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Abstract

This paper discusses a model that combines internal and external control mechanisms in
a firm in which assets can have alternative uses that are in some states more profitable than
the current one. However, restructuring a firm in order to realize the gains from alternative
uses affects managers adversely since they invest in firm-specific human capital. Managers
can be motivated to restructure the firm through their compensation scheme. Alternatively,
investors can acquire costly information on the firm and interfere with managers’ decisions.
The main focus is on independent directors, who review and monitor contracts and
managers” compensation. If information is not too costly. directors are the optimal
institution to check managerial discretion and the degree of managerial entrenchment
depends on the compensation of independent directors. However, if directors fail to exercise
control over management properly, takeovers or creditor control become second-best
solutions. If information is costly to transfer, unchecked managerial control may be optimal.
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“*The trade of a joint stock company is always managed by a court of
directors. This court, indeed, is frequently subject (...) to the control of a
general court of proprietors. But the greater part of these proprietors seldom
pretend to understand any thing of the business of the company; and when
the spirit of factions happens not to prevail among them, give themselves no
trouble about it, but receive contentedly such half yearly or yearly dividend,
as the directors think proper to make to them.”” Adam Smith (1925, p. 262)

1. Introduction

How can managers in a large corporation be held accountable, so that they are
responsive to the interests of shareholders and still have sufficient discretion over
business decisions? This paper investigates the role of independent directors from
an optimal contracting perspective. and tries to show how this institution can be
understood as an answer to this question. The aim is to contrast independent or
outside directors with alternative mechanisms that regulate the agency relationship
between executive management and shareholders, such as the market for corporate
control, or the control exercised by creditors through debt contracts.

Adam Smith (1925) believed that the agency problem between owners and
managers posed such an obstacle as to make it questionable whether the modern
corporation with its separation of ownership and control is a viable institution.
However, the separation of ownership and control has proved to be viable, thereby
indicating that the implied agency problem can be regulated effectively.

The model discussed below focuses on a corporate restructuring problem in
order to compare alternative governance structures. The assets of the firm have
alternative uses to the current one, and in some states it is optimal to reallocate the
assets (e.g. a divestiture). In this case managers have to write off a part of their
firm-specific human capital. Hence, the model is set up to cover two elements of
restructuring: (1) managers are potentially opposed to reallocating the assets since
they have a private stake in their current use: and (2) if managers rely on implicit
contracts which can be breached, then rationally anticipated restructurings can lead
to underinvestment in human capital. Then managers are protected from such a
breach by giving them all rights of control and a high-powered compensation plan
that motivates them to make optimal use of the company’s assets. Managers can
thus be protected by an explicit contract that cannot be breached. but this is not
only a very expensive way to induce correct decisions, it also fails to solve the
underinvestment problem. Outside investors (creditors, takeover raiders) or a
supervisory board of directors can potentially alleviate this problem. However, in
order to check managers’ decisions effectively they have to acquire costly
information.

Independent directors are analyzed as agents separate from executive manage-



E. Maug / Journal of Corporate Finance 3 (1997) 113-139 115

ment whose main function is to monitor and renegotiate contracts, but who are not
part of the productive activity of the firm as such. In particular, they have no
vested interests in specific operating decisions. They are also different from other
outside shareholders by being able to negotiate bilaterally with executive man-
agers. Directors’ ability to negotiate over the remuneration of executive managers
is crucial to the model here. They can induce an optimal use of the company's
assets without breaching implicit contracts. The argument below emphasizes the
essential role of their independent judgement. Weak directors who are not
independent do not only harm shareholders through excessive pay awards — an
aspect usually emphasized in the public debate — but also because they reduce the
link between pay and performance.

Capital structure can be used to transfer control from managers to security
holders: ecither to creditors in bankruptcy, or to raiders in takeovers. These
mechanisms can be effective in reallocating resources. However, they can breach
implicit contracts on which managers and other stakeholders in the corporation
rely when making firm-specific investments. Conversely, less disruptive mecha-
nisms like friendly takeovers may fail to provide sufficient information to out-
siders so that the restructuring potential of the firm is not exploited.

The following section relates the argument of this paper to the literature. The
remainder of this paper proceeds by developing the model and deriving the
first-best allocation as a benchmark case (Section 3). Section 4.1 discusses the
case where managers are not constrained by other agents and subject only to a
compensation contract. Section 4.2 is devoted to the analysis of corporate boards
and presents the main results of the paper. Sections 4.3 and 4.4 investigate to what
extent capital structure can serve as a substitute for independent directors and
analyze takeovers and debt contracts. Section 5 discusses empirical implications
and concludes.

2. Discussion of the literature

Berle and Means (1932) provided the first comprehensive analysis of the
organizational solutions that have been developed in order to balance the necessity
of managerial discretion against the hazards of unchecked managerial power. In
their seminal paper Jensen and Meckling (1976) stress the control rights of
different members of the corporation in the context of their ‘nexus of contracts’-
approach. This view was further elaborated by Fama and Jensen (1983a,b) who
relate the structure of residual claims to the organisational structure of the firm.
Their distinction between ‘decision making’ as an executive function, and ‘deci-
sion control’ as a supervisory task corresponds to the division of tasks between
executive managers and independent directors in the model presented in this paper.
This distinction is also emphasized by Lorsch and Mclver (1989). Formal discus-
sions of the role of corporate boards as distinct from executive management
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appeared only very recently (Hirshleifer and Thakor (1991, 1994), Warther
(1994)). However, these papers emphasize the role of boards in dismissing
underperforming managers, whereas the model discussed in this paper emphasizes
the role of the board as a negotiator over managerial pay. Berkovitch and Israel
(1996) analyze the board as an institution representing different stakeholders.

The literature on the market for corporate control is vast and will not be
discussed here. ' The most important aspect here is the hypothesis of Shleifer and
Summers (1988) that takeover premia are largely explained by transfers of wealth
from corporate stakeholders to shareholders and a breach of implicit contracts (see
Schnitzer (1995) for a formalization of this argument). This paper emphasises the
ex ante incentives to invest in specific skills. These incentives are impaired if
implicit long term contracts are vulnerable to breach in future reorganisations of
the firm, even though the transfers caused by such a breach may be small relative
to other gains from a takeover. > The paper adopts the ‘substitute hypothesis’
which holds that boards are an alternative mechanism to hostile takeovers. *

The analysis of debt contracts follows a more recent approach that views debt
as a mechanism that allocates control contingent on the state between insiders
(managers) and outside investors in a world where contracts are incomplete (cf.
Aghion and Bolton, 1992; Zender, 1991). This literature has opened up perspec-
tives which view debt as a device constraining managerial discretion (see Hart,
1993: Hart and Moore, 1995; Jensen, 1986). However, such a use of debt causes
problems similar to those with takeovers, since control is assumed by security-
holders who are not bound by implicit contractual arrangements.Berkovitch et al.
(1994) show that bankruptcy law can mitigate this problem.

3. Description of the model

Consider a project which has been undertaken in the past and yields a state
contingent payoff y_where s denotes the state of nature. The payoff v, depends
on the state which can take on three values, namely H, M, and B
(high /middle /bad). The assets of the project have alternative uses which are not
known until after the state of nature has been revealed. Realizing the returns from
alternative uses requires major restructuring. Restructuring involves redeployment
of the assets and their use under a different management. This restructuring
decision will be referred to as a choice between project closure and project

" See Jarrell et al. (1988) for a survey of the empirical literature and Weston et al. (1990, appx. A),
for a textbook discussion of major theoretical contributions.

: Empirical studies have not found much evidence for the claim that such transfers of wealth can
explain takeover premia (e.g. Lichtenberg and Siegel, 1990; Rosett, 1990).

* Cf. Kini et al. (1995) and Shivdasani (1993) for empirical support and Hirshleifer and Thakor
(1991) for a discussion of the alternative ‘complementarity hypothesis’.
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continuation. The returns from restructuring are denoted by L, (then y =L ); if
the project is continued it yields x, (then vy, =x ). All values are expressed in
prices of stage 1.

The firm is run by managers who make human capital investments. The human
capital investments can be either general or specific to the firm. The investment in
human capital is not modelled explicitly here. This assumes that the total amount
of investment in human capital (general plus specific) is given, so that only the
choice of the specificity of human capital needs to be considered. This specificity
of human capital is represented by one variable 4, where £ lies in the closed unit
interval and can be thought of as an index. The following assumption describes the
technology of the project: the specificity of human capital & increases expected
profits, and profits in each state are affected by the closure decision. The last
aspect is detailed further in Assumption 2.

Assumption | ( Production).
(i) v, depends on the continuation decision:

[x, if continued,
B TL, if closed,

(ii) The specificity of managers’ human capital determines the likelihood of
more profitable states:

vy with probability p,(h).
v, = (v, with probability I —p,(h) — py..

-y

vy with probability p,

where p,,(h) is increasing and concave. h € [0; 1] and p,(0) ==, p,(1)=0.
(i) x5 > x,, > xp.

Parts (i) and (ii) of Assumption 1 summarize the previous discussion and
impose some regularity conditions. Note that the probability of the low state B is
independent of 4. This assumption facilitates proofs and is for convenience only.
The defining characteristic of states is the ranking of continuation profit levels x
in (iii). * Managers are risk neutral and maximize expected utility. They negotiate
contracts with the original owners of the firm. These contracts specify payments
u(y,) contingent on profits. The managers do not care about the specificity of
their human capital investment / as long as the project is continued, and the effort
for investing in some kind of human capital does not need to be considered here.
However, investing in a high level of firm-specific human capital implies that their

* There is no restriction on the ranking of Lg, Ly and L,: cf Assumption 2 below.
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value in the outside labour-market has decreased. > If the project is discontinued,
they suffer a utility loss D(4), which is continuous, increasing and convex in h.
One interpretation of D(#) is that managers have lower career-prospects if the
human capital they have acquired is specific to the firm rather than of general
applicability. Alternatively, the utility loss may be viewed as a search cost that
managers incur if they have to look for new employment. ® Yet another interpreta-
tion is that managers’ aversion to reallocating the assets is related to the commit-
ment and skill they devote to the project’s development. Managers’ objective can
be rewritten as

UM =E(u(y,)) - P(1) D(h) (1)

where E(.) denotes the expectations operator and P(1) the probability of closing
the project under policy /. [ represents the set of states in which the project is
closed (e.g. I = {B} indicates that it is closed if and only if s = B; then P(!) = p;:
similarly, if /={B, M}, then P()=1—p,).

The following assumption further defines states and is made in order to
introduce the possibility of inefficient decisions about the use of the assets.

Assumption 2 (States).

(1) Ly—x,;<0 (state H),
(ir)  D(O)y>Ly, —x, >0 (state M),
(i) 0<D(1)<Lz—x, (state B),

(i) (Pﬁ(l) _I7H(0))(XH —xy ) <py(Ly—xg).

In state H, nobody would consider closing a project. In state M, it is privately
but not socially optimal to restructure since the gains do not exceed the pecuniary
equivalent of the utility-loss they inflict on managers. In state B, it is privately and
socially optimal to redeploy the assets. Only these three situations matter since
they describe the conflict of interest between owners and managers. Outsiders who
make decisions contingent on pecuniary returns only will restructure whenever
L — x> 0 even if this difference is relatively small.

Assume that # is observable but not contractible. Then managers cannot insure
themselves against project closure by writing compensation payments into their
contracts contingent on h. The only way in which they can protect themselves is
by investing in general human capital in order to limit their exposure to restructur-
ing-decisions taken by outsiders (i.c. keeping their options open on the managerial

* For academics. research is usually a non-institution specific activity, whereas teaching skills are
more institution specific.
®Iam grateful to Robert Heinkel for this interpretation.
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1 2 3 4 5
L N | 4 1
f I T I [ —  lme
Owners determine Manager chooses Siate of nature s Party in control Payoffs v, realized;
governance structure: specificity of revealed decides about parties paid according o
capital structure human capital A project closure conlracls, managers
manageral contract paid g(y,)
- decision making rights
Fig. 1.

labour market). This will, however, make the project less successful. Moreover,
condition (iv) ensures that the restructuring gain is sufficiently important relative
to potential efficiency-gains from human capital investments to make closure in
state B always attractive. The timing of the model is displayed in Fig. I.

The next proposition derives the first-best allocation (/”, #* ) as a benchmark
for further results. It is defined from the maximand:

maxIT= Y. p(h)y, = P(1)D(h). @
{1.n) se€{H.M.B)

Recall that P(/) denotes the probability of redeploying the assets under policy
[. The first term gives profits as a function of i and follows immediately from
Assumption 1. The second term is the expected disutility managers suffer (cf. Eq.
(1)). This objective can be interpreted as the profit-maximization-problem of an
owner under the assumption that / and / are contractible at stage 1. The following
proposition characterizes the first-best, where /2~ denotes the first-best investment
in project-specific human capital: ’

Proposition I (First-best).  The solution of program (2) which characterizes the
first-best is to liquidate a project if and only if it is in state B. The first-best value
h™ €(0.1) is interior and unique and solves:

Pa(h™ ) (xy—xy) —py D'(h7) = 0. (3)

I assume throughout the paper that wealth-constraints are sufficiently severe
such that outside finance is required and control has to be delegated. I also assume
that /1 is not contractible. This introduces a difference between the ex ante
objective (2), and the ex posr perspective where outsiders have an incentive to
disregard managers’ investment in human capital.

T All proofs are available in the long version of this paper and are not included here to economize on
space. The full version of the paper can be downloaded from the web page “http: / /www.duke.edu/ ~
maug /research /boarddir /*. You can also obtain a hardcopy from the author upon request. Please see
title page for mailing address.
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4. Analysis of alternative organizational forms

The question of which organizational form is optimal is analyzed in the
remainder of this paper. The basic distinction here is between managers and
outsiders. Managers are in control and by virtue of their involvement in the
operations of the firm have sufficient information to identify any restructuring
potential to increase shareholder value. Alternatively, outside parties can be given
control rights, but any outsider other than the incumbent management needs to
acquire additional costly information in order to realize the restructuring potential
of the firm:

Assumption 3 { Restructuring information). An outside party can realize the
restructuring potential of the firm only if it has invested in additional information.
This information is obtained with probability 7. Information acquisition is costly
with information acquisition costs C(7). The cost function satisfies C'(1)> 0,
C"(7) > 0 and C(0) = 0. Managers observe this information without incurring any
additional costs.

Note that state s is still assumed to be common knowledge. However, in order
to realize the difference L, — x , more detailed operating knowledge of the firm is
required. Whereas managers, who operate the firm on a day to day basis are
assumed to possess this knowledge, any outside party who wants to improve the
operations of the firm has to acquire it. Each organizational structure must
determine two elements: managerial compensation and the implied closure policy,
which depends also on the incentives of outsiders to acquire information. Organi-
zational forms are characterized as follows:

Managerial control Managers® compensation contract is fixed by the initial orga-
nizational designer and only managers have control over
closure. (Section 4.1)

Directors Managers decide on closure policy; directors have control
over managerial remuneration and can use this to affect
closure-policy. (Section 4.2)

Debt If the firm is solvent, only managers have control. In
bankruptcy states only debt holders have control over the
assets. Debt holders do not get involved in determining man-
agerial pay. (Section 4.3)

Takeovers A takeover raider can acquire control of the assets of the firm
and can offer managers severance payments. (Section 4.4)

Each of these organizational forms is analyzed as an alteration of stage 4 of the
extensive form of the game (cf. Fig. 1).
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4.1. Explicit contractual protection: Pure managerial control

Pure managerial control is the simplest organizational form and resembles a
classical principal-agent situation. Managers are fully protected by an explicit
contract since they exercise all control rights over the use of the assets. Then the
only way to obtain the gains from restructuring is a compensation-scheme that
gives managers an incentive to close the project in the low state. Managers’
compensation can be any profit contingent contract u( v, ). Managers have zero
initial wealth so that the contract cannot involve negative payments in any state.
ie. u(y,) = =0 forall v. Since managers have no wealth they will not be made
residual claimants; since they are risk neutral this must be ruled out, otherwise the
solution of the problem would be trivial. Denote by /. the degree of specificity of
human capital for the case of explicit contractual covenants, and by r the rent
managers extract, defined as the difference between their expected utility and their
reservation utility, assumed to be zero.

Proposition 2 ( Pure managerial control). (i) The optimal managerial contract
under pure managerial control has:

D(hy) ifov.=L,
plv) = p(xy) >0 if v o=x, (4)
1() if v FLgxy,

where 0 < pulxy, ) <ux, —x,,. plx,) and h,. satisfv:
u(xy) P Chy) = py D' (hy) (5)

from managers’ first-order conditions. This induces restructuring if and onlv if
s = B and underinvestment in project-specific human capital: h,. <h".
(ii) Managers obtain a strictly positive rent:

r=u(xy) pyChy). (6)

Hence. the optimal contract comprises (1) a severance payment in case of
liquidation (a "golden parachute’), and (2) a bonus payment in the high state H.
The latter could be implemented through a stock option scheme with exercise
price X equal to Max(L,, x,,) and granting u(x,)/(x, — X) options. u(y,) is
positive if it induces the manager either to close the project or to invest in more
specific human capital. It follows from Assumption 2 that liquidation is optimal
whenever s = B, hence the manager is paid for liquidating in this state. An
incremental increase in # increases profits by p, (AN x, — x,,) from Assumption
1, so that profit sharing in state s= H benefits initial owners: nevertheless,
managers are not made residual claimants, otherwise owners would surrender all
benefits to them, so that u(x,) <x, —x,, and i <h”. Since managers have no
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resources, they cannot pay for the value of this share and obtain a rent. In view of
Proposition 2, profits IT* in the case of pure managerial control are:

=3 p(he)x, +py(Ly—xy) = (7)

Hence, in setting u( x,,) owners trade off the benefit from higher profits of the
firm against the rents they have to pay managers in order to implement a certain
value for . Since these rents increase in /. a suboptimal value 7, <h” is chosen.
The weakness of protecting managers by explicit contracts is that managers do not
sign an employment contract contingent on h and have to be motivated by a bonus
payment uf x, ) in the high state. The next section introduces an ownership-struc-
ture which potentially overcomes this problem.

4.2. Independent directors

This ownership-structure introduces another agent which I call a supervisory
board of directors or simply independent directors. For the purpose of this
argument it is immaterial whether independent directors are a part of a unitary
board, or form a separate supervisory board in a two-tier system.® Unlike
managers, directors do not invest in firm-specific human capital, but they have to
be motivated to acquire information about alternative operating policies according
to Assumption 3. Directors maximize expected utility. Their compensation-schemes
must be linear payments which may be contingent on the net profits of the firm net
of managers’ compensation. They must be of the form

vy, —u(y)) (8)

Like managers, directors have no initial wealth. hence they cannot pay for their
shares out of their own wealth. ° Directors’ motivation can be understood in three
ways. First, they may be obliged to hold y shares of the firm which entitles them
to a fraction y in the dividend v, — u(v ). '" Second, they may be under a
fiduciary duty to shareholders to act on their behalf. In this context such a duty
would oblige them to maximize total payouts. Last. they may want to acquire a
good reputation as independent monitors in order to gain more directorships in the
future. "' The modelling approach here relies exclusively on the motivation of
directors through shareholdings or incentive contracts conforming to (8). Whereas

* One might argue that separate supervisory boards are more likely to be independent. See Monks
and Minow (1995) for a textbook treatment of corporate governance institutions.

? Situations where directors are or represent large shareholders would have to be covered by a
different analysis. The discussion here refers to the typical situation of externally appointed directors
whose wealth is small relative to the size of the tirm.

" Cf. Linn and Martin (1994) for an empirical documentation of the stock ownership of directors.

"' Cf. Fama (1980) for a detailed exposition of this hypothesis and Kaplan and Reishus (1990} and
Gilson (1990} for supporting empirical evidence.
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all three approaches imply that directors’ incentives will be aligned with those of
shareholders, only the granting of free shares to directors implies that this comes at
a direct cost to initial shareholders, motivating the double agency problem
analyzed here. The assumption on linearity is a simplification. It will be shown
below (Section 4.3) that granting directors options or levering the firm would
improve the allocation. However, linearity does not affect any of the qualitative
insights discussed in this section.

Under this ownership-structure, managers have the right to decide about the use
of the assets. Directors have the right to review managers’ salaries. For clarity,
denote the original managerial contract agreed at stage | by u,(y,) and the
compensation offered by directors by fi. Directors can influence closure decisions
by offering managers additional compensation for divesting. Hence, managers
negotiate with directors over the closure decision and over adequate compensation.

4.2.1. Full control by independent directors

The maintained assumption of this subsection (to be relaxed below) is that
directors have all the bargaining power when they negotiate managers’ compensa-
tion. Whenever directors want to redeploy assets they offer managers a compensa-
tion Q& in return for their consent to this decision. The extensive form of stage 4
(see Fig. 1 above) is then the following stylized bargaining game:

(a) Directors offer managers a compensation { subject to their consent to asset
reallocations.

(b) Managers accept or reject this offer.

(c) If they reject. the original managerial contract is implemented, managers
receive u,(v,) and no asset can be sold. If they accept. they receive ft and
directors decide whether to liquidate or not.

The firm is fully equity financed, but equity holders have no decision making
rights other than the initial appointment of directors. Proposition 3 describes the
allocation.

Proposition 3 ( Directors).  Assume control is delegated to managers and direc-
tors. Directors can identify restructuring possibilities at a cost as defined in
Assumption 3. They retain all bargaining power in negotiations with manageiment,
but managers have a veto right over the use of the assets. Then:

(i)  Directors hold a fraction w,, of the equity and identify the restructuring
potential of the firm with probability t,,. If directors are informed, managers
receive a transfer L = D(h™) in state s = B and zero transfers in the other two
states. There are no profit-contingent pavments, i.e. pw,(y ) =0 for all y,. The
optimal values T,, and v, are unique and related as

)
pe(Lly —xg— D(hp)) '

(%)

Yo






