CHAPTER 15 - ASYMMETRIC INFORMATION AND ORGANIZATIONAL DESIGN 




Opening Case: Incentive Pay at DuPont, where standard pay raises were eliminated and replaced by an incentive-based bonus system for all managers and employees, based on profit goals for each division.  Advantage: employees focused more on overall company performance instead of narrowly focusing on their own particular job, and they now had more incentive to suggest strategies to cut cost and increase revenue.  Result: Better alignment between goals of shareholders and managers-employees. 

The issues raised by the DuPont case include: asymmetric information between shareholders and managers, imperfect alignment of the interests of the two parties, the potential that one party in a transaction will take advantage of another party, incentive compatible arrangements, separation of ownership and control, etc.  These are all important issues for the corporate structure, and we address these issues in CH 15. 
  

ASYMMETRIC INFORMATION 

The typical situation in a business arrangement or contract where there is an inequality (asymmetry) of information about key economic facts. 

Example: In an employment situation, as an applicant and potential employee for a firm, you know more about your true abilities and your willingness to work and your commitment to stay with the firm, etc. than the employer does.  The employer knows more about the potential for advancement, the chances that the firm will be in business in five years, etc. 

Example: you apply for a student loan or a business loan, and you know more about your intentions to pay back the loan, make the payments on time, etc. 

Example: you are selling a used car, and you know more about the existing and potential problems than the buyer.  Or for a rare car, the buyer may be a collector and know about the true value, which may be underpriced. 

Asymmetric information can lead to two problems: adverse selection and moral hazard. 
  

ADVERSE SELECTION 

Example: In insurance markets, there is asymmetric information because the insured party has more accurate information about their true risks than the insurance company.  What can happen is that people with the greatest risk, and/or those most likely to file a claim, will be those most actively and aggressively seeking insurance, a problem called adverse selection, or adverse “self-selection.” 

Example in book (p. 631): Company introduces maternity coverage to its employees for an additional premium.  Based on records over the last ten years, 1 out of 20 employees has a new baby each year, and the premiums are set based on a 1-in-20 payout rate.  A few years after the introduction of the new insurance program, the company lost a lot of money.  Why???  Adverse selection. 
  

PRINCIPAL-AGENT (P-A) PROBLEM 

Adverse selection can also be described as the “principal-agent” problem.  In the case above, the principal was the insurance company and the agent was the insured party, and the problem is that they enter into a contract (insurance policy) where there is asymmetric information.  The principal has only limited information about the riskiness of the insured party (agent), which creates a potential problem for the principal; he/she may be taken advantage of by the agent. 

Other examples of P-A relationships: attorney-client, realtor-client, lender-borrower, manager or agent: musician/writer/entertainer, supplier-buyer, landlord-tenant, SHAREHOLDER-MANAGER, employer-employee, etc. 

All principal-agent relationships have the potential problem of MORAL HAZARD, which the potential that one party (agent) will act in their own interests, to the detriment of the interests of the principal, i.e. one party (agent) might take advantage of the other party (principal). 

In a P-A situation, there is the potential for the twin, but logically distinct, risks of adverse selection and moral hazard because of the agent’s interests are not perfectly aligned with the principal’s interest.  The distinction is that adverse selection occurs because the agent has unobservable or hidden information, moral hazard occurs when the agent takes unobservable, hidden or undesirable actions.  Usually, adverse selection refers to a potential conflict or problem before a contract or relationship is established, and moral hazard is a potential conflict or problem after the contract is in place. 
Example: Life insurance company may attract risky parties (those with serious health problems) – adverse selection, who then engage in risky behavior after they are insured – moral hazard.  
Question: How do private insurance companies minimize moral hazard? 

ORGANIZATIONAL DESIGN 

Issues: How are profit-maximizing firms organized?  What is the optimal size firm?  How does a firm decide which activities to conduct within the firm (internal production) versus using the external market (outsourcing)?  How should the firm organize to maximize profits?  These questions come under the topic of “The Nature of the Firm.” 
  

THE NATURE OF THE FIRM 

This topic started with a famous article by Nobel economist Ronald Coase in 1937 “The Nature of the Firm,” written at a time when it was increasingly common that the typical firm in the U.S. economy was as a large corporation.  Coase’s main insight was that “Firms will organize to minimize the total cost of production, including transaction costs of using the market.”  In a competitive market economy, only the most efficient, cost-effective firms will survive.  The profit-loss system will reward efficiency and penalize inefficiency, so the discipline of the market will force firms to conform to Coase’s insight. 

Coase’s article came out after the transformation of the economy from the predominantly small owner-manager firms that were common for most of human history to the rise of the modern large corporation in the late 1800s and early 1900s.  Large corporations are characterized by the “separation of ownership (shareholders) and control (managers),” which can result in the “principal-agent” problem. 

Advantages of large corporations: 
  
  
  

Disadvantages of large corporations: 
  
  
  

Therefore, the “nature of the firm” involves weighing the tradeoffs, costs and benefits, advantages and disadvantages, of various types of organizational structure and design, which brings up such issues as: 

1. The boundaries of the firm, optimal size of the firm, issues of internal production vs. external production.  Any firm’s activities involve transforming _________ into __________.    Based on cost, firms decide which inputs to produce internally and which inputs to purchase in the external markets, i.e. outsource. 

Example: GM has to decide which inputs to produce internally and which inputs to purchase in the market.  For example, think of legal services.  GM could contract out its legal work to a law firm, or hire its own attorneys, or use a combination of both (have a legal staff for routine matters, outside counsel for litigation, etc.).  Same thing for accounting, advertising, janitorial, food service, etc.  Also for physical inputs, GM has to decide whether it is cheaper to produce transmissions or spark plugs internally or cheaper to buy in the market. 

Making the decision between in-house production and outsourcing involves some issues summarized on page 644, Table 15.1. 

Factors that favor internal production include: 

a. Firm-specific goods (or services, i.e. specialized, non-standardized inputs, parts or services) might be more efficiently produced internally, because there might not be an active market readily available. 
b. If there is uncertainty about the external availability of inputs, variation in the quality of external inputs, or potential disruptions in the external supply, then in-house production might be preferred. 
c. If there is a high degree of coordination required, e.g. continual redesign or continual coordination between various departments, it might be more efficient to produce internally vs. contracting out production.  Example: law firm example in textbook on page 643-644. 

Factors that favor external production (outsourcing, contracting out, using the market): 

a. When the input is a standardized product (oil, steel, gold, wheat, corn, transistors, microchips, etc.), it is more likely that a firm will use the market, i.e. outsource. 
b. Also, where there is a competitive, active market for an input, outsourcing becomes more attractive because there is a guaranteed supply of the inputs at a constant quality, and not much risk of supply interruptions. 
c. When there is a low degree of coordination required, purchasing inputs in the external market, or contracting out services, is more likely to be economical. 

Case studies: Outsourcing at GM, page 644.  Handout on ketchup company. 

2. Centralization vs. decentralization of decisions and information within the firm.  Is it more efficient for a firm's decision-making to be centralized or decentralized (by region, by product line, service, or by function)?  See page 648, Table 15.2 for a summary of factors favoring one approach or the other. 

3. Monitoring and rewarding performance.  Important issue for the organizational design of the modern corporation  - how to structure compensation to align the interests of shareholders and managers, creating incentive compatible arrangements and contracts for promotion, i.e. how to best monitor and reward performance to ensure profit maximization?  Most large corporations have a "separation of ownership and control," resulting in potential principal-agent (moral hazard) problems that exist in any type of employer-employee relationship.  Employers would like workers to exert maximum effort, but exerting effort creates "disutility" for the workers, so there is a tension or conflict that can usually be solved by what?  _____________________ 

Asymmetric information is also a potential problem, because a worker's effort and/or output are frequently unobservable.  For what type of employees or for what type of work, might a worker's efforts or output be directly measurable or observable? 

a. 

b. 

c. 
  

GENERAL COMPENSATION RULES 

1.  If effort is directly observable, but output can only be measured approximately or involves uncertainty, the parties can structure an optimal employment contract.  Example: Legal case where an attorney exerts considerable effort, but the outcome of a trial is uncertain.  The parties can agree to compensation based on an hourly rate that might be considered optimal. 

2.  If effort determines output and output is observable and measurable, then the parties can structure an optimal employment contract, even though effort is not observable.  Example: sales commissions, piece work, scholarly publications, contingency fees for attorneys, etc. 

3.  If effort and output are both imperfectly observable, then the parties will be unable to structure a "first-best" optimal employment contract because of moral hazard and asymmetric information, resulting in a potential principal-agent problem between employer-employee.  Employee knows more about his/her effort level than the employer, and because effort and output are not observable or measurable, there is no way to structure a "first-best" optimal employment contract because there is no way to accurately tie compensation to effort/output. 

IMPORTANT POINT: In most employment situations, effort and output are imperfectly observable, leading to potential agency (P-A) problems.  However, well-constructed compensation contracts can be structured to minimize agency problems. 

How can compensation be used to minimize "shirking" and reward effort and performance? 
  

SEPARATION OF OWNERSHIP AND CONTROL 

Another example of: a) an employer-employee relationship, and b) the resulting potential P-A problem that exists for large, publicly-owned corporations because of the "separation of ownership (shareholders) and control (managers)."   How to get the managers to engage in profit maximization, i.e. to act in the best interest of the owners instead of in the best interest of the managers? 

Issue: Return-maximizing shareholders are typically (by definition) well-diversified and own stock in 50 or more companies, so would only have approximately 2% of their investment in any one company.  Ownership is diluted and dispersed among thousands of investors, each holding a fairly small percentage (< 1%) of the total outstanding GM stock and each holding only a small fraction (2%) of their investment portfolio in GM. 

Why might that be a problem?  How might managers take advantage of shareholders?  (See Adam Smith, page 659) 
  

MECHANISMS TO MINIMIZE POTENTIAL P-A PROBLEMS OF CORPORATIONS 

1.  Shareholder Empowerment.  A corporation's charter can be structured to include mechanisms that give shareholders more power/control over managers, especially in what situation?  Specific mechanisms might include making it easier/cheaper for shareholders to challenge management, encouraging cooperation among institutional investors, changing voting rules to favor shareholders, etc. 

2.  Corporate Governance Reforms.  Corporate boards typically include both inside (high level managers) and outside directors (top managers from other firms, retired managers).  The P-A problem could be reduced by giving the outside directors more power/control, because they may be more likely to consider shareholders interests.  Specific reforms might include increasing the number of outside directors, giving outside directors more control over choosing new directors, allowing outside directors to set compensation for top managers, term limits and mandatory retirement for directors (to increase board turnover). 

Example: Suppose there is an attempted hostile takeover bid for the company by a group of investors who make a "tender offer" for the firm's stock.  (A tender offer is a public offer of a specified price per share, for a specific period of time, at a substantial premium above the current market price, for a substantial percentage of the target company's stock, to give the bidder a controlling, majority interest and voting control - could be friendly or hostile.)  If successful, the takeover would typically result in new directors.  Why?  However, the shareholders would greatly benefit from the premium.  Inside directors have more to lose (their full-time jobs) so would be more likely to resist the takeover than the outside directors, who would only lose a part-time job.  Therefore, a board with outside directors who have more voice or control would tend to be more objective or more likely to act in shareholders' interests. 

3. The Market for Corporate Control.  The hostile takeover is sometimes called "the discipline of last resort" for upper management, also called the "market for corporate control."  Takeovers, and even the threat of a potential takeover, act as a form of discipline for corporate managers, and protect the interests of shareholders.  Takeovers are an effective market mechanism that can be used to penalize managerial inefficiency and limit executive abuses of power. 

POSTSCRIPT: The incentive pay system at DuPont (started in 1989) was abandoned shortly, mainly because the recession of July 1990 - March 1991.  Sales fell, profits fell and goals were not met, meaning that most employees would have lost income (-2 to -4%) according to the bonus plan, even though their effort and output may have increased.  Workers felt that their individual effort was not necessarily tied to the profits of the company as a whole, and felt that their compensation was tied to factors beyond their control.  DuPont case illustrates the difficulty of properly structuring compensation arrangement to properly motivate and reward productivity and effort, without creating disincentives and perverse outcomes. 
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