and

makes people more willing to lend money than they otherwise would be and encourages
the efficient allocation of financial capital. Moreover, to the extent that managers lose
in a bankruptcy—because their jobs, their perks, and their pensions may disappear—
- the threat of bankruptcy may serve as a check on managerial moral hazard vis-a-vis
stockholders’ interests.
Under U.S. tax laws, the payments that a corporation makes as interest on its
debt are tax deductible, whereas dividend payments on its stock are not. Because both
are payments by the corporation for the use of capital, this might suggest that the firm
would gain by financing itself overwhelmingly with debt. The attendant moral hazard
i problem is one reason why this would not be automatically attractive, however. As

the fraction of the firm financed by debt increases, there is a growing incentive for
( ,equity holders{and the managers who represent therr) to take risks. This means that
at very high levels of debt to equity, the firm will have to pay very high interest rates,
put up extremely large amounts of collateral, and accord lenders extensive control
rights if it is to persuade them to lend to it at all. Although this is far from a complete
explanation of firms’ decisions about how to finance themselves, it is an element. We
will see more on this topic in Chapters 14 and 15.

In the United States in the early 1980s,

OIL AND GAS TAX-SHELTER PROGRAMS™

many oil and gas exploration and development operations were organized through:

limited partnerships, which are hybrid contractual arrangements mixing elements of
the forms of both corporations and partnerships. There are two classes of partners in
a limited partnership: the general partners and the limited partners. The limited
partners are in a position very like that of the shareholders in a public corporation.

They take no role in managing the partnership. Rather, they simply provide the cash-

as investors to finance its operations, and they enjoy limited liability: Their financial
liabilities are limited to the amounts they invest. The general parmers are like the
partners in a regular partnership. They make all the managerial decisions about the
partnership’s operations, and they have unlimited liability for the partnership’s debis:
Their personal wealth can be seized by creditors if the partnership defaults on its
debts. .

The federal tax laws that prevailed in the early 1980s partially accounted for the
popularity of this organizational form in oil and gas exploration. The partners could
often save on taxes if the limited partners paid all the costs of exploring for oil (which
were tax deductible when the costs were incurred), whereas the general partners paid
the costs of completing wells in which oil is found (which were “capitalized costs” for
tax reporting purposes). The general partners and the limited partners would then
share any revenues enjoyed when oil was pumped from producing wells.

This tax avoidance scheme is beset with moral hazard problems that arise from
the difference in_interests it creates between the general partners and the limited
partners. The most fundamental of these results because each bears a different kind

Lﬁf expense and receives only a share of the revenues. If a well is found to have oil,
e general pariners have to decide whether to bring it to completion so it will produce.

If they decide to do so, they bear 100 percent of the cost of completing the well but
typically receive only 25 percent of the oil revenues, with the rest going to the limited
partners. Suppose that after the exploration costs have been sunk, a well is found to
have enough ol that the well-completion costs will be just 50 percent of the resulting

! This section is based on Mark Wolfson, “Empirical Evidence of Incentive Problems and Their
Mitigation in Oil and Gas Tax Shelter Programs,” in Principals and Agents: The Structure of Business, J.
Pratt and R. Zeckhauser, eds., (Boston: Harvard Business School Press, 1985), 101~25.
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Tevenues, so that the partnership as a whole would profit from completing the well.
Despite the fact that completing the well would maximize total value, the general
partners would not find it in their individual interests to complete the well: Their 25
percent share of the revenue is not enough to cover their 100 percent share of the
cost. Furthermore, it would be very hard for the limited partners, with no role in the
management of the partnership and probably no expertise in the oil business, to ensure
that their interests are being given proper weight in the general partners’” decisions.

A second conflict of interest arises when, as was often the case, the general
partners are involved in several exploration efforts at the same time and in the same
area but have differing shares in different projects. As an extreme example, suppose
the general partners have another exploration project on an adjoining tract that they
own outright. In that case, by shifting their drilling on the partnership’s tract towards
the boundaries of their own tract, the general partners can acquire valuable information
about the likelihood of finding oil on different parts of their private holdings, with
the cost of that information acquisition being borne by the limited partners. Similar,
if less severe, problems arise when the general partner is involved in several limited
partnerships but has differing interests in each. The general partner may be led to
distort his or her allocation of time, effort, attention, and resources among the
partnerships, favoring the ones in which he or she has the greatest interest. Again, it
would be very difficult for the limited partners to monitor this sort of behavior:

‘A third conflict often arises when the general partners or their affiliates sell
equipment or services to the limited partnership. The problem is that the general
partners have an incentive to overcharge on these transactions because the limited
partners pay the bills, but the general partners, who make the decisions, collect the
money.

All these conflicts are clearly recognized in the industry, and the prospectuses
for the limited partnerships often discuss the incentive problems very clearly and
candidly. We return to this example in Chapter 7, where some of the means used to
offset the incentive problems are discussed.

CONTROLLING MORAL HaZARD

In order for a moral hazard problem to arise, three conditions must hold. First, there
must be-some potential divergence of interests between people. Conflicts of interest
will not always arise, nor will they arise on all dimensions: Different individuals’
interests may naturally be quite well aligned in particular circumstances. However,

conflict will occur often, if only because scarcity of resources means that what one ~

person gets another cannot have. Second, there must be some basis for gainful
exchange or other cooperation between the individuals—some reason to agree and
transact—that activates the divergent interests. Up to this point, simple market
arrangements would work: Divergent interests are a factor in almost all exchanges,
and yet exchanges are often made successfully without being troubled by moral hazard.
The critical third requirement is that there must be difficulties in detﬁaniningzr whether
i fact the terms of the agieement have been wed>and in enforcing the contract

“terms. These difficulties often arise because monitoring actions or verifying reported

! information is costly or impossible. However, they could also arise even when both

el o)

parties know that the contract has been violated"but this fact cannot be verified by
third parties (such as a court or arbitrator) who would have enforcement powers. This
means that the normal market solution will be problematic, because the parties will
not be able to write enforceable contracts covering all the crucial elements of the
transaction. These three, conditions suggest ways to deal with the moral hazard

problem. alie
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The first remedy is suggested by the third condition: Increase the resources devoted
to monitoring and verification. Sometimes the idea is to prevent inappropriate behavior
« \"  directly by catching it before it occurs. For example, U.S. corporations are not allowed
o T to publish financial statements until they have been verified by independent auditors,
= prospectuses describing investments for which funds are sought from the public must
be approved by the Securities and Exchange Commission, and health care insurers
may have patients obtain a second opinicn on a physician’s recommendation for some
expensive treatment if they are concerned that the treatments may be unnecessary. In @
other situations, monitoring is intended to decrease the probability of getting away
undetected with the socially inefficient, self-interested behavior. In this case, the
results of monitoring are the basis for rewards or penalties. For example, workers are
often required to punch a time clock, and their pay is reduced or other punishments /2>
are imposed if they arrive late or quit early. Monitoring may also be used to suppo o
a system of rewards for good behavior. . 4 NI &
- The payment of cash rewards%s itself sometimes subject to a moral hazard &
problem of reneging. The party who is supposed to pay the reward may misrepresent
L& the outcome of the monitoring,’lclaiming that the other person’s behavior was not
> appropriate and no reward is due. This is likely to be especially easy when the criteria
for judging performance are hard to describe or measure precisely, so that evaluations
will tend to be subjective. Sometimes, the need to maintain a good reputation is
enough to control this temptation. (Reputation effects are discussed in more detail in,
. Chapter 8.) In other circumstances, the efficacy of monitoring may depend on
, (gencrating evidence verifiable to a_court) that can enforce payment of the agreed
rewards. L Yok Pt ---

A more subtle but related commitment problem arises when punishment is due
but carrying out the punishment is costly for the party who is supposed to do it. For
example, if company policy requires that an employee who breaks certain rules must
be fired, and a valued, hard-to-replace employee is caught in a minor violation of the
tules, then the employer may be loathe to carry out the punishment and lose the
employee’s services. Of course, if the worker foresees that the firm will be unwilling
to punish transgressions, the threat of punishment is empty.

A .
9 Z‘COMPETINC SOURCES OF INFORMATION  Although [meonitoring requires devéloping
. . » T e e
sources of information about the agent’s tmﬂiﬁllngsiajmgl'ge_r_fg%r%cea this does not
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alwaySTequire directexpenditures of resources, One possibility is to rely on competition
among different parties with conflicting interests to develop the needed information.
\7‘ In everyday life, competing sellers will often happily compare the relative merits of
their own products against comparative defects in the competing product which the
By ,S\ other seller would be unlikely to emphasize. The same phenomenon can occur within

3 organizations, as for example when the navy and air force vie for tesponsibility for
- some military mission, each emphasizing its own advantages compared to its
]- competitor. The danger withTelying on competing information providersjis gretest R
when they have some common interests that are in opposition to the decision maker’s.
N For example, neither of two sellers of asbestos insulation was likely to emphasize the
>~ health hazards of asbestos before these became widely known. .

N MONITORING BY MARKETS ~Managerial moral hazard is frequently alleviated by
monitoring provided for free by markets. Managers of firms inreasonably competitive

" == product or input marketsiwho do a poor iob(of generating proﬁts)wi—ll face a greater

v probability of failure. The fear of unemployment and of carrying a reputation for A

~> having led a firm into bankruptey may then provide managerial incentivesh Similarly, ¢
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the “market for corporate control” provides incentives by threatening bad corpfargt&// Moral Hazard and
managers with lods of their jobs following a takéover or a successful proxy fight ™ Performance

i i / ;o \/»—/”'/ Incentives
Explicit Incentive Contracts (‘ﬁ) &\y;ﬂ\ xw‘cgzﬁ‘jng\*' . ,
In some situations, monitoring actual behavioror the veracity of reports may be si}'np]y VNN Y
too expensive to be /wx;rthw})ile‘."v‘As we mentioned e:arlier, however, it may still be S Saidn
possible to observe/outcomes.afid to provide incentives for.good beha\flor through . )
rewarding good outcomes:For example, even if it is impossible to monitor t}-le care < Py )[1— c‘{af_ il
and skill exerted by machine maintenance personnel, it may still be possible to 20

measure the percentage of time that machines break down. In fact, if the breakdown o Py Aoon ,V[yj._r
rate of machines were completely determined by the perfqn_x_}ance of the maintenance N L
worker, basing pay on that rate would be a perfect substitute for basing it on care and ) :{-u\w«—f ° et
effort. The same would be true even if other factors (such as the machines’ mherf:nt I s 2onk olun AV‘N(Z‘
quality, the intensity and nature of their use, and the care exerted by the machine ¥y oy
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operators) also influence the breakdown rate, provided it ‘Qere possible to control
precisely for)the effects of these other determinants of breakdown.

Unfoftunately, perfect connections between unobservable’ actions and observed
resulting outcomes are rare. More often people’s behavior only partiall ﬁ 2s ines vy

. - . L e e N

outcomes, 1t is impossible to isolate the effect of their behavmr_grecxselw
example, a firm’s total sales depend not only on the efforts of the sales force but. also, S
on a host of other factors: the price and advertising policy of the firm, competitors
prices and promotions, and other conditions that affect customers’ demands. Rewarding 7 J¥ i
on the basis of results therefore makes the salespeople’s incomes'dependent on random tlista
and uncontrollable factors. A similar effect arises when the outcomes are fully
determined by the person’s effort but are not measured precisely, instead being only
estimated or measured with some-urknown, 0 rror. Again, incomes become,

s Srod v b
subject to random variations. Lys .'nw‘\\\l shaden (v o ::J\"‘Y e vy

THE PROBLEM OF RISK-BEARING ~ Most péople dislike having their incomes dependent
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on random factors. They are risk averse, and would rather have a smaller income AT
whose magnitude is certain than an uncertain income that is §omewhaf: larger on _ - ‘Fyk( N cs
average but is subject to unpredictable and uncontrollable variability. The ns.ks crea}ted T T M\; Tj/,f/ .
by incentive contracts are costly to these people. They are not as well off w1th. a rlsky ! = . E’Z}: ,,l,J' 7 \{/L%
income as@ley would be receiving the same expected level of pay for certain,{apd | 0 el R

they thus have to be paid more on average to convince them to accept these misks™\/ \LJG‘ . Yo L

ci e N
. . . . S - s ‘

From the employer’s perspective, this extra income is a cost of using incentive pay. ~\ ,ml“)\ P T 3
Moreover, this cost can be a real one to society, one that can reduce overall I S T

oV a
efficiency. The crnployeris more tolerant of risk and better able to bear it .than on s S o Vo
are employees. In the extreme case, where the employer is a well—ﬁnan‘ced and vyldely
held corporation whose stockholders keep their wealth in broadly diversified portfolios, ’
the stockholders can be assumed to be risk neutral—concemed mostly with expected —. s DY
returns and virtually indifferent about variability in the net earnings of the#firm,
especially variations of the magnitude of an individual worker’s perforrnzfx_xc.e.pay. )
Tying workers’ pay to their job performance means that a source _of the variability of
earnings is transferred from the owners to the workers: When thm.gs go well on the
job, some of the extra returns accrue to the workers, and when things go badly, the
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12 The stockholders in a corporation have the right to elect the directors and to vote on cerfain,

major policy decisions at stockholders” meetings. Few stockholders ever attend these meetings, however. ; 0 \}@‘-:
To allow for this, they are permitted to give their proxy to someone else to cfxst their votes on their behalf., | o \l J.j( P
Typically, the proxy is given to management. In a proxy contest, rival groups will attempt to win .stockholders .“y f\\x i N/
proxies so that they can elect different directors or prevent management and the current directors from 7 N =
enacting a policy change that the group opposes. See Chapter 15. V‘iﬂ'?‘u RS e
\ \V\ ﬁ\‘
St
@



) ,_,.w -
T Lo e

impact on the owners is cushioned by the lower levels of incentive pay. However,
transferring risk from the owners (who care little about the risk and benefit little from
Y its reduction) to the workers (who may strongly dislike bearing risk) means that the

*i‘ total costs of theiiven amount of risk in the systerr;iarc increased.

_RusgCOSTS AND INCENTIVE BeNerFITs  Designinglefficient incentive contracts involves

- (balancing the costs of risk bearing against thme—h(ts of improved incentives.
Insulating risk-averse employees’ pay from variations in measured job performance
minimizes the costs of risk bearing, but it also eliminates monetary performance
incentives. Shifting risk to the employees strengthens their incentives because their

. now depends on actual performance, but the costs of risk bearing rise as well.

‘3: Thé' efficiency principle suggests that observed contracts will tend to be efficient,

(:,( subject to the constraints imposed by observability problems.

- One implication of this analysis is that it is inefficient to use contracts that make .

¢ risk-averse employees bear avoidable risks unless the contracts also provide useful
\\  incentives.'® For example, consider a firm whose risk-neutral owners want to maximize
?  profits and which has a problem motivating production workers to be productive.
. Because the owners care about profits, one possibility is to provide incentives for
‘ everyone by paying bonuses based on profitability. This exposes workers to income
variations arising not just from their ewn productivity, however, but also from all the
other_factors influencing profits that are beyond their control: input prices and
availability, the efforts of the sales force, the quality of executive decisions, variations
in demand and in the interest rate the firm has to pay on its debts, the actions of
_competitors, and so on. In this case, it may be preferable to use an incentive plan
based not on profits but on direct measures of the contributions made by individual
workers or work group, such as the volume of output, the number of defects, the
number of days absent from work, and so on. Even these measures expose the workers
to risk, because productivity is not completely under their control, but they do insulate
them from some unnecessary risks. '
The basic idea behind incentive contracts is.that of achieving goal congruence:
An appropriately designed reward system causes self-interested behavior to approximate
the behavior(the designer} wants. Altemnatively, we can think of a well-designed
incentive scheme as removing the conflict of interests by effectively altering individual
. 7 objectives, aligning them more closely with those ofcfhe designety We will usually
< think of incentives as altering rewards to increase the benehits associated with the
desired behavior; for examnple, motivating employees” interest in.profit seeking by tying
their pay to profitability. However, behavior can also be modified through job design,
employee involvement programs, and the provision of a better work environment, all
of which reduce the unpleasantness of work and lower the costs to employees of
providing effort. Requiring office workers to be at their desks during certain hours can
be seen in similar terms. Because they have to be at the office, they may as well do
their jobs, although if they were free to be elsewhere, they would find other things to
occupy their time. .

We give a (relatively) simple mathematical example of what is conceptually
involved in designing an efficient incentive contract in the appendix to this chapter.
In Chapter 7 we examine this issue in much more detail and develop a number of
principles that can be used to understand and evaluate actual contracts and to guide
contract design. Also, in Chapter 12 we examine managerial issues that arise in using

incentive pay in organizations.

3 The point is closely related to the adage that people should be held responsible only for things
under their control. Actually, the adage with this phrasing is misleading, as seen in Chapter 7.
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Bonding/\)) (% ) P
In some industries, it is common to require the posting of bonds to guarantee per-
formance. The bond is a sum of money that is forfeited jn the event that inappropriate
behavior is detected. For example, contractors often must post a bond that they lose
i"fﬂfé‘lafrc)—ié‘éﬁs*ﬁ&—gompleted by the agreed date and in the agreed manner. Similarly,
the capital provided by the owners of a bank or an S&L@cts like a bond because in
the event of losses the capital must be paid out to meet obligations. In the early 1970s,
Electronic Data Systems Corporation (EDS)—Ross Perot's computer service company
that was later acquired by General Motors—required trainees who resigned within
three years of joining the firm to pay the firm $12,000.* This bonding was designed
to prevent employees from receiving costly training without doing substantial work for
the firm. The $12,000 amount was comparable to an engineer’s annual salary at the

ame.
Posting™ bond can be a very effective way to provide incentives, but the problem

is that people often will lack the financial resources topost a sufficiently large bond—>_ c2p

This is especially the case when the gains from@eaﬁgg%rﬂﬁg\eﬁme probability
of getting caught is small, so that the bond would Have to be large to give an adequate
incentive. These ideas are examined more carefully in Chapter 8, but one application
that sheds light on the puzzle of positively sloped age/wage profiles can be discussed
here.

AGE/WAGE PATTERNS, SENIORITY PROVISIONS, AND MANDATORY RETIREMENT ~ As noted
in Chapter 5, pay tends to increase with age and experience, even after controlling
for productivity. In Chapter 5 we offer an explanation for this pattern based on
inducing self-selection to reduce employee turnover. Bonding as a deterrent to
employee shirking has been suggested as an alternative explanation by Edward Lazear.

. Suppose that the ﬁm@ any workers detected shirking. We may thirk of
workers who shirk as receiving some valuable benefit, such as a reduced level of stress
or more time to pursue personal interests, which cannot be taken away from them.
If workers were to post bonds of sufficiently greater value than these benefits, and if
being caught cheating resulted in losing the bond, then they would not cheat. Their
value to the firm would be increased by the bond and, with competition among
employers, so too would be the amount they would eam. In any case, when it is
efficient for workers not to cheat and shirk, the bond may allow efficiency to be
achieved. If the gain from cheating is substantial, however, or the likelihood of getting
caught is small, workers may not be able to afford to post a big enough bond, and
the potential efficiency gain would be lost.

Suppose the firm in this circumstance makes a credible promise to the workers
that, late in their careers, it will pay them more than the value of what they produce
and thus of what they could eam elsewhere. If the firm pays workers less than their
marginal products early in their careers, then the value of lifetime eamnings and the
firm’s total outlay need not be affected by this scheme. As the years of high pay draw
near, however, the high promised wages serve as a bond that the worker would forfeit
by dishonest behavior or shirking: The wage pattern duplicates the effect of a_bond.
Therefore, the observed pattern of wages mignt be explained by a need to make
workers value their jobs in order tq(Efisurehonest, hard-working behavior.

Strikingly, a mandatory retirement provision will be necessary for efficiency
under this scheme. For efficiency, people should retire when the value of what they
produce just equals thw of continuing working. If they were paid

 Doron Levin, Irreconcilable Differences: Ross Perot versus General Motors (New York: Plume,
1989), p. 46.
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their*inarginal products, they would choose to retire at the efficient date, when the ‘ Table 6.4 Company A’s Profit Calculation Moral Hazard and

. 7 extra.incgme just be}lances thf: increasingly bigh costs of continuing work. With wages ] P i S T T T Performance
Wl late in life exceeding marginal productivity, however, some people will want to ! Incentives
Lﬂﬁg [ continue working too long because their pay exceeds the social vatue-of their-eutput, L B’s investment .........ooooooiiiii Vs
© They will not retire voluntarily at the appropriate date. Thus, {fiandatory retirement L _ A’s INVESHMENT ..oevveeeeriiaeriieeeiiiaeeeiaaeeeans Vi
i is necessary for efficiency. Furthermore, at the start of their careers, workers would (’(}1\5' Total investment ............ v Vi + Vg
be happy to sign contracts agreeing to a mandatory retirement date, even though once : Total expected revenue e LS(V4 + V5) — 600
l it arrives they will be unhappy about being forced to stop working and earning. .. 1 A’s expected revenue ..., 0.75 x (V4 + Vp) — 300
. . This scheme also necessitates some sort of mechanism to make the ftm’s i (a one-half share)
.“\\‘{\; ‘},\ Pl’OlTliSC credible. The danger is that the firm will renege on its agreement by letﬁng i A’s net expected proﬁt .................................. 0.75 X VB - .25 x VA - 300 . . =
% senior workers go once their pay exceeds their current productivity. Again, a concern (revenue minus investment) > v
&\~ with reputation may work here, but it is perhaps less likely to be effective when workers A’s profit-maximizing choice.................. V, =500 =
NG perhap y A i 0
S have few other employment options and so the incentives to avoid a firm that has ; B’s expected choice Vp = 500 Sl
cheated are weak. In this case, a seniorit%' rule in layoffs can play a useful role. If the ! A’s expected 1085 oo $50 e 3—\‘\0
firm wants to lay off a senior worker who is eaming a lot, it must first lay off all the ‘ ] g o
0}2}3 . more junjor people whom it is paying Ie‘ss than they are worth. f‘UUM e > § 1
~ w - . J ':'
) Do-It-Y. . b e ; times the actual value of the total investment minus $600, that is, 1.5 x (V, + ‘] mvﬁ\-nﬂ/ s
> o-It-Yourself, Ownership Changes, - S | V3) — 600. Higher real investments lead to more revenue for the project on average. ""‘"‘““m.;] N b ] Pl
v ‘5\9 and Organizational Redesign o) alyi & Suppose the two companies write a contract according to which each will invest qelwes O ¢ J';,rg,?,
' . . - . . Py
Moral hazard in agency settings can sometimes be overcome by eliminating the agent(s) . 31,000 in the project. This can Onb’ refer to measured mvestments, because even if g
. Al . o | . N the companies were able to distinguish the values of the assets being used, there would . Somt
> and having the principals act on their own behalf. This is often impossible, however— i . - : : court V3
. ’ g . | be no objective way for a court to verify the level of unmeasured investment in order o s Agnld
. you cannot very well be your own surgeon, for example—and in any case 1téacnﬁces H, | — ———— - g¥es Govei A
%) the gains of specialization.) ! | to enforce the agreement. As equal partnF@, the companies agree to divide the Gpuckt
¥ In market settings, changing ownership patterns to bring the affected transactions ; revenuesdgengrated ]iy tl-lle venture ;qually. %the compatr}lll " 1V\V/1ere tol\l/?vmt S{)/ et
sl . A I measured and actual values were the same, that is, so that = = =
within a single organization can help overcome some moral hazard problems. (We | - ’ 1 4 iy 2
have already noted in Chapter 5 that unified ownership can be a response to ‘ Vs = 31,000, theg glct]}? vesh‘qent wou%j ‘;e %r%ﬁt?(ble forl)_o% coTpggées;T;x; ‘t}(())tgl Uadearly ﬁ\zb?'etj
inefficiencies arising from bounded rationality and private information.) For example, * revenues generated by the project would be 1. (Va 2 PR Vw a Y
af d I . . . ’ which is more than the total investment of $2,000. Each company would expect to T masiod =
a firm and a supplier are frequently involved in complex transactions that are marked | ) . . . ZS £
b h ifestati : : e ; receive $1,200 in revenues from an investment of $1,000, for a net profit of $200. Asudedd e
y such manifestations of moral hazard as possible cheating on quality, it may be - S : : anr
efficient for’ . ire th Y | Now, suppose that each company is free to choose its investment in the project -~ J oA ey Nerdutls .
or.one firm'to acquire the other. In that case, the differing interests (each l ¥, . doratry I
firm’s own profit) become merged, and many of the incentive problems are overcome i so that, even though thé'measured value is exac;tly $1.’000’ the m“‘?l value can I?e *
A simple mathematical example illustrates how this can be effective p 32 ) anything between $500 and $1,500. What choices will the companies make? Will
P & };2 Soctitan g> ¢ ”f:' Pk ’ the venture be a profitable one?
y o, ' - N ’ 7 :
INCENTIVES AND OWNERSHIP PATTERNS: AN EXAMPLE  Suppose that two firms face a o | Let’s look at t}}e matter from company As perspective. Wbatever amount Vg
joint opportunity that requires both of them to make some investment. Let us denote ™ \P,vm : company B ’actua}léy‘ 1nve;t151, CSTPQI,IIY ‘le ng;ected profits will be its share of the total
the measured value of the investments by firms A and B by M, and M;. The: M ' fevenues minus 1t Mvestment (see 1abie L4
\ & B SE A . . . .
measured amounts need not be the assets’ @Ctual values however, and this is where ! Accgrdmg to Ta.b le 6.4, each extra dolla}r of value that firm A Invests 1n the
moral hazard enters because the firms’ wills/individuzlly decide the actual amounts venture yields $1.50 in extra revenue, bu]t A's share of that %1'50 18 ]USt. $(.)'.75'
they will invest. For example, a physical asset might be valued at $100 in the accounts The‘refo.re, A loses $0'2.5 on eacb extra dollar of 1nvest1'ne1j1t. A s.proﬁt-mzmmlzTng
because it cost $200 a year ago and had an estimated useful life of two years. However, choice is to make the minimum mvestment of $500, as indicated in the seventh 111'1F rddueed Loron of
the actual value of that asset today might be only $50 because new machines using of the table. If A understands this caleulation (and expects that B does too), then it prizeny 3 Adwmon,
a new process have made the old process obsolete. Similarly, the value of a year of ‘t)‘l?n expect B tﬁ an.%t ogc%g SO%HS weg; In th%t c;s.e, the total efilff]?:teg lr%\(/)eonuEes (;If
an employee’s time might be{fecorded afan amount equal to his or her wage, but ¢ venture will be just » Whereas the required imvestment wi') be $1,000. Lac :
¥ the wage might not accurately reflect the employee's(value to the company.)The firm will expect to lose $SQ’ 0 the investment will not be made. An app;rently iwoe  5U¢
v employee might be a young engineer, straight out of school, who is expected to go fl_foﬁt?ble I:I\;sm:ss %pgortumtzs xﬂtl bg ki.slt( be.c ause A expects B to take a free ride on icoco 2w
. . . L eir investment and B expec o do likewise.
> thFOUgh 2 period of leammg.and low productIVIty-(when one subtracts the cost of Of course, if the two firms were to merge, and the decisions about investment 0 ST
mistakes). Or, the employee might be an up-and-coming executive who has successfully i & o

managed other special projects and is more valuable to the co mpany than others of ‘ were brought under a single individual who pays the entire costs and collects the full

the same rank. % s\
. Let V4 and V3 be the actual value to the two companies of the resources they THE DETERMINANTS OF OWNERSHIP  As our examples related to moral hazard in
invest in the venture. The expected revenue from the venture is assumed to be 1.5 s employment have shown, a transaction that is “integrated” or brought “in house” does

benefits, then the problem described here would be eliminated.
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Motivation: not automatically align incentives. The problem is that integration only transforms a
Contracts, self-interested manager who formerly worked for the supplier into a self-interested .

[nformation, and manager who works for the firm. The basic incentive problem may still need to be
Incentives s"\\/ solved.

:s\-l i The upshot is that merger does not always eliminate the incentive problem that

exists between separate firms. Compounding the problem is the fact that there are

additional unavoidable costs to bringing previously separate activities under common
direction. An important component of these are the influence costs, which increase
with the increased potential for central control of activities in an integrated organization.
Although the influence activities that give rise to influence costs are a form of moral
rh hazard, they are of such importance in understanding organizations that they deserve

separate treatrnent.

INFLUENCE ACTIVITIES AND UNIFIED OWNERSHIP

What costs are involved in bringing two separate organizations under unified direction?
Why can'’t the merged entity do everything the separate components did and more?
What are the limits, if any, on the efficient size of organizations? Why isn’t all
economic activity organized in a single firm?

From our discussion in Chapter 2, it is clear that the answer must be that
bringing everything within a single organization involves inefficiently high transactions
costs of some sort. But what are they? In fact, until recently, little attention has been
given to the task of identifying the transactions costs of internal, nonmarket
organization. This is a subtle matter. In actual organizations, much time and ingenuity
is spent overcoming transactions costs: Witness the example of the development of
the multidivisional form in Chapter 1. Moreover, a strikingly simple idea—the policy
of selective intervention—undercuts many of the possible candidates that come to
mind as distinctive disabilities of unified control.

Unified Ownership and Selective Intervention

Suppose it is efficient for two parts of a big organization to be independent and operate
as separate entities. Then, in the original organization the center could direct the two
units to conduct their transactions at arm’s length as if they were not both part of a
single structure. For example, when market transacting works well, why not replicate
Mt operation within the firm, using internal, transfer pricing? Meanwhile, where there
)Q"\A are efficiency gains to be had from deviating from the patterns of transactions that
would occur in the market, why not have the central management selectively intervene
N in the operations of the component units to ensure that the gains are realized?

SR Following a policy of selective intervention consistently ought to mean that the
¢ unified organization can do everything the separate pieces could do, and do so at least
N Y\‘P “ as well. There would then be no bound on the efficient size of the organization. Why
; then s all activity not brought under a single firm? The logical answer must be that
adhering to a thoroughgoing policy of selective intervention iimposaie. But why

should this policy be(infeasible? Influence activities provide part of an answer.!®

v . Influence activities arise in organizations when organizational decisions affect
ﬁg\ the distribution of wealth (r other benefits rrlﬁ}% members or constituent groups of

LN the organization and, in pursuit of theit selfi$h interests, the affected individuals or

) groups attempt to influence the decision%/’ﬁn‘ei?beneﬁt. The costs of these influence

activities are influence costs. Lo .
A LTI ) (-,g\l-;;u“?"ﬂ-

~—_

5 A broader discussion of influence costs is found in Chapter 8.
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Influencing Interventions QEW Moral Hazard an
. . L .. R . Performa;
The fundamental difficulty with the policy of selective intervention is that it requires Incer:tlivr;ze
that there be @mm the power to intervene who collects information -
with which to make decisions: These things can by themselves impose costs on the & moit et fg,

organization. The most obvious costs are the decision maker’s salary and the cost of 29U & o
providing information to support the decision-making system, including the ime that Aekar in e
lower-level decision makers spend reporting information to the decision maker. Often HEez T

more important is that individuals and units within the organization may have selfish 4 yERayic e eite
reasons to seek unproductive intervenﬁons,@ they may expend resources trying to
influence the decision maker to bring them about. Even when the attempts fail, the
resources expended in these influence activities represent a cost that brings no offsetting
gain. When they do succeed in influencing the central decision maker to intervene
inappropriately, there are further costs in bad decisions being made and implemented.

Phasma e tdos
'“i" P (VA
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Phivineey o,

Finally, if the organization recognizes These possibiliies and adjusts its structure, e
governance, policies, and procedures to control attempts at influence, these deviations
bring further costs. All of these are elements of influence costs.

As is evident, the magnitude of influence costs depends on the existence of 4 Vg
central authority, the kinds of procedures that govern decision making, and the degreezg j,/v/ :

of homogeneity or conflict in the interests of organization members. All this is treated /;‘.\ Yy ke
/ selec

in more detail in Chapter 8. Here, we focus on how influence costs tiffit e optimat—"— (7 maguivaye
. < ke
scope of formal organizations. I j e

When two previously separate organizationg-dre brought under a common,
central management with the power to intervene? the scope for influence increases
and influence costs increase. For example, members of one unit can try to influence
top management to transfer resources from the other unit to theirs. They can@guc
that\they have better investment opportunities and so can better use the funds being
generated in the other division, or that they have more valued uses for the most
talented people now assigned to the other group, or that all marketing, or production,
or research and development (R&D) should be consolidated in a single unit (theirs!)
rather than remaining inefficiently spread over several units. The other group will
have a similar incentive to defend itself and even to counterattack. It can argue that
other units should be required to purchase its outputs, even though the outside market
may provide superior or cheaper substitutes, because doing so helps cover corporate
overhead or helps build the firm’s core competencies, or it may complain that equity,
morale, and ultimately productivity demand that its members be paid as well as those
in another group whose members may be especially productive or may have particularly

= bl e e
seleetee ke

spted r2acusces
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valuable skills or knowledge. Large amounts of time, ingenuity, and effort may go /L sndlooneey £
into these attempts at influence, and huge amounts of the central executives’ time < niloevipee
can be consumed dealing with them. ~ =
Of course, none of this would occur if there were no central authority with the 2c Ndirg o
power to make the proposed changes. Thus, although @may v S [ ,7 o
befable Yo achieve things that were not possible before, it - also suffers costs that were SevTTL
not présent when the parts were separate. - [
Influence Costs and Failed Mergers Con we <hods
. N~ 2
This logic gives insight into the great frequency with which corporate mergers and ré—a—%uz— !
acquisitions apparently fail. In a study of the diversification records of 33 large U.S. Lo owduy o
corporations between 1950 and 1986, Michael Porter found that fully 60 percent of ceshL . P

the acquisitions in new fields of business by these firms were later divested, and 61
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percent of the firms ended up divesting more of their acquisitions than they kept. 16
Although not all divestitures of Drevious acquisitions necessarily represent failures,
even the sophisticated firms in Porter’s sample had real problems making acquisitions
work. ' )

There are obviously major problems involved in attempting to integrate two
different organizations with their own unique histories, their own ways of doing things,
their own reporting and control systems, their own pay and benefit schemes, and so
on. To focus on a pure case in which these factors should be of minimal concemn,
consider a pure conglomerate merger in which one firm acquires another with the
intent of running it as a completely separate division, intervening in its operations
only when there are clear gains to doing so. Even here, influence costs present
problems that may cause the merger to fail.

TENNECO'S ACQUISITION OF HOUSTON OIL AND MINERALS A well-documented example
is the 1980 acquisition of Houston Oil and Minerals Corporation by Tenneco, Inc.,
which was then the largest conglomerate in the United States, 17 Houston’s business
was finding, developing, and bringing petroleum and mineral deposits into production.
The company was very aggressive and quite successful before its acquisition by
Tenneco. Tenneco’s stated intent was to run Houston as a separate company,
maintaining the entrepreneurial, tisk-taking style that had marked it as an independent
concern. In particular, it planned to maintain a separate compensation and reward
system at Houston that would provide unusually large individual payoffs to professionals
for successful discovery and development of petroleum reserves. (Several Houston
explorationists had become wealthy with the bonuses they eamed from successful
explorations, and such packages were common among smaller firms in the industry.)
Yet Tenneco had great difficulty developing such a plan, and it ultimately failed to
do so. Within a year, more than a third of Houston's managers, a quarter of its
exploration staff, and almost a fifth of its production people had left the company for
better opportunities elsewhere. This severely hampered operations, and ultimately it
became impossible to maintain Houston as a distinct unit within the firm.
Tenneco’s costly failure to institute the intended reward policy apparently
resulted from a concem for equity in pay across the organization. The Tenneco Vice
President of Administration was quoted in The Wall Street Journal as saying: “We

» have to ensure internal equity and apply the same standards of compensation to

everyone.” Meeting this perceived need was very costly. It contributed to the exodus
and to the ultimate failure of the acquisition. Failure to meet this need might well;
have been even more costly, however. Tenneco’s 100,000 employees, jealously looking
at the huge bonuses that would have been paid to the few hundred Houston
professionals, might have consumed large chunks of their superiors’ time with their
jealous complaining and their attemnpts to get some of these funds for themselves.
Given the relative sizes of the two groups, the overall impact on productivity at}
Tenneco could have been disastrous. '

16 Michael Porter, “From Competitive Advantage to Corporate Strategy,” Harvard Business Review
(May—June 1987), 43--59.

'7 This example is discussed by Oliver Williamson in The Economic Institutions of Capitalism (New
York: The Free Press, 1985), p. 158. The primary source is George Getschow, “Loss of Expert Talent

.Impedes Oil Finding by New Tenneco Unit,” The Wall Street Journal (February 9, 1982), A-1. The

quotation in the next paragraph is from this story.
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Moral Hazard and
Performance
Incentives
SUMMARY . _ r o
iginated in the insurance industry, where it referred to the g 79 4 apl?
The term moral hazard originated 1 e, e e o . - o
tendency of people who purchase msulr‘ance ttljd altei‘ teir e s fom Jo 2% -
i S car . D
ance company, such as taking les _ iy A
costly to the _‘trl:iuf conomics, the term has come to refer to any behavior under a ; ::TM peitt L;‘( g P
contract & Wl 'mfg ient aris,es from the differing interests of the contracting partes, X1 e
o 'that IS lmfl:) C;irsle,@ne party to the contractjéannot‘tell for sure whether ’d}e ke sk S
31:}‘11 PC_YSI;tS Or:'ii,'lg etlcle contract terms. Moral hazard probléms arise frequendly in et e
other is hono

arty (the “agent”) is called upon to act on

the agent's interests commonly differ from
has worked or

principal-agent relationships, where one p

£ another (the “principal”), because
}tjlil ;ﬁfiic?;ﬂ’s an( the principal cannot evaluate how well the agent

o t. 2oy
) has been hone:s : .
Wheﬂl?hgl:ajirfgs and loan crisis in the United States 1Hustrat§s the problerg c;fs m%il:
it i ith in ordinary business transactions.
how it is most often dealt wit . | |
S.aéard a:if interests between the owners of the S&L and jfhe ft?deral 1nsuranc}<la agetﬁzy g oo ok St
txh er;rsliIC) arose because the owners benefited from nsk}.' investments W er\1}v her}; Crndin D
' (tueed out well. but the costs of failures are bome by the insurance agency.
T )

g m i L management to
i i d control the S&L, this led the S&
the saency fled fo o™ ‘anto zngage in fraud in a way that was costly to taxpayers.

isky investments or even _ \ : : ]
gake 2;12’01:11‘;; depositors’ funds only intensified this effect, increasing the interest
0mmp

: oher
tes paid on deposits and forcing more conservative S&L. management to find higher
1a

ielding— ually riskier—investments. _ .
Ylddlr’lfg'he igﬁit?sgc;f lrlifaposg:cors to their S&L is similar to the relationship of lenders

-

i i ing controls , e

. lly, lenders protect their money b}.l imposing PRI

to any otl}gr kind OfrngN;):; Zu}:iits of the borrower. What distinguished the S&L . W\' ‘:‘:’ (&w/;/b P‘w?‘—%‘

and requiring re%o __g__n.t rs, being insured, had little reason to monitor the savings . 1N j,,,/i

o thed ﬂiPOEIdO 1 government, whose money was at risk, did not monitor op ) :
institutions, and the rederal gov ;

on its own behalf, in part because p0W§r§u: i?ngrs?::lri?::t::}r; %Etfc;]:;i ltémne1 ii}‘;e -
nd excessive risk taking si :
foundpgsbﬁzr:yogeféiﬁls insured programs. Among those descrllbed aren gr:tir;;i
insuri Yers' retirement benefits, farmers’ crops, mortgage loans, a ten
loans. Similar p blems exist in private-sector insurance programs, but these tend to ¢
loans. Similar g; beecause proﬁt—oriented insurers monitor the insured more call;efx_dld . ‘ ke
Eiéezjai:]‘;efeiausz private insurers refuse to offer insuigfe WE:? Elf, moral hazard | 2 e e, A
vl wafoﬁ Sevrzrei; not only a problem of markets, but exists m other kinds of
MO_T :sz ivell. Air traffic controllers seeking to collect disability bepeﬁts {uivg

ngamzaﬁom » causing incidents that seemed to indicate that they suffered ]9b—r§ a ed

PUﬂCth er Cfll;blegto continue their duties safely. The general partners in oil attﬁ

ngss cslr?lrllin;v?:r;erships sometimes fail to complete wells that are profitable for the

i use their own interests differ. _ N
partnershp 2 & whele e {lable to control the moral hazard problem. One is explicit

Various means are aval r . _ ne s el
onitoring, which can reduce the information problem that is a
m s

ponent of moral hazard. A second is the use of incentive cc;ntrgctﬁ ?itfgs‘zi’f:é
oup i Posting a bond that 1
ts cannot be measured. Posting : i 4
o B e ffective 1 incipal-agent relationship. This
i i tive in a principal-ag

i t is caught cheating can be effec : : his
gt:de iiinbe implgicit in the rising pattern of wages over a worker's cljregr. A :;oraid

ou ht cheating after several years of employment stands to lose the 'dlgd bwaigh s Edo_
o enior workers. Sometimes, the whole problem can be avoided by
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jt-yourself” solution, which does not rely on an agent with differing interests. Similarly,
a firm can sometimes eliminate conflicts of interest with its suppliers by integrating

vertically, though this does not eliminate any individual differences of interests between

the formerly independent manager of the supplier and the @Who is now _

an employee of the firm.

An especially important category of moral. hazard is the category of influence
activities and the associated costs, known as influence costs. These arise when
employees divert effort to influence organizational decisions. Even if those decisions
are not ultimately affected, the time, effort, and ingenuity devoted to attempts at
influence are unavailable for more productive activities. Influence costs are one of
the important costs of centralized control and help to explain the importance of
organizational boundaries. These costs are largely eliminated when there is no decision
maker with authority to make the decisions that employees wish to influence, and
this condition can sometimes be brought about by creating legal or other boundaries

. = RN [
between operating units.
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BIBLIOGRAPHIC NOTES

As with so much else in the economics of organizations, the problems of
misaligned incentives and what we now call moral hazard were noted and
understood by Adam Smith: see his discussion in The Wealth of Nations of the
incentives in joint stock companies (Book V, Chapter I, Part III, Article I) and
of the incentives for university teachers (Book V, Chapter I, Part III, Article II).
The nature of moral hazard and its importance to economic analysis was made
explicit by Mark Pauly in the context of an article on the economics of health
insurance by Kenneth Arrow. The principal-agent model, which underlies much
of the discussion in this chapter, has several early contributors, including James
Mirrlees, Michael Spence and Richard Zeckhauser, and Steven Ross. More
recent references are given in the next chapter. The explanation of the age/wage
profile and mandatory retirement in terms of bonding is due to Edward Lazear.
A useful discussion and development of Lazear’s bonding model is given by Lorne
Carmichael.

Adolphe Berle and Gardner Means began the debate about whether the ownership
structure of the modem corporation has made it particularly susceptible to
managerial moral hazard. The papers published in the Journal of Law and
Economics [26 (June 1983)] from the Hoover Institution conference on “Corpora-
tions and Private Property” held to commemorate the fiftieth anniversary of the
publication of the Berle and Means book give some flavor of current thinking on
this issue, which in turn has been central to the debate over hostile takeovers.
The “Symposium on Takeovers” in the Journal of Economic Perspectives [2(1988),
3-82) provides an overview of economists’ views on this debate, which we consider
in Chapter 15.

The modeling of bankruptcy as a means for effecting efficiency-enhancing changes
in control is due to Phillippe Aghion and Patrick Bolton. The determinants of

firms’ financing decisions are treated in Chapters 14 and 15, and further references
are given there.

The importance of the policy of selective intervention was emphasized by Oliver
Williamson. The concept of influence costs as a major element of the transactions
costs of nonmarket organization was developed by the present authors. The theory
of information provided by competing sources is developed in our Rand Journal
of Economics paper.
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1. Widespread fraud brought down some S&Ls. Does deposit insurance itself
make fraud more attractive? How did the changes in regulation of the S&Ls contribute
to the problem of fraud?

2. As part of a plan to rescue the savings and loan industry, in late 1988 the
U.S. government encouraged private investors to purchase the assets of failing savings
and loans. They offered guarantees of principal and, in some cases, interest on some
of the properties taken over by the S&Ls when borrowers defaulted on loans. What
effect would you expect these guarantees to have on the behavior of the new owners?

3. In automobile collision insurance and health insurance, the insurance
policy often has a provision calling for a deductible according to which the portion of
any insured loss up to some fixed limit, such as $500, is paid for by the insured
person; only the excess is paid for by the insurance company. In addition, health-
insurance policies often provide for copayments by the insured, according to which

the insurance company pays only some fraction, such as 80 or 90 percent, of the
medical costs in excess of the deductible, until the insured has paid some maximum
amount (such as $2,000 in a year). What economic function do deductibles and
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