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ABSTRACT

Agency Costs, Firm Behaviour and the Nature of Competition*

This paper develops an agency model in which firms can influence their own
incentives to provide a non-contractible effort by contracting on other variables
(e.g. by committing themselves to some verifiable investment). In such a
model the firms’ need for outside finance is shown to interact with their
product market behaviour in a non-monotonic way; for low levels of outside
finance a rise in the need for outside finance reduces the manager’s incentive
to provide effort; but for high initial levels of outside finance a rise in the need
for outside finance requires a commitment to higher effort which in turn is
achieved through the contractible investment variables. This non-monotonicity
has major implications for firm behaviour, both when responding to demand
shocks or when reacting to a change in the competitive environment.
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NON-TECHNICAL SUMMARY

This paper presents an agency model of firms where their need for outside
finance interacts with their product market behaviour in a non-monotonic way:
for low levels of outside finance, a rise in this need makes the firm’s
management ‘softer’, since its incentive to work hard and raise profits is
diminished. This effect has been familiar since the work of Jensen and
Meckling (1976). For higher levels of outside finance, however, the firm may
be constrained by its capacity to attract outside investors. Then, in order to
obtain additional funds – and thus to raise its outside finance capacity – the
management of the firm may have to resort to (privately costly) commitment
devices to make it ‘tougher’ and thereby raise its future profits: the need to
satisfy investors’ repayment requirements introduces a role for outside finance
as a discipline device.

The above story leads to a situation where, depending on its need for outside
finance, the firm is in one of two regimes: when, ceteris paribus, this need is
limited and the outside finance capacity not a concern, the firm is in a ‘shirking
regime’, where a rise in the level of outside finance reduces the incentive for
managers to work; when the level of outside finance is high and the firm has
to take actions to enhance its outside finance capacity, the firm is in a
‘bonding regime’, where a rise in the level of outside finance starts requiring
more work from management.

The agency model analysed in this paper is one where the firm’s key decision
variable is a non-contractible effort, which determines the probability of
success of its project. We allow the firm to influence its incentives to exert this
effort by contracting on other variables. In reality, R&D expenditures, for
example, can be more or less tangible: a firm can, for example, buy machines
that make it easier or cheaper to switch to a new technological process; it can
hire a number of research specialists, or even buy a small firm where this type
of R&D is performed. Moreover, the firm can influence its future behaviour by
setting up monitoring schemes, like for example a board of directors, or by
giving higher-powered incentives schemes, designing new franchise or patent
contracts, etc. These various decisions can be explicitly detailed in a financial
contract. Still, there is always room for discretion for the firm in a number of
dimensions of its internal efforts. In the end, one is thus faced with a moral
hazard problem. Intuitively, when the firm’s level of outside finance grows from
zero, effort starts shrinking because the monetary return to the firm is
reduced. This process will continue as long as the firm is not facing financing
problems. When the need for outside finance becomes so high that investors
become reluctant to lend more to the firm, it becomes necessary for the firm to
commit itself to raising effort. This will be done through the contractable



variables, even if this is expensive for the firm. Hence a non-monotonic (U-
shaped) relationship between outside finance and effort.

This non-monotonicity has major implications for firm behaviour, changing the
slope of reaction functions, and thus the nature of strategic interactions: in our
model, the same form of market competition exhibits strategic substitutability
and strategic complementarity depending on the environment, here the level
of outside finance needs. This stands in contrast with the existing IO literature,
where the nature of strategic interactions hinges on a given game form (e.g.
quantity competition versus price competition).

Our paper delivers a number of testable implications, e.g. relating the level of
outside finance firms rely on to:

a. Managerial effort: as just mentioned, it first decreases and then increases
with the need for outside finance.

b. The structure of investments (verifiable versus intangible): firms relying
more on outside finance will invest relatively more on verifiable
investments.

c. The nature of strategic interaction in an oligopolistic context: there is a
trend towards more strategic complementarity (upward-sloping investment
reaction functions) when firms rely more on external finance.

d. The impact of product market competition on firms’ investments:
competition which may otherwise discourage investment will instead boost
it when firms rely on external finance.

e. The reaction to demand fluctuations: firms relying mostly on internal
finance are more likely to invest more in response to a positive shock on
demand.

f. The relation between market size and market concentration: as market size
increases, we would expect concentration to decrease more when firms in
the industry rely more on external finance.
























































































































