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The Agent’s Ethics in the
Principal-Agent Model

ODyvind Bohren

ABSTRACT. This paper evaluates the current use of
the Principal Agent Model (PAM) in accounting and
finance, focusing on the agent’s use of private infor-
mation. The agent’s behavioral norms in the the PAM
deviate from commonly held ethical values in society,
from models of man in conventional economic theory,
and also from behavioral foundations of related
business school fields like corporate strategy, business
ethics, and human resource management. Still, it
would be unwise to reject the PAM solely because
of its distasteful ethical assumptions. The model does
appear to have predictive power, but its descriptive
or normative qualities remain unexplored. The pop-
ularity of the PAM, with its extreme model of man,
raises fundamental questions about the impact of this
model on business school stakeholders and society at
large.

The principal-agent model (PAM) of Jensen and

Meckling (1976) clarifies, extends, and formal-

izes earlier ideas on conflicts of interest between
organizational stakeholders and the mechanisms
for solving such conflicts.! The paper initiated an
active and increasingly influential research
program, and it was soon predicted that due to
agency-based research, “the foundations are
being put into place for a revolution in the
science of organizations” (Jensen, 1983, p. 319).

Just four years after this prediction, Ross
(1987) called agency theory the central approach
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to the theory of managerial behavior. Today, the
PAM is widely used in economic disciplines like
accounting, micro-economics, and finance. The
principal-agent framework has also entered mar-
keting (Bergen et al.,, 1992) and non-economic
social sciences like sociology, organizational
behavior, and political science (Eisenhardt, 1989).

Despite the widespread adoption of the prin-
cipal-agent approach in the social sciences, there
have been rather few attempts at evaluating the
PAM from a methodological point of view. Kaen
et al. (1988) relate the intellectual roots of agency
theory to political ideologies in the U.S. Walker
(1989) finds that regardless of application area,
most versions of the PAM will be hard to falsify,
mainly because the validity of required auxiliary
hypotheses cannot be checked. Comparing the
model to competing theories in sociology and
organizational behavior, Perrow (1986) is highly
skeptical, primarily because the PAM ignores the
cooperative aspects of social life. Brennan (1994),
who argues strongly against including self-interest
in the definition of rationality in economic
theory, criticizes the PAM for being a too cynical
model of human nature.

On the other hand, Eisenhardt (1989) con-
cludes her survey of the principal agent literature
rather enthusiastically, feeling that the PAM offers
organization theory “a unique, realistic, and
testable perspective on problems of cooperative
effort”.

This paper extends the methodological litera-
ture on the PAM by evaluating the model as
currently used in accounting and finance. The
focus is exclusively on the PAM’ implicit
assumption about the agent’s indifference to
dishonest use of private information, which has
so far only been indirectly addressed in the
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ecbnomic literature (Noreen, 1988; Hausman
and McPherson, 1993; Brennan, 1994).

The rest of the paper is organized as follows.
Section 1 presents the logic of the PAM, empha-
sizing the role of the agent and clarifying the
implicit ethical assumptions. The model is eval-
uated from a positive, normative, and educational
perspective in section 2, followed by the con-
cluding third section.

1. The agent in the principal-agent model

The principal in the PAM delegates decisions to
an agent who has private information about his
abilities, efforts, and the outcomes of a stochastic
process. The two parties have conflicting goals
and possibly different risk attitudes, and the
economic problem is to design contracts which
maximize the principal’s expected utility of
wealth, given that the agent will maximize his
own expected utility and also never accept a
contract which offers less than his best alterna-
tive.

According to the PAM, the agent’s expected
utility EU is determined by his wealth and by the
effort he must expend to attain this wealth:?

EU = f{Wealth, Effort) (1)

In this model, EU always increases with wealth
(pecuniary nonsatiation) and decreases with effort
(disutility of effort). For instance, if the PAM
reflects a labor contract, the agent (employee) is
supposed to prefer more wage to less at any
compensation level, and he feels additional
work is unpleasant regardless of hours worked.
Expending effort only makes sense because it
increases material consumption opportunities
through the wage. Moreover, as both the prin-
cipal and the agent derive utility only from their
private efforts and pecuniary payofts, the distri-
bution of wealth and effort per se is irrelevant.
This lack of concern for equity in the PAM
means, for instance, that the principal never feels
bad because he thinks the agent works too long
hours or gets too low pay.

The PAM’s behavioral assumptions of effort
aversion, pecuniary non-satiation, and no distri-
butional concerns are fully consistent with

standard modelling practice in micro-economics,
where disutility of effort is implied by assuming
that leisure utility-dominates time spent at work.
These three assumptions, which we will call
materialistic egoism, have often been criticized
for being extreme, amoral and unethical, par-
ticularly by non-economists.” However, this
paper is not still another analysis of materialistic
egoism in economic models. Rather, we will
focus on the PAM’s implicit assumption that the
agent has no moral barriers against dishonest
behavior. This aspect of the agent’s ethics is
implied by his utility function as modelled by (1).

To see this more clearly, consider the classic
micro-economic model, where each participant
in a transaction has symmetric (i.e., no private)
information, whether deterministic or proba-
bilistic. Effort is the agent’s only decision variable,
and his preferences are supposed to be captured
by the expected utility formulation in (1), where
the decision variable enters both directly as effort
and indirectly by the impact of effort on wealth.
The agent’s decision problem is to choose the
effort level which optimally trades off the effort’s
positive wealth effect against its negative impact
on effort aversion. At the optimal effort level, the
marginal utility of wealth will just offset the
marginal disutility of effort.

If we move on from the classic micro-
economic model by introducing asymmetric
(private) information and also assume that the
agent knows more than the principal, the
number of decision variables is increased from
one to two: Besides effort, the agent can also
use private information to influence his well-
being. If we were to apply the same preference
setup to the second decision variable (use of
private information) as the classic symmetry
model does for the first (effort), the agent’s
expected utility EU* would be:

EU* = g(Wealth, Effort, Information use)
)

In (2), the agent’s use of information may influ-
ence his well-being both indirectly through its
impact on wealth and effort and also directly as a
separate consequence variable. Thus, the third
term in (2) may capture consequences of infor-
mation use which the agent does care about, but
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which are’not picked up as a personal wealth
effect or an effort effect in the two first terms.

As already noted, the PAM does not model the
agent’s preferences by (2), but rather by (1). Thus,
the PAM really starts out with the classic micro-
economic model, introduces private information
for the agent as an additional decision variable,
but retains the classic model’s utility function,
which only allows for a direct utility effect of
effort. This is equivalent to assuming that the
agent derives no discomfort per se from utilizing
his private information in dishonest ways. In
order to optimize the mix between high wealth
and low effort, the agent uses private informa-
tion without any ethical restrictions. For instance,
the agent will gladly lie about his product’s
quality (Akerlof, 1970), the firm’s output
(Diamond, 1984), the value of the shares he
offers for sale to new stockholders (Myers and
Majluf, 1984), or about his accident proneness in
insurance contexts (Rasmusen, 1989, p. 143).
The agent will unscrupulously embezzle
(Rasmusen, 1989, p. 147), and he tries to shirk
and steal by excessive perk consumption (Jensen
and Meckling, 1976).

Even though the agent in the PAM feels no
discomfort with dishonest use of private infor-
mation, his concern with wealth and effort may
still make an inherently dishonest agent act
honestly. This happens because the agent’s pref-
erences are well known to the principal, who
may design a contract providing the agent with
sufficient monetary and effort-based incentives to
refrain from dishonesty. If such an honesty-
ensuring contract is not optimal for the principal,
he will take the predictable dishonesty (e.g., over-
stated production figures) into account when
remunerating the agent for his effort. As the
agent competes with other agents who have the
same type of preferences, he must personally
carry the anticipated costs of his dishonesty. This
fact gives the agent incentives to convince the
principal that he will indeed behave honestly.

In this sense, nobody is fooled or even dis-
appointed in the equilibrium solution of the
PAM, and the agent’s materialistic egoism and
the contract design may indeed collectively make
him end up acting honestly. From an ethical
perspective, however, the important point is that

the agent does not refrain from dishonest infor-
mation use because he feels dishonesty is morally
wrong. The only reason an agent happens to
behave honestly is that such behavior pays off
better than dishonesty in terms of the wealth-
effort mix. In fact, in multiperiod versions of the
PAM, the agent may be investing in a reputa-
tion for trust by acting honestly for many periods
(Dasgupta, 1988). Again, this solution is forced
upon him by market forces, as such behavior
maximizes the present value of future wealth-
effort combinations. It is not due to a feeling that
honest use of private information has a value by
itself, unrelated to wealth and effort.

This lack of moral restrictions on feasible
actions makes the agent in the PAM differ
radically from the agent in the classic micro-
economic model, where each market participant
behaves honestly: Every consumer and producer
meet their budget constraints, and everybody
delivers or picks up the goods they promised to
trade when the deal was made. However, what
may look like an ethical standard is really no
independent behavioral assumption in the classic
model. It is simply implied by the fact that when
everybody is equally informed, everything is
transparent to everybody, and nobody can be
fooled. Therefore, it makes little sense to discuss
the ethics of information use under symmetric
information.

However, this implication from information
structure to information ethics does not hold
when knowledge is asymmetrically distributed.
After the asymmetric distribution of information
between principal and agent has been deter-
mined, the modeller must still choose between
alternative ethical standards for the agent’s use
of private information. In the PAM, the modeller
has implicitly chosen the rather radical assump-
tion that the agent does not care whether a given
wealth-effort mix results from honest or dis-
honest use of his private information.

Finally, note that the dishonesty property of
the PAM is not just the well-known material-
istic egoism in disguise. Materialistic egoism
follows from (1) by assuming pecuniary non-
satiation and no distributional concerns for
wealth or effort. As demonstrated by the third
element of (2), however, the assumption of
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matérialistic egoism-in (1) may very well be
transferred to a principal-agent context without
simultaneously introducing unrestricted dishon-
esty. That is, the agent may be modelled as being
egoistic in terms of wealth and effort, but he does
not have to be indifferent to honesty issues as
well.

2. Evaluating the principal-agent model

Most of us would probably feel that the agent’s
behavior in the PAM is morally questionable, and
that we would dislike to interact frequently with
persons whose preferences comply with (1).
Without much hesitation, we might also assert
that we certainly do not act this way ourselves,
and that our preferences are better described
by (2), with a negative direct utility effect of
lying, stealing or cheating. However, we would
certainly not deny having experienced lying
agents, and we would undoubtedly admit that
theft, cheating, and misreporting are very real
problems in many organizations. Also, we all per-
sonally experience social contexts where the
temptation to be dishonest is prevalent.

With this initial response to the agent’s ethics
in mind, the issue is whether the PAM is a good
model or not. This question cannot be mean-
ingfully answered until we specify what purpose
the PAM is supposed to serve. This section
focuses on positive, normative, and educational
objectives of the PAM.

2.1. The PAM as a positive theory

Positive models aim at predicting, describing, or
explaining real-world phenomena. With such a
purpose, the question is whether the predictions,
descriptions or explanations of the PAM stand up
better against empirical evidence than competing
theories do.

Prediction. With a predictive objective, it makes
less sense to criticize a theory’s assumptions.
What matters is the nature of the theory’s propo-
sitions and their performance in empirical tests;
not the descriptive realism of the axioms from
which the propositions are derived (Friedman,

1953). Hence, the critical issue is not if the PAM
produces a good photography or an X-ray of
real-world principals and agents, including the
agent’s ethical standard implicit in (1). Rather,
the question is whether the relationship can be
successfully modelled as if contracting parties in
principal-agent contexts typically act in a PAM-
consistent way.*

From a predictive point of view, the PAM has
generated remarkably innovative hypotheses. The
model offers a rich set of testable predictions in
accounting and finance, often in areas where
conventional theories are silent. In corporate
finance, for instance, the PAM predicts that a
firm’s financial leverage is positively associated
with firm value, the default probability, the
extent of regulation, the free cashflow, and its
liquidation value. The model predicts that the
stock price will fall when the firm announces a
new equity issue, and that the stock price will be
unaffected by changes in riskless debt. The stock
price is hypothesized to increase when golden
parachutes are adopted, or if restrictive voting
rights are eliminated.” In most of these cases,
alternative finance theories have little or nothing
to offer in terms of identical or competing
predictions.

The empirical track record of the PAM is
based on numerous tests from the last ten years.
Many studies find statistically significant sup-
porting evidence on the model’s predictions
about financial leverage, dividend policy, and
share prices.® Contrary to the PAM’s predictions,
however, there seems to be only a weak or
possibly no association between corporate per-
formance and managerial compensation, and
managers seem to get a disproportionally high
fraction of multiple-vote supershares (Jensen and
Murphy, 1990; Loderer and Martin, 1994).

Description and explanation. When the purpose of
a positive theory changes from prediction to
description and explanation, the criteria for
success change as well. If one studies an
employer-employee relation in order to evaluate,
copy, restructure or regulate it, the major
concern is to characterize the parties as precisely
as possible. Clearly, when predictions do not hold
up empirically in properly designed tests, the
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model lacks descriptive power as well. For
instance, according to Mueller (1992), the reason
the PAM’s hypotheses about performance-depen-
dent contracts get unconvincing empirical
support is not that agency costs are unimportant
in practice. Rather, this phenomenon is observed
because in most firms, shareholders neither hire
and fire managers nor write their contracts
(Vancil, 1987). Thus, according to Mueller, a
basic premise of the PAM is descriptively wrong,
as managers tend to select themselves and to
design their own contracts.

The less obvious case occurs when the PAM
accurately predicts the equilibrium solution to a
real-world conflict of interest, but still fails at
describing basic properties of the parties. The
model may simply give the wrong reason why a
specific phenomenon is observed. For instance,
if the manager in a firm with high free cashflow
gets a substantial part of his pay in terms of call
options on the firm’s stock, the PAM would
argue that if the manager were instead given
performance-independent pay, he would shirk,
buy another corporate jet and remodel his office
every month. However, the real reason options
are used may be that such an employment
contract reduces the manager’ tax bill compared
to the tax on a fixed wage. The PAM is predic-
tively right, but for the wrong reason. Its pre-
dictive performance is high, but the explanatory
and descriptive power is low.

In general, as long as there is no one to one
(if and only if) relationship between axioms and
hypothesis, predictive success does not imply
high descriptive and explanatory power. More-
over, because the PAM is virtually the only
formal model in accounting and finance dealing
with conflicts of interest under asymmetric
information, it becomes particularly questionable
to grant the PAM descriptive and explanatory
qualities based solely on observed predictive
power. We need competing models for conflicts
of interest which, from different assumptions
about principals and agents, make independent
predictions about cost-effective ways of solving
agency problems.

The PAM and existing theories of ethics. To get a
better feeling for alternative ways of modelling

principal agent contexts, it may be useful to relate
(1) and (2) to existing theories of ethics. The
model of man as stated by the PAM in (1) is a
special case of the more general hypothesis that
your actions are only motivated by your self-
interest, i.e., by materialistic and non-material-
istic consequences which affect yourself. This
theory of human nature goes back to the Sophists
in ancient Greece and was further developed two
millenia later by Hobbes (1651). Such behavior
is called psychological egoism or just egoism, and
20th century theories along these lines are
termed models of ethical egoism (Parfit, 1984).

Although (2) contains a direct utility effect of
information use which is unrelated to personal
wealth and effort, it may still reflect ethical
egoism as defined above. For instance, if you feel
embarrassed if your dishonesty is uncovered, it
is clearly not in your best self-interest to dis-
regard the possibility of such personal non-
materialistic consequences when your decisions
are made. Thus, although (2) breaks away from
the materialistic egoism of (1) as defined in
economic models, (2) may still be consistent with
the more general notion of ethical egoism, which
allows for both materialistic and non-material-
istic egoism. Within such a framework, (1) may
even be considered a special case of (2): Unlike
the self-interested agent in (2), the self-interested
agent in (1) disregards personal non-materialistic
consequences.

There are still two reasons why (2) complies
with a much wider set of ethical theories than
just ethical egoism. First, the models third
argument allows for a tradeoff between material-
istic and non-materialistic consequences. Second,
the third argument may capture the impact of the
agent’s actions on others, even when these effects
do not eventually fire back on the agent as
personal consequences later on (like the impact
of present actions on future generations). If such
non-egoistic effects matter to the agent, there are
elements of altruism in his preferences.

The extreme version of (2) reflects Kant’s
(1785) categorial imperative: Certain rules of
social conduct (like truthtelling) are absolute
duties to society and apply to all its members in
any context. This means the preference ordering
is lexicographic with respect to categorial con-
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sequences: Wealth and effort cannot be traded off
against dishonesty under any circumstances by
any agent.’

In between Hobbe’s psychological egoism and
Kant’s categorial imperatives, there are several
ethical theories which allow for a tradeoff
between self-interest and altruism. For instance,
the moral sense school of Shaftesbury (1711)
hypothesized a natural drive for harmony
between virtue and selfishness, whereas Butler
(1726) theorized about conscience as a restric-
tion on self-interested behavior. Mill (1863) and
Sidgwick (1874), the founders of Utilitarianism,
argued along similar lines.

Honesty and tradeoff. Tradeoff theories imply that
the more negative the direct utility effect of
dishonest information use (be they personal or
altruistic), the more the agent is willing to sac-
rifice in terms of higher effort and less wealth
in order to act more honestly. Thus, unlike (1),
the preference ordering in (2) may reflect an
underlying hypothesis that every man has his
price, and it may accomodate Reder’s (1979)
suggestion of measuring your honesty by the
amount required to make you lie. It also
describes why a basic desire to behave decently
may be harder to transform into decent actions
the more it costs you in terms of reduced wealth
and more effort.> Moreover, (2) accomodates the
fact that the willingness to trade off (i.e., the
implicit price on honesty) may differ from person
to person, depending on factors like economic
status, gender, type of education, profession, and
internalization of social norms.

These ethical tradeoff theories seem directly
relevant for generating alternative hypotheses
about behavior and contract types in principal
agent settings. Notice, however, that even though
they differ fundamentally from the PAM in terms
of describing the agent, the tradeoff theories may
still make predictions which are close to those
made by the PAM. Thus, despite the fact that the
agent considers both non-materialistic personal
effects and also altruistic consequences, the
predicted contract types may still be PAM-like.
For instance, performance-based contracts may
be optimal even if the agent feels that cheating
is asocial. Truly enough, the optimal fixed

portion of total wages may be higher with (2)
than in the best PAM contract. However, as long
as the agent trades off ethical concerns against
the personal wage-effort mix, an optimal solution
under ethical tradeoff theories may still involve
some dishonesty. Unlike in the PAM, however,
this behavior is not observed only because lying
influences personal wealth or effort. Therefore,
the higher the tradeoff cost for the third element
in (2), the smaller the need for honesty-enforcing
contracts, i.e., the higher the ratio of fixed to
total wages.

Along the same lines one may argue that the
significance of the honesty variable in (2) varies
systematically across transaction types. In par-
ticular, the behavioral assumption of the PAM
may be descriptively successful when the impact
of your actions on others is impersonal or even
negligible, like in the neoclassical world of
atomistic agents and perfect competition.
However, in less anonymous settings involving
face-to-face, repetitive interactions, social norms
and basic personal values become more impor-
tant for individual behavior.

Summarizing, the descriptive and explanatory
properties of the PAM are practically unexplored.
This issue cannot be settled until we have com-
peting principal-agent models which, from
different ethical assumptions make predictions
about the same observable phenomena, such as
performance pay vs. a fixed wage, debt vs. equity
financing, high vs. low dividends, and risky vs.
less risky projects. Competing principal-agent
theories of this kind do not yet exist.

2.2. Normative use of the PAM

We have argued that the PAM has predictive
power. Does that imply the PAM is also a viable
normative model, i.e., does it provide agents and
principals with good advice for designing labor
contracts, bond covenants, dividend policy, or
accounting systems?

In general, the answer is no; predictive fit does
not imply normative power. One reason is the
unexplored descriptive validity of the PAM
discussed above (right prediction, but maybe
wrong cause). Moreover, the PAM contains a
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model of ‘man which runs counter to most
agents’ moral values. Because dishonest infor-
mation use may have a negative direct utility
effect which is not reflected in (1), the PAM
prescribes behavior which is not in the best
interest of agents whose preferences are not well
described by materialistic egoism. Therefore, the
PAM is not the best normative theory for an
agent whose ethics is better described by the
tradeoff theories of (2) rather than by (1).

This argument does not directly apply to the
principal, as he has no private information. Still,
a real-world principal may dislike behaving like
the PAM’s principal, who thinks of his employees
as inherently unreliable individuals. Even if the
principal were only concerned about maximizing
personal wealth, he may feel it would have a
demotivating and unproductive effect on the
agent if he were to follow the advice of the PAM
and set up a full battery of carrots and sticks.
Rather than building on individualism, suspicion,
and negative thinking, he would establish a
principal agent relationship based on a team
approach, mutual trust, and positive attitudes. His
basic approach to dealing with colleagues, which
he clarified in detail years ago in the business
school’s human resource course, makes him
reluctant to implement the incentive contracts
suggested by the PAM, which he was repeatedly
exposed to in accounting, micro-economics, and
finance classes. Thus, like we just argued for the
honesty-concerned agent, predictive success does
not imply normative power when real-world
principals are poorly described by the PAM.

Although this logic may appear very reason-
able and convincing, it may easily provide the
principal with very poor advice. As we have seen,
the empirical evidence suggests that the principal
faces a real risk of getting dishonest agents. If
these findings also reflect a high descriptive
validity of the PAM (which is still unclear), it can
be prohibitively costly to just stick to the ideal-
istic hope that a principal’s blind trust produces
honest agents in the long run. Rather, it would
be in the principal’s best interest and maybe the
only sustainable solution to design employment
contracts according to the PAM’s prescriptions,
even if the principal’s wellbeing were partially
determined by altruism. In such a perspective, a

strong predictive track record would make the
PAM a viable normative model as well. Not
because the real-world principal likes or identi-
fies himself with the model’s principal, but simply
because he cannot afford the alternative of not
protecting himself against the agent’s dishonesty.
Once more, we notice the importance of empir-
ically verifying the descriptive validity of the
PAM.

2.3. Educational impact of the PAM

Teaching the PAM. According to the empirical
findings surveyed by Frank et al. (1993), certain
student personalities are attracted to certain
academic fields, and the design of a particular
course influences subsequent student behavior. In
particular, economics programs seem to recruit
a disproportionally high number of self-interested
students, and economics courses based on main-
stream economic models tend to discourage
students’ tendency to cooperate.

Noreen (1988) argues that behavioral norms
are primarily passed on by instruction and
probably reinforced by the absence of counter-
examples: “If everyone thinks it is normal
behavior to cheat and deceive, then people will
cheat and deceive without feeling guilty. . . . [I}f
people are instructed that they should not steal,
and they do not observe anyone stealing, they
will tend not to steal”.

On this background, the question is whether
academia’s exposition of agency theory influences
the tendency of real-world agents and principals
to expect and even accept dishonesty as the pre-
vailing moral norm outside the class room.

There are plausible reasons why this concern
is warranted. Modern theories of accounting and
finance are heavily influenced by agency-based
arguments. Students read time and again about
unscrupulous agents surrounded by carrots and
sticks which keep them in line; about honesty
which does not come from the heart, but is
forced upon them by economic market forces.
Eventually, students (and maybe even professors)
may come to feel that the agent’s personality as
modelled by the PAM is not that extreme after
all. Or, being reminded that the PAM is just a
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model, they may at least stop reacting to its
ethical content, particularly if the professor does
not highlight the implicit ethical assumptions and
what alternative models may look like:

After graduation, the former student may
think, like the finance class seemed to suggest,
that the real-life job environment is already set
up for agents who cannot be trusted because they
tend to overreport performance. In such a world,
it appears economically optimal for you as an
agent to overreport, as the principal is likely to
reduce the performance measure you give him
anyway before using it to calculate your wage.
Eventually, an organizational design which
presupposes dishonest agents may end up pro-
ducing such individuals.

There are several counterarguments to this
critique. First, the PAM was never meant to be
normative and maybe not even descriptive by its
founders (Jensen, 1983). Second, it can always be
questioned whether students change ethical
values by going to business school, reading
finance textbooks, and by listening to accounting
professors. Moreover, models are simplifications,
designed to represent certain parts of reality at
the expense of others. In that perspective, it can
validly be argued that the important contribution
of the PAM is that it breaks away from the black
box approach to the theory of the firm and also
from the harmony model of frictionless delega-
tion. Unlike other models, the PAM makes
testable predictions of how contracts between
organizational stakeholders minimize the costs of
production in a world of conflicting objectives,
private information, and inherently dishonest
agents.

The costs of dishonest information use. Given our
focus on finance and accounting, maybe the most
uncontroversial way of clarifying our thinking
about educational impacts of the PAM is by
appealing to standard economic arguments. With
unconditional honesty (like if truthtelling were
a categorial imperative), no resources would be
wasted by dishonest information use or by efforts
to control it. The principal could simply trust the
agent on his word, and the first-best solution
would be attained.

Enter the inherent information asymmetry and

the ethics of the parties in the PAM, it is equally
clear that given this setting, both the agent and
the principal sleep well at night and feel no regret
or disappointment whatsoever when observing
the other party’s behavior. They know they have
the best contract, given their situation.
Nevertheless, as long as the principal cannot fully
observe the agent’s effort, the agent’s work ethics
prevents the first best solution from being
realized, i.e., the allocation that would be
obtained if the principal could blindly trust the
agent. The difference between these two solu-
tions is a deadweight loss to the contracting
parties, and the agent must always carry parts of
it. This deadweight loss consists of opportunity
costs (e.g., the manager chooses a capital struc-
ture which does not maximize firm value) and
out-of-pocket costs for bonding, certification and
monitoring (e.g., a detailed system for verifying
hours worked). Clearly, the net value gain would
be positive whenever the agent’s preferences
could be modified at a cost which is smaller than
the deadweight loss under optimal wealth- and
effortbased incentives.

Hence, regardless of what one feels about the
agent’s ethical standard in (1), attaining the
cost-effective, optimal contract in the PAM is
certainly not costless to the contracting parties
and- generally more costly than if the agent
experienced a negative direct utility effect of
dishonesty, like in (2). Moreover, on an aggre-
gate level, Arrow (1975) argues that a society’s
behavioral norms is a valuable economic asset in
any private transaction because shared, internal-
ized rules of conduct (like truth, trust, loyalty,
and justice) reduce contracting costs, and thus
facilitate the process of exchange in a market
economy. Hausman and McPherson (1993) even
assert that without such virtues, economic life
would come to a halt.

The positive effect of an increased trust
between asymmetrically informed parties is a
welfare-economic justification for taking educa-
tional impacts of the PAM seriously. Without
running the risk of pushing one’s own ethics
upon others, it can at least safely be concluded
that accounting and finance professors should be
more explicit to their students on the ethical
assumptions of the PAM. Also, the relevant
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ethical alternatives should be highlighted, and it
should be pointed out that the agent’s insensi-
tivity to honesty issues in the PAM may have
negative economic externalities by increasing the
future transaction costs for society at large.
Clearly, discussions along these lines is not
current teaching practice in accounting and
finance. In fact, Noreen (1988) in accounting and
Brennan (1994) in finance seem to be notable
exceptions to the overall impression that well-
known researchers in these two fields have not
yet seriously addressed educational effects of the
PAM. According to Noreen (1988): “to a large
extent, we conduct our research by grubbing
around in the underbrush of business looking for
evidence of opportunistic behavior. We need to
keep in mind that while our models presume that
businessmen are opportunistic and that we can
find (statistically significant) examples of such
opportunism, it does not follow that businessmen
generally are or should be opportunistic.”
Brennan (1994), who criticizes the PAM’
reliance on unrestricted self-interest, feels that if
we go on teaching principal-agent issues the way
we currently do, we may eventually find that the
theory becomes descriptively true, but at the cost
of producing a society that will not function.

3. Concluding remarks

Behavioral models are not value-neutral, and
theories may have social power. In particular,
popular theories are probably more easily inter-
nalized and put to practical use than less popular
ones by professors, students, and managers alike.’

The Principal-Agent model (PAM) is cur-
rently a very productive vehicle in the theory
development process of accounting and finance.
The model involves a non-standard, pessimistic,
and rather extreme model of man which has been
known in the theory of ethics for centuries.
Given the popularity of the PAM, the lack of
methodological discussions in the existing PAM
literature, and also the increasing attention paid
to ethics in both business schools and industry,
three issues seem particularly important to
address.

First, the descriptive validity of the PAM

should be explored in a much more extensive
way. Second, principal-agent models should be
developed which do not presuppose that agents
are indifferent between being honest and dis-
honest, and which allow for the possibility that
honesty makes sense even if it does not increase
your wealth or reduce your effort. Third,
accounting and finance professors should address
the educational impact of the PAM in 2 more
explicit and systematic way by pointing out the
models implicit ethical assumptions, by
addressing the externality costs to society caused
by private dishonesty, and by clarifying alterna-
tive ways of modelling ethics in principal agent
settings.
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Notes
' Some frequently cited examples are Adam Smith
(1776, p. 700), Berle and Means (1932), Baumol
(1959), Williamson (1964), Alchian and Demsetz
(1972), and Fama and Miller (1972). The basic as-
sumptions and the modelling tools of the PAM come
from the moral hazard and adverse selection litera-
ture in information economics. See Akerlof (1970)
and Spence (1973) for early examples and Rasmusen
(1989) for an introduction and overview.
* The expected utility theorem is general in the sense
that under certain regularity conditions, preferences
may be defined over any number of consequences,
which may be of any nature, like non-economic,
personal consequences or any externality for society
at large (Keeney and Raiffa, 1976). In the PAM as
applied to accounting and finance, however, personal
wealth and personal effort are the only consequences
modelled.
® Perrow (1986), Hirsch et al. (1987), Horrigan
(1987) and Etzioni (1988) are recent examples.

A corresponding case is predictive use of the
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4
expected utility theorem. The issue is not whether
decision makers actually perform expected utility
calculations, but if their choice between risky actions
can be well approximated by such a model, i.e., as if
real-world decision makers computed the expected
utility numbers and picked the action with the highest
number.
5 See Harris and Raviv (1991) for references and
more examples.
® Harris and Raviv (1991) and Eisenhardt (1989)
provide partial surveys.
7 As a lexicographic preference ordering does not
have an expected utility representation (Keeney and
Raiffa, 1976), it is formally incorrect to list this as a
special case of (2), which is stated in expected utility
terms.
8  Principal-Agent models dealing with pooling vs.
separating equilibria have two exogenously given
types of agents; honest ones and dishonest ones. As
honesty is not a separate argument in either type’s
utility function, neither agent makes a tradeoff
between ethics and the wealth-effort mix. Thus, the
idea that every man has his price cannot be properly
modelled in this setting, as the price of honesty is
either assumed to be zero (dishonest) or infinite
(honest). The dishonest type never stops lying because
he feels morally bad, and the honest type will always
stick to honesty regardless of its materialistic costs.
® According to Perrow (1986, p. 235), “theories
shape our world; they encourage us to see it a certain
way, and then we exclude other visions that could
direct our actions”. Perrow criticizes the PAM on this
background because he feels it models principals at
the mercy of agents, that monitoring is only avail-
able to the principal, that organized actions by
workers (like unionization) are absent, that the PAM
ignores how job-training and socialization reduces
real-life information asymmetries, and that it implies
a political ideology which is “both blatant and conser-
vative” (Perrow 1986, p. 220).
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