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ǯȱȱȬȱ
The lastingness of the captive institutions distorts the corporate governance
Enterprises in order to favour the rent extraction. For this reason, the principal – agent reis established in two agency contracts, not in

contract sets the terms of the relation between the principal and the agent as regards
the distribution of resources in the State
ket transactions. The second transaction is
endogenous, correlated with the first one, ap-

These two transactions are the source
of the cooperation and conflict between the
agent and the principal in relation to a risk
assumed by both parties.
ŗǯŗǯȱȱȱȱȱȦȱ
Securing the First Agency Contract
ǻŗǼȱȱȱȱ£ȱǻȱǼ
The agency relationship in a State
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network is multiple by its nature because the
actors of this network have a wide variety
of interests tallied to the hierarchy of their
own preferences. The actors of the network
behave differently not only due to these interests, but also due to the constraints they
as a result of their propensity to risks. All of
them might pursue a position in the Board of
Directors or the position of executive direcand for this reason they will enter in a competition. However, they might as well tarEnterprise, procurement contracts, for example. At the same time, the actors have a
central or marginal position in the network,
and different ranks. Some of them could have
several connections and thus they become a
“node”, while others are isolated.
The number of connections and their typology (communication, cognitive, affective,
for all the actors of the network. The typology of links between among the actors determines their strength: strong or weak.
Therefore the principal and the future
agent are in the same social network Rm =

the principal and the future agent are members of the same social network which could
be a political one or an interest economic
group, made up of a sum of actors. The social
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The connectivity is bi-directional bethese actors are based on mutual trust and
gain. The connectivity among other nodes
can be directional, bi-directional or non-directional, meaning that there are strong conIn the graph above are strong connections be-

but not in any conditions. The policy maker
represents the State, therefore he/she acts as
an “agent” for the State, but as a “principal”
in relation with the person who will become

will compete for the same position.
In this example, the distance between

Their chances increase if their efforts are
stronger, yet their chances decrease if other
actors come into play. The competition takes
place within a continuous and unequal dis, each actor having
incomplete information about the other. The
information asymmetry implies both the
number of players entering the game, and the
cost that they incur. Consequently, the two
position do not have a complete information
about the costs incurred by each of them and
about the rent they might gain, which they
can only estimate.
will increase if other competitors come into
play.
According to Tullock, D. and T. Houser

r is the parameter that shows the difference
in terms of expenditure”. If r = 1, then the

en that n1 becomes a “hub”. If n1 becomes a
“hub”, he will use the same mechanism with
each agent entering the network.
In the event that the network members

tors, the odds are higher for this one, therefore the game it is not balanced any longer.
The game is sequential and for this reason
each competitor assumes a marginal cost, but
the cumulative amount incurred may exceed

the manager position in a State-owned company, they will compete in order to win this
Taking into account their utility funcequal to the cost of the effort they made and
with the expected utility.
pends on each player’s skills and on the
1

1

Monopolies, and Theft , Western Economic Jour-

make unanticipated decisions, meaning that
he has the option to continue the game or
to leave it. If a player increases his effort (finate, in every sequence of game, the other
Mark Fey: Rent-Seeking Contests with Incomplete Information, Department of Political Science
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competitor and win the game, on the condition that the level of the rent expected to gain
in the future is equal or higher than the costs
incurred.
If during the game the number of competitors increases, all of them having chances
to win, the degree of the rent dissipation is
can have several agents on the same level or
on different levels (i.e. executive managers,

The arrangement underlying the informal agency contract intervenes among the
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3

, as well as

second order expectation”. The strategy of
n1 depends on the second order expectation,
order expectation. There is a mutual conditionality based on what each one thinks about
costs are taken into account at this stage.
-

who win the game and already have close
and bi-directional connections when the opgard, I determined that first there is a social
network in which the principal and the fufuture agent competes with other members
of the same network, estimating that his efhad estimated at a value at least equal to the
cost incurred in order to join the game and to
the expected utility.

of the network is over, the principal and the

Enterprise. He does not behave like an entrepreneur focused on the company’s profit,
niary and non-pecuniary advantage he can
nterprise, rough
the hidden activities performed by the agent.
The principal is subject only to political constraints enhanced by the social network he
belongs to, not to public constraints.
Enterprise’s profit has no positive effect on

a second game that makes the foundation of
existing transaction between the principal/

interdependence of expectations within a cothem trying to anticipate the strategy of the
other, yet in possession of incomplete information. The T1 transaction determines the
distribution of the rent extracted from the

For this reason there is no interest in increasing the efficiency of the mechanisms for monitoring the efforts made by the agent.
Under these circumstances, an informal

3
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which make it possible for the two parties to
mation system and to share the risks. Each
actor will consider a utility reserve and a cost
of the effort they have to make.
a “hub”, i.e. that nexus around which is
Enterprise, including the formal agency conworks of individuals who conclude a set
of transactions. Under in the conventional
Jensen and Meckling’s model the goals pursued by the principal (for instance expan-

In other words, there is a dissipation of the
nopoly rent or a dominant market position
and with a relatively constant profit, the opportunity to extract a rent is higher compared
For this reason, the rent-seeking competition is stronger within the State-owned
companies that hold a legal monopoly in
comparison with the firms that supply rival
be verified by comparing the financial data
of State-owned Enterprises. For instance,
ny which holds a monopoly on natural gas
pipeline transport recorded a total cumu-

agency contract and gives it substance, while
with a deferred income tax of approx. 80 mil.

The informal agency contract is the
at a given time in the company’s financial
results. The situation I describe is confirmed

ones, have constantly faced commercial and
fiscal arrears and losses, while the agent and
the principal inputs have been mostly unproductive. At the same time, the informal agency contract was the cause of the discretionary
mechanisms for the selection of managers

ing trend every year. This company does not
have a negative cash flow because it enjoys
parison with the previous years due to the
owned companies providing rival goods
Company went bankrupt, while and CFR
Marfa (The Romanian Commercial Railway

ŗǯŘǯȱȱȱ¢ȱȱǻŘǼȱ

Taking into account that the ownership
principal will not bear the cost of pecuniary
and non-pecuniary benefits they consume;
consequently this state of property right over

The second transaction, which is the
lishes performance criteria for the protection
of the agent in case he loses his position.

their own welfare. With each unit consumed
by both actors, the firm value will decrease.
No. 23 ~ 2016
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preserve it in relation to the cost initially inagent has at his disposal “hidden information”, which over time creates a power asymmetry with the “monitoring agents” (Board
network and possibly with the principal, if
he assumes risks that have not been negoti-

q depends on the observable and not observable effort.
In the case of a relation between the

void of purpose. The principal does not have
any incentive to make a probable estimation
of the “signal”-type information neither ex
ante nor ex post in order to check the agent.
Moreover, in the absence of competition for
the agent selection, the agent will not maown abilities.
The principal has a neutral risk position, since he does not have any role in the
company’s management of which he wants
to extract a rent as a result of his political influence, while the agent has a risk preference
mal one. However, in any observable and
unobservable activities, the agent will seek to
share the risk with the principal. The agent’s
cost of effort is constant in the presence of
symmetric information and the effort is bigger under asymmetric information conditions (the principal doesn’t assure the agent

Enterprise’s strategy depends exclusively
on the agent, so that any decision taken, for
instance, in the Board, is influenced by the
agent.

cause the principal cannot monitor any future
action carried out by the agent. The asymmetry consists of an information gap, because,
through the second transaction/agency contakes risks. Therefore, in any circumstances
the agent will have an opportunistic conduct,
regardless of the original arrangements of the
T1 agency relationship.
Therefore, if the initial phase between
the principal and the agent involves a cooperation, a conflict situation will arise at a
given time. Cooperation relies upon the convergence of interests and the conflicts appear
depending on how opportunities are capiextraction.
2. Consequences
The agent controls the inputs and outputs in the firm. Therefore, the rent extraction might be shown in the agency costs (e.g.
as in those transactions for the acquisition of
the firm’s inputs.
Identification of the rent extraction cannot be done directly. Most times it takes a
preliminary investigation of the inputs and
outputs for each activity of a firm, to identify the rent extraction. Data Envelopment
Analysis method is an example which can be
used.
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agency costs is not the same, because the hierarchies are inverted, meaning that maxi-

pecuniary and non-pecuniary benefits for
other agents who are members of the Board.
This Board4 has a hybrid role as principal
transfers the power to the persons who set up
the firm’s strategy and a monitoring function

company’s profit. This situation stems from
the fact that the agent and the principal have
no residual rights that could correlate their income to the company’s profit. Consequently,
there is no conflict between the principal and
the agent as regards the hierarchy of priori-

In this way, the principal mitigate a risk that
can arise in relation to the decisions he might
take instead of Board members. In these circumstances, the board plays a role in monitoring the agent actions? In no case, mostly if
the agent is member of the board. The principal retains a semblance of legality.
If the agent / manager of the company/

2.1. Agency costs

conflict as regards the way of the welfare
costs may include the compensation of the
agent, “the monitoring cost” which is the
board members compensation, but not the
residual loss. The last is not estimated.
Although it is referred into the second

compensation must be equal to or greater
than the previous cost covered by this person when she entered into the competition to
win her present position. This compensation
is not similar with a risk premium paid to an
agent in a private listed firm. Agent compensations in a state owned firm don’t include
securities such as shares in the firm or “stock
options”, whereas the local stock market has
The principal aims the agency contract

principal will monitor the agent’s actions, so
The principal will engage the state
owned firm into a cost that includes

holds residual rights in the firm, the internal
control mechanism is weakened or completely annihilated, as there is no clear demarcafirm and the “monitoring agents”, i.e. persons who are member of the Board and who

of the firm belongs to the same social network with “monitoring agents”. Therefore
there is an asymmetric position (stemming

they are or not independent or subject to a
dependency relation towards the principal,
for evaluating the activity carried out by the
agent / the manager if the level of their reno pecuniary advantage from the role assumed, their interest in monitoring the company’s agent / manager fades away. The
way as to diminish the risk whenever he has
to make decisions on a par with the company’s agent / manager, because the joint and
4

The Board might be shaped in a traditional mo-
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several liability will urge him to censor the
agent’s / manager’s actions or just try to get a
rent from the State company, and this drives
him into a transaction with the very actor he
was supposed to monitor.
There are three factors whose impact on
the monitoring of the agent is negative. These
factors are the property rights, the structure
of the Board of directors (either in-house or
cy of the rules on the compensations given to

therefore exploit any transaction made by the
company.
Consequently, the State companies

The situation of the bargain costs and

in the structure of the agency costs and represents the loss of the firm’s value when the
principal reduces his ownership rights. In
other words, it appears to be an opportunity loss because, if the principal disposes of
a part of his shares, he would not have any
agency cost, as he is also an agent.
Actually, the “residual loss” is a risk,
namely a potential loss which, under certain
circumstances, can turn into a certain loss
due to management errors or possibly even
pate this risk. Therefore we should ask why?

nected to performance indicators or this connection is unclear, the contractual approach
is not based on optimality. These compensations are neither paid as a means of risk
diminishing (as it happens in the private
the agent’s skills, because the latter was arbitrarily selected.
Actually, on each power shift occurs a
quite significant fluctuation in the designation of agents – company managers and of
are selected on a competitive basis. The instaencourages him to extract the highest possible rent on a short term.
This opportunistic behaviour is also
triggered by the fact that after his appointthat the initially estimated rent value is below the cost incurred in order to compete for
the position of agent.
At the same time, there is a situation
where the agent seeks an alternative income
source and, in order to extract a rent, he will

of them are granted depending on the re-

Residual loss
Under the conventional model (Jensen

and the agent do not have residual rights in
ment of the dividend. However, the agent
receives a performance bonus that I can consider a residual right. The principal, in his capacity as political decision-maker, can have
no residual rights. He has only an informal

ȱ¡ȱȱȱȂȱ
The agent has an advantage over the
principal in terms of the input and the out-

production and the financial plan taking into
account the two agency contracts (the infor-
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The principal has a probabilistic estimate of the costs / input value of the production. Even if he had accurate information,
the principal would face an information gap
compared to the agent, because the input
prices do not remain constant. Consequently,
there will be permanent asymmetric information in the relationship between the principal
and the agent, irrespective of the fact that
they belong to the same social network and
share the same interests concluded in the T1
agency contract. Besides, the decisions made
by the principal are not influenced solely by
his utility, but also by a political context or
by a political interest emerging irrespective
of his own will (i.e. the level of the regulated
factors that change the arrangements provided in T1 for the principal and for the agent
as well.
At the same time, in order for both parthe risks, while the principal remains neutral.
This imbalance in terms of risk sharing in the
context of an information asymmetry motivates the agent to hide from the principal
his activities with a view to extracting a rent
only for himself. This rent extraction can be
identified by verifying the optimum ratio between the inputs and the outputs, namely by
measuring the technological and economic
efficiency.

3. Conclusions
The reason for which an actor enters a
is the cost, which is lower in the presence of
captive institutions than the cost likely to be
incurred by the same person within a competitive institutional environment where his
effort should be greater in order to obtain
a productive income. Therefore, the main
causes of the distorted relationship between
the agent and the principal are the diffuse
as well as the existence of other captive institutions, the existing monopolies and the
rules on tariffs and licensing, all of them giving a negative incentive to the principal (the
well. Eventually, the rent extraction leads to
a certain configuration of the corporate governance model which, although formally it
is identical to any other model of a private
company, actually it functions differently
and with other costs.
Another cause of rent extraction is that
the state keeps firms producing rival goods,
and a combination between public services
with business. A diminishing rent competition and extraction occurs whenever the
deregulation is non-selective and the State
cannot keep under control the rival-goods
suppliers.
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