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Do Top Managers Work Harder
When They Are Monitored?

HARRY G BARKEMA¥

‘For those with a normative bent, making the tnternal control systems of corporations work 15
the major challenge facing economusts and management scholars in the 1990s For those who
choose to take a purely positive approach. the major challenge s understanding how these
systems work " (JENSEN 1993)

Agency theory 1s the neoclassical economusts’ attempt to open up the black box
of the firm Thas theory assumes that supervisors are imperfectly informed about
the effort of workers, and thal momtoring 1s an important mstrument they can
usc to resolve the problem For example, the theory holds that top managers are
motivated because they are monitored by boards of directors, where momtoring
mmplics pay contingent on observed performance, or dismissal if top managers
perform badly (JENSEN and MECKLING, 1976, FAMA and JENSEN, 1983)
However, recent evidence shows that the sensitivity of pay for performance
for top managers — through bonuses and salary changes, shareholdings, stock
options, and dismissals - 15 weak (WARNER, WATTS and WRUCK, 1988,
WEISBACH, 1988, GiLsoN, 1989, JENSEN and MURPHY, 1990) JENSEN and
MURPHY (1990) arguc that this sensitivity 1s too weak to be consistent with
agency theory One mierpretation of these findings 1s that boards of directors
discipline top managers insufficiently, and that the publicly owned corporation
1s an mefficient structure (JENSEN, 1993) Another interpretation is that publicly
owned corporations are essentially efficient, but that agency theorists have so
far ignored vital elements of how boards and other principals motivate lower
level workers, other than through monmitoring Agency theorists could learn from
non-economic disciplimes in this respect (BAKER, JENSEN and MURPHY, 1988)
This paper explores the sccond view, adopting an eclectic perspective
principal-agent theory incorporating key notions of social exchange theory
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{Homans, 1961, BLAU, 1964) Thas perspective echoes mtuitions cxpressed i
WILLIAMSON (1975), and more formal theory ta Friey (1992) 1tis shown that
this perspective can rationahize various ‘puzzles’ lor principal-agent theory 1)
that top managers design conpensation contracts for top managers that imply
weak pay-performance sensiuvities, 2) that pay packages of lower level workets
imply even weaker sensitivities, 3) that principals give biased evaluations of
wark effort, and 4) that mternal labour markets are uced to discipline woikers,
1 addition to pay packages (BAKFR et al , 1988, JENSEN and MURPHY, 1990)
In addition, I develop and test hypotheses on the use and effects of monitoring
in herarchies Predictions are tested with LISREL, using 1985 HAY data on
116 Dutch executive board members Consistent with prediciions the paper
finds that when the princapal 1s the board of directors or the CEQ, and snoial
cxchange contiacts are expected to be important, monitoring 1s siof the important
control instrument suggested by principal-agent theory When the prinuipal 1
the CFO (a fellow-executive), such monitoring 1s even detrimental {n contrast,
when social exchange contracts are less likely to develop, when headgquarters
supervises SBU-managers, such momtoring seems more valuable

This article 15 structurcd as follows Section I describes the background of
this study The theory and hypotheses are developed 1n section Il Sechion 111
discusses methodological 1ssues  [est resulis from survey data are presented in
seciion [V Section V shows that the eclectic perspac tive can rationalise varous
puzsles for agency theory The paper ends with conclustons and suggestions
for {urther rescarch

1 BACKGROUNID

The early economic theory of the srm used non-econormite LONECPEs 10 Tt~
alise why firms existed COASE (1937) assumed that workers were motivated
by authonty, because working for the firm implied accepting a master-<crvant
relationship WILLIAMSON (1975) emphasised the smportance of ‘atmosphere’
as a source of work mcentives i hicrarchies (sce also ARROW, 1974}, although
he expected monitoring Lo be tmporlant when atmospherc was less likely to
develop, such as between headquarters and SBU-managers

With the nise of agency theory, the cconomic theory of the fim fargely
abandoned non-economic com,cptsl ALCHIAN and DEMSETZ (1972) showed
that monitoring was sufficient toratioralise why tirms exist When technologies

| For example, the concent of *atmosphere had disappeared n Wi T1amson (1985}
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of workers are interrelated, 1t 1s optimal for them to bring in a manager-owner
with the ight to hire and fire workers and set their pay, who 1s motivated himself
because he 15 the residual claimant If top managers are not residual clarmants,
they are motivated by a board of directors, who sets their pay and fires them if
they perform badly (JENSEN and MECKLING, 1976, FAMA and JENSEN, 1983)
However, recent evidence shows that the pecumary consequences of the actions
of boards are small for top managers JENSEN and MURPHY (1990) find that the
pay of CEOs of Fortune top 500-firms 1s weakly tied to performance (through
bonuses and salary changes, sharcholdings, stock options) Dismissal pohcies
of US boards also imply weak pecuniary incentives, since the probablity that
top managers 1n badly perforrmng firms are fired 15 small (WARNER, WATTS
and WRUCK, 1988, WEISBACH, 1988, GILSON, 1989, JENSEN and MURPHY,
1990) Symular resuits about top management pay and turnover were found for
Japan and Germany (KAPLAN, 1994a, b) These internal control systems are
inconsistent with agency theory (JENSEN and MURFPHY, 1990)

One possible interpretation of the inconsistency 1s that internal control
systems arc ‘wrong,” and that boards of directors fail to motivate top managers
sufficiently (JENSEN, 1989, 1993, JENSEN and MURPHY, 1990) This should lead
to layers of agency pioblems, where top down, cach management layer has
fewer incentives to supervise the next It s a puzzle for these agency theorists
why such corporations survive Indeed, JENSEN (1989) predicts the eclipse of
publicly held corporations 1n mature industries with much ‘free’ cash flow, such
as o1l and tobacco, through leveraged buy-outs (LBOs) LBQs combine major
sharecholdings of top managers (on average, 20%) with major holdings of boards
of directors (on average, more than 6(%) Halfway the 1990s, however, LBOs
have not become the dominant “life form’ in these industries

A second nterpretation of the inconsistency 1s that the theory 18 wrong, and
that the agency paradigm should be adapted to improve cxplanations of ‘sur-
viving’ orgamisatrons such as publicly held corporations (BAKER et al , 1988)
BAKER et al suggest two research avenues n this respect First, that the classic
principal-agent model should be refined Examples of recent contributions that
can rationalise weak pay-performance sensitivities are HOLMSTROM and MIL-
GROM (1990), BAKER (1992), JOHN and JOHN (1993), and PERRI (1994)
Unfortunately, this theory offers Ittle insight into what motivates managers
mnstead, 1f pecuniary ncentives are unimportant Second, that non-economic
insights should be incorporated 1nto agency theory

This paper explores the second research avenue So far, agency theorists have
assumed that boards of directors are valuable because they monitor top man-
agers, screen investment proposals, and provide counsel to top managers (FAMA
and JENSEN, 1983, JENSEN, 1993) This paper proposes a fourth way they can
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be valuable that beards develop and maintam valuable soulal exchange con
tracts with top managers (¢f HOMANS, 1961, BLAU, 1964) 1 will assume *hat
rational boards design optimal ceoavmic contracts beanng these social ex-
change contracts in nund At a deeper level, this paper implies that firms exist
in addition to markets, because they allow the development and mamtenance
of valuable socal exchange contracts between principals and workers This
view 15 congruent with mtiutions expressed m Wi 1amson (1975), and more
formal theory in FRLY (1992)

11 THEORY AND HYPOTHESES

Social exchange theory was foundad by HOMANS (1961) end 81 AU (1964) but
has also heen studicd by some cconomists meluding AKERLOF (1982) and
HOLLANDER (1990) This theory maintams that a systerm of exchange exists,
almost of gifts, between principals and workers where prncipals ‘give” trust
loyalty, and recognition to woikers and woikers ‘give’ cffort i return Lhe
exchange process may stait with aupor transactions, gradually promoting irust
and loyalty through therr rccurrent and expanding character (BLAU, 1964)
Ihese reactions aic typrcally not calculaied but rather prompted by the
stirnilus-response mechanism of the human emwtiona! system (HOLLANDFR,
1990) In this context momnilciing <tgnals a breach of trust to which workers
will tiaspond by breaking their part of the social exchange contract — by Jowernng
their effoit level

Fhis paper assumes that rational prusicpals arc aware of this wechamsm when
they design economic contracts implying meniionng and contingent pay2 This
15 consistent with FREY (1992), who proposed a simple principal-agent model
that incorporates key insights of sovial exchange theory His mode! imphies that
momitoring may have both a posiive cttect on work effort {an agency effect),
and a neganve ettect (if 1t bieaches social exchange copiacts, a scoal-exchange
effect)’ Whether the net-cffect of monitoring on work effort s positive or
negative, and whether monitoring s valuahle depeads on the importance of
social exchange contracts in the particular setting FREY ures his perspective to
analyse environmental policies, crime prevenlion, tax policies, and the choe

2 The approach 1 this pper »s truly celecde s 1 assumes thid «ational principais takc
non s shonal beha our mto account by thunwelves and by cthers

1 Classical agoncy theory predicts only the agency cltest [has sheory 1aples thet mformabve
momtormg 15 always valuable and will lzad o opamal pay systems that unaly sfronz:r
pay-c ffort relations and more work effort (SnavElL 1979 Howmsirom 1979 1987}
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between a voluntary (paid) and a conscripled military service (see also, FREY
1993a) T will use lus perspective to sharpen predictions from WILLIAMSON
(1975} about the value, the use, and the etfects of monitonng m hierarchies?
Executive board members will be analysed m three settings when their princi-
pal 1s 1) the board of directors, or 2) the CEO (a fellow-executive), or 3} a parent
cOmpany

WILLIAMSON (1975) suggests that ‘atmosphere,” trust, loyalty, and — pre-
sumably - also soctal exchange relations are relatively weak when the principal
1s at headquarters and the manager at an SBU In that case, optimal pay policies
require telauvely strong, additional work ncentives from monitoring and
contingent pay Morcover, the negative side-effect of monitoring on work
effort, through breach of social exchange contracts, 1s expected to be weak or
non-existent For both reasons, monitoning and contingent pay are expected to
be relatively important sources of work ¢ffort in this setting

WILLIAMSON (1975) suggesls that ‘atmosphere,’ trust, loyalty, social ex-
change contracts, and the like, are morc inportant elsewhere 1n hierarchies, such
as when the principal of executive board members 1s the board or the CEO (a
fellow-manager) Espccially in the latter case, contacts between executives and
principals will likely be personal and frequent, perhaps on a daily basis, and
soctal exchange contracts are expected to be well developed At most relatively
weak (additional) incentives from montitoting and pecuniary pay are required
1n this setting Moreover, such monitoring 1s expected to have arelanively strong
negative side-effect on work cffort, through breach of social exchange con-
tracts In theory, the net effect of momtoring and contingent pay on work effort
may even bc negative in this setung This leads to the following prc:chctlonss

Hj The net-effect of monitonng on work etfort 15 relatively strong when the
principal of exccutive board members 15 the parent company, and s relatively
weak (pussibly negative) when the principal 1s the CEQ, with an intermediate
eftect when the principal 1s the board of directors

Hz More use 1s made of momtoring whea the principal 1s the parent company
than when 1t 1s the CEQ, with an intermediate result when the principal 15 the
board of directors

4 For a more formal treatment, see FREY {1993h)
5 An earlier version of this paper develops and tests some addiional hypotheses on the use and
effects of monstoring (BARKEMA, 1992)
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Hypothesis 2 al<o follows from a diferent perspeciive — (at CEQs get so much
information about [ellow-executives as part of day-to-day operations that less
(addironal) momitorng 1s needed Thus, any ~mpirical support for Hz should
be interpreted with care Finally T subimit the third hypothesis

H3 Bonuses have a relatively strong positise effect on work effort when the
principal 18 the parent company A weaker (possibly negative) relationship
between bonuscs and work effort exists when the principal is the CEQO An
ittermediate relationship exists when the principal 1s the board of direciors

i1 METHOD
I Sample

The hypotheses were tested on data from the 1985 HAY Compensation Survey
for the Netherfands  [he swvey was held among randomly selected top man-
agers of medinm-sized firms i a wide vaniety of industtics The questions m
the survey regarded the pay muix of these managers, how they were monitored,
and so on Anexccutive was selected from the HAY dara tor the present analy s
it {s)he met these three conditions

1 Worked at a fum with multiple executive board members and a formal
charrman of the board

2 Was an executive board member
3 Reported to the parent compaiiy, or the hoard of directors, or the CEQ

The remaining sample contaned 116 exccutives The addition of criterion 3
reduced the sample from 137 to 116 The cxccutives that had been ommtted
reported to sharcholders, or to unspecified ‘others * Criterion 1 was added to
mcrease the homogeneity of the sample, 1n terms ot top management structures
of remaining firms This also controlled to some extent for differences in fira
stze since many small firms weie omitted froin the data set The median number
of employees of the iemaining firms was 166 The median sales were [ 70
million (one gnlder 1s roughly $ 0 65) I'hus, these fisms are somewhat smaller
than the firms analysed in most previous compensation studies
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2 Varwables
I Monitoring

Principal-agent theory provides hitle guidance 1n how to operationalise the
theoretical construct monitoring Standard principal-agent theory (e g , HOLM-
STROM, 1979, 1982) generally assumes that workers are evaluated explicitly,
based on ex-ante specified criteria, laid down 1n tormal contracts between
principals and agents An economic rationale for such contracts 1s that they
reduce influencing and pohticking by workers (MILGROM, 1988, MILGROM and
ROBERTS, 1992) In a multi-period context, evaluations are presumably held on
aregular basis® The HAY data set contains three variables that operationalise
such ‘monitoring’

I FORMALITY, the extent to which the executive 1s subjected to a formal
evaluation procedure

2 SPECIFICITY, the extent to which the executive 1s evaluated bascd on
well-defied, specific critera’

3 REGULARITY, the extent to which the executive 15 evaluated on a regular
basis

Executives 1n the sample scored these vatiables on Likert scales ranging from
8
lto7

2 Work Eftfort

There 1s no unambiguous way to measure indrvidual work effort The operation-
alization 1n this paper 1s anchored i BECKER’s 1965 economic analysis of time
use BECKER 1ecognised that time 1s a scarce resource (there are only 24 hours

6 HoLmstROM (1979) shows that randomuzation 1s of no value This result 1s somewhat weaker
than the claim that regulanty s valuable itimphes that non-regularty 15 not valuable Therefore,
this paper also contains a test of whether ‘regulanty’ 1s indeed a valid indicator of *memtonng *

7 Principal-agent theory suggests two (ungs about evaluation critena 1) they are well-specified,
and 2) they are specified ex ante The operationalisation n this paper captures only the first
aspect

8 The questions 1n the survey were phrased such that hugher scores on REGULARITY imphed
meore regular evaluations, and that lower scores on SPECIFICITY and FORMALITY implied
that executives were evaluated more on well-defined spectfic enteria and as part of a formal
procedure
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per day), that individuals allocate over work and othcr activities (sleep, child
carc, visiting theatres tc ) depending on the relative personal costs and gains
associated with these activities HOLMSTROM and MILGrOM (1987, 1990, 1991)
merged this insight with principal-agent theory Their analysis implies that
more momtoring and higher ‘piece rates” or bonus rates for work effortinotivate
workers to spend moic of thewr hmited time working, at the expensc of uther
activities? Thus, individual work cffurt 1s operatnnaliced (n this theory hy the
amount of tme that individuals spend warking Bi KFR's serminal 1965 ar. e
has tniggercd many empirical stuches on individual tme vse (for an overview,
see JUSTFR and $1AFFORD, 1991), but no such sindy has yetappeared 1n agaticy
theory

I'ne time devoted to work was operationalised 1n th s paper by a naiural
indu ator of this variable HOURS, the number of hours that cxecutives work
per week  T'his variable was available from ihic data set at an ordmal level In
general 1neasuring tunc use thiough surveys may be novoy, since individaals
have impertect memaories Data on time use from diancs kepi daly seem moic
reliable, although the expected increase 1 reliability 15 smaller for a.tivitics that
are camied out regularly, such as work (JUSTER and STAFFORD, 1981) Noisy
measurement 1s not & unique featue of this study, © the rulc rather than the
exception n cinpirical research Nevertheless, fulure studies using data ficim
dranies kept daily will improve orn the piesent study n this respect

3 Other Vanables

BONUS 15 the 1984 honus of the manager YFIRM and YTOR are the number
of years ol tenure with the present flim and wn the present position, respectively
AGE 15 the manager’s age Finally, the managers’ ctfort may be influenced by
the porfion of their income that 1s at stake the form of the bonus, rathes than
by the absolute size of the bonus Thereforo T will also test whethe: the resulis
arc robust {01 using the varable SLOPL 1ather than BONUS, where SLOPL 15
BONUS/(SALARY + BONUS), and SALARY 15 the manager’s 1984 salary

9 Thi. Jdoes not mean that prncipats assess the awnnt < | nme hat nanagers work when
momtonag thar performance Momtonng' nnphes cxplicil eviuat ons of werk effout, bascd
on ex-ante specificd crit ra lad down 1o formal centoc s betagen principals and agents
Principal-agent theorv pradicts that botwses or other piy - hanges conditional o such mMoni-
tonng” lead to optiml pay systemns that unply stronger payv-cifort rel wivaks and more yome an
atiention devoted 1o work
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IV RESULTS
I Summary Statistics

The mean BONUS of the executives 1n the sample was { 29,114 The mean
SALARY and SLOPE were f 198,662 and 0 11, respectively These bonuses
arg lower than the bonuscs 1in JENSEN and MURPHY (1990), both 1n absolute and
relative terms Shareholdings and stock opttons are less common elements of
executive pay packages in the Netherlands than they are n the US Hostile
takeovers are impossible in the Netherlands, due to the many frictions on the
takeover market'9 In sum, pay-performance sensitivities for Dutch managers
seem weaker than for US managers (see also PENNINGS (1993)) If pay-perfor-
mance sensitivitics of US managers arc too weak to be consistent with princi-
pal-agent theory (JENSFN and MURPHY, 1990), this seems to apply a fortior: for
Dutch managers'! Yet, Dutch exccutives work quite hard Table I presents the
distrbution of scores on the ordinal vartable HOURS

Table |

The Number ot Hours worked per Week of |16 Executive Board Menibers of mediwim-sized
Dt h Fiems 10 1985

Hours < 40 40-50 50-60 60-70 > 70
Numbers of Exccutives 1 14 52 40

10 Instead, Dutch boards of threctors onfy have outside members The Dutch system does not allow
wnsiders on the board, as the US system does JENSEN (1993) suggests that boards with only
outsiders will avoid some of the agency problems that occur when msiders are present However,
cvidence in Byrp and HickMan (1992) imphes that having only outsiders 1s not opftmal either,
and that 1t 15 possible to have oo many tndependent outsiders, perhaps because inforinal
commumcation channels with the firm are less developed in that case

One caplanation for the observed difference 1in pay-performance scnsitivites between the
Netherlands and the US 15 that while product markets are often global, labour markets tend to
be national Individual reputations of top managers are well known 1n the relatively small Dutch
labour market, and top roanagers may have strong incentives to avord bemng fired for bad
performance  An altemative explanation, from the perspective of the cilectic theory, 1s that
work incentives from soctal exchange contracts arc mnore important tn the Netherlands than they
are i the US

!
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Table J shows that the modal excctitive worked 50-60 hours per week, and that
a substantial numba worked 60-70 hours per week Table 2 presenis the
distribution of scores on the observables of ‘monitoring” 12

lable 2

The 1985 Sceres of 116 Fxecutive Board Mobers of medium-sized Dutch Firms on
Three Dmncnsion of Monitoring*

S ores I 2 3 4 5 6 7

Irregutarly 6 3 14 8 17 20 41 Regularly
Spee unt 4 12 10 21 18 17 25 CGeneral ot
Formally 15 8 4 24 14 22 19 Informally

*REGULARITY (he extent to which they are mondored mcgidarly vather than regulasty, SPECI-
FICITY, the extent to whach shey are incmtorrd on specific eritena rather than on =eneral coiteri
and FORMAITITY the oxtent to which they are snemtored formally rather than as part »f an
infermal evaluation procedure

Table 2 shows that a substantial fraction of exccutives was Lot montored as
suggested by principal-agent theory A substantial number was not evaluated
regularly (31 managers score €4 on REGULARITY), not evaluated based on
well-defined, specific criteria (81 executives seore 2 4 on SPECIFICITY), and
not as part of a formal procedure (79 executives score = 4 on FORMALITY)

2 The Impact of ‘Manitoring’ on Work Fffoit

The empirical analysis was carried out with LISREL, a tlexible framewaork tor
cconometiic analysis (JORESKOG, 1973, 1977, JORESKOG and WOLD, 1981) Hy
states that the effect of monttoring on woik effort 1s refatively strong when the
principal 1s the parent and relatively weak {possibly negative) when the princs

pal 1s the CHO, with an intermedhate effect when the principal 1s the board ot
directors The hypothesis 1s tested with the modelin figure / The latent varable

12 Pue 1o missing values the number of scoies does not equal 116 for cach vanahle
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‘monitoring’ is measured by the observables REGULARITY, SPECIFICITY,
and FORMALITY The relevant effect, in terms of hypothesis testing, 1s the
effect of ‘monitoring’ on HOURS

Figure 1

The Impact of Monitoring on Hours of Work

L -
REGULARITY - el

[ JR— I i S —_—_—

SPECIFICITY —— %' ( monttoring )“" »  HOURS

FORMALITY [/

The model in figure ] was estimated on three subsets, executives whose
principal was 1) the parent company (n=38), 2) the board of directors (n=56),
or 3) the CEQ (n=22) The latent variable ‘momtoning’ nceds to be scaled, which
can either be done by setting one factor loading 1n the measurement model on
1, or by fixing the covariance of ‘monitoring’ on 1 I used the last option, 1n
order to get estmates of the sigmficance of all three factor loadings This
provides information on the validity of the three indicators of ‘monitoring
Such mformation 1s useful, simnce principal-agent theory provides little guidance
on what the relevant mdicators of ‘monitoring’ are, for example, whether
REGULARITY 1s indeed a valid indicator of ‘monitoring ’

The observables REGULARITY, SPECIFICITY, and FORMALITY were
available from the data set at an ordinal level Therefore, for subsets 1 and 2, I
cstimated the system of equations using a matiix of polysenal and polychornic
correlations (OLSSON, 197%) The number of observations i subset 3 was too
small for rehiable estimates of polychoric correlations, so I estimated the system
of equations using a matrix of Pearson correlation coefficients Some care 1s 1n
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order 1f model estimates from this correlation mairix aie coriparcd o estunates
from polychoric correlations However, additional caloulations showed that the
conclusions fiom the analysis did not change if model estrmates from subset 3
were compared to model estumates from subsets 1 and 2 based on Pearson
correlation cocthictents Another reason for interpreting the results with <ome
care 15 that the sample s17cs arc quite smatl Unweighed Least-Squares estimates
from the three subsets are presented in table 313

fabir 7

LISREL cstimates from a 1985 Saraple of Executrve Board Memburs ot
mcciura-wized Duteh Fipms*

i )1 Lil 21 Rr? Crd’

CkO 0658 -0120 0 987 0514 027 1 59
(2 56) (-0 50) 320 -218)

Board 0551 0369 065 01 003 1699
07N (-264) { 089) {0739)

Par ni 0642 -0 059 -0 887 01318 010 07
(252) (-032) {-282) ANEY

*Bstinats were obtaned trom exccutives whose pninicipal was the CkO (n=22} the board of
dircctors (n=56), or a parent company {n-38) T-values are given in pawntheses

Table 3 shows that when the principal 1s the parent, ‘momitormg’ has a
significant posiive effect on HOURS (t = 173, p < 0 05, one-tanled test) In
contrast, when the principal 15 the CEO, ‘monitoring” has a sigmficant negative
effect on HOURS (p < 005) An inteimediate effect 1s measured when the
principal 15 the board of directors These results corroborate hypothesis 1
Furthermore, all coefficients of measurcment medels cstimated on the 3
subsets have the expected sign, positive 1n case of REGULARITY, and negative
in case of SPECIFICITY and FORMAI ITY Most of these coefficients are

13 Chu-squares and t valucs were caleulaled yndes the assumphion of multivanate normality  The
erTor terms 10 this measurerpent mode] and 1n other measurcment sodels were assnmed to be
uncorrelated, that 1+ off-diagonal elements of the imatnix of distucbances of measurement models
were assumced fo be zero
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significant These results Jargely corroborate that the three obscrvables oper-
atronalise the construct ‘monutoring * The chi®s for the models estimated on the
subsets of execulives whose principal 1s the parent company or the CEO are
very low (0 07 and 1 59, respectively), indicating a good model fit The chi? for
the model estimated on the executives whose principal 1s the board 1s higher
(16 55), indicating that in this case the model (underlying theory + model
assumptions) fitted the data less well Finally, as i other compensation studies,
1t cannot a priori be excluded that the omission of “firm size’ from the model
caused omutted-vanable problems However, additional calculations showed
that adding firm sales and employees to the model as explanatory vaniables did
not lead to different conclusions

3 Differences in Momtoring

Hypothesis 2 states that more use 1s made of monitoring when the principal 1s
the parent than when the principal 1s the CEO, with an intermediate result when
the principal 1s the board of directors This hypothesis was tested with the model
in figure 2 CEO 1s a dummy, valued 1 if the principal is the CEQ, and 0
otherwise

Figure 2

Dufferences in Menitonng

.1 REGULARITY
b1 7T
o ) , ST TS LS o
; 11 v21
CEO ] g - >< monitoring /}—"_ SPECIFICITY
i N K S b1 -
e - .
N

. [ a—
~
\“FORMALITYJ
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The model 1n figure 2 was estimated on two subsets 1} executives whose
principal 1s the CEO or the board of directors (n=78), and 2) executives whose
primcipal 1s the CEO or the parent company (n=60) The estimates are prescnted
n table 414

Table 4
LISRFL-estumates from a 1985 Sampte of 116 Executive Board Members of medwm-sized
Dutch Firms*
g11 b bz b3 R’ Chr?
Subset 1 0374 1 000 -0 063 -0905 021 26 61
(-183) - {-024) -161)
Subset 2 -0523% 1000 -1 187 -1139 047 197
(347 - (-0 98) (-528)

*Cstumates were obtained from subset | executives whose principal was the CEO or board of
dircetors (n=78), and subset 2 executives whose principal was the CEQ or parent company (n=60)
T-values are given in parantheses

Tabie 4 shows that CEOs engage less i ‘monttoning’ than do other pnncipals
For both subsets, the effect of the CEQ dummy on ‘monitoring’ 1s negative and
sigmficant (p < 010 and p < 001) The smaller and less significant effect
associated with subsct 1 1s consistent with the 1dea that boards of directors
‘momitor’ less than do parent companies The combined results are consistent
with Ha The chi?s of the models estimated on subsets 1 and 2 are 26 61 and
1 97, respectively This indicates that the model fits the data well, unless
momtoring by the board 1s included 1n the analysis (as in subset 1) Finally, an
expanded version of the modetl that also contamed s1ze varables did not lead to

different conclustons

14 In the measurement model by = 1 smce in this model the latent vanable cannot be scaled by
fixing the variance of ‘momtering’ on 1
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4 Bonus-effort Relationships

Hypothesis 3 states that bonuses have arelatively strong, positive effect on work
effort when the principal 1s the parent A weaker, possibly negative relationship
between bonuses and work etfort 14 expected when the principal 15 the CEO
An mtermediate result 1s expected when the principal 1s the board of directers
In theory, both the amount of work effort of executives and their bonuses may
be miluenced by third vanables, such as their productivity, cxperience and
skills To mitigate potential omitted-vanable problems, the effect of BONUS
on HOURS was estimated with differences 1n the manager’s age, years of {irm
tenure, and tenure 11 the present position statistically controlled for The model
15 given 1n figure 3 The estimation results are presented in rable 5

Figure 3

The Impact of Bonuses on Hours of Work
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Table 7

LISREL-cstimatus frorm a 1985 Samp'c of 116 Executive Board Mumbrs of aedivm-s-acd
Usich Tirns ™

Independ Vanable  Bonus Age Firin Tenure Teaure n Rr?
Present Fos

Princapal

CFO -0457 0412 0460 -0 380 0137
(-1 6%) (-1 25) (102) (-0 81)

Hoad -0 001 - 104 0069 -027 005
001 10 65) (0 *) (-118)

Parent 0440 0105 -0 108 0229 021
(2728 (-0 40 (052 (¢ 99)

* [ e numher of hours worked per weck vie megicssed onth reciutive bonus, 1ge, firm tonnn
and tunure 1 the present portion Estimar s wone obtamed fror subsets of cxecutives v ors
prncipel o the CEQ (n=272) the beard of divectors (n=56) or a parcrt company (n=38) T-valuo
we given in parenthescs

Fabie 5 shows that when the principal 1s the parent ihe et of BONUS ¢
HOURS 15 positive and signifieant (p < 005) A signifwant negative effect
(p < 010) 1 found when the principal w the CEQ An intermediate eifuet 1s
found when thc pracipal 15 the board of directurs The combined restlts
corroborate Ha Finally, I also tested models with the ve~ able SLOPE istesc
of BONUS, and with size varidabies Thesc estinates did not lead to diffcrent
concluaons

V PUFZLFS

Methodolegisis {KUHN 1964, LakaTos 1970) and cconamists (£ RGEDMAN,
}1953) have argued that the matn reacon foi changme assamptions at the core
of a paradigm 15 tha 1t leads to better predictions, an™ 10y atonalisalioins of
‘styhised facts” that are puzzling for the old paiadigm The previous section
presented evidence on three predicuons from the sclechic purspective This
wection shows that this perspective also can rationalise vannus stylised facts’

that are puzzling for principal-agent theory

14
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I Weak Pay-performance Sensutvisies for Top Managers

Top managers oficn recerve large bonuses, sometimes i the order of magnitude
of thewr salanies However, JENSEN and MURPHY (1990} found that the sensitiv-
iy of these bonuses and other pay elements of Fortune top-500 CEOs to
performadnce 1s so weak that it 1s inconsistent with principal-agent theory (see
also, WEISBACH (1988), GILSON (1889), and KAPLAN (1994a, b)) JENSEN and
MURPHY rationalise this puzzle with the story that political forces operating in
both the orgamization and the public sector prevent efficient contracts implying
sirong pay-performance sensitivitics However, this explanation 1s unsatisfac-
tory because then 1t 1s hard to understand why compettive forces on the product,
labour and control markets are not sufficient to induce economucally efficient
compensation policies (BAKER et al, 1988)

JENSEN and MURPHY’s evidence 15 not puzzhng from the perspective of
cclectic theory This perspective implies that top managers are, at least to some
extent, mouvated by social exchange contracts with the board of directors
Monitoring of individual performance and contingent pay may not be optimal
1n thus setting The evidence 1n this paper 15 consistent with this view Alterna-
tively, top managers could be motivated by bonuses and other pay (through
shares, stock options) conditional on market or accounting measures of firm
performance However, especially in large firms, these are nowsy signals of
individual work eftort, and pay systems that rely exclusively on them wall hkely
imply much nisk and Iittle work effort for managers Thus, 1t 15 not surprising
that ‘surviving’ corporations have internal control systems that unply weak
pay-performance sensitivities for (op managers

Top managers may also be motivated by other torces, such as managenal
labour markets (FAMA, 1980), product markets (HART, 19873), and the market
for corporate control (JENSEN and RUBACK, 1983) However, these are crude
mechamsms for disciplining individual managers, and do not explain why top
managers are not subjected to strong pay-performance sensitivities as well
Alternatively, weak pay-performance sensitivitics can be rattonalised from the
eclectic perspeetive n this paper!”

15 For other rationalisations of weak pay-perform mce sensitivities, see Hol MSTROM and MILGROM
(1990}, BAki R (1992), JouN and JOHN (1993), and PerrI (1994)
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2 Weak Pay-performance Sensitivities for Lower Managers and Workers

The weak pay-performance sensitiviics measurcd 1n JENSEN and MURPHY
(1990) nnply that CEOs are not princtpals in the sensc usually modelled n
agency theory, since they share only modestly in the gains from therr supervis-
ing, while they bear all the costs Agency theory predicts that ths feads, top
dawn, 10 layers of agency problems, where each successive layer has fewer
incentives to supervise the next!® It s a puzzle why market forces allow the
survival of such mcfficient structures (BAKER ct al , 1988)

However, suppose that most managers and lower level workers are motivated
by social exchange contracts with their supeniors, and that monmtoring and
associated pecumary pay 1s suboptimal My evidence shows that monitorng
and bonuses lead to less work effort when the principal of exccutives 1s the CEQ
(a fellow-executive) Similar results may apply m other scitings where princi-
pals and agents interact closely — perhaps the typical setting in hierarchies In
that case, 1t1s not surptising that most managers and other workers in hierarchies
have pay packages that imply weak pay-performance sensitivities, unless the
principal works at headquarters and the manager at a subsidiary, and social
exchange contracts are expected to be less developed

3 Internal Labour Markets

According to BAKER et al (1988), 1t 1s a puzzle that firms use internal labour
markets to creatc work imcentives for managers, since pecumary incentives can
be ‘mimicked’ using pay packages, and labour markets as mcentive mechan-
1sms have the additronal disadvantagc that they lead to sub-optimal career paths,
since the best middle manager 15 not necessarly the best top manager
Alternatively, from an cclectic peispective, 1t may be Sfeasible to mumic
pecuniary mcentives of labour markets with pay packages, but 1t 1s not neces-
sanly optimal, 1f 1t requires momtoring and breach of valuable social exchange
contracts Moreover, internal promotions unply Increases in power, status, and
so on, which are difficult to mimic with compensation alone Thus, 1t could still
be valuable to create addittonal work incentives using internal labour markets

16 BAKER et al (1988) also observe that in practice the pay of most workers consists largely of
salary, holiday payments and other fixed benefits
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4 Biased Evaluations of Work Effort

Another puzzle for agency theory 1s that principals typically overestimate the
performance of workers, giving them good ratings rather than bad ratings
(BAKER ctal 1988) BAKER etal rationalise this puszle with the ‘stylised fact’
that managers typically overestimate their own performance Therefore, BAKER
et al expect them to overrate the performance of lower level workers as well

An alternative story 1s that workers interpret bad ratmgs by their supeniors as
a breach of contract {a breach of loyalty, a demal of recognition), to which they
respond by breaking thesr part of the contract — by lowering their effort level
Especially when pecumary ncentrves based on ratings are small, 1t seems
economically cfficient for principals to support the exchange refation with
‘gifts” 1n the form of good ratings and bonuses, rather than break the contract,
even if the worker 1s mediocre and a less favourable rating would be closer to
the truth - that 1s, unless the worker provides no effort at all, but this situation
happens rarely 1 practice

Consistent with this story, Umversity of Rochester professors, when given
the freedom to reward therr secretaries with a small bonus, virtually all awarded
the maximum bonus, only deviating somewhat from this practice when the
vaniable portion of the sceretaries’ income raised over time The outcome of
this experiment would be hard to understand trom the perspective of traditional
agency theory, but seems economucally efficient from the eclectic perspective
1n this paper

V1 CONCLUSIONS

A key assumption of this paper was that principals arc not ‘autistic,” but are able
to develop and mamtam valuable social exchange relations with workers,
implying that principals give trust, loyalty and recogmtion to workers, and
workers give effort inreturn Principals were assumcd to design efficient control
systems with thesc social exchange contracts i mind, including the possible
damaging ettects of monitoring on social exchange contracts

The eclectic approach was used to rationalise vanous ‘stylised facts’ that are
puzzling for agency theory (BAKER et al , 1988, JENSEN and MURPHY, 1990}
that top managers face weak pay-performance sensitivities, that sensitivities for
most lower level workers are even weaker, that principals give hased appraisals
of work effort, and that internal labour markets arc used to disciphine workers
The eclectic perspective was also used to sharpen predictions from WILLIAM-
SON (1975), on differences 1 monstoring and pecumary incentives to which
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exccutive board moembers are subiccted Consistenl with predictions 1t was
lound that when social cxchange contracts ais «xpected to be important, such
as when the principal 1s the board or the CFO monrtening 1s not the important
control mstrument suggested by principal-agent theary!” When the princ.pal
1s the CEQ, such monitoring 15 cven detimental In contrast when socral
cxchange contracts are less hikely to develon, such as when headguamics 1s
supervising SBU-managers, momitoring scems moie valuable

The econometric evidence should be imterpreted with some care The evi-
dence consistent with hiypothesis 2 could al<) he cxplatned trom a different
perspective Agency theory provides hirtle gdance sn operationalismg vari-
ables such as monitoning and widividual work eftort The combined evidence
(slylised facts + cconometnic cvidence) nevertheless suggents thar the cclectic
perspective 1S an ntercsting reseacch avenue, wmth turther exploratton by
rescarchers m economics and management ‘The following suggestions are
made for further resecarch

First, this paper esplores onc way economists can learn foom tien-e¢onomic
disciplines  Another interesting research joute concetus the worker’s 1denfifi-
cation with the firm (STMON, 1947, 1990, 1991) KIDWELL and BENNETT (1993}
review still other approaches Sccond 1t was found that monitoring and contin-
gent pay are non-optimal when principals and agents interact closely, such as
when CEO= supervise fellow-oxecutives Stmilar results inay apply n oihes
settings where principals apd agents iteract closely, perhaps the typical seting
n hierarchies  Alternatively, momtoring and pecunidry Incentives seeim more
important when headquariers 15 supervising SBU-managers, and pethaps m
stlar settings in conglomerates, muludivisional firms, and in case of abscntes
ownership Future studies may provide more insight herc

Tmird {uature studies may adopt a inore dypamic view Pictute a firm or
division 1n a2 mature industry with few growth oppoita uises It could then be
optimal io replace the incentives that top managers of these firms or divistons
derive fiom their social exchange coniracts with principals, with ‘super
powered’ pecunary mecentives through LBOs {sce also, KAPLAN 1989, 1991,
JENSEN, 1989) This may give top managers ~ufiicient incentives to cut leose
social exchange wontiacts wath lower level managers and wotkers and lay-off
substannial portions of the work foice After the restrecturing, irms may retuii
o normal and go public agamn with top managers returning (o (re)buwlding

17 Moreover HoOLMS: ko7 and MILGROM (1994 199 1) and BavLR (1992) ~uggest that ‘momitonng’
may have a detrunental cffcet un the sype of woth effort since 1f *efls mangers to ches the
measurable objectives m iher compensabion contracts retts £ than the obectives that inercase

firm value most
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soctal exchange contracts with the remaining work force This mmplies a
dynamic theory of the firm, where during certamn phases of the life cycle, when
major restructunings are requured, 1t 1s optimal to give Lop managers ‘super-
powered’” pecumary incentives through major shareholdings, as a departurce
from what 15 optimal 1n normal settings

Finally, empirical findings on internal control structures may be 1diosyncratic
to a particular cultural setting (HOFSTEDE, 1980, 1983, PENNINGS, 1993) At
present, the overwhelming majority of empirical compensation studies is based
on Anglo-Saxon data It 1s unclear whether these results would apply 1n other
settings as well Some care 15 also i order 1f the results of the present study
would be generalized to other cultures, although the eclectic perspective can
rationalise various ‘stylised facts” identified in Anglo-Saxon studics (BAKER et
al , 1988, and JENSEN and MURPHY, 1990)
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SUMMARY

This paper explores whether eclectic theory (principal-agent theery incorporating key insights of
soctal exchange theory) leads to better predictions about mternal control systums 1n corporations
than does pancipal-agent theory Eclectic theary 15 shown to be able to explain varous ‘puzsles’
for principal-agent theory Moreover, seviral predictions are tested on 1985 data on 116 executive
board members of medium-sized Dutch firms Consistent with predictions, the paper finds that
when the pnncipal is the board of duwectors or the CEQ, momitoring 15 not the mmportant control
mstrument suggested by principal-agent theory When the prncipal 1s the CRO, such monitering
1s in fact even detnmental

ZUSAMMENEASSUNG

Dneser Artikel untersucht, ob die eklektische Theore (Principal-Agent- lheone verbunden mut
wesenthichen Brkenntmssen der Theene des sozialen Tausches) zu besseren Prognosen uber mterne
Kontrollsysteme 1n Unternchinungen fuhrt, als es die Principal-Agent-Theorie tut Es wird darge-
legt, dass die eklektische Theone verschiedene ‘Ratsel’ der Principal-Agent-Theone zu erklaren
vermag Daruber linaus werden einige Prognosen mut Daten aus dem Jahr 1985 von 116 Verwal-
tungsratsmitghedern mettelgrosscr hollandischer Farmen getestet In Ubcremstimmung mut den
Prognosen sagt diese Abhandlung das Folgende aus Wenn der Verwaltungsrat oder der General-
direktor der Principal ast, dann 1st eine Uberwachung rucht das wichtige Kontrollinsteument, das
von der Principal- Agent-Theone her vorgeschlagen wird Im Gegenteil, wenn der Generaldirekior
der Principal 1st, dann 1st eine sclche Ubcrwackung sogar nachteilig
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REASL M7

Cette etude se demande w1 ta thenric aclectnjue (theone de 1 agent prnnap U integrant des €llmeni~
de la theene de Péchange social) ne conduit pas a de malleares predirtions sur fes sytemes de
contrdle mterne au sen des sociétes que 'a theore de agent pnncpal La theone éclachque ot
considerée comme capable dexpligacr les differents ‘puesles’ pour ba theeny de 1 agent prinerpal
[3e plus, plusicurs estimations ont &t reakisces a partu de 1985 Junnces concemant 116 membc s
de comité de direction de saciétés holland nices de tall mayenne Comy 2rfente avee ces 2stinia-
twons Petmde constate que quand le responsable fai partre du conule de direction ou dis conres!
d admumstration le momtoring n'est pas I'mstrument do cont=ile important suggére par o d fone
de I'agent pnincipal Quand le responsable fait partic dw cons el d’admimstration us tel momotonng
peut méne se 1eveler projudu able
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