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THE MEN WHO
DESIGNED
YOUR BONUS
WIN A NOBEL

Honours Two giants of economic thought have
been recognised for contributions to contract
theory, writes former student, UNSW and
Harvard economics professor Richard Holden.

ance with which the partners in a private

other managers? Should
their pay be indexed to that

of their competitors, or the
stockmarket in general? Or suppose you are
that CEO. Should you own your suppliers, or
write a contract with them. What about your
distributors? How long should that contract
be? What terms should it contain?
‘The economists who laid the intellectual

1g these q
were recognised on Monday, when the
Nobel Prize in Economic Science was awar-
ded to Oliver Hart of Harvard University and
Bengt Holmstrom of MIT : “for their contri-
butions to contract theory”. (Disclosure: Hart
was chair of my PhD thesis committee at
Harvard, Holmstrom a colleague at MIT.)

The classic contracting problem that
Holmstrom considered is known as the
“Principal-Agent problem”. A principal (eg.
a board of directors) hires an agent (eg. a
CEO) to take some actions on her behalf (e.g.
running the company). The principal can't
observe the action the agent takes, but can
observe some noisy measure of them (e.g.
the stock price or profits).

As Adam Smith long ago observed, this
separation of ownership and control can
cause problems: “being the managers rather
of other people’s money than of their own, it
cannot well be ex that they should
watch over it with the same anxious vigil-

watch over their own.”

Thbmbamepoﬁbﬂnymaunmmve
contract between the owners and the man-
some degree. But how ﬁ‘lu.lld it be struc-
tured? With salary, bonuses, stock options,
the threat of dismissal,
ments at their disposal, the owners could, in
principle, write avery complex contract.

Inhisfirst major E

Nobel prize winners
Bengt Holmstrom
(above) of the

showed what set of measures
should be part of the contract. His so-called
“informativeness principle” basically says
any performance measure that provides
additional information about the actions the
agent took should be part of the contract.

A striking implication of this is the man-
agers should not be rewarded for luck. An oil
company CEO who cannot control the oil
price should not get a windfall gain (or loss)
from movements in the oil price. The
optimal contract should filter thatout Touse
a topical example, bank CEOs should not
benefit from a general rise in the banking
sector (say, because of interest rates) — their
stock options should be indexed to the stock
prices of their competitors.

In practice these things are rare, which
raises the question of whether contracts —

plete — they cannot, and do not, specify all
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possible future contingencies. This leads to
the possibility that if some contingency not
covered by the contract arises, the parties
will need to renegotiate the terms. They will
do so to maximise the value of their relation-
ship (as 1991 Laureate Ronald Coase emphas-

ised). But such a bargain will inevitably split

gall..sul'u'lerlrlvst in the relationship. For instance,
they might not tailor their products, plant or
equipment as they would if they received all
the benefits from. s0.

What to do? Well, it might make sense for
one party to buy the other party. Then they
just negotiate with, and split the gains, with
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‘Thisleads to optimal
- and hence more economic surplus. Hart's
theory— which has become known as “prop-
erty rights theory” — implies that the party

This has powerful implications for the
boundary of the firm: who should own
whom, and what businesses to be in. It also
has profound implications for government.
Should own schools, or just
pay for them? Should they own
distribution, or prisons? I wrote about this
on these pages before the last NSW election.

Beyond this, it has been applied to under-
standing the design of political and legal

such as national

Hart and Holmstrom have helped us
understand how contracts and asset owner-
ship shape economic interactions and high-
lighted the

‘The Nobel committee has shown impec-
cable taste in honouring two giants of the
discipline who have inspired a generation of
scholars. Bravo.

Richard

SPTS
at Harvard Untversity and professor of economics
at UNSW Australia bustness school.
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Men’s health

David Westgat lunch

with his old boss recently when he
revealed he'd been living with bipolar his
entireadultlife.

“Isn'titodd,” his boss replied. “Tnever
knew fora thaty fromit,
andmerelwassu.ﬂ”aingﬂ'mnacumamdely
all my life and you didn'thave a clue about
thateither.”

career

the next 20years.”

Hewenmuoughdeepdeprss!msam
extreme highs but told himself that
everyone probably had them too,and
resolved simply to push through. Over the
years, itwasn't that simple. When he felt
teary atwork he'd take refuge in themen’s
roomor if depression had kept him upall
nighthe'd leave the office, park in a quiet
spot, sethis phone alarm and sleep for two
hours before

“Isuffered in secrecy, which is the modus
operandi for the majority of career people
‘wholive with mental illness. Privacy is

f the fear thatwith
eone’s career—and thewholelife

tgate, 59, whohad a
in
now runs his own agency, was floored.
“How could it be? We worked side by side,
often through 14-hour days, for eightyears
and had no ideawhat each other was going
through.”

structure built upon it—will collapse.”

thosewith mental illnessmight

Although
have full faith in the benevolence of their

15 181 y
chance thatwith disclosure their career

could be killed with kindness.
For most of his career, Westgate A caring might ff
remained undiagnosed. Asa young man project thinking itwas too challenging. If
he'dbeen toseea psyt this ofter

but itwas such an ordeal he decided never
torepeatit. “Tthought, Tcan handle this

stuff myself,which is exactly what I did for
AFABA1 0040

mightarise aboutif they were still needed.

“My career was my asylum, so for me it
was best to keep my mouth shut,” he says.

http://afr.digitaleditions.com.au/olive/ode/afr/PrintPagesView.htm

My career
: wasmy

asylum.
David Westgate

Killing careers with kindness: the risks of revealing

average of six years to disclose their

symptoms. Westgate waited much longer,
and is now interested in the mechanics,
benefits and ina

corporate setting.
“Corporations make a bigeffortto
should be
congratulated for it, but they areinacatch-
22. They want to help because it's the right
thing todo and it’sa smart thing to do for
productivity. Itseems so rational, but they
are dealingwith a problem that can be
anything but rational.

“They train managers to identify people
with mental illness and offer help but, for
numerous reasons, many don‘twant to be
identified. It's estimated 65 per cent of
people don'treveal amental illness.

“When Iwas diagnosed and began

“Thereare f C goutto gy
people, hiding like 1did, who form partofa reaction was Twould never have picked it’.
sad iceberg drifting slowly through “Soitdoesn’t matter how much you train
corporate Australia.” ‘what tolook for, if in
Forall theyears thatWestgate'smood people decide not to be open aboutit, in
disorder didn't have a label, he knew hewas mostcasestheywonTbeidenliﬁed."
livingwith deep instability. A recent review He P
of 27 studies plewith becan pp “Their
blpolard.lsorda'showedmeywaltedan by

progr P
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