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Abstract
In this paper, the author summarizes four new strands in agency theory that help him think about incentives in real organizations. As a point of departure, the author begins with a quick sketch of the classic agency model. He then discusses static models of objective performance measurement that sharpen Kerr's argument; repeated-game models of subjective performance assessments; incentives for skill development rather than simply for effort; and incentive contracts between versus within organizations. The author concludes by suggesting two avenues for further progress in agency theory: better integration with organizational economics, as launched by Coase (1937) and reinvigorated by Williamson (1975, 1985), and cross-pollination with other fields that study organizations, including industrial relations, organizational sociology, and social psychology.

Objective:
· summarize four new strands in agency theory that help to think about incentives in real organizations

· provide a sketch of the classic agency model to then discuss:
(1) Static models of objective performance measurement;
(2) Repeated-game models of subjective performance assessments;
(3) Incentives for skill development rather than simply for effort;
(4) Incentive contracts between versus within organizations. 
The Classic Agency Model: Incentives vs. Insurance

· not nearly as central as it was once deemed!

The key idea of the model is that the agent is risk-averse. A higher bonus rate b thus creates stronger incentives but also imposes more risk on the agent. The extreme case, b = 0, offers the agent full insurance but creates no incentives; the other extreme, b = 1, gives the agent full title to the output y, but offers no insurance at all. 
Objective Performance Measurement

· y cannot be measured easily, because it reflects everything the principal cares about except for wages

· y = agent’s total contribution to firm value

· includes mentoring, team production etc.

· assumption: no contract based on y can be enforced in court (( incomplete contracts)
· alternative performance measures (# of units produced, quality etc.)

· here, creating incentives can be very tricky (if not impossible)

· sometimes, weak incentives can be more efficient than strong, dysfunctional incentives

· sabotage: it is no use creating strong incentives for the wrong actions

· may induce an agent to only focus on the action which contributes more the overall firm value as the two actions compete for the agent’s attention

·  ( use multiple incentive instruments

· E.g.: pharma-industry – need to generate immediately useful output and invest in fundamental knowledge

· Use internal capital market to reward the former and promotion policies for the latter

Lessons Learned:

(1) objective performance measure typically cannot be used to create ideal incentives

(2) efficient bonus rates are consequently often small

(3) on multi-task settings, it is often helpful to use multiple instruments to provide a balanced package of incentives (direct cash payments, promotion etc.)

Subjective Performance Assessment
· repeated-game models  of “relational” incentive contracts, i.e., agreements enforced by parties for their reputations, as opposed to formal contracts enforced by a court
· e.g., in each period of ongoing employment relationship, a worker chooses an unobservable action that influences that worker’s total contribution to firm value

· too complex to be verified by an outsider

· however: can often be assessed subjectively by superiors

· ( “observable but not verifiable”

Example:

· a worker’s total contribution to firm value is either High (y = H) or Low (y = L)
· higher levels of the worker’s action increase the probability that the High contribution occurs

· a compensation package could consist of a base salary s and a relational-contract bonus B meant to be paid if High contribution is achieved

· in an ongoing relationship, the firm’s concern for its reputation may induce it to honor its relational contract

· trigger strategies: parties begin by cooperating and the continue to cooperate unless one side defects, in which case they refuse to cooperate forever after

· the firm will pay the bonus if the present value of increased future profits from paying it exceeds the cost of paying the bonus today

· some firms use formal and combinational contracts in combination

· can reduce distortions in the agent’s incentives and reduce the firm’s temptation to renege a promised bonus

· can also reduce the size of the relational-contract bonus

Skill Acquisition

· incentives for skill acquisitions are tricky because the firm must evaluate a worker’s potential contribution to future firm value, rather than the realized contribution of work to date

· promotion rules rather than formal or relational incentive contracts

· rewards based on subjective performance assessments

Example 1:

· y = the firm’s assessment of the worker’s potential contribution to future firm value, based on previous performance

· suppose the worker’s capital contribution is x if the worker does not invest in firm-specific human capital and x + v if he does invest

· to make such an investment, the worker must give up some leisure time, denoted by the opportunity cost c
· supposed the value of the investment to the firm exceeds the cost of the investment to the worker; that is, v > c
· a contract could specify that the firm will pay a high wage if the worker achieves y = x + v, and a low wage otherwise
· if the difference between the wages exceed the worker’s opportunity cost, then he has an incentive to invest

· a firm will only want to induce such investment if it receives a productivity increase
· most also make both parties willing to participate (i.e., must exceed the worker’s best alternative opportunity and the high wage)
Example 2: 
· a firm has two jobs, an easy one and a hard one

· investment in skills improves productivity in both jobs, but more in the hard job

· suppose that:

· an untrained worker is more productive in the easy job

· a trained worker is more productive in the hard job

· training is efficient b/c the productivity difference between a trained worker in the hard job and an untrained worker in the easy job exceeds the opportunity cost of training

· a worker who believes that investing in skills will yield promotion will invest if the difference between the high and low wages exceeds the opportunity cost of training

· the firm will choose to promote a trained worker if doing so is more profitable than leaving him in the easy job; that is, the difference for a trained worker between the two jobs exceeds the wage difference between the two jobs

· these two conditions may be incompatible

“Up-or-stay” vs. “Up-or-out”

· an “up-or-stay” promotion rule creates a tension between needing a large enough wage gap to induce the worker to invest and keeping the wage-gap small enough that the firm is willing to promote the worker after the worker has invested

· in an “up-or-out” rule, a firm must either pa the worker a high wage or fire the worker

·  can induce workers to invest in specific capital 

· May be a very costly rule

· Firing workers means losing specific capital and giving workers less incentives to invest in the first place

Incentive Contracts between versus within Firms

· address the problems of the boundaries of the firm (Coase-Williamson Theory)
· derive the optimal incentive contract under both integration and non-integration and then compare the social surplus produced by each

· asset-ownership model

Example: 

· agent can either be an employee or an independent contractor

· employee is paid on measured performance (w = s + bp)
· contractor receives the wage and change in the assets value (w + v)
· ( the optimal bonus rate b is lower for the employee b/c he is not distracted by incentives to invest in the asset
Another example:

· Repeated game

· Each period, an upstream party uses an asset to produce a good that could be used in a downstream party’s production process

· Ownership of the asset = ownership of the good

· If the upstream party is independent, the good could be sold to a different downstream party

· If not, the existing downstream party already owns the good

· If the upstream party is independent, 2 new conditions could arise:

· Threat to sell it to another party limits the original downstream party’s ability to renege on a promised bonus

· However, also creates an incentive for the upstream party to produce a good, high quality product to improve its bargaining position
Conclusion:

· two avenues for further progress in agency theory:

(1) better integration with organizational economics

(2) cross-pollination with other fields that study organization, including industrial relations, organizational sociology, and social psychology

