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CHAPTER 2 ¢ STAKEHOLDERS, MANAGERS, AND ETHICS

approach that will make the best use of a company’s resources. Obviously, appointment to
the top-management team is the first step in this process of developing the future CEOQ.2!
More and more the composition of the top-management team is becoming one of the main
priorities of the CEO and of a company’s board of directors, and the stock price of a com-
pany is often tied to a CEO’s future performance. Apple investors became worried in 2011
as the health problems of Apple’s Steve Jobs caused him again to take a leave of absence,
and Google’s investors became concerned when founder Larry Page took over as CEO
from Eric Schmidt, who had led the company during its meteoric rise to fame in the 2000s.

Other Managers

At the next level of management are a company’s senior vice presidents and vice presi-
dents, senior corporate-level managers in both line and staff functions. Large companies
such as Time Warner, Ford, and Microsoft have many hundreds or thousands of corpo-
rate-level managers. Also, at this level are those managers who head one of a company’s
many operating companies or divisions and who are known as general managers. In prac-
tice, general managers of the divisions commonly have the title of CEO of their divisions
because they have direct line responsibility for their division’s performance and normally
report to the corporate CEO or COO. However, they set policy only for the division they
head, not for the whole corporation, and thus arc divisional managers, not corporate
managers. Inside Ford, for example, are the divisional managers responsible for the oper-
ation of each of its carmaking divisions or units.

An organization or a division of an organization also has functional managers with
titles such as marketing manager or production manager. Functional managers arc respon-
sible for developing the functional skills and capabilities that collectively provide the core
competences that give the organization its competitive advantage. Each division, for ex-
ample, has a set of functional managers who report to the general or divisional manager.

An Agency Theory Perspective

Agency theory offers a useful way of understanding the complex authority relationship be-
tween top management and the board of directors. An agency relation arises whenever one
person (the principal) delegates decision-making authority or control over resources to an-
other (the agent). Starting at the top of a company’s hierarchy of authority, sharcholders are
the principals; members of top management are their agents, appointed by shareholders to
use organizational resources most effectively. The average shareholder, for example, has no
in-depth knowledge of a particular industry or how to run a company. They appoint experts
in the industry—managers—to perform this work for them. However, in delegating author-
ity to managers, an agency problem—a problem in determining managerial accountability —
arises. This is because if you employ an expert manager, by definition that person must know
more than you; how then can you question the decisions of the expert and the way managers
are running the company? Moreover, the results of managers’ performance can be evalu-
ated only after considerable time has elapsed. Consequently, it is very difficult to hold man-
agers accountable for what they do. Most often shareholders don’t until it is too late —when
the company suffers billion-dollar losses. In delegating authority, to a large extent sharchold-
ers lose their ability to influence managerial decision making in a significant way.

The problem is that shareholders or principals are at an information disadvantage
compared with top managers. It is very difficult for them to judge the effectiveness of a
top-management team’s actions when it can often only be judged over several years.
Moreover, as noted earlier, the goals and interests of managers and shareholders may di-
verge. Managers may prefer to pursue courses of action that lead to short-term profits, or
short-term control over the market, whereas sharcholders might prefer actions that lead
to long-term profitability such as increased efficiency and long-term innovation.

The Moral Hazard Problem

When these two conditions exist and (1) a principal finds it very difficult to evaluate how
well the agent has performed because the agent possesses an information advantage, and
(2) the agent has an incentive to pursue goals and objectives that are different from the
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