how not to make
mistakes and all activity would cease.
of interest between sharehold
fun to lead a growth company,

it is more prestigious to lead a large company, and imanagerial p&f

¢ This polnt was forcefully made by Harold Demsetz (1983).

ers and managers. Usually managers like growth and size. It is mor® 2
S €N principal .
- foang pal and agent. In the basic model the ‘principal delegates decision-making authority

to take risks, since that is part of their job, Sometimes this means :

2.5 Assumptions in agency theory

is positively correlated with com i i
: : pany size. The risk of bein,
s positive t 4 c g taken over by an
e Eﬁmﬂ%mﬁ.m wmm. .mm Tmanagers like to build their own little empires. mﬁ % Mwﬂ%wﬂmw% mm_ﬂmo
A quisitions mw.n to create value for the acquiring company, so sharehold: s often
e aon privats o0 MM, Huma.n._.:m.z% if the acquisitions are outside the noavmnw..m,noﬂm d:mw:o mm. o
D ettt oEmcﬂ.ﬁﬂ._od is not what takes a company down; private consumy ﬂowmm.. mc% 15,
ey deatly, 50 mw usiness expenses. But there are many examples of moacwmﬁowm s&._mrg o
company o .ww o %owemw_ﬁgm is a more serious problem for sharcholders, and they smz_n mo.mwm
gt becatie the noEWﬂ %M.Muwm doing business. Thus, courts would not accept a case Mwwmﬁmﬁ M
a A
T e n acquisition. After all, there are examples of good acquisitions
Overinvestment falls into the
) t f same category as empire building. Oil i
o<mn5<mm8a.5 mDQEm new sources of oil when it would have GMmb nm oﬂ@&.:mw ot wﬂos:.._ e
matket (Shleifer and Vishny, 1997). el cheaper to buy it on the
Entrench: -
o M uqmmwwoo%rmu managers create barriers which make it difficult to fire them and th
e o the mon MMW mnnmm%mw.wwo Wm regarded as an agency problem. The CEO likes his %o_uﬂﬁmm
I . olders may prefer to have i _
e oy Th r a new, more dynam:
the c Ewaﬂm@ amw.ﬁmmo\wwﬂww M%Hmmwﬁhmﬁm.mogn that share prices mn.Em:Nmmm M:WWMWMMSWMMM
O sy 590 o 1t velue prices would then indicate that the old manager cost the
Finally, the i
i ﬁcﬂ:wﬂ %Mmﬂ%ﬂ Nm _mrmH.mwcﬂﬁ. value’ Alfred Rappaport (and later, Jensen 1993) found th
many. 1f pot = E.m 5 mpanies did not cover their costs of capital during the 1970s and 193 .
I ot u::om aomwm_..m § ﬂﬂwwmwwwow %mw_mm m%_w_..wwoﬁwﬂm. Jensen calculated that General Motors amw.
fost 10 - durt . Obviously, at the time, man
etter in terms of maximizing shareholder value, and it is difficult to mw.m.ﬂuwﬂwwmﬂmwmﬂhﬁm“mﬁ _aoﬂm
unlucky

over such a long period of time. 8o what i i
ebcby atever else they did could, in principle, be attributed to agency

wm Assumptions in agency theory

Theoretically, the key elernents of the agency problem are:

" mnm%m%mos between principal and agent;
nflicting i i inci
i Jm HWMMW&MMWEWEE&. since principal and agent each have their own utility functions;
" Aty waonmﬂ in ohm.mﬁ MMMWM,%%H wﬂm rational and rationally fuzther their own Enﬁ.mma.o i
ic inf : i5 better informe i iliti i :
MMWMMMN._WG going on i the S than s he pnci m_ .mco:ﬁ his own abilities, his own activities
i H i _
of g EE_W MHMMW. %ﬂmﬁmﬁﬂ»mﬁna of ‘other factors’ ~ weather, bad luck and unforeseen cha
ey i - means .5me is no one-to-one relationship between the activities of the a mnﬁbmmam
selt would disuopent mmmwmwﬂmwacwwwwnmwg m_:.o_ummB disappeared, then the agency WB%%E
- . ! . .
www_wuos;ounm A pal would be able to deduce the behaviour of the agent
aversion: i i

or undergay) wm%ﬂgﬁwmwﬂwwmwﬁ. mmwm_q "Mﬁo?m some kind of risk for the agent (either over
ik averms o itl demand compensation for this. If the agent i iently
The o S.E : MMMH %%W M.,MMH wﬁw HMM% m.oH a mﬂma pay to avoid economic :Emﬂ%ﬁﬂﬁﬁm%ﬁmw

: will ¢ principal who, lik itali jable
Drofit while his empioytes sre bais mxmamamg ike entrepreneur capitalists, gets a variable
The ap
betwe

pendix to thi i
s chapter provides a formal treatment of the optimal compensation contract

gent whose b iour i
ehaviour influences the welfare of the principal’. The goal of the principal is to

find an ont
-4¢ an optimal
contract that makes the agent maximize her utility or value function
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2.6 Types of agency problems

ems) arise between shareholders {the principals)

Type 1 agency problems (owner-manager probl
5) do not always act in the interests

and managers {agents). They arise because the agents (manager

of the shareholders.

Type 2 agency problems between majority and minority investors occur if there are conflicts
of interests between the two gIoups. A founding family in control of the firm may have different
views from those of minority investors. The family in charge effectively acts on behalf of the other
investors, so in this case the family is the agent, while the minority investors are the principals.

ers and stakeholders accur when shareholders make

selé-interested decisions which influence the welfare of stakeholders. For mowﬁ_m. m:mﬁmwoamaamw
decide to pay out high dividends or to pursue a risky strategy, both of which increase the risk of
bankruptcy and reduce the welfare of creditors. In the same way shareholders may decide to close
down a factory and this can harm the welfare of the employees, the suppliers, the local government,
and pernaps the customers, Type 3 agency problems fall under the broad heading of corporate social

responsibility.

Type 3 agency problems between sharehold:

The three types of generic problems can beregarded asan expression of increasing responsibility. In the
first instance, managers and the firm are responsible to the controlling owners, who decide whether
they are hired or fired. In the second instance, the responsibility is extended to all shareholders, not
just the controlling sharenolders. In the third instance, the responsibility is extended further to caver

all stakeholders, not just shareholders.

2 7 Information problems

rtant types of information asymmetry: moral hazard (i.e. hidden

" There are two particularly impo
action) and adverse selection
following sections.

To distinguish between moral hazar
2.1). Adverse selection problems tend to occur

hazard problems tend to occur after the-decision.
the company is perhaps the most impox

(i.e. hidden knowledge), which

" For example, to ensuie good management of
corporate governarce. This task involves:

Figure 2.1 Adverse selection and moral hazard

Adversa selection Moral hiazard

Decision by Principat
- Employment
- Investment

{1l be discussed in greater detail in the ”,.

4 and adverse selection, it is useful to draw a timeline (Figure
pefore the principal is t0 make a decision. Moral

rant task it

o iy

2.9 Adverse selection

i Selection: hire the me:ﬂ nanagers a 1d um_im.ﬁw bad ones, if necessa he ke roblem here is
adwverse selection’, . |

2 N : i heir 1 1 | - 1 - Tt
Motivation: encourage management to do elr best roug incentives an E—OEHHOEH_.W. €
Wm% ﬁHO.UMmE here is ‘moral hazard’. .

. Since the moral hazard problem is easier to understand, we begin with that

2.8 Moral hazard

Moral hazard (also known as hidd i
ard en action) occurs when th ivi
> e activity of th
owmmwm%wwﬁwu“m wow example, as shareholders we do not know %ﬂmn BMMMMMWWHMSM ﬁ._um e
o e MM %mmm, MMM M,HOMW Mnmrwsmw_wmwmﬁoﬁ remains hidden. For all we wnoﬂﬁw.mw(wommm
1 1s all day, eatt i i ir fri
non.wﬂmumw mx@.mnmm while demmanding sky-high ww_mamwm cxpensive lunches with thelr friends at the
e term ‘m ' origi i insur
peopie hve HMWHMMMMHMS originates in the insurance literatuze. Insurers found that wh
Beop e e e ﬁmovm ! hmﬂoﬂmﬂ%#% of fire increases. This can to some extent be mﬁawcﬂmm
 dir ; 5€ eir shop on fire in th i
e e . r P e in the hope of gett
e s EMHM %wawwxww” mﬂm; %Mo vom.m_wum that people cmnoaw anmm n%MHmmwm:hMmmnﬁﬂmﬂ ﬂﬂ.ﬂm
; - B , when you leave your I
e e y ouse you may ask yo i
mum&nﬁmﬁrmn wwcow HHM MM: moH.moﬁ to turn off the stove, If you are not Mﬁcnmw MMMMM smnwo: o
predict that you are In MMQWWMW Hﬂo mmo back and check an extra time ,EEW on HM@ owﬁmmaﬁwcj
0 ) i ele; - ich i X us
T oo ment — a moral hazard — which insurance companies must
The moral hazard case ill
) e ustrates a general principle: i
ane ot : ! L principle: there is a trade- i
oo FEMMW ﬁmmﬂmﬁwﬂuﬂm against risk they also lose the incentive to do m%HMmWMM mmw nm_.ﬁ o
: .EmEm.n mourers wil mdcmnnw nwm meﬂﬂm%w“ho vmw mm minimum amount (deductable) %wmbow“w MMH
d : . ment for this is t i i
manww mm M_.H_”m EMmﬂn will therefore not lose all of the Enmhgwmﬁ the insured person will then share
ase of shareholders and mana ,
i prots aue o1 1 gers, managers can be given incentives: f
T e mmwumw wmwﬁwmnm%wﬁwﬁmnﬂﬁm so that the manager benefits if the %MMWWMWWNWMMMM
interest ne cto i of the shareholders’ risk and receives an incentive to act in o_.:.
Menitoring is anoth
Mor er strategy. Insuran i
oo of By ] ce companies may examine wh i
Al s oo %nanﬁwmw%mwﬂmmu wmmowm they %mw out the insurance premium J%AMMMHHMMM Mm Mq%% M
. chance that one wi i i : i
oy ﬁnmwmaonn nw_.mn: e e e e s will not receive an insurance claim, people will
case of company mana .
(i ¥ gers, shareholders commissi i i
Emhma annual report) about the company’s performance and e mo ertomance, Althoagh
vy are many examples of non-petformance which audi B g
Drobebly better tham oo rhorte uditors do not detect, at least some checks are

w
Adverse selection

Adverse select

: ection, or hidden k

5 KnOWN to th ' en knowledge, occurs when there i i

e agent Wi is some element in the si i i

M...MH& hire a zmémaw%mmwwwuwmmew to the uﬂ%ﬂﬁmr For example, when the mrwmmﬂwmwwﬁmﬁnﬁw

W0IE or Less intellj ompany, they may not know how ca :

Prior tg m_uuo.—n:mmmmﬁ:w wsonw or less hard-working, but she may also be an mmwﬂmmw MHHM. o MH o

, shareholders can scan some signs of performance - her grades W%Mﬂ E..ﬁmh
usiness

00l or her
teferenc
es, for example - but they cannot measure what they really want to know:

i
H
i
i
i
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how will she actually perform in the new job? The agent, of course, knows herself much better than

principals do. Therefore, she has some hidden knowledge.
For the sake of the argument imagine that an agent, Susan, knows she is worth £40,000 a month

but she gets an offer of only €20,000. In this casg, Susan may decide not to take the offer, Instead,

she could choose to becorne self-employed and make £40,000 per month plus incur a risk premium.

In contrast, if she knows that she is worth only €10,000, she might want to take the job, because it

is an attractive bargain from her viewpoint.
This means that the company will have selected the wrong employee, or rather that the wyong

employees were self-selected to work for the company. This is ‘adverse selection’; the term was
suggested by George Akerlof who received the Nobel Prize in economics for identifying this problem
(and many other contributions to economic theory).

The now classic example is the market for bad cars, so-called ‘lemons’. As the story goes, auto
workers in the old days would not work on Sundays and they would take this opportunity to drink.
When they returned to work on Mondays, the auto workers had hangovers. The result was that the
cars produced that day would be full of exrors. It would be referred to as a ‘Monday car’ or ‘lemon’
which was lower quality than cars produced on the other five workdays. It would be impossible fora
new buyer to tell the difference between Monday and Tuesday ca1s before they made their purchase.
Post-purchase, however, there would be constant problems with Monday cars. They would need
constant Tepairs. So let us say that a Menday car is worth 0 and that a normal workday car is worth
100 000, People would then only be willing to pay 83 333 foz the niew cars because they knew there
was a 16,666% chance of buying a temon.?

A customer who bought a new <ar would quickly discover it was a Monday car and might want
to sell it to buy another one. Used car buyers would consider that the fraction of Monday cars for
sale in the used cax market would be substantially higher than 1:6, since many mere owners of
Monday cars would want to sell their cars than owners of Tuesday cats. Since some cars are worth
100 000 minus usage and some cars are worth 0, what could one expect the price of used cars
would be? 0!

If the price was 50 000, the owners of good cars would not want to sell, Thus only Monday cars
(lemonsy would be on the market. The same s true for any price < 100 000 minus a little. Now
suppose that the price was 100 000. All the Monday cars would then be put up for sale. For the sake
of the argume
slightly higher than what the cars were worth. The problem is,
to buy at that price. Rational buyess wo

pay for a new car, given tha
cars. But at a price of 83 333, none of the good-car owners would want to sell. Thus there would be

only lemons, worth 0, on the market. Buyers would recognize this and not buy. Ultimately, the selles
would have to offer a lower price; in fact they would have to lower the price to  before anyone would
buy.
It is possible to make this example more realisti
would also be sellers of good cars at lower prices, for example because some of them had changed

their mind and wanted to buy a new car or because they found that they could afford a better &
because of increased income or wealth. Without going too much into detail, suppose that half ofdl
car owners had good cars, but they would sell at a price of 60. But the lemon owners would of cours
also offer their cars for sale. This means that ¥ + % = % of the cars would be up for sale, and 25%¢
them would be lemons. Buyers would have to consider that the cars would not be worth 60 to the
but only 45, since % of the used cars for sale would turn out to be lemons. So they wou
at that price, perhaps only ¥ would be willing to seil. The lemon owners would still offer their carb
so now there would be Y4 + ¥% = % of the cars up for sale of which ¥ would be lemons. 50 the cars %
sale would on average only be wort
owners to sell. The number of lemons on the market would increase and de!
see where this leads. The market will collapse.

emon because one out of six workdays is a Monday.

* We assume that cne out of six cars isal

nt, let us assume that the other cars would also be put up for sale because the price was
however, that nobody would want -

uld certainly not pay more than the 83 333 that they would -
t the probability of a lemon car was around the same for new and used .}

¢ (and more complicated) by assuming that thert

1d offer 45. Bul ;

h 30 to the buyers, which would encourage even fewer good & & " The simple 5
. 1Bents (emp]

mand would fall. You can
; ay for exa

2.70 Extensions to agency theory

In the real world, of course, there i
, C , there is a market for used cars. In part this i
_Sﬁw no <wE.m at all, so prices will not fall to zero. Moreover, it is w ibl ot cmnmcmm s
e snformation ssymmete: ) possible o examine cars to reduce
In corporate governance we would i i
call this menitori
oot ; ng. Owners of good ¢ i iari
M;uo :MWMMW MH.MMM nm w:wmh.m x.:: they are good - by offering a mzmmwﬂmﬁmm. mowHMvW.%rﬂb%ﬂnwmn_E:mm
aso help ¢ s by punishing cheaters. Nevertheless, used car dealers still h ? bad name, am
.,wm * or :wma zmmnm are substantially lower than for new cars ave s badname, and
carn a i j :
e 06 oo ﬁﬂ _ﬂ : %u mﬂwm Hoﬂm.mn to the job market. Suppose that % of the applicants for a new job
are 10 good (Fae 0 _mnB_ mﬁ Mcﬂmmmrmﬁ a value mm 100 to the firm. In order that the m@vomnmmﬂ%ﬂ
) ny cannat offer more th.
Tl alt ¢ 10, the o i re than a salary of 83.
EM ﬁmmﬁ wm _am._wohmﬂmﬂcﬂmmn might decide to start their own vaabmmmmmamﬂ m:mw M.H.uwﬂﬁmwﬁ. n_wum,H e
e e e e, mmm to the firm SoEQ be 0, and the firm would lose money if it o_% o%umn .
O o »Uw‘:.. w sqwm MWM m.._uh.n mﬁEmeﬁm might want to work for 60, since that was M.Mm%ﬂ”%
. e would still be % * -for- ings’.
ommm 45. <wc can work the rest out for yourself. ¢ ‘go0d-fornothings’. Thus the frm could only
ne solution to this problem is to screen, o . itor, i
e . L, I IMOnitor, incoming applicants. :
nction can screen applicants prior to appointment. >nomuﬂ~ moEzMMHMﬁ wmwwﬁaﬂ_wﬂuamd
em is

incentives, If the firm offers performance-
bat the Tehporformers SE.@ e-based pay, the good-fer-nothings will not want to risk it,

Example 1: The IPO market

Adverse selection also occurs amo .
ng firms that want t. ic: iti
qarerss S 5 o go public: an Initial Publi i
e & cﬁ.ﬂa%ﬁﬂﬁ%m@cmm they need =m.2 capital. Others go public cmnmcmwﬁﬂ% MWMMWMAMOV.
e e % ‘ nﬂhﬂﬂwmﬁobmomﬂmwﬁ .Hm._mm__ .oE because the business is bad. It is &Enﬂm
e peestore : - A ult, there is a discount on IPOs. T
iy Onmm .n%m _MMMN nm._m”:. cﬁnmn&:w and live off the dividends which vnomnwwmmcm”mmm_ s <an
B etining & igh o u :M% is that owners can signal to the market that they believe i mmwmm o
o &mﬁmmﬁ MMMMG ip share. During the dot.com boom, investors were ap mnm_“m e
o Ioventons 1o ooty by MNMHM Hﬁm.ooa and bad. In hindsight, it might have been a moo% rule oum me EM
in companies where the i S orey

take pathor : e incumbent owners al

than to buy stock in those companies where the owners ran ms.mmw“._ wmmnmmﬁﬂwohmm% n

. could.

Example 2: Banking

The same problem i

occurs in banking. Some 1
the bag, o g. Some loans are bad and bankers try t
hare :Emmmmmwmmw nwnnnﬂ& perfectly do so ex ante (i.e. beforehand). moEM %m wmm ﬁ_ﬂm%oa o
consumption, So & %ﬁaﬂ ions, some are m.mBEm? and some want to use the money for n% i own
(e treasary Dl Thos Mm.w Hmﬁm%mm m MaﬂqumEEB on their loans over the zmw.?m_w rate ommM”MHMM
Wil ot be dis ood’ borrowers less likely to borrow,

couraged. So there can be adverse selection. In mw.np one Hrmowmﬂwrnmswm nwwmmos.m.nw

s exis

because the X
can s ize i ;
fot loans, ¥y pecialize in handling adverse selection and moral hazard problems in the market

0. Extensions to agency theory

gency model ;

oyees) rather mencm_%xﬂmnamm in many ways. For example, many shareholders are

10t have their own mate owners. H.U:m we get agents watching agents. Since fund

mple be satisfied 35HMMWMMWMM»M ke, this creates a niew set of incentive problems, They
rformance comy : . .

Tmance. [nvestors may therefore tend to nierd. pared with other tnvestors, but averse Lo

‘Managers do

Uderperfo,
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Another extension is to recognize that there may be not just one single principal but many,
and they may have contlicting objectives. For example there may be many owners with different

preferences, Or the firm may be accountable to multiple constituencies. From an agency-theoretical
viewpoint this implies that firm behaviour should be modelled as a comimon agency problem (Bernheim
mnméEzﬁoPHmmm:u 2:._nwm.5mmmn:n_m=mmm8

ent) faces not just one but a set of principals
whose objectives (preferences) differ and may even conflict sufficiently to constitute a zero-sum game
between them. If the firm is seen as a nexus

of contracts {Jensen and Meckiing, 1976), the principals
are the buyers and sellers of its products and services plus stzkeholders whose welfare is affected by
external effects produced by the firm.

A third extension is that agency problems often have a time dimension or in other words we have

a repeated game (Kreps, 1986). An agent who misbehaves will see her teputation suffer, and she will
find it more difficult to get a new job or attract funtds from investors or banks. Knowing this the agent
has incentives to behave better so reputation may reducs agency problems.

2.11 Incomplete contracts

one important point (which we will return to in the chapter
hip than dividends or monetary incentives. Ownership also
implies contro} whichis a valuable asset in all those situations which are not contracted for inn advance
(Grossman and Hart, 1986). Since econonic actors have access to different information it seems
natural to allocate ownership to agents which have the most important information. According to
agency theory, it would be possibie to achieve the same outcome by a pay-for-performance contract,
but since such a contract could not possibly specify all future contingencies, agents only get the full
incentive when they acquire ownership.

In incomplete contracts theory (Grossmar and Hart, 1986; Hart, 1988, 1995a, 1993b), whoever
fias asset ownership possesses the residual rights of control, i.e. control rights in all those situations
which are not covered by formal contracts between the parties.

incentives to invest and value creation.
benchmark proposed by Coase {1960), the identity of the owner therefore becomes important. This

provides the theoretical foundatien for a theory of *best owner'. Moreover, the theory shows that
it may be preferable to integrate owne
theoretical foundation for a theory of firm size and scope, including mergers and acquisitions.

For example, incomplete contracts theory explains why it is 1.0t possible for large organizations
to replicate the incentives of entrepreneurial firms even with full profit sharing (i.e. letting an
employee have all the profits). Since an employee does not have the resicual rights of control she
has less incentive to make an effort and to invest in the job because the employer can act in his own

interest in al} those cases not covere

owner management. However,
efficient because they do not have to fear ‘hold up’ (the risk that one party exploits their mutual

dependence to her own benefit) to the same extent.

As relevant as agency theory is, it misses
on ownership): there is more to OWners

2.12 Transaction costs

Like information asymmetry in agency theory, transaction costs are at the root of many amﬁmzﬁ..a
from the market model. Coase (1960} showed that ownership is isrelevant to resource allocatio?
in the absence of transaction costs. In an earlier paper, Coase (1937) had demonstrated how il

sometimes internalize market transactions (conduct the same activities internally in the fizm) and thét
11 depend mainly on transaction costs, which he

the decision of whether or not to do so wi

The allocation of ownership influences -
Unlike in neoclassical theory or the zero transaction cost -

rship under the same owner. Tt therefore also provides the

d by the incomplete contract. Thus there is a strong rationale foi
when two firms need to work together, joint ownership may be mor

defined:

2.13 Psychology

as the costs of using the price i A
th system (relative to int i .
icalasadaie . ernal governance in firms). i
o non&w 7 m.mvoMozzn_ Emﬁ.am.sumnnon costs could be attributed to mmaﬁm%:wﬂummemuzx O.E.aﬁ
Appliod to. co nommwmﬁ specificity, uncertainty and high transaction frequency. o hamacteristies
1porate governance, transaction :
taabed to ernance, costs are relevant because it i i
o mw# o&dmawwmw% Mcw %M.M“MW Emmwgn%.mﬁ firms doing business with each onwm% HMMM%_MWM Hun..mm
. , asset specificity can create i i i o
use ._mm mmmﬁ_an.ﬁ cwummm from the other (e.g. UoE.J\cﬁ nnoEmHmemﬁmEmmmuam:Qmm which one fim may
assical example in transaction c i : .
ost economics i ical i i
as the make-or-buy decision: sho Ty oo .
t : uld a cormpan od o res known
3 Ihe maxe ; : ompany produce a product or service i i
Pl msmv m%wmw“wwwﬂ% Effectively this is a choice between market ﬁocmwmmwm_m oH Mﬁmoﬁnm "
(insoure cE.aH nsact mmww mommﬁw.wo@ iells us that insourcing is more efficient #mmbmz _E.mﬂmqnvw
ey s ot is .Emﬂwﬂmma by asset specificity, uncertainty and a hi wnm maonm.::u
oy ditgeuls 1o na Mm_ gives rise 8. Bmﬁnﬁozmmn or monopsonistic ﬁBEmM& B%mmnﬂos
particulary ueult to b e when there s Ewu uncertainty about business condition: «m oo
e imuing retiana: m may be c<ﬂuoﬂm it because of higher fixed administration M o515, bot for
2 continuing refationst % it may U.m the optimal solution. Thus transaction costs econ: o.mnv wcﬁ.mo..
£ {hete Wil be more EBSE_W L.e. larger and more integrated firms, under such O%Wn et
eory is also relevant for pointi ' e,
the rational and selfish, but | idi i the e eormplex human b .
| . awabiding, sgents tn o an behaviour than
e . ] : 28 in the market model. O i
selfint &mnon%umﬂwmﬁm_ﬂmwc:m, seems quite consistent with some types owmwuwﬁ%mmwﬂ,H ﬂmmumﬂ as
e aseorng Inform: En“ fraud, internal political games and so on. Bounded mmmm .m:pSoE
humans are I nmmnd@w : _wﬁwn s words (1958) intendedly rational but oH.HG mE.ﬁmaMm mwﬁ&&\ o
we find in the neoclassical mﬁoonmﬂ mmhmwu wnwmﬁ@ e eoers and other E%onwma MWMWW M_me
we lnd in t : - In fact, because bounded rationality impli i i
fon, it can explain why there will usually be information mmﬁdhwmﬂw% Wmm%ﬁwﬂwmww ancﬂnmuon
OVErnance.

2.13  Psychology
In recent years it has becom
I e generally accepted i i
e yea p n economics that hurn i
E?oqmamsmuwuﬁwww mmmEm:. The .umonHmmEan model is an mgHoEEM%owmﬁwwanmﬂboﬁ Wy el
amprove Hmmmm.a A m_mownwm memwhm in um:wﬁ.oﬁﬁ economics or behavioural mSmbanMMm MMMMW mmn
4 thi ¢ ons f0r corporate i o
i osearch a. Ip governance. Behaviour: i !
y gnitive psychiology so we start by considering that, but Eﬁ:oﬂmeMﬂ Mwwmmrmw»&mim
portant to

torporate governance in oth
er respects and wr i y
ofote govemarice in s %08. € go on to discuss many of these possible applications.

nom:_.:{m .
psychology is full of so- . ..
well-established odmm..” f so-called biases or deviations from rationality. Here is a list of the most

Confirmatian bi

on bigs (Wason, 19

their own ide , 1968) means that decision make i

! as and o 15 look for informati i

time. For example, Oﬂmﬁww nmmnn__m_obm. They may therefore persist in erroneous _.MMOMHBMV%J confirms
.aa a long time _umam:wm _.wﬁ com_iw will continue to hold on to bad strate, .Emmm nﬁm or 8 :.unm
Implies that external nonmnmw me_mw.a&w look for (and find) confirmation o»m%»:noénmmua?mnwﬂa
et managers t ; echanisms such as active owners or vigilant & ideas. This
Bizs stro 0 change direction. Entrapment bias — - ' vigilant boards can be useful to
! I as — aversio ; ;

3 ger and often leads to throwing good money mwﬁ% NM&HEE@ a mistake - only makes this

Sm .
.ﬁo of] mﬂgbam bias mhﬂmu_mmm

_u.mwm oI two observations)
. hmwm the board had at
' Meetings). More 2

tha isi i

o mwn MMMMMOH“ mewmma will often make decisions based on small samples

ready b oum_ a board member once argued against foreign board members

e ad one. is was no,.n a success {he tended to doze off during th
y, they tend to underestimate or ignore statistical information wwam
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i ich is highly visible
rates bias). A related visibility bias makes people ﬁmn.a to put Mww% WMOHMM meﬁmu smw_%w M.M Mmmo . M: s
: l¢, bankers may learn from their own p e wi  toans 0
"omsmmwuwwwhw ﬂ%%wm‘ whereas information from other sectors oT COUNtes is negl
other )

isi when there

I atierns and correlations biases imply that decision Bmea mmmm%nwmmﬂmmowwmﬂm e hat

fllusory p (like tea leaves on the bottom of a tea cup). Zonmoﬁv ~85= T S, blases

MMMM MMQ to prefer certain patterns Over others, €.g- meJmHMwﬁr smmnﬁ. e e rre misled by
. os camt. ;

i {ly disappear over time as decision makers leal A rberld

EEMoﬁmnmmmmwmwm% nwnm.wpaﬁﬁmu&nmm and spurious noHnﬁ.mﬁoum HMMW reinforce superstitl

HMMM WmHEsm 50 Ewﬁ ‘superstitious learning' takes place (Skinner, 1938).

i i esult of
ibuti impli le tend to see their own failures as a resuit
Hribution error implies that peop 1 e
e ?:Moawﬂw__._m nﬂﬂwmm, while they attribute their successes to their oé% mﬁmmﬂmmga e mﬁwm
wwm_“_ﬁmwwamm@om&mv non-scientific jargon) the mmow of zmn.ﬁnma_.nww Mmmmw MM ! Mo B e es or Iuck
i as
i when assessing others people tend to L phsivpe
o HEMWHMHMMMWMMWHQ This will, for example, influence the way CEQs assess their employ
o a mu 3 .

competitors.

i i ituations. In a
i i ference points when assessing st
i implies that people tend to use 1e atlons, In e
Anchering W_mwmﬂﬂmﬁwwbmamuﬂ and Tversky {1973) spun a wheel 10 m.mamﬂmmﬁm w Mm_wmwﬂs e e
meoEMumu articipants a quantity question, e.g. ‘What is the population o ! % mB.m e e o
o wncma the higher these estimates were, More mm.nmma.? :cﬂmm ju Mm O e e
HMWMM%W very much on how decisions are wmamanﬁwiimowmﬂ%%mw s_.mwﬁb nnmo s Drospec
i i osals to the board or to mrmmm. olders et s Drospedt
oy HHM_ Nm“ﬂww WMV% Tversky, 1979) preferences will depend critically on EM MMMMHMHM %&Emw mmmm
»Wmow.ﬁm:m@mwu Decision makers will be strongly averse to small losses, but muc
the sta . .
: it i create
v mﬂngmmﬁmmgamﬂm like memory loss probably aggravate .noms:Em w._mmmm.: dmp,%%mm.m &HW Creas
d ﬁm_ﬂu mm ﬁwmn information is passed up and down EnHmHnEnMH levels Qmﬂg M mrom. mmon o
567, o i idea of what happens on the ) P
agement may have little idea ind shep
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2.13 Psychology

Leaders have different capabilities, e.g. analytical or interpersonal intelligence (Gardner, 1983). The
personalities of board chairs or large owners may also influence governance.

Summarizing many personality studies, Norman {1963) found that people {and leaders) differ
in terms of extroversion (or introversion), stability (or neuroticism), agreeableness (or criticalness),
conscientiousness (or disorganization) and openness (or closedness). Generally we expect leaders
to be extrovert, emotionally stable, conscientious and open (Judge et al,, 2002), but there are also
many exceptions. For example, Collins (2001) argued that great leaders tend to be introvert and to
subordinate their cwn personality to organizational goals. Moreover, many well-known leaders have
been known to have neurotic tendencies {e.g. to be prone to fits of anger).

Neuroticism, in particular, can create serious problems in governance. Eric Fromm (1994)

identified three negative personality orientations which are easily recognizable from co
goveInance cases:

u exploitative (sadistic) and dominant characters, who derive satisfaction from controlling and
outsmarting others, have little empathy for their equals and contempt for their inferiors;
® hoarding characters, who try to protect what they have and resist change;

W jnarketing characters, who are concerned with image, appearances and style and derive satisfaction
from admiration and social success.

1porate

In addition, there are receptive (masochistic) characters, who are self-effacing and loyal, but pass
responsibilities to others. These traits could be characteristic of ‘useful idiots’ who may have
insufficient personal integrity to stand up to despotic CEOs or corrupt corporate culture. Authoritarian
characters (Adorno et al., 1950), who are deferential to authority, intolerant to deviations, dominating
and hard-liners, may alsc play a role both as leaders and followers in corporate governance.

Group psychology matters to board behaviour since boards are in essence small groups, This means,
for example, that board wark is highly influenced by social roles and subject to pathologies such as
groupthink.

In an effective team there is room for a division of labour between team roles (Belbin,
2000). Some group members contribute ideas, other make contacts to the outside worl
group activities or give support to whatever is happening. For a non-exhaustive list, se
2 more mundane level, it seems important that the psychological characteristics of board members
complement rather than substitute each other, A creative board which is unable to finish on time or
implement its ideas is worthless. )

_Groupthink (Janis, 1972) is a pathological uniformity of group behaviour which prevents the
group from understanding its environmerit and invites bad decisions. It consists of defending and
rationalizing the group’s own decisions, brushing away criticism by stereotyping critics (‘theoretists’,
preserving an illusion of moral superiority, pressuring members $o conformity and

1993; Hayes,
d, coordinate
e Table 2.1. At

Toble 2.1 A skeich of Belbin's feam roles {after Hayes, 2000)

Pushes towards agreement

Ideas, proposals and msmmmm:onw

Analyses problems and contributions

dniLworker

L

Gets on with the job, puts into practice

Gives support and help

Negotiates with outsiders to locate resources

Pushes to meet schedules and targets

Clarifies goals, allocates tasks and expresses the conclusions of the group
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suppressing disagreements. Organizations with a long successtul history and a strong leader are

particularly likely to fall into this trap.

A rationale for groupthink may be found in stu
that groups often tend to establish group norms to which the minority tends to conform even in
cases when this is obviously wrong. However, subsequent studies indicated that minority dissent
(Moscovici et al., 1969) may be effective in making group members change their mind and see the
situation mote correctly. Such studies provide a rationale for independent board members.

In a famous experiment, Milgram (1963} showed how people could be manipulated to give
electroshocks to others in what they believed to be a leaming experiment. ‘While designed to reveal
authorlarian behaviour more generally, this study may also be helpful to understand how employees
and other insiders may effectively conmive in fraud and other scandalous behaviour. Milgram's
explanation of this was an alternative agency theory according to which individuals acting in an
official capacity come to act in an agentic state in which they lose moral conscience and the sense of
responsibility for their own actions. They tend to redefine the situation in ways which make it easier
to accept, L.e. to deny how serious it is, avold contact with victims or try to compensate somewhat
by helping them. In contrast, the same people in an autonomous state would act much more morally
and rationally. Note that this agency theory is quite the reverse of economic agency theory.

2.14 Sociology

Sociology, the science of society, is obviously also relevant to corporate gOVernarce, although many
branches of sociclogy — sociology of religion, secularization, science, medicine — are not (or are only
indirectly) concerned with corporate governance. Howeves, some branches of sociology explicitly

study corporate governance.

Social network theory is used to describe connections between companies through board membership
(interlocking directorates) and ownership (cross-ownership). The contention that there is more to
governance than formal ins itutions is captured by Kogut and Walker (2003} ‘... governance and
control operate through the constitution of relationships that bind economic organizations and
individual actors. The ultimate source of governance is society rather than the rule of formal law or
even boards of directors narrowly defined’. It is also possible to put this a bit more radically: ‘People
and organizations are not the source of action so much as they are the vehicles for structurally induced
action’ (Burt, 1982). This implies a view of governance which is different from the methodological
individualism of economics and agency theory. Depending on their constellations (i.e. network
structure) rather than. their individual characteristics, carbon atoms may yield soft graphite or hard
diamonds (Parkhe et al., 2006). In the same way, network theory postulates that network structuré
rather than individual agent attributes determine behaviour and pesformance. However, network
theory does not exclude the study of individual actors or rule out that they influence behaviout it
just focuses on the network relations. Network theory may thus be complementary to rather than
competing with the more individualistic agency models of economic theory. -

Quantitative measures can be used to describe and compare the density and other properties of such
networks. Most have been found to be ‘small worlds’ in the sense that although they cluster locally there
are ‘weak ties’ which make the entire system interconnected. As shown by Mark Granovetter (1973)
weak ties can be important even though they are less intense because they can supply information from
outside the immediate neighbourhood. Such information will probably be different and is more likely
to be new than information supplied by one's immediate neighbourhood. The idea of ‘six
separation’ implies that most actors are connected through no mote than six steps.

Formally, a social network can be defined as a set of agents (firms, board members, QWRELS -

also cailed vertices) connected by a set of ties (ownership, board interlocks ... also called nodes}. T
neighbourhood of an agent is defined as its immediately connected neighbours (agents). The degret
of an agent is the number of other agents in its neighbourhood.

dies of conformity (Sherif, 1936), which show .

Fae Ny

degrees of |

_other sh;

2.15 Political science
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Politics is i ) ;
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charige the decision outcome. This implies that sharehalder heterogeneity may be an important
source of transaction costs. A key advantage of listed companies in this respect may be the ability of
shareholders to sell their shares and leave. Public choice theory and pelitical economy try to model
the politics of governance in the sense that special interest groups influence the political process. For
example, crony capitalism may enable strong interest groups like family dynasties to protect their
interest at the expense of the general public.

Finally, political ideclogy is not infrequently closely linked to governance. There have been
many political conflicts between adherents of different styles of corporate governance, for example
between government ownership (socialism, communism) and capitalism (private property and free
markets). Arotnd 1900, cooperatives and friendly socleties (mutuals) were regarded by many as a way

to address inequality in society.

2.16 Low

Law influences corporate gavernance in a myriad of ways, for example through company and securities
law. Law can be defined as a set of rutes for society enforced by institutions such as courts, the police
and public administration. Both rules and enforcement are crucial to governance. For example,
capitalism presupposes private property. When the basic institutions fail, e.g. when governments or
criminals can freely steal from citizens or companies, when judges and public officials are corrupt,
the system ceases io function as is the case to various degrees in some ‘failed states’ in developing
countries. Thus the rule of law is an important determinant of economic efficiency.

We follow Asmour, Hansmann and Kraakman (2009a) in regarding company law as a response to
agency problems including both type 1 agency problems between shareholders and managers, type
2 conflicts between shareholders and type 3 conflicts between shareholders and other stakeholders
(Armour, Hansmann and Kraakman, 2009a, p. 2). Company law can be seen as a set of legal strategies
to mitigate such agency problems (Armour, Hansmann and Kraakman, 20095).

These legal strategies can be divided into regulation and governance. Reguiation consists for
example of rules which require or prohibit certain kinds of behaviour (e.g. minimum capital
requirements or dividend restrictions) or more open-ended standards such as the duty of loyalty to
the company or the duty of fair dealing. Governance rules regulate who has the right to decide what,
such as the right of the shareholders to elect the board.

Across jurisdictions, five core characteristics common to most business corporations have emerged
(Armour, Hansmann and Kraakman, 2009a): 1) legal personality, 2) limited liability, 3) transferable
shares, 4) centralized management, and 5) shared ownership by investors.

Legal personality is useful for the firm as a nexus for contracting, i.e. an entity which i
independent of its owners as a ‘separate patrimony’ with its own asset base and management. The
managers can pledge the firm’s capital and other resources in transactions with third parties, and
separate rules are necessary to determine who has the ability to do this. Moreover, companies can be
sued directly, irrespectively of who owns them. Legal personality serves to shield the company from
the personal creditors of the owners and vice versa to shield the owrners from the creditors of the
company. The company’s creditors have priority over the creditors of the owners. This necessitates
a certain liquidation protection, ie. the shareholders cannot at will withdraw their share of the
company’s capital.

Limited liability is a strong form of shielding the owners from the company. Risk can be shared
with creditors who have no recourse to the shareholders. The security which limited fiability gives
shareholders is regarded as a condition for the emergence of modern stock markets.

Transferable shares allow the firm to do business continuously independently of ownershif
changes. For owners this implies a convenience in yield in the form of liquidity and the ability ¥
diversify investments.

Centralized management implies the company is run by the board that is formally separate fro™
both the management and the shareholders. While some corporate decisions can be made by

- ++ Stockh

2.18 Philosophy

management, others must be made by the board and
: . SOme ev i
invariably a group and is invariably elected by shareholders. € b the shareholders. The board is

Investor ownership implies that the i
: e investors h i i i
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2.17 Management
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stakeholders are pariicularly influential. Thomsen (2004, 2005) shows how stakeholder influence is
internalized in companies through ownership structures, board composition and market pressures, For
example, cooperative ownership of a dairy by a group of farmers assures these suppliers of having a say
over the company. Mandatory employee ‘represerntation on coMpany poards is intended to have the
same effect. Likewise, firms in highly competitive industries may come to identify with their customers.

2.19 Enlightened agency theory

The many theories in corporate governance can be seen as a toolkit for use in specific situations.
However, the richiness of theoretical frameworks also poses challenges becatise it can create confusion
and allow for conflicting interpretations.

The approach we advocate to handle this complexity is to start with the basic agency problem and
to nuance the analysis with attention to the institutional context, the psychology of the individuals

’

concerned and so on. We call this approach ‘enlightened agency theory’. )

For example, the egos of alpha male imperial CEOs may sometimes drive theém to acticns which
are difficult to imagine in dry mathematical agency theory. Families may value control of the business
to the point of madness. Investors may herd to buy fashionable stocks, blind to the underlying
businesses. Laws may require companies to do things which conflict with their business judgement.

We will argue that taking such things into consideration often makes agency theory more powerful.
For example, the imperial CEQ may need more discipline than a self-intesest in stock options. Control
preferences in families make the type 2 agency problem between majority and minority investors
even more acute. Investor irrationality may foster a rethink of accountability to shareholders.

To be sure, there are also instances in which psychology or sociology make agency problems less
acute. For example, as emphasized in stewardship theory some managers appear to be motivated by
an unselfish need to do a good job. In such cases we would argue that agency theory should ‘back off’
in the same way that a safety belt is for the most part not very useful, but can still come in very handy
in extreme situations. Moreover we maintain that the many scandals and failures in recent years have
shown that selfishness and opportunism are not pure fiction. Investors or boards can seldom know
for sure what kind of person they are dealing with. Most people tend to lock their cars!

The approach we advocate is to identify the key decision makers and the key social and
psychological constraints facing them. Given this understanding, it will be easier to understand how
corporate governance mechanisms work and how they could be changed for the better.

2.20 Discussion

Agency theory remains the most influential theory of corporate governance, but has been challenged
and enriched in recent years by alternative perspectives from economics, law, psychology, sociology,
political science and even philosophy. Given our definition of governance as the control and direction
of companies, agency issues like contro), information and incentives are clearly of paramount
importance. Moreover, people do appear to respond to economic incentives in ways which make
agency theory usefu] to understanding corporate governance. However, the assumptions of selfishness
and rationality are clearly simplifications which can be nuanced by a deeper understanding of humat
psychology, law and other influential factors. For example, we know from cogritive psychology that
human beings ate not perfectly rational, but are subject to biases. We also know that motivation Is
not just a question of money. Furthermore we know that the goals and aspirations of managers or
shareholders are shaped by social context and the way they perceive their situation. Because of this
the way they act changes over time and varies across countries.

Qur viewpoint is that the different approaches to corporate governance are complementaty
rather than contradictory. Rather than negating the role of incentives of information asymmetries

2.20 Discussion
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of BNP Paribas got $3,530,624, up 3% from 2009. !

Source: Bark chiefs ditch the hair shirts by Megan Murphy, 15 June 2011 @ The Financial Times Ltd 2012. :

Discussion questions

What would be the agency-theoretic view of bankers’ pay?

Dees mﬂC;m-MﬁH—AQQ noﬂw‘ﬂmﬂwwmﬁuoﬁ make bank managers Jenav ke ow 57 W
L bl have li ners? What would be

I -
&” n.omm.nu_m to argue from an agency-theoretic viewpoint that bankers are overpaid?

at might a sociologist say to this discussion? .
What might a psychologist say?

What do you think?
Why might European bank CEOs get less and face a ditferent trend?

Q
b
[
d What could a philosopher say?
=]
[+ ]
b

What would a political scientist say to this?
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Summary {learning points)

. me rational selfish agents and principals.
oncy 4heoties .«Mmmav are assumed to be better informed than principals (e.g- mrﬂwﬁ%m@.
u AS s (&8 man asymmetry creates incentive problerns {also known as agency pro : . :
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The are ™0 Hmmwummn (hidden action) and adverse selection (hidden knowledge). o :
L Hﬁm._wﬂ.,mam mora eric agency problems: type 1: owner vs. managets, type 2: majority vs. Principal agent theory is frequently used to understand executive compensation and corporate w
pro e thIe? & ¢ 3: shareholders vs. stakeholders {(aka CSR issues). governance issues. Agency theory helps understand how to motivate managers in the presence i
n Ther® ity gwaers, IYPE theory because it demonstraies that agents are not always of asymmetric information. Importantly, it gives important predictions on the optimal design of
mindF jogy BoMMWamman executive compensation contracts. It contrasts to sociological pay models that assert that CEQ !
sychOC = celfeinter : ; entally shaped behaviour stems from the use of power (L. rent-extraction). In these alternative power models i
" wm_mo:a.a.amw theory Of corporate moﬁEmﬁnmm w_zmmmwmwoﬁnwwmmmmwﬂﬂ%m %%M%HM in nﬂﬁowﬁw of pay determination, CEQs extract greater than necessary pay because shareholders are weak. In i
o The ma_m_nm primarlly through law, which le contrast, the economics of executive pay literature has used agency theory to outline central features
by m_o_n nm. ks and norms, Le. not just formal but also of mEv:...Hm:w. ocmmﬂqm_.u CEQ pay nonﬁ.mna.. The usefulness om m:.nr models is a) they make clear the
moqmumu phasizes social context such as networks an , Be. assumptions Emn are in play when Eﬁ_cdm. m_u.oc.n mzm Ammhmsﬁm the optimal Q.m..o pay contract,
ciology & risutions, which influence governasnce. . ) d and b) a parsimonious model may lead to significant insights about contract design (Laffont and
w 50 emal 1057 1ise to stakeholder theory which emphasizes that companies should pay Martimort, 2002; Bolton and Dewatripont, 2005). In particular, the canonical agency model helps
info ophly has mEMBTbEmE but also to stockholders. understand why performance related elements (such as stock options and annual incentive pay
] Philos ot just to stake ’ based on earnings) are important in CEQ pay contracts. Our goal is to describe the main elements of
heed ) this model. The basic principal-agent model has the following features. There are two parties. The
\\ ‘principal’ delegates decision-making authority to an ‘agent’ who takes actions that materially affect

the welfare of the principal. The classic principal-agent problem is the shareholder and CEQ-manager

relation. The shareholders are assumed to want to optimize the firm's profits but are not involved in

+ the strategic decisions of the firm directly. Usually, the principal cannot monitor or observe at zerp

cost the actions that the agent takes, This asymmetric information is termed a moral hazard. Moral

- hazard arises from the fact that one party (the agent) can take actions that cannot be completely

. :  monitored by the other party (the principal) at zero cost. In the economics of information literature,

this means that information is asymmetrically distributed. In this case the agent’s actions are hidden

from the principal. The agent knows ‘more’ than the principal. Specifically, the agent knows with :

certainty whether he worked hard or not, or tried to take the most beneficial course of action for the

principal or not. This information is ‘hidden’ from the principal, who has to figure out what contract
elicits efficient behaviour from the CEQ.

e,

mwm - Moral hazards

E The agency problem gives rise to a complex set of contracting problems. How does the principal !
(shareholder) guarantee that the agent (CEQ) takes the right action to optirnize the principal’s
sm.:m.amm. There is a vast economics literature that deals with this (Laffont and Martimort, 2002). The
WEDEE objective is to find an optimal or efficient contract that induces the agent to take the
5 fght' action of his own free will, without coercion from shareholders. The solution to this agency
4 Problem, though, depends critically on the underlying structure of the model, and it is not easy to
i qu,m. at general predictions or easy answers. The answers typically depend on the payoff (or utility) :
: mSBoE mo.n each party, the distribution of information between the principal and agent, and the
) umber of times the parties interact with each other,
: T EJE.H hazards are everywhere in the ownership and control of firms, Thinking carefully about
mows S important, Tirole (2006) lists four types of moral hazard. Fitst is insufficient effort. This does
‘ mean the number of hours worked by CEOs, but instead it refers to the allocation of their time to
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the right type of tasks. For example, CEOs may not lay off workers when it is an economic necessity
to do so because firing workers is an unpleasant task te perform. The secend moral hazard is the
tendency to engage in extravagant invesiments. These include pet projects that the CEO 1s interested
in, or activities that build empires, but do not increase shareholder value. For example, CEOs might
engage in diversifying merger and acquisition activities that increase the size of the firm (and the
CEO'’s pay packet) but do not necessarily increase the firm's value, as they do not focus on core
competencies. The third moral hazard is entrenchment strategies. CEOs may take actions that secuze
their own tenure and position within the firm, at the expense of shareholder value. First, CEOs might
invest in shareholder value-destroying related diversifications because this increases their power in
the combined organization. Second, CEOs might resist a hostile takeover, perhaps by adopting a
poison pill strategy. The takeover might benefit incumbent shareholders but will result in the loss of
the CEQ' job. Other examples undoubtedly exist, The fourth moral hazard is self-dealing. Self-dealing
increases the private benefits enjoyed by the CEQ, possibly at the expense of shareholders. Self-dealing
activities lie on a continuum. from the benign to the prohibited. CEQs might use corporate jets or
have country club memberships. It is important to recognize that these are legal benefits that might
also increase shareholder welfare as well as being enjoyed by the CEQ. Some activities are illegal.
Robert Maxiwell stole from the employees’ pension fund, and Bernard Madoff stole from investors in a
sophisticated Ponzi scheme. Corporate scandals are a very public {and obvious) form of moral hazard.
Controlling moral hazards (arising from insufficient effort, extravagant investments, entrenchment
strategies and self-dealing) s an important issue in corporate governance.

Agency costs car arise in many areas of corporate life. One is the field of corporate finance and
especially the capital structure decision that the firm makes. What are some of the agency costs
associated with the capital structure decision? First, there is an asset substitution effect. As the debt
to equity ratio increases within the firm, management has an increased incentive to undertake tisky
and possibly negative net present value projects. Why is this? If the project is successful, shareholders
will get all the upside from that success. Conversely, if the project fails the risks are shared with debt
holders. The shareholder can lose up to the maximum of his investment. If the project is undertaken,
there is a chance of firm value decreasing and a wealth transfer from debtholders to shareholders.

An optimal contract from a bondholder perspective will use covenants to restrict excessively risky .-

management behaviour. Second, there is a free cash flow problem. Suppose the firm generates
earnings greater than is currently necessary to fund positive present value projects. Management

may not return this free cash
destroy firm value through activities such as empire building and perks which do not contribute to

firm value.

2.23 The standard model

Define the following variables: V is the cutput of the firm; e is the effort of the employee; o is the
agent's salary. This is finsurance’ from the perspective of the agent since it does not vary with ihe

performance of the enterprise, or agent effort. The term B Is the proportion of the firm's output Vo

that is to be paid to the CEO or employee, It is the division of the ple, or so-called ‘sharing-rate’; Wis
the CEO wage; w, is the exogenous wage that prevails in the market place. The CEO’s payoff function
(or “utility) is denoted by U. The payoff for the firm is the net profit (or surplus) given by the function
S. We define c{e) as the agent’s cost of effoit function. The cost of effect is convex (¢'(¢) > 0, c(e) > 0
These are the basic necessary ingredients. The additional ¢ term imparts randomness to the Quicom®
of firm output, We assume that firm performance is subject to stochastic shocks (luck), such that £
~ N{0, 0,2), and is independent and identically distributed (‘iid"). The term r is the CEO's coefficiert
of ahsolute risk aversion. With this notation, we are in a position to determine the optimal line¥
compensation contract that solves the moral hazard problem. .

Following the standard literature we consider a linear compensation contract (Milgrom and
Roberts, 1992, Chapter 7). We find the agent’s wage that is made up of a fixed part and an element

flow to investors. In consequence, management has an incentive to :

: Subject
15 suf

2.23 The siandard model

i

that varies linea:ly with observable vari
ables such as output (which in t
A ; urn depen
mmﬁm“w MMMW mwﬂﬂowﬂwuww noEmou.wmba. The logic of this is that such contracts are ownm% NMMMMW_M
) ays so. For example, the optimal compensation i
contract might i
W Mm.-ﬁﬂmxa me o?uw. Hocmmnqmw_m mmo:.mua other signals of agent effort. However, mm &anummwna “M
it mcnw:mw . h@ﬂﬁ%hwmd ,\.ﬁmzowa assumptions are necessary to make Em linear contract
, ial agent utili istributi
i iaron ger ility and normal distributions. The general case is given in
msnmwm<wnmw_m“vmW%s.ﬁmwo_amn.u must take Into account two binding constrainis. The first is the
e s m&ﬂwn MrQ %o:%ﬂmﬁn. The agent (CEQ) must take the costly actions of his own volition
Since tort 2 sely affects agent welfare, the tendency is towards tow rather than high effort th n
the %E Emm wants the agent to take. The contract must make it worthwhile for the CEO to Eoww
hard in ™ .m“.mmmnnm of the moral hazard, rather than not, The second concemn is the participati
nstraint. This means the agent must receive at least what can be received b t ccepting the
contract (i.e. the market alternative), Y ot acceptng the
o MMM%MMMHMUW Ms_m Mwo is risk averse, and that production (firm output, V = ¢ + ¢) is non-separable
in both effort bol L i (e and ). We find the efficient linear contract such that W= o + .mw< and
t ployee’s simple convex cost of effort function is c(e} = ¢?/2. First, consider th ’
optimal effort response to a given linear contract. . \ ¢ the employees
The employee optimizes expected utility B[], with respect to own effort:

max E[U] = max (E[W] - c(e) - w var{W)

where E[W] is the expected wage, and (1/2) i
¢ ] : , var(W) is a term reflecting the loss 's utili
associated with accepting the risky contract. Statistical decision Emo% tells us ﬁrwﬁﬁ.bm et iy

var(W) = var{a + f (e + )}
= WtNQ.qN

50 that the CEO’s objective function can be rewritten as:

ma = ¢
ax E[U] = max jo+ fe -5 |w B2a?

,:Hmmmmctmmaﬂoam .. ich gi
o H_mwoﬁm:cEwnonanb?En:muqmmﬁuﬁmmnnabmﬁ compatibility condition)

dE[L]

3¢ = L€

I .
0 consequence, optimal CEQ effort / labour supply is simply e~

fn conseq : = f,. This i i i
patibility constraint, It ensures that the CEO takes the Tight action of EN.. own <onnM“.w mﬂmmh.pmwwm

sets the margi
arginal returns to effort equal to the marginal costs of effort, In addition, the CEO will only

mnnm_u:rmnouqmn:mnwm ...
expected utility is at [ ..
else ) o ty is at least as good as the ex
where (i.e. wy). This is the participation constraint %.n.u. pected utllity he would expect

mHSu$oﬁn+m<m|mNm|WPNQ.m
ptimal labour supply actions of the agent we next consider the principal’s (or

ﬁH Hma..ﬁw—m mﬁ.mmﬁOH . .m imi
< WO o maxi i i
C_.-z ° " Hﬂ. H_A (¢] mize their ﬂkﬁmnﬁmﬂ mﬂgﬁﬂw_‘ ie. E[firm

m:oinm the o
m:m_.mgﬁm_..wv
o:ﬁcn_ -

max E[S] = max (E[V] - E[W])

to the constrai
e straint that the CEQ chooses the optimal effort level (I.C.) and that compensation

ient] ;
ation constraint (P.C.). Other solutions are not enforceable in

a0 open . y high to meet the particip
oyee uses effort ¢*, the expected output of the firm will be ¢

atket, Given that the erpl
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the expected wages paid to the employee will be o + pve* and the employer will maximize e* - (& +

Bve*):
-
P mlm'%lhmuqu_ (using 1.C. and R.C.)
=3 Pz 2P §H ARG
HH!—mq(H—weQ_m

At the expected level firm profit, E[S*], the optimal sharing rate (that is the intensity of the CEO's

incentives) is given as
1
1+
e relation between incentives and risk. The optimal
his output of fv into the participation constraini:

o=

This is the well-known result showing an invers
output of o can be found by simply substituting t
wy=arBe=5 -5 B
* 1 -rod
=W 2T + 102
From this simplified model we get a number of important predictions. First, the optimal sharing rate
between the principal (shareholder) and the agent (CEO) is less than 100%. This arises because the
employee is risk averse and the shareholder is risk neutral, and firm production function is subject
to a stochastic component.

Second, the optimal sharing rate is equal to 100% if the CFRO is risk neuatral {r = ). This is
because the CEO is willing to accept the risky gamble. In effect, the moral hazard externality has -
been internalized and the enterprise is sold to the CEOQ. Liquidity constraints are assumed to be
nen-binding in the model. This is equivalent to assuming the CEO can borrow sufficient funds to
buy the expected income stream from the principal. i

Third, as CEO risk-aversion increases, the optimal sharing rate declines. The optimal contract does
not impose ‘too much’ risk on a tisk-averse agent.

Fourth, the more noise there is int firm output, the lower is the sharing rate. Intuitively, the fess
that output is due to the CEO and the more it is due to luck, the fess high-powered should be the
incentive function. The more the CEO Is responsible for the fortunes of the firm, the greater is the
incentive rate. Finally, the model predicts the presence of risky pay in the CEO's contract. Such 'pay |
at isk’ can include bonuses that depend on earnings or accounting profits, or equity contracts such
as restricted stock, stock options, of stock apprectation tights. ;

The mode! described here provides fundamental insights into the optimal design of CEQ contracts. |
However, it is necessarily simplified. We have imposed structure on it, and this helps derive tractable :
solutions. In more cormplex models this is not the case, Holmstrdom (1979} describes a model where
any performance metric that provides a signal of the CEQ's effort may be (optimally) contracted on
“This is the ‘informativeness’ principle in contract theory. In summary, although formal models may
be abstract, they do give insight into rational behaviour, incentives and risk prefererices. In addition
in developing models the underlying objective functions and core assumptions need to be made

explicit, which helps in evaluating the tealism of the model for empirical purposes. §

224 Relative performance evaluation

The standard model can be extended in a number of ways. One important area is so-called relati¥
performance evaluation. The basic idea here is that although shareholders cannot observe at zerl

2.25 A simple model

cost CEO effort, they can receive a si; i
cost CE fort, gnal of it by comparing CEO output wi
in MMEMHNH.m::mzoE. Shareholders can benchmark CEQ wm&oﬂnmdnmn a wﬁﬂ "Mwm b
EEMU arly M_Em_ﬁmn CEOQs and improve upon the contract geit the performance of
onside; i .
Ea&ﬁm x m.mw M.w%nwmﬁw %:MMWNMMM&%MB that om%Hmﬁmm in a fairly standardized and homogeneous
L e same industry are good candidat
mm“ﬁﬂ%ﬁﬂﬁﬁ%oﬁﬂw@ﬁ mwonw _.mﬂwﬂm in the focal firm mbnﬂmmmmmn by 10% %meOmn%M%mMMﬁww“mmm.m
good news for shareholders. However, if the st f
his. " . ock m:
MMM MMWNM Mﬁmﬂ_ﬁw _m“w.q”» has increased by 20% then our CEQ Anqo:E appear ﬂMﬁMMWmMMMMEMMM o mm
on iotemay A1 m. n.mwomo:”maa suppose that stock returns in the focal firm declined UﬂE@%Em
e om.w: EWM Mﬁwﬁ .ﬁr_m momﬁ like bad news for shareholders. However, if the ﬁw% Bmwmw.
similar firms has decreased by 20% .
L | cre y then our CEQ would
performed relative to the market. Benchmarking, or relative performance, is an EHMMWMM“MMWMMM

for shareholders. H;ﬁm:nwm out common shocks :muH—m:‘_ the pe fo ance o arly situated
ﬁ ITIL S Y _.‘.,B.Bwu

2.25 A simple model

The standard model Qmwn:Umﬂ above can be extended. We ask what :mmuﬁmupm ifE[E]=k=0?In this case
} ical . : E E E k. T} { .
the mathematical e nﬁmﬁnm tion is m: ”_ Hmu _”m“_ a mmu_ - mﬂmmOHm.. m“nﬂmnnn O—.:mu_hn m_ﬂn ”_ contains

one nUHD.HuOH-muHH due to the effort of the mBUH v &] Vi
ovee and another co
: ' Ci E@Ouumh_.n due to other AHOHNm mv

E[W] = & + BE[V] = & + B(E + k) where & = E[¢]

S0 &= E[W] - B(€ + k)

[f the firm assumes that k = 0 but &
= > 0 then the firm will ichi
(he firn =0 b t pay a salary which is t igh - i
w »ﬂ t cnn cmnws MWM.WHE which is not due to his effort. This will lead »M\Emﬂuﬁ% m_M._%M Mumm_._»u MM.W %mz m
ol ooy %MEN maomn. On the other hand, if the firm assumes that k > 0 cwﬁ k= M mum mHE
oy a szMMH EMu is too low ~ E@.SE assume that some of the output is due »m m.iom W_z
e ons Tather | So_*mw effort. This will lead to disgruntled CEQs who ma it ,EHE.N .
Corttinty oo ot Hmn_mz..%x.u:u.m s mmo.:u. but not reward favourable conditions. If the MHM:H“H.E M m.:H.
o ey could %.EE% mm.nﬁoH it into the wage equation. However, k is difficult to SMM SFW
i & Sand: mv_w Mw% Hmﬁwwam .EMS are three suitable standards: 1) a suitable peer m«ﬂm.m. of
’ at is determi jecti

,mEm_oﬁm performance from s previons posiod ined subjectively by an evaluator, 3) the firm can use
. ouppose that firm production is as before: .
is detbo ot fin odu s be: on..< = & + . Now we suppose that
BV MM Wmmowm ﬂwhwunm Mc.m Mn M.Mwmmmm mm.m ?MHQ to the CEO net of mmm ﬁmﬁmonnwmﬂﬂmmwﬂwwmwwmwwﬁmnm
I ] I of effort function is: ¢(e) = . i "

our supply (the incentive constraint). The CEQ oE._BMNWm M\@NMMM Mam.m%nmﬂaunm the employees’

max E{U] = max _EE —cle) - rm. <m2<5_

B.mmeSuBﬂmxT+_w<Am+»|.m|5|mlpnhm~0~_

E 2 2
. mws =B,-e
The optima] | o=t
Telative perfo w%_mmm M.:%MW@MNMM:MWM _Enrmw.mma noﬂﬁmﬁa with the standard model, but rewards
the expected cn%q ?oﬂmﬂﬂwﬂh%w Wmﬂﬂﬂﬂ%ﬂ%mﬁmﬁﬁ&% from taking this Job s at

a5t as good as
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= _ € _Ige
E[U] =W, = gl&aualwlm ‘o,
imi i i.e. E[firm
F the firm's perspective, the employer would like to maximize their expected surplus, i.e. E[fir
rom the X
production] - m?wmmm,w
mgx E[S] = max {E[V] - E[W))
i i ay is
subject to the constraint that the employee will M%mwmw EE.N mma%mw MWMLM%MW Mw. m%mwmm wwnm%. w:m
i icipation by the employee (£.C.). S0, g . ;
Eww%wmcmﬂwmm%w” M%..ﬂ%mﬂﬁ%ﬁ: be e* + k, the expected wages paid to the employee will be o +
- .
Mﬂﬁm -9 wau the employer will maximize e* + k — (& + Ble* -

FEBT _ 0 [y k=B, (" -8

mmq ap,
v T 2} (using L.C. and B.C.)
mlm *? meq._ (using

= H - mf. - H@A.QHN
. _ 2
the efficient contract is the same as the standard model: gv*=1/1+rc

timal value E[S*], 1rac X . !
%ﬂmmwwﬂﬂ% value of o. can be found by substituting this value of pv into EC
* e*2 L “w 252
wy=at+ B (€ -8 -5 -5 B0,
1 =
2y * 1+ quvm

1-ra
=W 1o

; i at if P =E[e] =k, l.e. k can be mmaﬁmﬁwm_ Ema.%
.dgm p..ﬁmme.m @mnﬂﬂnﬂm“mmaﬂsﬁwamwwu%mm W_H %wﬂ“ﬂaﬁa Boamw where E[¢] = 0. However, if m"HEMWMM
e mance measut is Emw the incentive payment will reflect any WEEoﬁ.wEmn.a over .&% stan i
B rvorngt Emm%ﬁm wnnm cm_ the peer group, a subjective standard or a previous period pe aoMnmwnﬁm
wm..rmmwwwnmﬁﬂ.mwmmwwﬁoamonma of the wage will increase from that in the standard mode
owever,

point where the employee is performing at the standard.

2.26 Discussion

i defines
This appendix has considered the optiral contract approach to CEO compensation. The firm

i d. M
i tract in the presence of moral hazar ral h ut . : agen
e MﬁﬂmMﬁMMﬂH& to c:mmﬂwsz&dm the control of organizations. Conditiorts mo_.w. %M MWWH%M AHn o
m._o.ﬂ%mmﬁmmmznm of moral hazard were outlined. We have shown the results ol
in

i i al in the
‘We have shown the importance of relative performance evaluation. These ideas are centr

economics of corporate governance.

Minicase

Safelite Auto

itical i tivated.
Getting the structure of incentives right in a firm is critical if agents ace to be propetly mo

i i i or Lazear
is an auto glass repair company. Its business is to replace broken windshields. Profess

oral hazards are ubiquitous in firms, so agency

H
i i . Safelite
“ Professor Edward Lazear at Stanford University studied the Safelite Auto Glass Company.
i i i our t0
__ showed that Safelite faced a big problem. Although EnmEmEm took a little over an h

2.26 Discussion

install, the average installation rate per worker was a little over three per day. Even accounting for

travel time etc. this was a low rate of productivity. The company decided to move from a fixed !
salary compensation scheme for its workers to a piece rate systemn. That is, windshield installers |

would now be paid on the basis of the numiber of windshields that they installed, and not simply
a fixed salary per day.

Professor Lazear, and other labour economists, predicted a number of effects from the switch
from salaries to piece rates. First, and fundamentally, it was predicated that productivity would
tncrease. Why? Now instead of working to the minimurm standard, installers would receive more
compensation the more windshields they installed. In the language of this chapter, it solved a
moral hazard problem and provided the worker with more pay tled to performance, Second, they
predicted that there would be a sorting effect. This means that workers who did not like the new
compensation arrangements would leave the firm. In addition, workers who heard about the
new programme and thought they could install a lot of windshields would join the company.
Naturally, workers wete therefore sorted and matched differently according to their preferences
and abilities. In the language of this chapter, an adverse selection problem was solved with the
new optimal contract. Finally, there were unanticipated (but predictabie) consequences of the new

_ pay scheme, Workers would rush to complete jobs and the quality of the windshield installation
would suffer.

What happened? Professor Lazear showed that productivity increased by about 30%: a dramatic
amount. Approximately half of the increase was attributed to the incentive effects of the new
pay-for-performance scheme, Approximately half the increase in productivity was attributed to

changes in personnel. As predicted, negative reports of failed windshield installations increased,
but the company instituted steps to address this.

Discussion questions

1 How can the compensation scheme at Safelite solve the productivity problem?
2 Contrast the effects of these two schemes. Scheme 1 is a fixed satary that does not vary with

performance or output. Scheme 2 pays a salary proportional to performance or output. What
is the effect on a) incentives, b) personnel recrnitment?

3 Why is the optimal contract not likely to reward the -employee with 100% of his or her
performance?

4 Is a compensation scheme that does not relate pay to performance likely to be optimal?

Summary (learning points)

?.cu.mu._& compensation contract is one that solves a manager and shareholder objective
Optimization problem subject to the binding constraints imposed by limited information sets.
L To Eomwmna the agent CEO, the contract must get the agent to engage in effort of his or her

9w volition (incentive compatibility constraint) and make sure that the contract is attractive

to the CEQ (participation constraint).

Moral hazards are unobserved effort.

They include insufficient effort, extravagant investments,
“htrenchment and self-dealing.

The informativeness principle says that any performance measure that provides information to
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the owner about level of effort expended by the a

in the compensation contract.
a Evaluating the perfo

is useful in the optim:
something about the amount of luck’

rmance of one individual relative to the performance of suitable peers
al contract. It reduces the noise in the contract and tells the principal
that the employee faced in the production process.

gent is a good candidate variable to include
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