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2YNOWH AIAAKTOPIKHX AIATPIBHX

H «Op068&o&n» owcovopukr) Oewpia e€etdlel TIC eTIXEPTOEIC OC OIKOVOUIKEC
pové&dec, TV omolwVv 0 KUPLOg 0TOXOC lval 1) HEYIOTOTOMOT) TV kKepdWV TOUC.
Zoppova pe TV Topamdve Bedpnorn, kdBe omoxAlon amd OTPATNYIKEC TTOL
opiCovTal oTal TAKIOIX TNC AVOTNPNG HeyloToToNoNe TV Kepdwv amoTeAel £veldn
yo un xpnot Aertovpyia g emiyeipnone. Ilapdha owtd, odyyxpova epmeipik&
dedopevar amodetkvoovv OTL TAéOV, Ol OTPATNYIKEC TWV ETIXEPNOE®Y OLXVA
QMOKAIVOUV  amd TNV QUOTNPWC €VVOOUUEVI] UEYIOTOTIOMNON TWV kePdWV, Me
ATMOTEPO OKOTO TNV ETITEVEN AVTAYWVIOTIKOD TAEOVEKTHUXTOC Ot OXEOT) HE TOUC
AVTAYDVIOTEC TOUC OTIC XYyopéC TOL AelTOvpyoUVv. Xg QUTH TNV  KaTnyopla
OTPATNYIKAOV evidooovtat 1 «Zpamyikyj Aioiknnikij Avrmpoodmevon» xau 1
«Eraipixrj Kowvavixrj Ev@vvy . O oxomde e mapovoag Adaxtopiknc AtatpiPnc
efvat 1 eC€taon TOV EMMTTOOEDV TOV TPOXVAPEPDEICWY OTPATNYIKWYV TOOO 0TV
amdd00T TV EMXEPNOE®Y, 60O KAl OTNV KOvViky eunpepia. Ta emotnpovikg
gpycdelar Tov xpnotpomolovvtal ot mAaiota e Owkovopikric Oswpiag elvar 1)
Oewpioe [Tawyviov kaw 1 Bounyavikyy Opydvwon, étol dote v avadetybovv ot
otpamykéc oAAnAemidpdoelc Tov eu@aviCovtatl PETaED TV ETMIXEPNOE®Y OF
OALYOTIWALKOVG KA&SOUC.

H mpodm Oepatikry evémra e mapovoas AxTpiric eTIKEVIPOVETAL OTN
Zrpatnyikr] AownTikry Avrimpoocmevor. H BifAoypagia mapovoidlet dvo, wg ta
Baowd kivitpa yiao v avdBeom e evBVVNC OPIOHEVOV ATTOPATE®V ATTO TOUG
(18LOKTITEC TV eTiXelPrioewV TPog Tovg StevBuvtéc Tovg. To mpdTo elvat 1 avdykn
TOV IIOKTNTOV VA eKHETOAAEVOOVY CUYKEKPIUEVEC IKXVOTNTEC TIC OTrOleC pmopel va
EVOWUATAOVOVY Optopévol SlevBuvTég, €10t OTe v BEATIOOOVV TNV AmoOd00T TV
emiyeprjoedv tovg. H oxetixr) PPAoypagia mephapPdvel v Becwpiac Evioéa-

Evtolodoxov, 1 omolx emKEVIPOVETAL OTOVC TPOTOUC TOVC OTOIOVC UTOpel Vo



XPNOHoTOmoeL O ISIOKTATNG TNE eMiXelpnong, woTe va odnynoet Tov StevBuvTr Tov
o€ ovuTePPop& Tov peytoToTolel To képdog e emtyelpnong, dSnAadr tavTtiCetan pe
TV XVTIKEWeVIKT) ouV&PTNoT Tov 18tokTTN. To de¥tepo kivTpo €xel Vo K&Vel Pe TNV
SvvardmTa afdmoe déopevong, péow TV SlevBVVTOY, 08 OTPATNYIKEC TOL Ol
(ot ot 1810k T TEC SLaPOPETIKA SeV UTOPOVY V& eQPAPUOTOVY AOY® TOV YeyOvOTOC OTL
N QVTIKEWHEVIKT] TOVUC OLVAPTNOT TALTICeTal QUOTNP& ME TNV MEYIOTOTOMOT TWV
kepddv e emiyelpnone Tovg. ITio ovykekpiuéva o 8lOKTATNC WaC emiyelpnong
pTopel V& ATTOKTIOEL OTPATNYIKO TAEOVEKTHA £VAVTL TOV OVIAYWVIOT®OV TOV,
mpooAopfdvovTag évary StevbuvTy Tov OTOlOV 1 AVTIKEIPEVIKT) CLVAPTNOT) ATTOKALVEL
amd TNV avonper) Heylotomoinon Twv kepdwv. Avtod Tov eldovg N AvTITPOCWTEVOT)
opiCetat oV PipAoypapia wc Ztpatnyikr) AoknTikyy AvTimpoooTevon.

H 8evtepn Oepatikry evomtar e mopovoog Axtpifric, e€eldikedeTan otV
Etapwr) Kowvwvikry EvBovn (EKE). Av kot dev vmapxet évag kotvd amodekTog
optopoc yix v EKE, o mo xaBepwpévoc avagépetan oty EKE cwc: «uta évvora e
TV OMOIX Ol ETAUPEIEC EVOWUATOVOVY, Ot ebelovrikij Pdor, KOIVOVIKEC Kau
TEPIPAANOVTIKEC AVIIOUYIEC OTIC EMYEPNUATIKEG TOVSC OPATTNPIOTNTEC KAl OTIC
ema@éc Tove ue clla evéiapepoueva uépn» (European Commission, Green Paper,
2001). H avéivon tov emmtooewv ¢ EKE elvor moAd onpovtixy kabag
mpoopata gumelpikd dedopéva amodeikvoovy 61t 11 EKE amaoxolel onuavtiké Tig
ovyxpovec emixeprioelc. ITio ovykexppéva, meploocdtepec amd Ti¢ pioég amd tic 100
MeEYOAUTEPEC emixelprjoelc oTic 16 o PlounyavoTomuéves xwpeg, dnpooievoav
ava@opéc oxetik& He Tic dpaotprdmrec Toug oe EKE to étroc 2005 (Becchetti ko
MAourrol, 2006).

H mapotvoa StatpiPr] amotedeital amd téooepa TeXmPLOTA KEPAAXLX.
Kepdhouwo 1

To TPWTO KEPAAXIO AVAPEPETAL OTNV €LETAOT TOV TUTTOV TWV ATOPATEDV

OV OTPATNYIKK avaTiBevtal amd Tovg IBIOKTATEC HAC OAYOTIWAIKAC ETLYE(PTONC



otovg Stevbuvtéc Tovg, otV ooppoTia. Av Kat 0 6pog elo)xOn oTNV OIKOVOUIKT
BAoypagia ad tov Schelling (1960), ot Vickers (1985), Fershtman & Judd (1987)
xat o Sklivas (1987) (VF]S) dnuovpynoav to Becwpnticd vméfabpo oxetik& pe v
XPNON TNC OTPATNYIKNC QAVTITPOOWTEVONC Yl TV Snpovpyia mpoimobéoewv
AVTAY®VIOTIKOV TAEOVEKTHHAXTOC Og OAlyoTTwAlakée ayopéc. Ilio ovykekpipéva oe
éva BepnTiKd TAKIOI0 AVTAYW®VIOHOU Og TogdTNTEC, O I8LOKTTNG K&OEe eTiyelpnong
éxet v duvatdmTa va mpooA&Pet évav  Stevbuvt, va Tov avobéoel Tov
AVTAY®VIOHO OTNV ayop& KAl VX TOU TPOoo@épel £éva CUMPOAALO KIVIITPOL TO OTTOlo
Oa tov odnyfoet oe o emOeTIKY) OCLUTEPLPOPK, Ot OXEOT HE TNV QaUOTNPY
peyloTOTTOMOT TV KEPOWYV. AVOAVTIKOTEPX €CeTdleTau évar TTalyvio dvo oTadiwv.
210 TPTO OTASIO Ol ISLOKTATEG TNE ETIXEPNONG, TOL eVl PEYIOTOTONTEC KEPSOLC,
amo@aciCovv TIC TMAPAUETPOVC KIVATPOL Ot éva eEwyevae dedopévo ovuPforato
KIVJTPOV, TO OTOI0 efval YPAUUKOC TUVOVAOTUOC TOV KEPOWY KAl TV TWANOEWYV TNG
emiyelpnorc Tovg. Xto SevTeEPO OTASIO, dedopévov 6Tt ot Opol TV SVUPOAXi®Y elvat
KOWVI] yvaor, ot Stevbuvtéc avtaywviCovtat oty ayopd Bétovtac moodtnrec. K&Oe
(SLOKTNTNG £XEL TNV EVKAUPIX VO ATTOKTHTEL AVTAYWDVIOTIKO TAEOVEKTNUX 0TIV Atyopd,
dedopévov 6Tt o avrtimodog SokTATNC Sev  €xel emAELel TNV OTPATNYIKY
QVTITPOCMTEVOT). LTNV IOOPPOTIX TO ATOTEAETHA efvat OTL opPATEPOL Ol I8IOKTHTEG
EMAEYOUV TNV OTPATNYIKY] OKVTITPOTMTEVOT), EMOMEVOC, OONYOVHAOTE O Eva
SIANUUX TOV  KPATOVHEVOL AdY® TOU QUENUEVOL OVTXYWDVIOHOU HETXED TV
AVTITAA®V ETLXEPTITEDV.

To mapamdve mAaiolo, dpwe, ayvoel e Tépa amd TIC PpayvTpobeopec
XTOPATELC, OTKOC elvat 0 KABOPIOPOC TOV TPOIOVTOC, VTTAPXEL KAL £VXC GANOC TUTTOGC
ATOPAOE®V MOV a&ilel mMepATéPH TPooox amd Toug epevvnTéc. AvTog elvat ot
MOKPOXPOVIEC ATTOPATEIC TNG ETLXEIPNONG, OTTWC Yot Tap&detypa ot emevOVoelC O

épevva Kat avamTuEn. O okomdg avTov TOL KePoAaiov eivan SiTTdG.



[IpodTov, va etetdoel TIc oTpaTnYIkéC OXAANAeTIOpA&OElC TTOV SnuovpyoVVTAL
METOED TV emixelprjoemy, Kabde Kkat mv amddoor Tovg otV ayopd, Otav ol
StoxtTeC TOovg €xovv dVo evolaxTikée oTpatnyikéc. H mpodm™ avagépetanr oty
IMA\jpn Avtmpoowmevon (ITA), omv omoix ot dlokttec avabétovv TOOO TIC
BpaxvmpoOeapec, 600 Kat TIC paKpoTpdleopeg AmoPAoelc 0TOVC SlevOLVTEC, EVEd 1)
Sevtepn agopd Vv Mepir) Avtimpoowmevon (MA), odupova pe v omola ot
18lokTTeEC axvadéTovy povo Ti¢ Ppaxvmpodbecpec amo@doelc aTovg SlevbuvTéC Toug.
To BecopnTicd mAaioo avéAvong mephapPavet o SvomwAtaxr ayopd otnv omola
oL eTXelPNoelC avTtaywvifovial oe ToooTTEG (BPaAXVXPOVIEC ATOPATEIS) KAL OF
emevOVOEIC OE €peVva KAl avATTLEN (Hakpoxpoviee amopdoslc). Tpix evoAAakTik&
oevapla Saxpoppavovtal. To mpdTo eivar 1 ohwry ITAfjpnc Avtimpoocmevon (I1A,
ITA) omv omoila xau ot dvo 8ok Teg emAéyovv ITA. Zoppwva pe t0 SevTepo
oevdplo ¢ oAkric Mepixric Avtimpoodmevong kat ot §vo 18toxtteg emAéyovv MA
(MA, MA), &ved TO TPITO OEVAPIO AVOPEPETAL OTNV KOVUUETPT) TEPITTWOT TNG
Zuvomapéne Tov dvo otpamykedv (ITA, MA). ETikevip@dvovtag oTat CUMHETPIKA
OeVAPIN, TX ATOTEAEOUATA OelXVOUY TAVTA PHEYOAUTEPEC eTEVOVOEIC OE €PELVA KL
avamtuEn oto gevdplo ¢ oAwric IIApove Avtimpoowmevong oe oxéon pe v
oAwkr) Mepikr] AvTimpooomevor. Av To apXIko oplakd KOOTOC efvat Hkpd, TOTE T
k€PST elvau peyohvtepa 0To oevépto e oAwrc ITApove avTimpoomevong, eved To
avToTPOPO oY VEL yIX PHEYAAO apXIkO OpPlaKO KOOTOC. XTO AOVHUUETPO OEVAPLO, 1)
emixelpnon n omoia vioBetioet v ITA mavta emevdvel TePloodTEPO T€ €pevva KA
av&TTUEN, KOt €Xel HeyOAUTEPX KEPST OLYKPLVOUEVT) TOOO HE TNV AVIAYDVIOTPIX
emiyelpnon, 600 KAt pe T SVO CUUUETPIKK TEVAPIXL.

AeVTepov, va avalntioet To oevaplo Tov Bo EMKPATHOEL OTNV [GOPPOTIQ,
vmofétovtag 6Tt dev vmdpxel SvvaTOTTA AEIOTIOTNC S€oUEVONG METAED TWV
(1BLOKTNTAV TWV ETIXEPNTEWY O OXECT) HE TNV OTPATNYIKY] TOL Ba akoAovOricovv.

ITio avodvTik, 1 oTafepoTNTA K&Oe Tevapiov Soxipaletat, e€eTdCovTag T KiviTpa
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TOV IBIOKTNTAOV V& ATOKAVOLY amd TNV oTpatnyiky mov avtd vrmayopevel. Ta
amoteAéopata deixvouv 61t ) oAk} MA Sev elvau moté ooppoTtia. Av to apyikod
oplakd kOOTOC elvat XUNAO TOTe TO QOUUMETPO Oevdplo elvat 1 pOvadIk)
looppoTia. AvtiBeta, 1 ovppetpixr) ITApnc Avrimpoomevon amotelel To povadikd
oevéplo 1ooppoTiag yix VPNAS apxikd oplakd k6oToc. Opwe, av vrobécovpe ot
vdpyxet  Svvatdémra  aldmome  Séopevone  peTaED TV IBIOKTNTOV TV
emiyelprjoewv Téte 1 oAwkr) ITA elvau 1) povadikr) .ooppoTia.

To mapdv kepdAato ovvelopépet oe évav TPOéaPato kA&So ¢ BiAoypapiog
mov &exivnoe amd Toug Zhang & Zhang (1997) xau Z. Zhang (2002), ot omoiot Ty ot
TPWTOL OV EIOTyAYyoY TNV avVAOEoT) TOV HOKPOXPOVIOV ATOPATEWY OTO HOVTENO
VFJS. Xe po ayop& pe Cournot avTarywVviopo, VTOOETOUVY OTL OL IBIOKTHTEC ETAEYOLV
eCwoyevwoe v IIAfpn Avrmpooomevorn. To xvplo ebpnua tovg elvanw 0Tt oL
ETXEPTOELC, KAT® MO MANPT AVIITPOCMTEVOT KAl YiX XAUNA& (VPnA&) emimeda
S1&yvomnc ¢ €PEVVOAC KA AVATITVENG, eTEVOVOVY TePlooOTePO (AlydTePO) O épevva
KOl avATTUEN KAt £XouV XaApUNASTepa kéPSN oe oxéomn pe v Mn Avrimpoodmevon,
SnAadn) tov amAd Cournot avToywVIOHS, XWPIC oTpatnykr avTimpoowmevot). Ot
Kopel & Riegler (2005) evéoyevomoloVv mv emAoyn TV I8lokTTedV avéueoo oe Mn)
kat ITAjpn Avumpoodmevon, vrofétovrag 61t vtdpxet alldmot déopevon petav
TOVUC OXETIKK HE TNV OTPATNYIKY TNV omoiax B akoAovBrjoovv. Avtd mov Bplokovy
efvat 61t n Stdyvon g épevvac kat avamTuEne dev emnpedlel TV OTPATNYIKY
looppoTiaG TV ISLOKTATOV 1) omola elvat T&vtote 1) ITApnc Avtimpoodmevon.

Ta mapamdve &pbpa, Opwe, dev e€etdlovv TV Mepikr) AvTimpoowmevon wg
mOovr) oTpamyKy TV IBoKTAV. Ilapéda avtd, mpéopata eumelpik& dedopéva
delyvouv OTL ol IBIOKTATEC TWV ETIXEPNOEWY TPOTIHOVV v avalBéTtovv pévo Tig
Bpayvmpobeopec amopdoelc otovg SlevbuvvTéc Tovg, evad avtibetar kKpaToUV TIC
poxpoTmpoBeopec amopdoelc vTo Tov éAeyx6 Tovg. Ot Barcena-Ruiz & Casado-Izaga

(2005), ava@épovv OTL Ol HEAETEC TTEPIMTWOEWYV TV eTaipldy B.M.W., Benetton xat
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Microsoft, delyvovv oawtd axpiBcdg, 1HTol Ol ISIOKTATEC TWV ETIXEPNOEDV AVTOV
avabétovv povo Tic PBpayvmpdbeouec amopdoelc otovg SievBuvtéc Tovg. EmimAéoy,
epmelpik& amoteAéopata amd tovg Colombo & Delmastro (2004) oe 400 peyddec
(TOAKEG eTIXEIPT)OELC, eTIREPALDOVOVY TA TAPATAVE CUUTEPAOUXTA.

Ot Barcena-Ruiz & Casado-Izaga (2005), eet&lovv Ta xivnTpax TV
BoxmTedV v  axolovBrjoovv IIApn 1 Mepwny Avrmpoowmevorn, o Mo
StapopeTik} katnyopla amo@doewv. Ilio ovykexpiuéva Bewpodv v opt{dvtia
Slagpopotmoinon, ¢ TV HakpoTpobeoun amdEAOon KAl TIC TIMEC ®OC TNV
Bpaxvmpdbeoun. EmmAéov voBétovy 611 vtdpyel allomoTn déopevon HeTAED TV
(IOLOKTNTAV, OXETIKA He TNV otpatnyiky v omoiax O axolovbrioovv. To kiVplo
gvpNUA TOVC elvat OTL oTNV looppoTia, apPdTEPOL Ot 1oxTrTeG O eTAéEovY Mepixi
Avtumpoodmevon. AvtiOeta, oTO TAPOV KePAAXIO, ATOSEKVVETAL OTL OTAV Ol
ETXEPTIOEIC AVTAYDVICOVTAL OTNV Ayop& O OTPATNYIKX VTTOKXTAOTATEG ATTOPATEIC
(ToocoTA), KAt dev LTTAPXEL AEOTIOTN SEOUEVOT) PETALY TWV ISIOKTNTAOV, OXETIKK
pe TV otpatnyiky v omola Bt axoAovBricovy, téte 1 Mepikry Avrimpoomevon
dev elvau TOTE OTPATNYIKT) LOOPPOTIXG.

Kegpdhauo 2

210 OeVTEPO KePAAMO, avoAveTatl o PEATIOTOC TUTMOC TOL OLHPOAaiov
KIVIITPOUL TTov B eMAEEOVV OL IBIOKTNTEC TV ETIXEPTITEWV TTNV IOOPPOTIX, DOTE VX
apeipovv Tovg SlevbuvTéc Tovg. ZvpPOAXIAX KIVTPOU TOU XTMOTEAOVV YPXHUUIKO
oVVOLAOUS TV KePSWV KAl TOV TWANOE®V TN emixelpnong, €xovv ovohvOel
extevde amd mv PiPAoypagiocc e Blopnxavikic Opydvwone (BAéme VEF]S).
Avtifeta, dANot TOTOoL oupPolaiov, OTwe 1 oxeTiky amddoorn e emiyelpnong oe
OX£€0T He TOUC AVTAYWVIOTEC NG, £XouV A&Pet Atydtepn mpoooxr). Ot Miller & Pazgal
(2001, 2002, 2005) oxnuatomolovV To BecpnTikd TAKICIO0, 0TO OoTolo Ot SlevBLVTEG
TV emixelproemy auelfovrot ovupova e éva ovpfoéAato kivijtpov To omolo eivat

€vag YPaUIKOC ouvOLAOUOC TV 18IV kePSWV TNC emiyelpnoNC KAl TV kePSWV TNC
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avtimaAng emiyelpnong (oxetiky anddoon). To amoTéAeopa l0OPPOTIAG OTO HOVTEAO
oxeTiknic amodoonc elvar avtiotolyo pe avtd Tov povtédov VE]S (ovpBérato
KePODV-TTOANTEWV).

ITio ovykekpuéva, to TAPOV KePAAawo efetdlet TOoO OepnTik®, 600 KAt
TEPAUXTIKE VX OAYOTIWALAKO HOVTEAO GTO OTOIO Ol ISIOKTITEC TWV ETIXEPTITEDY
eMAéyovV ev80YEVAC TOV TUTTO TOL GUHBOAXIOV KIVIITPOL TOV B XVAKOIVETOLY
otov Sevbvvty tovg. Ot evodokTikée emAOyéc elval TO OUHUPOAXIO OXETIKNC
amddoonc kat avtd TV KePSOV-TwAoemv. Eldikdtepa, ot 18loxtteg emAéyovv
1600 TOV TUTO TOV CLPPBoAaiov, 600 Kat Tovg épovg Tov, ot omoiol kabopiCovv v
emBeTikdTTA TV Stevbuvtdv Tove. Ta Bewpnrikd amotedéopata deixvovv OTL oL
(IOLOKTNTEC TV eTIXEPNOE®Y O eTAEEOVY CLUPOAAIA KIVITPOV OXETIKNC amtddoomc
oTNV looppoTiQK.

To &pBpo twv Huck xat Aowmcdv (2004), efvar 1 povadikr) mponyovuevn
TEPAUXTIKY] QYT OXETIKY He TNV OTpatnytky JSoknTiky) avrimpoowmevor. O
oxXedIONOC TOV TEPAUATOC TOvG TeplopiCetan pévo ot ovpPoAaua kepSWV-
mwAioewy. Etol To mapdv melpapa efvat o TpdoTo mov TepAapPdvel Tnyv evéoyevi
eMAOYT] HETAEY eVOAAOKTIKGOV TUT®WV CUMPOARI®V KIVATPOUV, TPV TNV €TIAOYY] TWV
opwv Tov ovpPoAaiov (emOetikdTT). Emimpdoeta, avtibetar pe tovg Huck xa
Aoirovg (2004) ot omoiot vToBETOVY v SlaKPITO XWDPO EMAOYWDV Og OX£0T He TOVC
o6povc Tov ovpPoAaiov, oTo TAPSV TEPAUX Ol eMAOYEC TV ISIOKTHTOV elvat
ovveyeic.

Ta amote Méopatar TOv OepPNTIKOV HEPOVEC TOV KeEPOAXIOV, ATTOTEAOVV TIC
vmobéoelc mov  eAéyxovtaw amd To Tmelpapa. Toa  mepapatikd  dedopéva
emiBefaucdovovv  oplopéveg Oecwpnticéc mpoPAéPelc, eved &AAeC  amoppimTOvTAL.
[IpodTov, n emxpdmon TV ovuPoAaidV OXETIKNC amddooNC, EVOVTL TV
avtioTolywv kepdwv-TtwAioewy, emPefatdveral. Ilapdha avtd, n mTeEPAPATIKY

TPooéyylon katopbdvel va dtoxwpioel Toug Adyoug ylax Tovg omoiove ovuPaivet



avto. "Hrol, n emikévtpmwon oe .ooppoTieg Tov elvat avadtepeg katd Pareto gaivetal
va eényel KOAUTEPA TO TAPATAV® QTOTEAECHX Ot OXxéom Me TNV Suvatdmmra
aflomomc Séopevong, w¢ mpoc TV oakolovBoVpevn oTpatnykn. AevTepov,
TapaTnpeltal OTt ot ISOKTATEC eTMAEyoLVV IO emMOETIKOVC OpovVC OTX CUMPBOACIA
kwvijtpov oxetikric amddoongc. To evpnua avtd emPefatcdvel HOVO TO ACVHUUETPO
oevdplo Tov BewpnTikoV povtédov. TéAoc ot BewpnTicéc TPoPAéPelc OXETIKA He TNV
OLVOPTNOLOKT] OX€0T) HeTAEV TPoidvToc Kat TOTOV oVpPoAaimwv Sev emiPePfancoveTay,
evV® 1 avtioTotyn oxéomn He Toug Opovg emBeTikOTNTAC UTopel v TeKpNplwOel oe
OPIOUEVEC TIEPITITAOTELC.

Etet&lovTac Kaveic AeMTOUEPMC TX ATOTEAECUATA TOV TAPOVTOG KePOAXiov,
Ba SlamoToel kAt ToV AGYO Yl TOV OTo(0 SIaPEPOVY TA ATOTEAEOUATA HETAED TNC
OecopnTIKC KA TNC MEPAUATIKAG TPOTEYYIONC OTNV OTPATNYIKY) XVTITPOCWTEVOT).
AvTtdc Sev etvan dANO¢ oo TO yeyovag, OTL 1) BewpnTikt) TPoofyylon ayvoel k&moleg
TAPAUETPOVC OV €XOVV VA KAVOULV UE TNV CUUTEPIPOPE TV aTOU®V. To mapov
KEPAAQUO, XPNOHOTIOIE! TNV TEPAUATIKY] OIKOVOUIKT], DOTE V& TPooéael kot GANeg
EPUNVEVTIKEC TAPAETPOVC OtV PIPAloypa@iax TNC OTPATNYIKAG XVTITPOCWTEVOTC
KQL TTLO OVYKEKPILEVA TNV SuvaTOHTNTA AvTIdpaon ¢ TV SlevbuvTdV GTOVE OPOVC TV
ovppoAaieV KIVATP®V oL §€XOVTal ATTO TOVC ISLOKTHTEC.
Kegpdhauwo 3

To tpito xepdAawo e€etdlel T KIVNTPA TOV ISIOKTNTAOV OAYOTTOAIXKDV
EMIXEPNOEWV V& eUTAaKOVV oe Spaotnpottec Etaupikric Kowvwvikrc EvBdvne
(EKE). Avté 10 xe@dAowo evi&ooetal OTnV YevikoTepn ov(mnomn HeTall TV
OIKOVOHOANOY®V oxeTik& pe Tic emmtooelc ¢ EKE, téoco omv kepdogopia tev
ETIXEPNOEWY, OO0 KAl OTNV OLVOAKY Kowvwviky evnuepia. H ov(mon avt
Eextva Aoy e paydaiac eEEAENC emiyelprioemV 0w yiax Tap&detypa 1) "The Body
Shop", TV omoiwv T mpoidvta elvaw oTevd ovvdedepéva pe TEPIBXANOVTIKEG K

KovaVikéc avnovyiec. Emmpdobeta, mpdopata eumepicd dedopevar TekunpLedvovy



™mv mpoom&Oelx TOA®V CVYXPOV@V ETIXEPOE®V V& elvat, 1§ TOUA&XIOTOV va
@atvovtat kotveVvikd vtevbuveg (BAéme Becchetti xou Aotrrol, 2006).

AeSOPEVOV TOV TAPATAV®, TO KUPLO EPATNHA TTOV TPOKVTITEL elvat TO &¢rc:
«Jlax moto ASyo o ISIOKTITC IS IOIOTIKIG ETYEPNONC v eivat mpobuuoc va
SUIOVPYTIOEl KOOTOG, OTE VA XPIHUATOSOTIIOEL EVEPYEIEC Ol OTOIEC TPOowdovv
Kowvwvikée aéiecy. To mapdv xke@dAao mTpoomabel v amavTiioel 0g oUTO TO
EPOTNUX, OePOVTAC M OAYOTTWAKT] ayopd, oTnv omolx ot I8IoKTATEC TWV
ETXEPNOEWV UTOPOVY VA avaxBEéoovy TIC amo@daoelc yia eumAoxr) ot evépyetec EKE
KQl TOV avTay®Vviopd oty ayop& oe «Kotvwvikd YmevBuvvouc» dtevbuvtéc, evad ol
KATAVOAWTEC SlapéPouvy ¢ TPog TNV Tpobupia Toug vor TANPWOOVY TEPIOTOTEPO
ylo To TeEAKO TPOoidV TV emixelprioewy mov eumAékovtal oe EKE.

I[To avodvtikd 1 Pootkr) 8éa efvar OTL Ol eMIXEIPYOEIC  EUTAEKOVTAU
otpamywd oe EKE, cote vor Snuovpyioovy pia «<kotvaviké @NK» elkOva Yl TO
Tpoidv Tovg. Ot KATAVOA®TEC Be@POVVTAL WC OUOLOYEVEIC OTIC TTPOTIUNOELC TOVC O€
OX€0T) HE TA PUOIK& XUPAKTNPIOTIKA TWV TEAIKGOV TPOIOVTWYV, 0AAK WG €TEPOYEVEIC
oe oxéon pe 10 TAC oforoyovv Tic evépyelec EKE toov emiyeprioewv mov Ta
mapdyovv. Ooco meploodTepo  kovVIK&  evatoOnromomuévog  efvat  évag
KATAVOAWTAG, TéoO avtdvetat 1 Sidbeon Tov v TANPOOEL TEPIOCOOTEPO YIX TO
Tpoidv ¢ etatpiag mov ToTeVEL OTL elvat Kovwvik& vrevBuvn. Ouwg, 1 gumAoxi
TV emixeprjoenv oe EKE, amautel ouxv& kootoPopec evépyeleg amd mTAevp&¢ TOLC,
WOTE VO AEITOVPYNOOLY TPOC OPEAOC TWV KOLVWVIK®V TOVG etaipwv. Tétoleg
evépyetec umopel v mepAapBdvovy v PeAtioon Twv ouvONKOV ao@oAelag Twv
ePYXCOHEVRV, TNV TTAPAYYeA X TPAOTOV VADV Ao TOTIKOVUG TPOUNOevTéc, oTe va
evioxvBel n tomkr owovopla, 1) TV LICOETOT «TPACIVWY» TEXVOAOYI®V TOL Ogv
emiPoapvvovy 1o TEPIPAANOV.

H ovvdpmon xpnopudmroc ToV KATOVOADRT®Y TOL XPNOIHOTOLE(TaL €00,

ovvdvalel Vv opllévTia e TV k&Oetn StapopoTmoinon Twv TEAIKOV TPOIOVTDV
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axolovBdvtag tov Hickner (2000). H xk&Betn Sixpopomoinon avtiotolxel oTig
evépyetec EKE mov pmopel va evoopatovel éva mpoidv, To omolo ekAaxpfdvetal ¢
BeAtidon ¢ moWdTTAC TOv, amd TOUC KOWMVIK& evalodnTomomuévoug
KXTOVOADTEC. e avTd TO BepnTikd TAQIO10, Ol IBIOKTATEC TOV EMXEPTIOEWYV EXOVV
SV0 eVOANXKTIKEG OTPATNYIKEC: e(Te VA HETADETOVYV TIC ATOPATEIC TTOV KXPOPOVV TNV
EKE xat tov avtaywvioud omyv ayopd oe éva «Kotvwvikd YmevBuvo» Stevbvvy,
elte Oxl. Avtd avrxkaromtpifel M OVVNOWOUEVI) TPAKTIKY] OTIC OVYXPOVEC
emiyelprjoelc, n omoiax mepthauPdvel v TPOSTANYn efeldikevpéveov StevBuvTdV e
loxvpo véPadpo oy Sixxeipion Spaomplotitwv EKE, xabdc¢ kot v avéBeon
o€ aVUTOVUG TV amo@doeny ot Bépata mov &mtovraw t6oo ¢ EKE, 600 xat ¢
yevikoTepnc Aettovpylag e emixeipnonc. Avti n avéBeon Sdpaotprotitewy Sev efvau
Timota dAAo Topd €var Selypa TV Tpobéoewv e emixelpnone oyxetikd pe v EKE,
T0 oToio BewpeiTan AEIOTIOTO ATO TOVE KATAVOARDTEC. XTIV TAPOVTA AVAAVOT), 1) )
mpooAnyPn «Kowvowvikd Ymevbvvov» SievBuvtr), onuaivel 6Tt ot KATAVOAWTEC dev
Becwpovv allomot myv déopevon g emiyelpnonc oe EKE kot étotl dev mpotiBevtau
VO TANPWOCOVY TEPIOTOTEPO YIX TO TTPOIOV TNC.

AxolovBovtac toug Miller & Pazgal (2001; 2002; 2005), yivetau n vrébeon
OTL ot ev duvdiel SievBuvTég Stakpivovtan amd éva evpog otdoewv evavtt e EKE, 1
omola xaBopiCel Tov TOVTO Tovg. Kd&Be Sievbuvtic €xel piax cuvépton XpNOIHOTNTAC
1 omola efvat ypaHUKOC CLVOVAOUOC TV KEPSWOV TNC eMIXE(PNONC KAt eMTAEOV ATTO
™mv XPNowoTTae Tov amoAxpfdvel AOyw TG KOvwVIKAc Tpoo@opds Tov. To
KevTpikd onpelo e avdAvone edw etvar 0Tt x&Be StevBuvtiic deopeveTan ot P
ovykekpipévn otdon évavtt e EKE kot 6molog Sokmime Tov mpooAdPel,
deouevetou oV (Sla otdon évavtt oty EKE.

E€etalovrau tpiax evolaxTiké oevépla. To mpoTo eivan to ovppetpikd EKE,
TO omolo avoPEPETAL OTNV TEPITTWOT oL KAt ot dvo 8lokTiTeg TPpooAauPdvovy

«Kotveovikd YmevOuvo» dtevbuvvty, emopévae avorappavovv dpaoctnpidmrec EKE.
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To Sevtepo avtioTOlXEl OTNV XCUUUETPT TEPIMTWOT), OTTOV POVO O évag 8LIoKTHTNG
epumAéxeton oe EKE, eved oto tpito oevdplo, xavelc amd Toug 8oxtrteg dev
epmAéxetan oe EKE. To xvplo evpnua eivan 61t oy 1ooppoTia kabévag amd tovg
1StoxtTec Bax TPooA&Pet évav «Kotvavikd Ymevbuvor» Sievbuvt, yxtl pe avtd tov
TPOTO UTopel va avErjoel v kepdogopial NG emXePNONC TOV HEC® TNE XTOKTNOTC
OTPATNYIKOV TAEOVEKTHHATOC OTNV ayopd. Avti 1 ocAAnAemidpaor petald Twv
AVTAYDVIOTOV ISIOKTHTAOV elvat Tov Ttovg odnyel va mpooA&Bovv évav StevBuv
mov deapevetat 61t O epumAakei oe EKE.

Emopévec 1o mpdTo oevéplo eivar 1 HovadIKY) TPOKUTTOLOX TOPPOTIiL.
Kd&0Oe povopepric amdéxAion evog ex TV ISIOKTATOV amd ot TV ooppoTia, Oa
odnyovoe v emixelpnor Tov o Atydtepa képdn oe oxéon He TO KaBEOTWC
looppoTiag. Avtd, yati t6oo 1o MPOidVY, 600 kot T kéPSN k&Oe emiyelpnone mov
avodopfBdvel evépyetec EKE, efvou avEnpéva oe oxéon He TNV OTPATNYIKY) TNG Hn)
epmAoxric oe EKE. Enionc n otpatmykn epmAokr| twv emixelprioewy oe EKE odnyel
oe oOENOT TOL TAEOVATHUATOC TWV KATOUVOADTWYV KL TNG KOLVWVIKTC eVTHEPIXG.

To mapodv kepdawo ovvelo@épel otV vTdpyovoa PPAoypagpia oxeTik& He
mv «Ztpamywkr EKE», 6po mov eiofjxOn omv BipAoypagia amd tov Baron (2001)
KOl QVopépeTal otV mepimtwon omov o emiyxeipnon epmAéketar o EKE
TPOKEIUEVOL VX amokopioel k&molo d@peloc amd v kivnon avti. Ot Bagnoli &
Watts (2003), meptypdpovv TNV mepiMT®orn OTOV X OAYOTWAIXKY] €TiXelpnom
ovvdéel v opoxn evée dnuootov ayabov (EKE) pe v mapoxr tov 8twtikov
mpoidvtoc g, oto BewpnTikd mAaiol0 TV povadidwv (NTHOE®V KAl TV
OMOLOYEVAV TPOTIUNOE®V TV KATAXVOADTOV yix EKE. To xvplo ebpnpa Toug eivat
OTL 1 eumAokt] TV emixelprioewy oe EKE eitvau Oetikd ovvdedepévn pe v mpdbeon
TOV KATAVOAWTROV VX TANPOOOLY TeploadTepo yia Tpoidvta ovvdedepéva pe EKE,
oAA& apvnTik& ovveedeuévn pe TNV £VTOOT TOU OVTAYWVIOUOL OTOV KA&SO.

AvtiBeta, ot BewpnTikéc vTobéoelc oTo POV KEPEAXIO TEPIAAUPAVOLY ETEPOYEVEIC
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TPOTIUNOEC KATAVOADTOV ¢ Tpo¢ EKE xat Suvatémtar ayopdc xvpouvopevne
MooOTNTAC KAt amd Ta dvo mpoidvta. I[lio mpdopata, o Baron (2008), oe éva
OecopnTicd mAaioo EvroAéo—Evtolodoxov, xatoArjyet 0Tt 0 (SOKTATNG MOC
emiyelpnone O ovpmepA&PBel KOVOVIKEG oLVIOTOOEC OV apolPr] Tov Stevbuvty
TOV, HOVO OTNV TEPITTOOT TOL LTTEAPXEL OETIKT AVTATIOKPLOT) XIS TOVC KATAVOADTEC
Kot Toug ev duvapel emevduTég yix Spaotnptottee EKE. AvtiBeta Spwe pe to mapdv
ke@AAato, Sev efetdlel TIC OTPATNYKEC OAANAETIOPAOEIC TOV AVATTOOCOVTAL
XVAUEON OTIC ETILXEIPT|OEIC O ATEARDC XVTXYWDVIOTIKEC XYOPEC.

To mapdv ke@dAao, OTWC KAl TO €TOUEVO, OLVEIOPEPOLY OE EVAV OKOUN
KA&bo TG PiPAoypagiag mTov €xel va k&vel pe TNV Slagoporoinon  Twv
OALYOTIWAIOKAV ETIXEIPHOEDV ¢ PO TNV Totdtnta. H ovvrpimtiky mAetopneioa g
ev Aoyw PipAoypagiag eivar PBaoiopévn omv epyoaoia Tv Gabszewich & Thise
(1979) mov vmobétel OTL TA TPOIOVTA SLAPOPOTTOLOVVTAL HOVO G TPOG TNV KXOeT™
Sidkotaon n omola elvat TAPATNPHROIUN ATO TOVGC KATAVOA®DTEC. Emionc to kdaTog
avénone mm¢ mowdmTac vrotiBetow OTL efvan oTalepd, 11 pndevikd. To mapdv
ke@GAowo vmobétel 6Tl T TPOoIdVTA SlagpopoTmoloVvTal Téoo K&beTar 600 kau
optlovtia. Emiong ol katavoAwTéc dev UTOPOVV VA TOPATNPTIOOVV TA TOLOTIKK
XOPOAKTNPOTIKE  TOV  TPoIdvTwv, oM& PaoiCovtar ot memoldroelc  mTov
oxnuatiCovv PBaoEl TV TAPATNPHOIUWY EVEPYEIDV TV emixelprjoewv. Téloc ato
Tapdv kepdAato yivetat 1 vmdbeon 6Tt 1 av&non e modTTAC emnpedlel TO
METOPANTO KOOTOC TNG ETLXEIPOC.

Kegpdauo 4

To Televtaio xe@dAao etetdlet TIC oLVONKEC KAT® MO TIC OMOlEC O
Kowvwvikoe Zyediaotc pmopel vou evioyvoet v avéAnyn evepyeidv EKE amd Tig
ETIXEPNOEC O Mt OAYyOTTWAlKY ayop&. Xvu@wva pe tovg Porter xou Kramer
(2006), to xvpLdTEPO OPENOG TV emixelproewy amd v eumAoxr) oe EKE, efvau 1

evioyvon ¢ @Runc TOvG, WBlAUTEPA OTOVC KOATOVOAWDTEG Ol  omoilot  elvau

Xiv



evatoOnTomompévol kotvavik&. Ouwe yix v evepyorombel to 6@eloc awtd, B
TPETTEL Ol EMIXEPTOEIC VX TE(TOVV TOVC SLVNTIKOUC KATAVOADTEGC OXETIKA ME TNV
evatotnromoinoy tovc oe Oépata EKE. Emmpdéobeta, n avéAnyn mpoomabeicdv
EKE, mephapfdvet evépyeteg péoax otnv aglaxn cAvoida twv emiyelprjoewy, ol omoleg
ovxv& etvar Svokolo, av Oxt advvaro va elval TOPATNPNOIHEC ATO TOUC
KaToavoAwTéC. Tl Tap&detypa 1 ovvTpImTiKy) TMAelOPN@IX TV KATAVOADTOV Sev
pmopel va eAéyfel av TPAYMATL Ol ETIXEPNOEIC XPNOLMOTTOOVV @IAIKT] TPOC TO
mepP&ANoV  Texvoloyiax oty mapaywyr. Emopévwg, pe v amovoia evée
aLOTIOTOV CLOTHHATOC TANPOPOPNONC TPOGC TOUC KATAXVOAWTEG, Ol ETLXEIPT)OEIC
dev Dot xaTa@EéPOLV VA TEICOVY TOVE KATAVOAWTEC YI TOV TIPOCOVXTOATHO TOUG
npo¢c Vv EKE. K&tw and avtéc tic ovvOnkeg ot emixeprjoelc dev Ba éxovv d@eloc
and mv oavéAnyn evepyeiov EKE, emouévae dev Ba emevévoovv oe i TéTolo
Spaomploémra.

To xVplo epAOTHA TOV TPOOTIADE! VO ATTAVTHTEL TO TAPOV KEPAXAQUO vt TO
eic: «Jloa eivau ta uEtpa mOAITIKIC TTOV UTOPEl VA EPAPUOTEL O KEVIPIKOS
OYedIaoTIic, oUTOC WOTE va mpowbijoet v avanyn evepyecwv EKE, kau molec eivau
Ol EMTTOTEIC TOVUC TNV AYOPA KAl TNV KOIVWVIKI] EVIUEPIO». AKOAOVODVTOAC TO
TPOTNYOUHEVO, TO TAPOV KEPAAaO TPooTadel Vo AmavTroel 08 AUTO TO EPWTNUA,
Oep@OVTOC HIX OAYOTTWAIXKY) ayopd, OTNV OTolat Ol EMIXEPHOEIC EUTTAEKOVTAL
otpamykd& oe EKE, ©0ate vt Snuovpyioovy pia «<kotvaviké @AK» elkOVX Y TO
Tpoidv Tovg. Ot KATAVOA®TEC Be@POVVTAL WC OUOLOYEVEIC OTIC TTPOTIUNOELC TOVC O€
OX€0T) HE TA PUOIKA XXPAKTNPIOTIKK TWV TEAIKGOV TPOIOVTWYV, 0AAK WG €TEPOYEVEIQ
oe oxéon pe T0 TAC afloloyovv Tic evépyelec EKE tov emiyeprioewv mov Ta
TAPXYOULV.

E@ooov n EKE pmopel va oplofei w¢ «Séousvon towv emyeprjocwv oe
KOWQVIKEC KAt TEPIPAANOVTIKEC QleC TEPA KAl AV ATO TIC ATAUTIIOEIC TWV

vouwv» (European Commission, 2001), 8ev eivau dvvatd va mpotabovv péTpa
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OtKOVOMIKIC TOATIKHC OV v TepAapP&vovy v vrroxpewTtiky epapuoyr EKE amd
TIc emixelprioelg. Emopévme, w¢ pétpo moATikiic mpoteivetan 1) TOTOTOMOT 60wV
emixeproewv eumAékovtal oe  Spaompidmrec EKE, epdoov To emBupovv.
AxolovBovtac Toug Bottega & De Freitas (2006), Oewpeitat 611 1 miotomoinon etvat
€Val ATTOTEAECTPATIKO GUOTNHA TO OTO(0 TXPEXEL OAN TNV ATAPALTNTN TATPOPOPNOT
oxetik& pe Tic mpaxtikée EKE mov epdppooav ot emiyelprjoelg, 1oV omolwy To TeAMKO
TPOIOV ayop&CovV 1} OXt Ol KATXVOAWDTEC.

AvYo evolaxTik& oevépla etetdlovtat. To mpodto mephapPdvet v Béomion
KPITNPI®V KAt TNV TOPOXT TIOTOTOMONG O EMIXEIPTOEIC TXETIKX e EVEPYEIEC TOVC
oe EKE, amd évav 181o1ikd opyaviopd o omoiog €xel w¢c oTOXO TNV HeYIOTOTTOMOT
TV KePSWV TOV, Xwpic MV Toapépfaon Tov kotvwvikov oxedaot). To kvpldTepo
evpnua efvou OTL ot emiyelprjoelc oV ooppoTioe O emAé€ovy va epmAakovv oe EKE
KOl EMOUEVDC VA ToToTonBovv amd Tov 181wTikd opyaviopd. O Adyog yla autr
Touvg TNV emAoyn dev efvar GAAo¢ Tapd 1 emSiEn oTPATNYIKOD TAEOVEKTHUATOC
omv ayop& oty omola Aertovpyovyv, AOyw Tn¢ mpobvuiae Twv korvevikd
ELAOONTOTOMUEVOYV KATAVOADTRV, V& TANPWOOLVY TEPIOCOTEPA YLX TO TPOIOV TNC
emixelpnong mov eumAéxetaw o EKE. Avt) n oAAnAemidpaon petald twv
AVTAY®VIOTPIOV  ETIXEPNOe®Y, odnyel o avEnon Tov TAEOVAOUATOC TV
KATAVOA®TOV KAl TNC OULVOAIKAC KOWVVIKAC €unueplag, oe OVYKPION HE TNV
mepimTon 0Tov kapk emixelpnon dev epmAéxetan oe EKE.

To &8evtepo oevdplo €xel va x&vel pe v Béomion kpitnpiov kot Tapoxt
motomonong oxetk& pe T Spaocmmpdmrec EKE twv emixepfioewv amd tov
KOWV@VIKO  OXedlaoTr), doTe Vo KOAUYel TUXOV  TANPOQPOPIOKO KEVO  TWV
katavodwtdv. H Poaowkr) Siapopd pe 1O mponyoluevo oevéplo eivar 6t 0
KovaViKée oxedlaotic, oTav Bétel To emimedo EKE mpoc moTtomoinon, peylotomotet
™mv kotvaviky evnpepia. To xvplo evpnua eltvan 61t 0 KOVWVIKOG oxedlaoTtrc Ba

O¢oel exelvo to emimedo Spaompromtewv EKE, wote va etvan BéATIOT emidoyr) k&Oe
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emiyxelpnone n epmroxr oe EKE xat 1 motomoinor tc. To emimedo EKE mpog
TMOTOTOMOT KAT® amO TO TAPOV OevAplo, elval T&vTa HeyoAVTepo amd TO
avtioTolyo oevdplo ¢ moTomoinone amd Tov WBIwTKd @opéa. Emopévwe Tto
TAEOVOOHUX TV KATAVOADTOV, KAl T KOIWV®OVIKY eunpepia TOv map&yeTat elivat
aKOPX VYNASTEPT) KAT® QTS TNV MIOTOTOMNOT ATd TOV KOVWVIKO oXedlaoTy, Tapd
amd ToV IOTIKO QOPEN KAl TO Oevaplo OTov k& emiyelpnon dev eumAékeTan oe
EKE.

To mapdv kepdAaio, OTWC TO TPONyOVHEVO ouveld@épovy otnV PipAloypapia
OXeTIK& pe TNV SlaQopoToinon TV OAMYOTWAIAK®OV ETIXEPHOEDYV WG TPOC TNV
TOWOTNTX TV TPOIOVTWV Tov Tapexovv. Emmpodobeta, evidooetan oe éva véo
KA&bo ¢ PPAoypagiag, mov €xel v k&vel pe TV €CETAOMN  EVOAANXKTIKGV
KxOeoTAOTWYV TMOTOTOMNONG 08 MPOIOVTA, TOV OTO(WV 1 TOOTNTA dev elval VKON
ToPXTNPNOUnN ard Toug katavodtéc. Ot Bottega & De Freitas (2006) e€etdCovv Tig
EMTTOOEIC PETALY TNC TMIOTOTOMONG  «TPACIVDV» TPOIOVTIDV Amd £vav (ISIWTIKO
POPEQ TOTOTOIMOTNG KAL TOV KOWVWVIKO OXeSITTH, 08 éva HOVOTIWALOKO DecpnTikd
mAaioto. Ot Bonroy & Constantatos (2008) emikevipcovovtal otV Slapop& avayeox
OTNV VTOXPEWTIKY] Kot TNV €0ehovTiKr] TOTOTOMOTN TPOIOVIOV TOV OTOIWV 1)
moldTNTA dev  efval VKON TAPATNPNOIUN TG TOUC KATAVOA®DTEC, O Eva
OAyOoTIwAlKS  TePIBAANOV KAl AVTAY®OVIOHO ot Tiéc. To mapdv  xepdAato
ETMKEVTPWOVETAL O MU OALYOTTWALXKT] atyopd, OOV Ol €TIXEPNOEIC XVTAY®VICOVTOL
oe moodmrec. Méoa og autd TOo MAaiolo €€eT& (el TNV SlXPOP& AVAUECH OTNHV
TapoxX} TNC TIOTOTMOMOoNC AmO BIDTIKO @OpEéX 1) TOV KOW®DVIKO oxedlaoT,
vrofétovtag 611 1) ToTomoinon eivou eBehovTik.

Emiong, To Topov ke@AAauo, OTWC KAl TO TPONYOVHEVO, EVIAOOETAL O EVal
KA&So ¢ PPAtoypagiag mov eival yvwotoc we «Xtpatnytkry EKE». O Baron (2001,
2003) gpevva TV SIXPOPA NG TAPOXTIC KOIWVAVIK®V oIV amd Tov dnuodoto (péow

NG KOWMVIKNC TOATIKIG) 1) TOV IOIwTKO Topéa. Avtd mov Ppioxet eivau 4Tt pix
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emiyelpnon pmopel v xpnotpomowjoet v EKE wote va petafddet v otpatnyii
¢ 0éon oe wa ayopd, amo@evyovtag TOxvd UTOKOTAL TV TPOIOVTWV TNC ATd
TOVG KOLVVIK& EVXIOONTOTTOMNHEVOVE KATAVOAWTEC. Xe TAPOHOL0 OepaTikd medio ot
Calveras xat Aowrol (2006), oe o TEAEIKX AVTAYDVIOTIKY] ayop&, OLYKpI{vOuV TO
oevéplo 0mov o kotvavikde oxedtaotic emiBdAel opopéva emimedo EKE, pe v
TepITTOON TOoL ot emixelproelc katapevyovv oe EKE, dote va emw@eAnfodv amd
™MV avTidpaon TV KOWVOVIK& evxIoONTOTOMPEVOY KATAVOADTOV. AVTO oL
Bploxovv elvat 4Tt 1 VTOKATAOTAOT NG PVOUIONC ATTO TOV KOVAVIKO OXeSIXOTY] He
mv mapoxny EKE amd tic emiyeprioec, Aettovpyel Tedik& Tpoc O@eENOC TwV )
KOWVQVIK& evaoOnNToTomuévey KaravoAotwyv. Ot teAevtaiol w@edovvTot omd TV
mpobupi TV KOV@VIKE evXOONTOTOMUEVOY KATAVOADTOV VX TANPOOOLY
TEPIOCOTEPO YIX TA TPOIOVTA TV eTIXEPoE®V TOL eumAékovtan oe EKE. Avto
yivetaw péow g SvvatdomTac mapoxnic @Onvotepwv mTPoidviwyv amd  GAAeg
emiyelprjoelc mov dev mAnpwvouvv ya EKE. Emopévae n éwc todpa BipAoypapia,
emikevTpdveTal oty Sogpopd avapeca oty mapoxy EKE amd Tic 8iwtikég
emiyelprioelc ko v emPoAr) pvOmonc amd Tov KOvwVIKG oxedlaoTtr TOv va
emiBdAel opopéva emimeda EKE amd g emiyeiprioeig. Avtifeta To mopov ke@dAauo
avalnT& Tovg TPOTOVC HE TOUG OTOIOVC HTOpel O KOWVWVIKOC OXeSIOTHC VX
evioxvoet v mapoxn} EKE amé 1i¢ idiwtikéc emiyeiprioelc.

Enidoyoc — Ofpata yia peAovtikr} Stepevvnon.

ZvvoypiCovtag, mapatilBevial Ta kVplx EPOTAHATA TOVL eCeTlOVTAL OTX
TAPATAV® ke@dAaua. ‘ETol, 010 TPp®OTO Ke@AAXO, gpevvATal O PBEATIOTOC TUTTOC
amopdoemv (ITApnc 1} Mepikr) Avtimpoo®mevor), Tov B avaBéoovv ot I81oKTHTEC
TV eMIXEPNOEDV 0TOVC StevBuvtég Tovg. To kOplo evpnua eivat 6T, av TO APXIKO
oplakd KOOTOG elvat YAUNAO, TOTE TO ACVHUUETPO OEVAPLO OOV O VUG IOLIOKTHTNG
xpnowototel v  Mepwixr}  Avumpoowmevon, eved o &Moc v ITArjpn

Avtumpoodmevon eivat 1 povadikr) tooppoTia. AvtiBetar yiox VPNAG apxtKd optokd

XViil



k6otoc 1 oAixr} ITAfjpne Avrimpoomevon eivat 1 povadixr wooppomia. ‘Oucg, av
vmobéoovpe 6t vrépxet SuvaTdTTA ALLOTIOTNC SE0UEVONC HETAED TWV ILIOKTNTOV
TV emixeprioeny, 10te 1 oAy IIApnc Avumpoodmevon eivat 1 povadiki
lgoppoTia.

To 8evtepo kepdAao avodvel tov BéATioto TOMO OLPPoAaiov Tov O
XPNOHOTOOOVY Ol ISIOKTHTEC TV ETIXEPNOE®Y, TPOC apoPr] Twv SevBuvtov
Tovg, o€ BewpnTikd kat oe Telpapatikd emimedo. To kvplo evpnua etvat 1) emikp& O
TV oVHBoAai®V OXeTIKNC amddoone o oxéon He AUT& TV KeEPSOV-TWAoE®YV,
1600 oV BewpnTiky, 600 ko otV TelpopaTiky ovéAvor. Ilapdia awtd dev
emiBefatcovovrar OAe¢c ot Bewpntikéc TPoPAéYelc amd T mepopatikd dedouéva,
kabc 1 BewpnTikyy TPoofyylon ayvoel KATOlEC TAPAUETPOVC TNG ovOpTIVNC
OLUTTEPIPOPAC.

To 1pito KedAato, e€eTdlel T KIVNTPA TV ISIOKTNTOV TRV EMYEPHOEDV VA
epmAakovv oe evépyelec Etaupikric Kotveovikiic EvBovne oe oAtyomwAiakée oryopéc.
Ot 8loxmitec TV emixelprioewy €xovy 8V0 eVOANXKTIKEG OTPATNYIKEC: &lTe Vo
petaBéoovv Tic amopdaoelc Tov agpopovy TV EKE kot Tov avtaywvioud oty ayopd
oe ¢va «Kotvovikd Ymevbuvor Stevbuvy, elte Oxt. Avtr n avéBeon SpaotmplotTitwy
Sev elvat timota Ao Tapd éva Selypa TV Tpobéoewy NG emiyelpnong OxXeTIK& He
mv EKE, 1o omolo Bewpeitan afidmioto amd tovg katavodwtéc. To xvplo evpnua
elvar 0Tt otV wooppomia kaxBévag amd Toug 8lokTATEC Ot TPOOoA&Pet Evav
«Kotvavikd YmevBvvo» Stevbvvtr, yati pe avtd tov tpdmo pmopel va awErjoet v
kepdopopia Tng emixelpnonc Tov HETK TNE ATOKTNONG OTPATNYIKOV TTAEOVEKTHATOC
otV ayopd.

Xto TeAevTtaio xe@AAato, efetd(ovtan ot ovvOnkee KAT® amd TIC OTOIEG O
Kowvwvikoe Zyediaotc pmopel vou evioyvoet v avéAnyn evepyeidv EKE amd Tig
ETXEIPTOEIC O X OAYOTIWAKY ayop&. AVO eVOAAXKTIKG OevaPIX OVOADOVTAL.

To mpwTo mepthapuPdver v Béomion kprmpiwy Ko MV TaPox TOTOTOMONG OF

XiX



emiyelprjoelc oxeTik& pe evépyelec Tovg oe EKE, amd évav 8wtikd opyoviopd o
omolo¢ éxel ¢ o0TdXO TNV HeyloToTolnon TV kePdDV TOV, €ved TO OeVTEPO
mepApPdvel TNV TOPEPPAOT) TOV KOWVOVIKOD OXeSIAOT ¢ Qopéa Kaboplopov Twv
kpimpiov kot motomoinong. To Paowd evpnua eivar, 6t emimedo EKE mpog
TMOTOTOMOT KAT® omd TO OeVTEPO OTeVAPLO, elval TAVTA HEYOAVTEPO amd TO
aVTIOTOIXO TEVAPLO TNC TIOTOTOMONC ATO TOV IOITIKO POPEN, OANK TETOLO OTE
OAec ot emixelprioelc v Bewpodv ¢ PEATIOTN emAoyr} TNV CUHUETOXT) TOUC Of
evépyelec EKE. Emopévc 1o TAEOVOOHK TOV KATAVOADT®OV, KAl T KOVAVIKT
eunpepia TOv MAPAyeTo efvat akOp LVYNASTEPT KATW OO TNV TIOTOTOMOT Ao
TOV KOWVAVIKO oXedoTH, Tap& Ao TOV IOITIKO QPOPER, KOG Kot amd To gevaplo
omov koué emixeipnon dev epmAéxeton oe EKE, eANAelper a€idmiome mAnpogpodpnong
TPOG TOVC KATAVOAWTEC, OXeTIKA He TIC Spaotnptottec EKE Todv emiyeiprjoewv.

KAetvovtag, efvar xprioo va mpotaBovv oplopévec TPOEKTATEIC TPOC
HeEAAOVTIKY €pevva OV TPOKVUTTOLVY amd TV Toapovox AxtpPr). ITio avodvTikd,
OTO MPWTO kePAato, Ba Ty xprjoipo var StepevvnOel ) mOavOTNTA XANAYNC TV
ATOTEAEOUAT®DV, av 1) avéAvon SietaxOel pe Siapopetikov TOTOV GLUPBOAAIX, OTTOC
avT& TG OXeTIKNC amddoonc. XTo SeVTEPO KeEPAANIO, EVOUAT®OT OepdTrdv TOoU
€xovv avolvBel Sie€odik& amd TNV TMEPAUATIKY] OIKOVOWIKY], OTTWC 1) «SIKAOTVVI»
Katl 1 «apoBatdmrar, B dcoovv i katvovpylax Suvopky otV avéAvon e
oTpamYIKC SIOIKNTIKAC QVTITPOOWTEVONG, LTO TO TPIOpA NG €PELVAC TNG
axvOPDTIVIG CUUTTEPIPOPAC OTA OIKOVOUIKK.

To 1pito xe@dhauo mapéxet To BecpnTikd VTOPabpo oTOVG epPeLVNTEC, OTE
va efetdoovy amd eumelpikr) oKOTIX, TNV Tapoxn kiviTpwv oxetik& pe EKE amd
TOUC IBIOKTNTEC TWV EMIXEPN)oe@V TPOoC Tovg Sievbuvtéc Tovg. Iio ovykexpipéva,
évat onuovtikd Bépac mpoc  eumelpikry Sepevdvnon, AmoTeAEl 1) OLOXETION TWV
StevbuvTikdv kiviTpwy oxeTikcdv pe EKE pe tpeic ovykexpipévoue map&yovtec: v

OEVTNTA TOV AVTAYDVIOHOV TOL KA&SOL oV Aettovpyel 1) eTLXE(PNOT), TNV KOWVGOVIKT
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evaoOnoia TV ev SUVAUEL KATAVOADMTWY TOV TEAIKOV TPOIOVTOC NG €TLXelpnomngc,
kB¢ xat Vv kepdogopia e emixeipnonc. Tédog, oxetik& pe Tic Suvardtnreg
pvOuone ¢ EKE, evoAaxtikéc molitikée mpocdOnone amd Ttov Kotvevikd
Zxedaot) me mapoxnc EKE amd tic bwtikée emixeiprioelc dev €xovv akodun
StepevvnOel MApwc. Tétolo pétpo moATikrg, elvat 1 Tapoxt) TAnpo@sdpNnoNe amd Tov
KOWV@VIKO oXeSI0TH), TOV PTOpPEl V& VITXVOEL TNV KOIV@VIKT evaioOnTomoinon twv

KATAVOAD TRV, &PX TA KIVITPA TV ISIOTIKWV ETIXEPNTEDV VA avoA&Bovv evépyeleg

EKE.
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Strategic Managerial Delegation and Corporate Social Responsibility in
Oligopolistic Markets

Abstract

The aim of the current Doctoral Thesis is to shed light on the effects of firms' strategies
such as strategic managerial delegation and corporate social responsibility, to their
market performance and total welfare. The first chapter corresponds to the examination
of the type of decisions that oligopolistic firms' owners will strategically delegate to their
managers, in equilibrium. In the second chapter, the endogenous emergence of incentive
contracts used by firms' owners to delegate the strategic decisions of their firm is studied.
Chapter three investigates firms’ owners' incentives to engage in Corporate Social
Responsibility (CSR) activities in oligopoly. The last chapter examines the conditions
under which the regulator can complement the provision of CSR activities by private
firms in an oligopolistic market.
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Introduction



Orthodox economic theory considers firms as economic agents, whose main purpose is to
maximize profits. In the aforementioned context, any deviation from objectives that corre-
spond to strict profit maximization, indicates an agency problem within the firm. However,
recent stylized facts reveal that contemporary firms’ strategies often depart from strict profit
maximization, seeking for competitive advantage in the market they operate. Such strategies
may include strategic managerial delegation and corporate social responsibility. The purpose
of the present Doctoral Thesis is to probe the effects of the above strategies, to firms’ market
performance and total welfare, in a game theoretic and industrial organization context, in order
to demonstrate the strategic interactions that arise between firms in oligopolistic markets.

The first thematic area of the present thesis has to do with strategic managerial delegation
from firms’ owners to their managers. Two main incentives for delegation of authority from
owners to managers have prevailed in the economics literature. The first refers to the need
of owners to exploit specific competencies, that certain individual managers may embody, in
order to improve the efficiency of their firms. More specifically, managerial theories of the firm
and agency theory have emphasized on the ways an owner of the firm will provide incentives
compatible to strict profit maximization to his managers. The second has to do with the
acquisition of commitment ability, allowing firms’ managers to render credible strategies that
owners would not be willing to choose. Thus, the owner of a firm can change his rival firm’s
behavior in his favor, by hiring a manager whose preferences are different than his own. This
sort of delegation has prevailed in the literature as strategic delegation. Empirical evidence
reveal that contemporary managerial compensation practices include incentives that depart
from strict profit maximization. Therefore, strategic delegation deserves high attention by
economic research.

The second thematic area of the present Doctoral Thesis has been motivated by the ongo-
ing debate among economists, about the market and welfare implications of Corporate Social
Responsibility (CSR hereafter). Although there is not a unique definition of CSR, the most
common one defines CSR as “a concept whereby companies integrate social and environmental
concerns in their business operations and in their interaction with their stakeholders on wvol-
untary basis” (European Commission, Green Paper, 2001). This discussion was initiated by

the rapid growth of firms like “The Body Shop”, whose products are strongly connected to



social and ecological considerations. Other well documented examples are corporations such as
“Starbucks” and “Motorola”, which not only spend large amounts of money on CSR activities,
but they also promote their socially responsible actions through frequent press releases. More
specifically “Starbucks” puts emphasis upon the provision of financial support for social devel-
opment in the cocoa growing communities. In a similar vein, “Motorola” attempts to create an
environmental concerned image, by financing recycling programs. Moreover, recent empirical
research reveals that private firms make considerable efforts to become, or at least to appear
as, socially responsible. More specifically, more than half of the top 100 corporations in the 16
more industrialized countries published a CSR report in the year 2005.

The present Thesis consists of four distinct chapters.

The first chapter corresponds to the examination of the type of decisions that oligopolistic
firms’ owners will strategically delegate to their managers, in equilibrium. Literature so far
considers that firms’ owners can strategically delegate either no decision at all, or both short-
run and long-run decisions of their firm. Empirical evidence show, however, that in most cases
owners tend to delegate only short-run decisions to their managers, while they prefer to preserve
control on the long-run decisions. Furthermore, ex-ante commitment between the rival owners
over the strategy they will follow, is always assumed.

The purpose of this chapter is two-fold: First, to examine the strategic interactions that
arise between firms and the subsequent market performance, when firms owners’ alternative
strategies are either Full Delegation (FD), in which they delegate both short-run and long-run
decisions to their managers, or Partial Delegation (PD) in which they delegate only short-
run decisions to their managers. To do so, a duopolistic industry in which firms compete
in quantities (short-run decisions) and cost reducing R&D investments (long-run decisions), is
assumed. Three possible configurations are considered; the first is the Universal Full Delegation
(FD, FD) one, in which both the rival owners choose the Full Delegation strategy, the second
refers to the Universal Partial Delegation (PD, PD) one, in which both owners select the Partial
Delegation strategy, while the third is the Coexistence Delegation configuration (FD, PD) in
which one owner delegates both the cost reducing R&D and the quantity decisions, while his
rival delegates only quantity decisions to his manager. Focusing on symmetric scenarios, it is

found that R&D investments are higher under the Universal FD, than under the Universal PD



configuration. If the initial marginal cost is relative low, then firms’ profits are higher under the
Universal FD comparing to the Universal PD configuration. However, this result is reversed
when the initial marginal cost becomes larger. The firm that follows FD (PD) strategy in the
Coexistence configuration invests more (less) in R&D, and have higher (lower) profits, than
both Universal Delegation scenarios, always.

Second, to investigate which type of decisions (short-run or long-run) will prevail in equi-
librium, assuming there is no credible commitment between the competing owners, regarding
the strategy that they will follow. More specifically, the stability of each of the above delega-
tion configurations is checked, through examining each firms’ owners’ incentives to unilaterally
deviate, by employing a different delegation strategy. It is found that Universal PD is never an
equilibrium delegation configuration. If the initial unit cost is relative high (low) the Universal
FD (Coexistence) configuration is the only equilibrium one. However, Universal FD, is the only
equilibrium regime, under the assumption of ex-ante commitment between the rival owners over
the strategy they will select.

In the second chapter, the endogenous emergence of incentive contracts used by firms’ own-
ers to delegate the strategic decisions of their firm, is studied. More specifically, an oligopoly
delegation model in which firms’ owners choose between incentive contracts which reward man-
agers according to combinations of profit and revenue or profit and relative performance is
presented and experimentally tested. In fact, in the presence of these two alternative incentive
schemes, firms’ owners decide both on the objectives that should be pursued by their man-
agers as well as on the mixture of these objectives in the manager’s final reward. The need
for experimental verification of the theoretical model can be justified by the argument that the
theoretical literature on strategic delegation in oligopoly, may have ignored some important
issues regarding behavioral aspects of the economic agents.

In the only previous experimental study on delegation of objectives in oligopoly, the choice of
firm owners is limited to the terms of an exogenously imposed profit-revenue incentive scheme.
Therefore, this is the first experiment allowing subjects to choose between two different in-
centive contract types independently and before the actual terms of the contract are chosen.
Furthermore, contrary to the discrete strategy space used in the afomentioned study to imple-

ment a reduced form of the underlying game, a finer grid in both the output choice stage and

10



the preceding one in which the contract terms are chosen have been used.

Some of the theoretical predictions receive strong support by the results presented in this
chapter, while others receive much weaker support or are even rejected. First, the prevalence
of the Relative Performance contract type over the Profit Revenue alternative is strongly con-
firmed. However, the two motives offered by the theoretical study for such prevalence, are
disentangled. The explanation based on the selection of focal, Pareto superior points receives
clear support against the alternative of strategic commitment on contract types before the
terms of the incentives are fixed. Second, higher aggressiveness under Relative Performance
contracts is observed. Hence, the theoretic model is confirmed only for the asymmetric con-
figuration. Third, contrary to the theoretic predictions, output is not responsive to contract
type. However, unclear results regarding the predicted relation between contract terms and
aggressiveness, are obtained.

Chapter three investigates firms owners’ incentives to engage in Corporate Social Respon-
sibility (CSR) activities in an oligopolistic market. The question addressed is the following:
“Why would the owner(s) of a private firm be willing to undertake costs in order to engage
in activities that promote social values?”. The present chapter addresses and formalizes this
question in an oligopolistic market for a final good, where CSR effort and market decisions are
delegated from owners to “socially responsible” (SR hereforth) managers, while consumers differ
with respect to their valuation towards CSR activities. To my knowledge, the only previous
paper, in a principal-agent context, argues that firms may include social incentives to managers
besides profit maximization, only if consumers and investors reward a firm for social spending.
However, the analysis in this chapter, differs from the aforementioned paper since the present
work focuses on the strategic use of corporate social responsibility in imperfectly competitive
markets.

The duopolistic market presented here uses a utility function that combines horizontal and
vertical differentiation aspects of firms’ products. The vertical differentiation represents the
CSR aspects of the production process that are perceived as quality improvement of the final
product by socially conscious consumers. In this context, firms’ owners have two alternative
strategies: either to delegate market competition decisions to a “SR” manager, or not. This

reflects a common practice in the real business world, that is employing a manager with a strong
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background in CSR activities to undertake not only the CSR activities, but also an active role
in the overall decision making of the firm. For instance, in large corporations such as “Intel” or
“Hewlett-Packard”, the announcement of hiring a socially responsible manager is accompanied
with detailed report on his/hers previous SR activities and active position in the overall decision
making within the firm. Delegation of authority from owners to “SR” managers is obviously
a signal about the CSR activity policy that the firm is intended to follow, which is, to a large
extent, credible to the consumers. Without it, it is assumed that consumers do not believe that
the firm engages in CSR.

Three candidate equilibrium configurations are examined. The first is the Universal CSR,
in which both firms’ owners employ an SR manager (thus they engage in CSR activities). The
second is the Asymmetric case, where only one owner hires an SR manager, while his rival does
not hire a manager and thus does not undertake any CSR activities. The third refers to the
No CSR case, in which no owner hires an SR manager. The main finding of this chapter is
that in equilibrium, each firm’s owner employs an SR manager, because by doing so he has the
opportunity to increase his firm’s profits, by obtaining competitive advantage in the market.
This interaction, causes owners to strategically hire managers who undertake CSR activities.
Thus, Universal CSR is the only endogenously emerging equilibrium. With respect to the
societal effects of CSR activities, the strategic behavior of owners hiring SR managers increases
consumers’ surplus and total welfare, also.

The last chapter examines the conditions under which the regulator can complement the
provision of CSR activities by private firms in an oligopolistic market. Literature on CSR so far,
focuses on the difference between the provision of CSR by private firms and the regulator. The
main difference between this work to the above literature is that the present chapter examines
the conditions under which the regulator can complement the provision of CSR. by private firms,
via the provision of certification to the firms that engage in CSR activities.

Potential firms’ benefits from engaging in CSR. actions may be moral obligation, sustain-
ability, “license to operate” and reputation. For these benefits to be effective, firms have to
convince potential consumers about their social orientation. However, CSR effort by firms may
include cost increasing actions within their value chain, which are difficult, if not impossible to

be observed by a large scope of consumers, even after consumption. Therefore, the SR attribute
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of a product can be characterized as a credence good. Hence, in the absence of a credible infor-
mation disclosure system, firms may fail to persuade socially conscious consumers about their
true commitment to social values, hence they will have no incentives to undertake any costly
CSR activity. Given this evidence, the question that arises is the following: “Which are the
policy instruments that a requlator can employ in order to promote firms’ engagement in CSR
activities, and what are their effects on market outcomes and social welfare?”.

Two alternative scenarios are investigated. The first is the "Certification by a private
organization" one, assuming that a voluntary certificate provided by a private, profit maximizing
organization is an appropriate system of information disclosure that permits consumers to
distinguish the social characteristics of the products they purchase, without the need for a
policy intervention. It is found that in this case both firms’ endogenous choice will be to engage
in CSR, seeking for a competitive advantage in the market competition stage, via an increase of
consumers’ willingness to pay for their final product. The above interaction among competing
firms, increases consumers’ surplus and total welfare comparing to the benchmark case without
CSR activities.

The second scenario refers to the case in which the regulator intervenes, in order to solve
the ensuing “market of lemons” problem, by proposing a certain standard of CSR effort to
the firms, and provides a certification to the firms that comply with the standard voluntary.
Similar to the previous scenario, this certification endows consumers with credible information
about the CSR aspects of each firm’s product, otherwise unobservable. The main finding here
is that the regulator will set a standard of positive CSR effort up to a level in which both
firms will have incentives to comply. This standard will be higher than the one set by the
private certifier. Hence in equilibrium, consumers’ surplus and total welfare increase comparing
to the benchmark case without CSR activities and the certification by a private organization

configuration.
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Chapter 1

Do firms’ owners delegate both
short-run and long-run decisions to

their managers in equilibrium?

1.1 Introduction

Orthodox economic theory treats firms as economic agents whose main objective is to maximize
profits. However, modern corporations are characterized by a separation of ownership and
management, in other words delegation of authority from owners to managers. According to
Baik (2003) there are two main incentives for delegation. The first refers to the need of owners to
exploit specific competencies that certain individual managers may embody, in order to improve
the efficiency of their firms and obtain competitive advantages. The second has to do with the
acquisition of commitment ability, allowing firms’ managers to render credible strategies that
owners would not be willing to choose. More specifically the owner of a firm can change his
rival firm’s behavior in his favor, by hiring a manager whose preferences are different than his
own. This sort of delegation has prevailed in the literature as strategic delegation and was
introduced by the seminal contribution by Schelling (1960).

More recently, Vickers (1985), Fershtman and Judd (1987) and Sklivas (1987) (hence forth
VFJS), have developed the theoretical basis regarding the use of delegation to gain strategic
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advantages in oligopoly. In this line of research, each owner offers an incentive contract to his
manager in order to direct him to a more aggressive behavior in the market, so as to force the
competing manager to reduce output. In particular, in the above series of papers, a two-stage
oligopoly model is considered. In the first stage of the game profit-maximizing owners choose
compensation schemes for their managers that are linear combinations of own profits and own
sales. In the second stage, managers, knowing compensation terms, compete in the market
over quantities. Each owner, when determining his manager’s incentives, has an opportunity
to obtain competitive advantage in the market, provided that the rival owner does not delegate
output decisions to his manager. In equilibrium, all owners act in the same way at the game’s
first stage and firms end up in a prisoners’ dilemma situation.’

This early work, nonetheless neglects that, despite the short-run oriented decisions such
as output, there is another type of decisions that should be taken into consideration. This
regards the long-run plans of the firm, such as cost reducing research and development (R&D)
investments, which were first introduced to the VFJS model by Zhang & Zhang (1997). The
purpose of this chapter is two-fold:

First, to examine the strategic interactions that arise between firms and the subsequent
market performance, when firms owners’ alternative strategies are either Full Delegation (FD),
in which they delegate both short-run and long-run decisions to their managers, or Partial
Delegation (PD) in which they delegate only short-run decisions to their managers. To do
so, a duopolistic industry in which firms compete in quantities (short-run decisions) and cost
reducing R&D investments (long-run decisions), is assumed. Three possible configurations
are considered; the first is the Universal Full Delegation (FD, FD) one, in which both the
rival owners choose the Full Delegation strategy, the second refers to the Universal Partial
Delegation (PD, PD) one, in which both owners select the Partial Delegation strategy, while
the third is the Coexistence Delegation configuration (FD, PD) in which one owner delegates
both the cost reducing R&D and the quantity decisions, while his rival delegates only quantity

decisions to his manager.? Focusing on symmetric scenarios, it is found that R&D investments

'The opposite holds when VFJS assume that firms compete in prices. In this case both firms increase their
profitability under strategic delegation regimes.

2Tt is straightforward from the VFJS model that for given technologies, delegation of decisions from owners
to managers is always the dominant strategy. Thus, any subgame that includes owners’ strategy to delegate no
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are higher under the Universal FD than under the Universal PD configuration. If the initial
marginal cost is relative low, then firms’ profits are higher under the Universal FD comparing
to the Universal PD configuration. However, this result is reversed when the initial marginal
cost becomes larger. The firm that follows FD (PD) strategy in the Coexistence configuration
invests more (less) in R&D, and have higher (lower) profits, than both Universal Delegation
scenarios, always.

Second, to investigate which type of decisions (short-run or long-run) will prevail in equilib-
rium, assuming there is no credible commitment between the competing owners, regarding the
strategy that they will follow. More specifically, the stability of each of the above delegation
configuration is checked, through examining each firms’ owners’ incentives to unilaterally devi-
ate, by employing a different delegation strategy. Results show that Universal PD is never an
equilibrium delegation configuration. If the initial unit cost is relative high (low) the Universal
FD (Coexistence) configuration is the only equilibrium one. However, Universal FD, is the only
equilibrium regime, under the assumption of ex-ante commitment between the rival owners over
the strategy they will select.

In this line of research, Zhang & Zhang (1997) and Z. Zhang (2002) analyze how separation
of ownership and management affects firm’s R&D investments and production decisions. They
consider a Cournot duopoly in which either both firms choose simultaneously the Full Delegation
or the No Delegation Strategy. They find that under Full Delegation and for low (high) R&D
spillovers firms invest more (less) in cost-reducing R&D, produce higher (lower) output and
always earn lower profits as compared to the No Delegation strategy.® In a similar context,
Lambertini (2004), examines an asymmetric case in which the owner of one firm selects No
Delegation, while his rival chooses Full Delegation. He finds that in equilibrium the second firm
will invest more in R&D and will have higher output and profits, than the first firm, regardless
from spillovers. Kopel & Riegler (2005) endogenize the selection between No Delegation and
Full Delegation, by assuming credible commitment between the rival owners. Their main finding

is that R&D spillovers do not effect firms’ owners equilibrium strategy, hence they will always

decisions to his manager and stick to pure profit maximization (No Delegation) is not considered here.
3In a recent paper Kopel & Riegler (2006) amend the solution concept of Zhang & Zhang (1997), showing
that due to computational mistakes, some of their propositions do not hold.

17



choose Full Delegation.

The above research however does not consider Partial delegation as a possible owners’
strategy. Empirical evidence, however, show that in most cases owners tend to delegate only
short-run decisions to their managers, while they prefer to preserve control on the long-run
decisions. Barcena-Ruiz and Casado-Izaga (2005) cite some interesting case-studies, which
describe the type of decisions delegated, in three well known firms: B.M.W., Benetton and
Microsoft. In all of the above cases, although owners delegate short-run decisions to their
managers, they play a dominant role in the long-run decisions of their firm. Colombo and
Delmastro (2004) use empirical results to conclude that owners will probably not delegate
strategic decisions that involve considerable financial resources to their managers, such as the
long-run decisions of their firms. Hence, owners will typically delegate only short-run decisions
to their managers.

Barcena-Ruiz and Casado-Izaga (2005) examine whether owners of firms have incentives to
follow Full or Partial Delegation under a different category of decisions. They consider location
as the long-run decision and that the rival firms compete in strategic complements (prices)
in the market, assuming that owners can commit themselves to a given strategy. Their main
finding is that firms’ owners always choose the Partial Delegation strategy. In contrast it is
shown show that if firms compete in strategic substitutes (quantities) and there is no credible
commitment for the chosen owners’ strategy, then Partial Delegation is never equilibrium.

The rest of this chapter is organized as follows: Section 1.2 presents the model. In Section
1.3, the different subgames are solved and a detailed comparative analysis is presented. In
Section 1.4, the conditions under which delegation emerges endogenously, are investigated,
assuming no ex-ante commitment between the competing owners. In Section 1.5, the case
where there is credible commitment over the type of the decisions owners delegate to managers,

is examined. Section 1.6 offers some concluding remarks.

1.2 The Model

In this section a model embodying managerial incentives, R&D investments and output market

competition is developed. Consider a homogeneous duopolistic industry in which, firms are
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denoted by 4,7 = 1,2, i # j. The inverse demand function of the final good is linear, and is

given by:

P=A-Q (1.1)

where, A > 0 and Q = ¢1 + ¢2 is the aggregate output.

Each firm is endowed initially with constant returns to scale technology in with marginal
cost equals C. Following D’Aspremont & Jacquemin (1988), and Zhang & Zhang (1997) firm
1 can invest in R&D for cost-reducing process innovation, which decreases its marginal cost
to C — z;, where x; is the cost reduction due to R&D investments. There are diminishing
returns to R&D, i.e. the cost of R&D is given by rz? , where r is a measure of effectiveness of
R&D. As r increases, the expenditure required for a firm to obtain a given cost reduction also
increases. Thus, the parameter r is negatively related to the efficiency of the R&D technology.
To guarantee interior solutions it is assumed that 4—11 <c= % <1landr >r=2.25, where c = %
represents the efficiency of the initial technology relative to the market size. Hence, the initial
marginal cost should be relative high, so as firms have incentives to reduce it by spending in

cost reducing R&D, and the effectiveness of an R&D investment is not too high.* Thus, firm

1’s total cost function is given by:

TC; = (C —z;)q; +rxd, i =1,2 (1.2)

Therefore firm ¢’s profit function is:

M=(A-q—q@)qa—(C—x)g —re?, i,j =1,2;i#j (1.3)

In this market, each firm has an owner and a manager. Following Fershtman and Judd
(1987), the term “owner”, refers to a decision maker whose objective is to maximize the profits
of the firm. This could be the actual owner, a board of directors, or a chief executive officer.
“Manager” refers to an agent that the owner hires to make real time operating decisions, and

could maximize profits or act according to a personal objective function.

Tt is also assumed that there are no R&D spillovers.
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Following VFJS, each owner offers to his manager a “take it or leave it” incentive contract.’
Under this contract, the incentive structure takes a particular form: the risk-neutral manager ¢
is paid at the margin, in proportion to a linear combination of own profits and own sales. More

formally, firm i’s manager will be given incentive to maximize:

Where a; is the managerial incentive parameter and II; and R; denote firm i’s profits and
revenues respectively. Note that owner ¢, by setting different levels of a; can manipulate the
aggressiveness of his manager, because the manager acts as if his firm’s marginal cost were
a;(C — xi).ﬁ Thus if owner ¢ chooses a; < 1, he provokes his manager to put higher weight on
revenues, therefore he becomes more aggressive. If a; = 1, then manager ¢ is profit maximizer
and subsequently, owner i and manager i coincide since M; = II,.7 It is assumed that firms’
owners cannot commit themselves to a given strategy.8

In order to examine which type of decisions will firms’ owners delegate to their managers in
equilibrium, a four stage game is considered, with the following timing: in the first stage both
firms’ owners, simultaneously and independently, decide if they will delegate both the R&D
investments and quantity decisions to their managers (thus they choose whether to follow the
Full or the Partial Delegation strategy). Hence, in the case of FD, the owner of firm i sets
a; optimally in the first stage, before manager i decides over R&D investments.” If owner i

chooses to follow the PD strategy, then a; is selected after the R&D investments stage. In the

% Although in real life the terms of managerial contracts can be determined via owners-managers negotiations, it
is a regular assumption in the strategic delegation literature that the market for managers is perfectly competitive
and the owners have all the power during negotiations, i.e., they offer to their managers “take it or leave it”
incentive contracts (see Vickers, 1985; Fershtman and Judd, 1987; and Sklivas, 1987).

6This can be seen if one rewrites 1.4 as M; = R; — a;TC; (Zhang & Zhang ,1997).

TA standard assumption in strategic delegation literature is that manager 4 will finally receive only his reser-
vation wage. Since his reward is linear in profits and revenues, he is compensated with A; + B; M; for some
constants A;, B; with B; > 0. Since he is risk neutral, he acts so as to maximize M; and the values of A; and B;
are irrelevant.

8In Section 1.5 the case in which owners can commit to a certain strategy during a stage zero of the game, is
discussed.

This assumption is essential in order for delegation to have strategic value. Katz (1991) argues that unob-
servable contracts have no commitment value at all. Fershtman and Judd (1987) support that even if contracts
are not observable, they will become common knowledge when the game is being repeated for several periods.
More recently, Kockesen & Ok (2004) argue that to the extent that renegotiation is costly and/or limited, in a
general class of economic settings, strategic aspects of delegation may play an important role in contract design,
even if the contracts are completely unobservable.
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Sta%'e 1 StaTe 2 StaTe 3 Sta%'e 4

aif FD _ R&D a,if PD Output
No action investments No action competition
otherwise otherwise

Figure 1-1: The timing of the game.

next stage R&D investments are decided simultaneously, either by owners or by managers. In
stage three, only the owner(s) who chooses to follow the PD sets a;. In the last stage, both
managers compete in quantities.!’ The above game will be solved backwards, by employing the
Subgame Perfect Nash Equilibrium (SPNE) solution concept. Figure 1-1 visualizes the timing

of the game.

1.3 Equilibrium Analysis

The game has three different subgames which provide us with the candidate equilibrium con-
figurations: the first is the Universal Full Delegation (FD, FD) one, in which the rival owners
delegate both the R&D investments and the quantity decisions to their managers. The sec-
ond refers to the Universal Partial Delegation (PD, PD) one, in which only quantity decisions
are delegated to managers. The third is the Coexistence Delegation configuration (FD, PD)
in which one owner delegates both the R&D investments and the quantity decisions to his

manager, whereas his rival delegates only quantity decisions to his manager.

107t is important to be noticed that the timing of the game is shaped as above because, in the real business
world it is common practice to decide about the long-run plans of the firm first, and according to them, decide
about the short-run issues. See for instance Zhang & Zhang (1997).
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In the last stage of the game, given R&D investments and the optimal incentives to man-
agers, each manager sets output to maximize his objective function given by eq.(1.4). From the

First Order Conditions (foc) the reaction function of each manager is given by:

A—Qj —CLZ‘(C—{L'Z‘)

¢ = 5 (1.5)
By solving and rearranging one obtains the equilibrium output of the fourth stage:
A+a;(C—x;) —2a;(C — x;
¢i(zi, x4, a0, 05) = i ) il i) (1.6)

3

As usual, given that firms compete in quantities, quantity set by manager i increases with

a; and decreases with a;. 11

1.3.1 Universal Full Delegation: (FD,FD).

Considering the FD configuration, in the first stage owners set the managerial incentives
for their managers. In the second stage managers compete in R&D investments, while in the
third stage there is no action.

Hence, in the second stage, given the optimal incentives set by owners, managers maximize
their compensation (eq.1.4) with respect to R&D investments. The solution of the system of

foc yields firm ¢’s optimal R&D investments:

67(A — 2a;C + ajc) — 4a;(A — a;C)
27r2 — 12r(a; + a;) + 4aia;

xi(ai,aj) = (17)

In the first stage of the subgame, owners set simultaneously the incentive parameters a;,
a; so as to maximize their profits. With respect to ¢ = %, imposing symmetry, solving the
system of foc and rearranging, the equilibrium values for the managerial incentive parameters

are given by:

"1t is already known from the strategic delegation literature (see VFJS), that since quantities are strategic
substitutes, then incentives are also strategic substitutes. The intuition behind this is that each owner encourages
his manager to behave more aggressively (by setting the lowest possible a;), because this way he can obtain a
decrease in his rivals output and an increase in their own output, thus they can obtain competitive advantage in
the market. This is easy to be shown in the present model from eq.(1.5) and (1.6).
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8 —3r[c(22 +45r) — 12] + ¥
N 24 — 4c(27r + 2)

(1.8)

Where,
U = /64 — 5761 — 672rc + 9r2c{720 — 432r + c[196 + 9r(225r — 212)]}

By substituting eq.(1.8) in (1.7), (1.6) and (1.3) the equilibrium values of R&D investments,
FF (FF and TIFF

output and profits: x respectively, are obtained.!?

1.3.2 Universal Partial Delegation: (PD,PD).

In the first stage of this subgame there is no action. In the second stage, owners decide about
R&D investments, while in the third stage, owners set the incentive schemes for their managers.

Therefore, in the third stage of the game, each owner chooses optimally his manager’s
incentives, by maximizing his profits with respect to a;. The solution of the system of foc yields

the following a;:

2(30 — 4ZL‘Z) + 2£L‘j —A

ai(:ci,:pj) = (1.9)

In the second stage, owners simultaneously set R&D investments so as to maximize their

profits. By substituting ¢ = %, imposing symmetry, solving the system of foc and rearranging,

the SPE values of the R&D investments are obtained:

6(1—c)

— 1.1
25r — 6 (1.10)

T = T = zFP(c,r)

By substituting eq.(1.10) in (1.9), (1.6) and (1.3) the SPE values of the managerial incentive

parameter, quantity and profits respectively are given by:

6 + 5r(1 — 6¢)
PP = 7 1.11
™" (er) 6 — 25cr ( )
10r(1 —¢)
PP = — 1.12

12Due to space limits, some algebraic formulas are not presented. These are available from the authors, upon
request.
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2r(25r — 18)(1 — ¢)?
(25r — 6)2

"’ (e,r) = (1.13)

At this point it is interesting to investigate the way that the different delegation strategies
affect R&D investments, the managerial incentive parameters, output and profits, in the two
symmetric delegation configurations.

Comparing the R&D investments given by z'* and 2" respectively, the following propo-

sition holds.

Proposition 1 In a symmetric delegation game, firms always invest more in RED in the

Universal Full Delegation configuration, comparing to the Universal Partial Delegation one.

The intuition behind proposition 1 is that, in Universal FD non profit maximizing (hence,
more aggressive) managers decide about R&D investments, which increases competition in the
R&D investments stage of the game, comparing to Universal PD, in which case, less aggressive
profit maximizing owners invest in R&D.

Proposition 2 compares the managerial incentive parameters given by a’'*" and o Frespectively:

Proposition 2 In the Universal Partial Delegation configuration, managers are manipulated

by owners to be more aggressive, than in the Universal Full Delegation one.

This proposition implies that the managerial incentive parameter is always higher in Univer-
sal FD than in Universal PD. The insight behind this result is that increased R&D investments
lead to better technology and to less aggressiveness during the quantity competition case in FD,
than in PD. Hence, in Universal FD owners will set a higher managerial incentive parameter
in order to stimulate their managers to become less aggressive, comparing to the Universal PD
configuration.

Proposition 3 stands for the comparison of the firms’ output given by ¢''F and ¢*'? respec-

tively.

Proposition 3 In a symmetric delegation game, if firms’ initial marginal cost is relatively low
(high), firms produce lower (higher) output in Universal Full Delegation, than in the Universal

Partial Delegation configuration.
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For proof see Appendix.

The intuition behind this result, is the output effect in R&D investments.!® By propositions
1 and 2 it is obvious that there are two opposite effects on output. First, in Universal FD firms
will invest more in R&D, thus better technology leads to higher output, than in Universal PD.
Second in Universal FD owners will typically choose softer incentive schemes for their managers,
causing lower output comparing to the Universal PD configuration. For relatively low initial
unit cost the dominant effect is the second. However if the initial marginal cost is high, given
R&D investments, the dominant effect is the first, because the gain from the reduction of the
marginal cost increases, if production is amplified. Therefore, under relatively high ¢, firms
that have invested more in R&D in the early stages of the game (this is, in Universal FD), tend
to produce more, in order to increase the benefit from the technology improvement.

Proposition 4 compares firms’ profits given by II¥'*" and II¥'F respectively.

Proposition 4 In a symmetric delegation game, if firms initial marginal cost is relatively low
(high), then for r >r firms make higher (lower) profits in Universal Full Delegation than in the

Universal Partial Delegation configuration.

For proof see Appendix.

The rational here is that, by propositions 1, 2 and 3 , there are three effects on firms’
profits. First, in FD firms will have higher expenses in R&D, which increases cost and reduces
their profitability comparing to PD. Second, in FD owners will typically choose softer incen-
tive schemes for their managers, which increase firms’ profits, since it weakens the prisoners’
dilemma effect comparing to PD. Third, overproduction by both firms under strategic delega-
tion regimes is negatively connected their profitability. For low ¢, higher output and fiercer
market competition in the Universal PD configuration leads to lower profits, than in Universal
FD. For high ¢, higher output and R&D expenses under Universal FD leads to the opposite

result. Figure 1-2 visualizes the results in propositions 3 and 4 respectively.

1.3.3 Coexistence of Delegation Schemes: (FD,PD).

3See Bester & Petrakis (1993).
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Figure 1-2: Firms’ output and profits in Univ.FD and Univ.PD configurations.

In the Coexistence configuration, without loss of generality, it is assumed that owner i follows
the FD strategy, while his rival chooses the PD one. Hence, in the first stage of this subgame
owner ¢ selects the managerial incentives for his manager, while his rival takes no action. In the
next stage manager i and owner j decide about the R&D investments, following which owner
j set the incentives for his manager.*

In the third stage of the game, owner j chooses a; that maximizes his profits. By taking
the foc and solving one obtains:

6 A+ai(C—ay)

In the second stage of the game, manager ¢ and owner j choose R&D investment levels to
maximize their compensation and profits respectively. The solution of the system of the foc
yields to the following expressions:

3[A(r — 1) + C(a; + 2r — 3a;)]

R R § B o (1.15)

Here the sequence of decisions is set this way, so as the R&D investments and output decisions are taken
simultaneously. Also see Barcena-Ruiz and Casado-Izaga (2005) for a similar timing.
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oy B3ai(A=C) —4r[A - C2 - w)
7i(00) = T B 1)~ &r(ar — 1)

(1.16)

In the first stage of the game, owner ¢ maximizes his profits with respect to a;. By solving

the foc one obtains the SPE value of the managerial incentive parameter for manager i:

Fp  re(64r? — 98r +22) — r(16r — 7) + 12] — 3
@) = T 6 = 6r + (160 —19) — 3]}

(1.17)

By substituting eq.(1.17) in (1.16), (1.15), (1.6) and (1.3) each firm’s equilibrium values of
R&D investments, managerial incentive parameter, output and profits of each firm respectively

are given by:

r{14 + 9r — 8r% + 4c[r(14r — 25) + 5]} — 3

@ (er) = {17 — 8r + c[r(48r — 83) + 17]} — 3 (1.18)
aiP(e,r) = ng; i)éé)_:é (1.19)

(1 =)[r(8 —17) + 3]
7)== BT r(16r = 25) 2 3 (1:20)
aFP(e,r) = St =D =) (1.21)

~ r(16r —25) +3

~ 2r(1—o)[r(8r —17) + 3]
qj " (er) = (3r — 1)[r(16r — 25) + 3] (122)

4r(r —1)%(1 —¢)?

P (e, r) = T8 0l T30 3 (1.23)
1P e,y = T2 =10 = [r(8r —17) + 3] (1.24)

[r(48r2 — 91r + 34) — 3]?
By comparing equilibrium values of R&D investments, managerial incentive parameter,
output and profits in the Coexistence configuration, to the ones obtained in both the symmetric

delegation configurations (Universal FD and Universal PD) the following proposition holds:
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Proposition 5 In the Coeristence configuration, the owner of firm i(j) increases (decreases)
the aggressiveness of his manager, comparing to both symmetric delegation configurations. Thus
firm i(j) invests more (less) in RE€D, produces higher (lower) output and has higher (lower)

profits, comparing to its competitor and both symmetric delegation configurations, always.

The intuition behind this result is that since owner 4 sets the managerial incentives for
his manager first, he becomes leader in incentives, thus he increases the aggressiveness of his
manager in order to obtain competitive advantage over his competitor in the subsequent stages
of the game. Moreover from (1.17) one obtains that if ¢ € [0.25,0.44), r > r then af'" < 0.
This means that owner ¢ may give a negative weight on profits (hence even higher weight on
sales) in his manager’s utility, in order to induce a more aggressive behavior by his manager
and hence strengthen his leadership in incentives. As a result his manager invests more in R&D
produces higher output and firm has higher profits comparing to both symmetric delegation

configurations and his rival.

1.4 Equilibrium Delegation Schemes

In this section the determination of the equilibrium delegation configuration is examined, under
the assumption that there is no ex-ante commitment between the rival owners. As is standard
in the game theoretic literature, first a candidate equilibrium configuration is proposed, and
then one has to check whether or not it survives all possible deviations. Thus, owners’ incentives
to unilaterally deviate from each of the above candidate equilibrium configurations have to be
checked. The procedure has as follows: given that the owner of firm 1 has chosen one of the
above strategies (PD or FD), the owner of firm 2 examines his profitability, if he switches to a
strategy different that the one specified in each candidate equilibrium configuration.

All possible scenarios are checked and the main findings are that firms’ owners always
have incentives to deviate from the Universal PD configuration. Regarding the Coexistence
configuration, if the initial unit cost is relative high (low), the owner that had initially chosen
the PD strategy will always (never) have incentives to deviate towards FD. If the initial unit
cost is relative high (low) owners never (always) have incentives to deviate from the Universal

FD configuration. The following proposition summarizes:
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Proposition 6 For given r > r, if c is relatively low then the Coexistence configuration is an
equilibrium one. For given r > r, if ¢ is sufficiently large then Universal Full Delegation is an

equilibrium configuration.

In what follows, the main arguments that drive the results, are discussed.

1.4.1 Universal Full Delegation as a candidate equilibrium.

Universal Full Delegation is an equilibrium configuration if no owner has incentives to unilat-
erally deviate towards the PD strategy. The deviation game unravels as follows: given the fact
that firm 1’s owner delegates both short-run and long-run decisions to his manager, believing
that firm 2’s owner will do the same, firm 2’s owner deviates by delegating only short-run
decisions to his manager. In the first stage of the deviation game firm 1’s owner chooses the

FF while firm 2’s owner postpones his decision. At

managerial incentive parameter a; = a
the next stage R&D decisions are taken by manager 1 and owner 2, following which, owner
2 sets the incentive parameter of his manager optimally. Finally at the last stage both firms’
managers compete in quantities.'®

By comparing the deviant owner’s profits, Hg, to the profits that result in Universal FD,
IIFF | one obtains that 19 > TIFF(T1¢ < IFF) for relatively low (high) ¢. Thus if the initial
unit cost is relatively high, no firm’s owner has incentives to deviate from Universal FD.

It is important to note that there are two main levels of competition that both influence
negatively the profitability of each strategy: market and R&D competition. While in general in
the FD strategy quantity competition is softer, R&D competition is more intense, comparing
to the PD one.

In case of Universal FD, it is obvious that if ¢ is relatively high, then each firm’s owner has
incentives to remain more aggressive during the R&D competition stage (by delegating long-run
decisions to his manager) in order to be benefited from the reduction of the unit cost, during the
market competition stage. Hence there are no incentives for deviation towards PD. But if ¢ is

relatively low, then both firm’s owners have incentives to increase their profitability comparing

to their previous status, by switching from Full to Partial Delegation, so as to reduce their

15Qee appendix for the solution concept.
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R&D expenditures, since the gain from the reduction of the marginal cost is also low. Thus,

Universal FD is an equilibrium configuration, only if the initial marginal cost is relatively high.

1.4.2 Universal Partial Delegation as a candidate equilibrium.

The next proposed candidate equilibrium configuration is the Partial Delegation one. To check
the stability of this configuration the following deviation game is considered: given owner 2’s
choice to delegate only short-run decisions to his manager, firm 1’s owner examines his firms’
profitability, if he deviates and delegates both short-run and long-run decisions to his manager.
Hence, in the first stage owner 1 deviates and selects the managerial incentives for his manager

;~, while his rival takes no action. In the next stage manager 1 and owner 2 set the

ai
R&D investments, following which owner 2 sets the incentives for his manager. In the final stage
both managers compete in quantities. Note that, the solution concept of this deviation game
coincides with the Coexistence Delegation configuration. Hence the deviant owner’s profits are
given by: 1I{ = TI/'P.

Since from proposition 5 IT% = HZF P > TIPP thus, the deviant owner’s profits are higher
comparing to the profits that result in the Universal PD configuration, always. Therefore, both
firms’ owners always have incentives to deviate from the Universal PD scenario towards the

FD strategy, because this way they will become leaders in incentives, and obtain competitive

advantage in the market. Hence, Universal PD is never an equilibrium configuration.

1.4.3 Coexistence scenario as a candidate equilibrium.

In order to examine if the Coexistence configuration is an equilibrium one, one has to check for
two possible deviations. Firstly, owner 1 may deviate from FD to the PD strategy. Secondly
owner 2 may deviate from PD to the FD strategy.

Thus, in the first deviation game, under the assumption that owner 2 delegates only short-
run decisions to his manager, firm 1’s owner deviates by also delegating only short-run decisions
to his manager. In the first stage of the game owner 1 decides to deviate to PD thus he takes
no action, following which, both owners invest in R&D optimally. Here, the deviation game is
identical to the Universal PD scenario. The rational behind this is that since owner 1 takes no

action during the first stage of the game, his intention to deviate becomes common knowledge
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in the second stage.

By considering proposition 5 and comparing the deviation profits of owner 1(II{ = I17F)
to the profits that the same owner obtains in the Coexistence Delegation scenario (ITIF'F) it
is obtained that H‘li < Hf P always. Thus owner 1 has no incentives to deviate towards PD
strategy.

In the second deviation game, given the fact that firm 1’s owner delegates both short-run
and long-run decisions to his manager, firm 2’s owner deviates by also delegating both short-run
and long-run decisions to his manager. In the first stage of the deviation game firm 1’s owner
chooses the managerial incentive parameter a; believing that firm 2’s owner will follow the PD
strategy thus he sets a; = aZF P On the other hand, firm 2’s owner sets the managerial incentive
parameter that is the best response to his rivals choice: az(a1). In stage two, both managers
invest in R&D, following which both managers compete in quantities.'

By comparing the deviation profits, I14, to the profits that result in the Coexistence Dele-
gation scenario one obtains that IT¢ > Hf Pmg < Hf P) for relatively high (low) ¢. Thus, if the
initial unit cost is relatively low (high), owner 2 has no(always) incentives to deviate towards
FD.

The intuition behind this result is that for relatively high initial marginal cost, owner 2 has
incentives to deviate towards FD, because he seeks to be benefited from the reduction of the
initial marginal cost that is created from the increased R&D investments in FD. But if the initial
marginal cost is low, this benefit is also low, thus there are no incentives for deviation towards
FD. On the other hand owner 1, given the fact that his rival follows PD strategy, he is leader in
incentives and therefore dominates the market, thus he will never deviate towards PD because
such an act would decrease his profitability comparing to his previous status. Therefore, if the

initial unit cost is relatively low, the Coexistence configuration is an equilibrium one.

1.5 Extensions

Existing literature, attempts to endogenize the selection of the equilibrium delegation strategy,

by assuming that there is credible commitment between the rival owners, when they select their

16GQee appendix for the solution concept.
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Figure 1-3: Matrix of profits at stage zero.
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delegation strategy. Therefore an examination of how the results may change under the same
assumption is necessary.

The timing of the game remains the same, except now a stage zero is added, in which owners
commit over the strategy that they will choose. As argued above, there are three different
subgames: the first is the Universal FD configuration, the second refers to the Universal PD
one, while the third is the Coexistence configuration. All the above scenarios have already been
examined and the corresponding profits are shown in figure 1-3. The following proposition

summarizes:

Proposition 7 Assuming the existence of ex-ante commitment ability between the rival owners
over the type of decisions that they will delegate, Universal Full Delegation is the unique Subgame

perfect Nash equilibrium.

The rational behind this result is that from figure 3 and proposition 5, the FD dominates
the PD strategy. If owner ¢ selects PD then owner j’s best response is FD, since Hf L | L
Moreover if owner i selects FD then owner j’s best response again is PD, since ITIf'F > Hf P
Hence, under the assumption of credible commitment between the competing owners, Universal
FD is the unique equilibrium configuration. Hence altering the ex-ante commitment assumption,

leads to different equilibrium strategy for low initial marginal cost.
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1.6 Conclusions

The literature regarding strategic delegation in oligopoly with R&D investments, considers that
firms’ owners’ alternative strategies are either Full Delegation or No Delegation.

A more realistic model is assumed, where firms’ owners alternative strategies are either Full
Delegation, in which owners delegate both the cost reducing R&D and the quantity decisions to
their managers, or Partial Delegation, in which quantity decisions are delegated to managers,
while owners decide themselves the cost reducing R&D investments. In order to examine the
implications from each delegation strategy to firms’ R&D investments and market performance,
three possible configurations are compared; the first is the Universal Full Delegation (FD, FD)
one, the second refers to the Universal Partial Delegation (PD, PD) one, while the third is the
Coexistence configuration (FD, PD). It is found that R&D investments are higher in Universal
FD than in the Universal PD configuration. If the initial marginal cost is relative low, then firms’
profits are higher in Universal FD comparing to the Universal PD configuration. However, this
result is reversed when the initial marginal cost grows larger. In the Coexistence configuration,
the firm that follows FD (PD) strategy always invests more (less) in R&D, and have higher
(lower) profits, than both symmetric delegation configurations.

After having compared the three alternative delegation configurations, which one will prevail
in equilibrium is examined, assuming that there is no credible commitment between competing
owners regarding the type of decisions delegated to managers. To do so, firms’ owners incentives
to deviate from each of the above candidate equilibrium configurations are investigated. It is
found that owners always have incentives to deviate from Universal Partial Delegation. If the
initial unit cost is relative high (low) owners have always (never) incentives to deviate from
the Coexistence configuration. If the initial unit cost is relative high (low) owners will never
(always) deviate from Universal Full Delegation. Conversely, under the assumption of credible
commitment, the Universal Full Delegation is the unique equilibrium configuration.

The analysis was carried out for a duopolistic market structure. I am of the opinion that
the duopolistic market reveals all essential implications considering the firms’ owners’ incentives
to strategically delegate their firm’s decisions to managers. I also am aware of the limitations
of the present analysis in assuming specific functional forms. However, it is the nature of

the equilibrium conditions that drive the present results that allows us to argue that these
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results will also hold under general demand and cost functions. The use of more general forms
would jeopardize the clarity of the aforementioned findings, without significantly changing their
qualitative character. Given the current debate about the market implications of Strategic
Managerial Delegation the present chapter sheds light on the type of decisions firms’ owners

will delegate to managers in oligopolistic markets.

1.7 Appendix
Appendix Al: Proof if proposition 3

By comparing the SPE values of firms’ output in Universal FD and Universal PD, ¢'* and
¢, respectively, it can be shown that if ¢ € [0.25,0.54),r > r, then ¢/ — ¢ < 0. If ¢

€ [0.54,1),r > r, then ¢''F — ¢"F > 0.
Appendix A2: Proof of proposition 4

By comparing the SPE values of firms’ profits in Universal FD and Universal PD, II¥'¥" and
II1PP | respectively, it can be shown that that if ¢ € [0.25,0.46),r > r, then II"'F —TIPF > 0. If

c €[0.46,1),7 > r, then II'¥ — TI7P < 0.
Appendix B1: Universal FD configuration’s deviation game.

Here, the solution concept of the deviation game coincides to the one in the Coexistence
configuration, except in the first stage owner 1 will set a; = a*" believing that firm 2’s owner
will do the same. By substituting a; = af'*" in eq.(1.16), (1.15), (1.6) and (1.3) the deviant

firm’s profits are given by Hg.
Appendix B2: The Coexistence configuration’s deviation game.

Here, the second deviation game coincide to the solution concept in the Universal FD,
except in the first stage of the deviation game firm 1’s owner chooses the managerial incentive

parameter a; believing that firm 2’s owner will follow the PD strategy thus he sets a1 = a,LF P
On the other hand, firm 2’s owner sets the managerial incentive parameter that is the best

response to his rivals choice: az(a;). Hence, he maximizes:
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4[a; = af™?, az(ay)] (1.25)

2

with respect to as in order to obtain ag. Plugging ag in eq.(1.25) the deviant profits Hg,

result.
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Chapter 2

Strategic delegation in experimental
duopolyes with endogenous incentive

contracts.

2.1 Introduction

Neoclassical economics consider firms as economic agents whose main objective is to maximize
profits. However seminal papers such as Baumol (1958) suggested a sales-maximization model of
firms’ objective function as a realistic alternative to the profit-maximization one. More recently,
Fershtman and Judd (1987) argue that a proper analysis of the firm’s objective function should
be undertaken under the prism of the separation of ownership and management.! They further
argue that such an analysis should incorporate the structure of the incentives that owners offer
to managers in order to motivate them.

The strategic use of managerial incentive contracts has been introduced in the literature
by Vickers (1985), Fershtman (1985), Fershtman and Judd (1987) and Sklivas (1987). In this
line of research, each owner has the opportunity to delegate market competition decision and

offer an incentive contract to his manager in order to direct him to a more aggressive behavior

! Managerial theories of the firm and agency theory have emphasized that the aforementioned separation leads
to inefficiencies due to asymmetric information and differing objectives of managers and owners (e.g., Williamson,
1964; Jensen and Meckling, 1976; Fama and Jensen, 1983).
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in the market, so as to force the competing manager to reduce output. When determining
his manager’s incentives each owner has an opportunity to obtain competitive advantage via
delegation, provided that rival owners do not delegate any decisions to managers. In equilibrium,
all owners act in the same way, engaging in a prisoners’ dilemma.

In this context, the choice of contract terms determines whether the manager’s reward will
depend more on the firm’s profits or some other alternative objective like for example the firm’s
sales. Incentive schemes which are combinations of profit and revenue have been extensively
studied. On the contrary, other types of incentive contracts which reward the manager ac-
cording to different objectives like relative performance in the market have received much less
attention. Miller and Pazgal (2001, 2002, 2005) formalize the idea that each manager may be
concerned with the competing firms’ performance when making his decision, under the ‘Rela-
tive Performance’ type of delegation schemes. The equilibrium outcome of the aforementioned
model is similar to the one obtained under the one that includes linear combination of profits
and sales delegation schemes.

In this chapter, an oligopoly delegation model in which firms’ owners choose between incen-
tive contracts which reward managers according to combinations of profit and revenue or profit
and relative performance, is presented and experimentally tested. In fact, in the presence of
these two alternative incentive schemes, firms’ owners decide both on the objectives that should
be pursued by their managers as well as on the mixture of these objectives in the manager’s
final reward. Theoretical results show that owners will induce their managers the objective of
maximizing their firm’s performance relative to other firms.

To my knowledge, Huck et al. (2004) is the only previous experimental study on delegation of
objectives in oligopoly. However, in their framework, the choice of firm owners is limited to the
terms of an exogenously imposed profit-revenue incentive scheme. Therefore, the present work
is the first experiment allowing subjects to choose between two different incentive contract types
independently and before the actual terms of the contract are chosen. Furthermore, contrary to
the discrete strategy space used by these authors to implement a reduced form of the underlying
game, a finer grid have been used, in both the output choice stage and the preceding one in
which the contract terms are chosen.

Some of the theoretical predictions receive strong support by the experimental results, while

39



others receive much weaker support or are even rejected. First, the prevalence of the Relative
Performance contract type over the Profit Revenue alternative is strongly confirmed. However,
the two motives offered by the theoretical study for such prevalence, are disentangled. The
explanation based on the selection of focal, Pareto superior points receives clear support against
the alternative of strategic commitment on contract types before the terms of the incentives are
fixed. Second, higher aggressiveness under Relative Performance contracts is observed. Hence,
the theoretic model is confirmed only for the asymmetric configuration. Third, contrary to the
theoretic predictions, output is not responsive to contract type, however results are not clear
regarding the relationship between output and contract terms.

The above experimental results indicate that the theoretical literature on strategic delega-
tion in oligopoly may have ignored some important issues that matter in this context. The
most prominent among the issues ignored in the aforementioned theoretical models seems to be
fairness. Given that owners and managers are assumed to be absolute own utility maximizers,
the latter are expected to accept any reward above their reservation salary no matter how unfair
the split of the firm’s profits may be. However, since the seminal ultimatum experiment by
Giith et al. (1982), it is known that an agent receiving an unequal proposal of sharing a given
profit with another agent may prefer earning nothing than earning an unfairly low amount of
money. Later, an influential strand of literature emerged on economic behavior which is driven
by other motives than pure short-run own utility maximization.? Furthermore, in a principal-
agent relationship, agents may have preferences on the competitiveness of the incentive scheme
according to which they will be compensated. For example, it would be plausible to suspect
that hyper-competitive incentive schemes may be negatively perceived by agents. This phe-
nomenon has never been studied so far in the context of strategic delegation in oligopoly. This
task is partially undertaken here, and this makes the present study interesting for researchers
working on the design of incentives and delegation of different levels of decision making within

collective decision making entities like firms which then compete with other entities of a similar

2 A sample of representative contributions from a plethora of recent papers is Andreoni (1988, 1990), Andreoni
and Croson (2005), Berg et al. (1995), Camerer and Thaler (1995), Charness (2004), Cochard et al. (2004),
Croson (2000), Dufwenberg et al. (2001), Dufwenberg and Kirchsteiger (2004), Fehr and Géchter (1998), Fehr
et al. (1998a,b), Fehr and Schmidt (1999), Gichter and Falk (2002), Gneezy et al. (2000), Giith et al. (1997,
2001), Hoffman et al. (1994, 1996), Levine (1998), McCabe et al. (2000, 2003), McCabe and Smith (2000) and
Rabin (1993).
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structure.
The chapter is organized in the following way: section 2.2 discusses the theoretical framework
and presents the testable hypotheses. Section 2.3 presents the experimental design. Section 2.4

reports the results and the last section concludes.

2.2 The theoretical framework

In line with Manasakis et al. (2007), an industry that consists of two firms is considered,
each producing one brand of a differentiated product. Firm i produces brand ¢ in quantity g;.
Demand for the differentiated product is characterized by a symmetric linear demand system,

where the inverse demand function for brand ¢ is given by
P=A-q —nq (2.1)

where, {3,j} = {1,2}, i # j, A > 0 and v € [0, 1] is a measure of substitutability among brands,
with the extreme cases of v = 1 and v = 0 corresponding to perfect substitutability and product
independence respectively. It is further assumed that firms have the same constant unit cost c.

Thus, firm 4’s profits are given by:

I = (A—q —vq; — ¢)gi (2.2)

In this industry, each firm has an owner and a manager. Following Fershtman and Judd
(1987), the term owner, defines a decision maker whose objective is to maximize the profits
of the firm. This could be the actual owner, a board of directors, or a chief executive officer.
Managers are agents hired by owners to make real time operating decisions. Each owner can
choose one among two different types of incentive contracts to compensate his manager: the
first is the Profit-Revenue (PR) type of contract. Following Fershtman and Judd (1987) and
Sklivas (1987), under this type of contract, the incentive structure takes a particular form: each
risk-neutral manager i is paid at the margin, in proportion to a linear combination of own

profits and revenues. More formally, firm ¢’s manager will be given incentives to maximize:

UPR = al P10 + (1 - o] ®)R; (2:3)
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where II; and R; are firm ¢’s profits and revenues respectively and aZP R is the managerial
incentive parameter that is chosen by owner i. From a theoretical point of view, since the
manager’s reward is linear in profits and sales, he is paid A; + BiUZRP for some constants Aj;,
B;, with B; > 0. Since he is risk-neutral, he acts so as to maximize UiRP and the values of
A; and B; are irrelevant. If af’® < 1, firm i’s manager should move away from strict profit-
maximization towards higher sales, thus, becoming a more aggressive seller in the market.
The second type of contract is the Relative Performance (RP) one. Following Miller and
Pazgal (2001; 2002; 2005), under this contract, each owner i compensates his manager putting
—a;'")

a weight of (1 on own profits and a weight of al*f’ on the difference between own profits

and the profits of the rival firm, yielding a variable compensation to the manager of:

URP = oL 4+ (1 — of'P) (1L — 115 (2.4)

]

When the objective function is written in this manner, it becomes apparent that if al*¥’ < 1,
manager i puts negative weight on rival firm’s performance. If al*¥ = 1 the manager’s behavior
coincides with standard own profit-maximization.

In order to examine which types of managerial incentive contracts prevail in equilibrium, a
two-stage game with the following timing is considered: in the first stage, each owner chooses
the type of contract to reward his manager and sets the corresponding managerial incentive
parameter a;. In contrast to the received literature, the postulate here is that there is no ex-ante
commitment over the type of contract that each owner will offer to his manager. The crucial,
yet (due to the symmetric industry) reasonable assumption here is that the precise contract (the
type of contract and the managerial incentive parameter) that owner ¢ sets is not observable by
the rival owner, before contract-setting is everywhere completed. Thus, it is argued argue that
each owner can independently shift from a Profit-Revenue (Relative Performance) contract,
to a Relative Performance (Profit-Revenue) one. In the second stage of the game, given that
the type of contract and the incentive parameter that each owner has chosen have become
common knowledge and cannot be reset, managers compete setting quantities. An alternative
assumption concerning the timing of the game and, thus, the strategic role of committing to a
contract type is considered, according to which contract types are decided and observed before

the terms of incentive contracts are chosen. This leads to a three stage game in which the choice
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of contract type precedes the choice of contract terms, with output decided in the third stage.

Subgame perfection is used as the equilibrium concept to solve these games by backward
induction.

First, the Universal Profit-Revenue scenario is investigated, in which both firms’ owners
choose a Profit-Revenue contract to compensate their managers. In this case, equilibrium
managerial incentive parameter, output and profits are:

PR - A6 pre  2(A

7——0) and HZPR*:

2(A —c)?
i 5 0 & 5 ‘

= (2.5)

Second, the Universal Relative-Performance is examined. The corresponding equilibrium values
are now given by:

=, PP =2 and

. 3(A—c)?
— HRP
) 37 8 (3

== (2.6)

Finally the Coexistence of the two types of contract is considered, in which, without loss of
generality owner ¢ is assumed to choose a Profit-Revenue contract, while his rival’s choice is a

Relative Performance one. The equilibrium outcome of the Coexistence scenario is given by

(A )
8

(pkrp)*:A —cA-c (pr—rp)* _ (A—c)?

(pr—rp)” _ 4 ) and I o

%(j) 0), gy T

( ) (2.7)

The summary of the main findings given in eq.(2.5), (2.6) and (2.7), yield the hypotheses which
will be tested with the present experimental design.?

First regarding the endogenous choice of managerial contracts, when owners commit to a
contract before choosing the terms, a dominant strategy of both firms is to reward their man-
agers under a Relative Performance type of contract. In the absence of commitment on contract
type before the terms of incentive contracts are chosen, multiple equilibria exist corresponding
to the universal adoption of either contract type. However, the Pareto criterion could be used
to select the Relative Performance type as a focal equilibrium point. In terms of observable

implications, this would lead to the following testable hypothesis:

3Formal proofs and results obtained in this framework are presented and discussed in detail in Manasakis et
al. (2007).
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TESTABLE HYPOTHESIS 1: (H1.1) Relative Performance incentives will be preferred
over Profit-Revenue incentive schemes and (H1.2) this preference will be stronger if firms com-
mit to an incentive contract type before deciding on the terms of the contract.

Given each one of these two equilibrium points, the terms of the corresponding equilibrium
incentives should be such that Relative Performance-rewarding owners choose their managers’
objectives closer to profit maximization, while in the alternative Profit-Revenue equilibrium
managers are asked to deviate more from pure profit-seeking behavior.

TESTABLE HYPOTHESIS 2: The terms of incentives under universal adoption of each
type of contract are such that managers under Relative Performance contracts are induced to
adopt a less aggressive behavior than managers under Profit- Revenue incentives. In asymmetric
configurations the reverse ranking is expected to be observed.

Regarding the consequences of this prediction for the corresponding equilibrium outputs,
it is shown that Profit-Revenue contracts lead to a higher individual and total output than
Relative Performance contracts, which also explains why the universal Relative Performance
equilibrium is more profitable than its Profit-Revenue counterpart. Contrary to this compari-
son of equilibrium outputs across the two symmetric contract choices, in asymmetric contract
configurations the firm using Relative Performance incentives produces higher output than its
Profit-Revenue-oriented rival.

This can be summarized in the following testable hypothesis:

TESTABLE HYPOTHESIS 3: Compared to the case of universal Relative Performance
contracts, output is higher under industry-wide adoption of Profit-Revenue incentives, while the
contrary ranking of individual outputs is predicted within a duopoly in which the two contract
types coezxist.

It is worth noting that if both firms chose no delegation at all they would end up earning
higher profits than in any of the delegation scenarios discussed above. The reason for the
emergence of symmetric delegation equilibria is straightforward: by using an incentive contract
strategically, an owner directs his manager to a more aggressive behavior in order to force
the competing manager to reduce output. Because each owner acts in the same way at the
game contract stage, firms end up in a prisoners’ dilemma situation. Naturally, the increase of

market supply, in comparison to the no-delegation case, leads to lower profits in the incentive
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equilibrium.

The intuition behind the prevalence of the Relative Performance equilibrium is based on
the results observed in eq.(2.7). More specifically, the owner who selects Relative Performance
type of contract for his manager, obtains competitive advantage in the market, provided that
the rival owner chooses any different type of contract. This makes the selection of a Relative
Performance managerial contract each owner’s best response to whatever the rival owner’s

choice is. Hence, Relative Performance is the dominant owners’ strategy.

2.3 Experimental design

The predictions of the theoretical framework outlined above, have been tested in a laboratory
experiment.

A total of 144 subjects participated in the sessions. They were volunteers recruited among
2nd and 3rd course students enrolled in the Business and Human Resources degrees at the
Universitat Jaume I according to standard protocols used in the Laborator: d’Economia Exper-
imental (LEE) of the Universitat Jaume I (Castellén, Spain), where all the sessions reported
here, were run. Real monetary incentives were used. Each session lasted approximately 100
minutes and average earnings per subject were slightly above 20 Euros.

The experiment was organized under two treatments. A total of four 36-subject sessions
were run, two under each treatment. In the first treatment, labeled as 2-stage game, owners
choose simultaneously the type and the terms of their managers’ incentive contracts before
managers decide on their firms’ output. In the second treatment, labeled as 3-stage, the choice
of contract type precedes the choice of contract terms and the corresponding decisions become
public information before the contract terms are chosen by the owners and quantities are set
by managers. The experiment was programmed using the z-Tree toolbox (Fischbacher, 1999).
At the beginning of the session, each subject was randomly assigned the role of an owner or a
manager and written instructions specific to each role were distributed to them. All remaining
questions were privately answered by one of the organizers.

Eighteen owner-manager pairs were randomly formed once at the beginning of each session.

These intra-firm pairs were kept fixed throughout the 50 periods of the session in order to
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encourage the development of a cooperative relation between the agents who formed each firm.
Nine pairs of firms were randomly formed in each period using a strangers matching protocol
in order to preserve the one-shot nature of the market game. In order to increase the number
of completely independent observations per session, matching occurred within three groups of
6 owner-manager pairs (firms), that is three independent matching groups of 12 subjects each.
However, this precise detail was not known by the subjects who would have a further difficulty to
guess the total group size and assess the likelihood of being re-matched with the same firm in two
different periods, given that the computer network of the LEE is installed in two distant rooms
between which there is no possibility of visual contact. No significant difference was found across
matching groups within each treatment and, thus, data from the same treatment were pooled
together. Following this design a total of three totally independent observations is guaranteed
by the fact that strategies and the history experienced by each subject were never contaminated
by nor did they contaminate decision making within the other two matching groups. Therefore,
in a very strict statistical sense, the present conclusions are based on behavior within six totally
independent groups per treatment.

Four independent sessions were run in two occasions on subsequent dates (18-19/12/2006
and 29-30/05/2007). The order between 2-stage and three stage treatment sessions was changed
across the two occasions to control for any undesirable "social learning" across sessions creat-
ing misleading false treatment effects. Therefore, sessions 1 and 4 correspond to the 3-stage
treatment, while sessions 2 and 3 belong to the 2-stage treatment.

The total cost for subject rewards was 2, 739 euros which implies slightly above 19 euros per
subject earnings, ranging between 7.3 and 29.6 euros (an owner subject in a three stage session
and an owner-subject in a 2-stage session respectively). Subjects in the 2-stage treatment
receive slightly higher payments than in the 3-stage one (19.3 and 18.7 euros respectively).

Given the experience from pilot sessions, the payment method was designed to yield similar
earnings across player types. Thus an equal split of the experimental earnings was observed

in the overall sample and within each treatment. See instruction to the subject on this issue. °

4See Appendix for instructions to the subjects on this issue.

SThat is owners earnings were exactly 50% of total earnings in both the overall sample and the subsamples
under treatments 1 and 2. Small variations of these percentage were observed across sessions (51% in session 1;
52% in session 2; 47% in session 3 and 48% in session 4.
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The model’s parameter values implemented here are: A = 1000, v = 1 (homogeneous
product) and ¢ = 200. To compensate for possible negative earnings, a show-up fee of 10 Euros
was given to each subject and it was uniformly distributed over the 50 periods in the form of
a fixed amount f = 20,000E2Cus (Experimental Currency Units) per period. Therefore, an
exchange rate of 1 Euro per 80,000 ExCus was used.

Under this set of parameters the prediction for a non delegation Cournot equilibrium output
is qiC ournot — 966.66. Given the prediction of the model concerning the contract choice stage,
the contract terms and outputs corresponding to the two aforementioned perfect equilibria are
examined. In the Universal Profit-Revenue equilibrium, both firms should choose a!’®" = 1/5
and managers should set the corresponding equilibrium output levels at ql-P B = 320. In the
Universal Relative Performance equilibrium, both firms’ owners set azRP T = 2/3, leading to
the corresponding equilibrium output level qiRP " = 300. Although the combination of firm
i choosing a Profit-Revenue contract while j chooses Relative Performance incentives is not

an equilibrium, it is worth mentioning that the corresponding equilibrium contract terms and

,altP PR ¢fP) = (1,0,200,400).

PR

outputs are respectively (az

A strict test of the theoretical model should aim at comparing the observed data on contract
types, contract terms and outputs to the aforementioned theoretical predictions. However, any
experimentalist would immediately recognize the difficulties associated with such a strict test
of the theory, given that, unlike the usual theoretical assumption of perfectly informed human
decision makers with unlimited calculus capacity and perfect foresight, real subjects learn from
trial-and-error strategies and often commit systematic mistakes due to a number of reasons.’

Thus, the test of the predictions provided in a qualitative form by the testable hypotheses

H1-H3 stated in the previous section, follows.

A vast literature has been dedicated to various factors that may be responsible for observed shortcomings
of human behavior in complex environments, such as misperception of feedback (Paich and Sterman, 1993
and Sterman 1994), limitations in subjects’ learning when exposed to strategic complexity (Richards and Hays
1998), or multitask decision making (Kelly 1995). A number of factors that favor subjects’ improvement of
performance have, also, been identified. For example, trial-and-error algorithms have been shown to facilitate
convergence of the strategies played by uninformed subjects toward symmetric, full-information equilibrium
predictions, as shown in Garcia-Gallego (1998) for the case of a price-setting oligopoly. While full convergence
near the theoretical single-product symmetric benchmark is obtained in settings such as that outlined in Garcia-
Gallego (1998), the introduction of a slightly more complex task in the multiproduct oligopolies in Garcia-Gallego
and Georgantzis (2001) or the asymmetry in Garcia-Gallego et al. (2004) provide a sufficiently unfavorable
environment for the hypothesis based on the corresponding theoretical prediction to be rejected.
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2.4 Results

Data analysis reveals two interesting results regarding the type of the contract that owners
will choose for their managers. First, firms’ owners will only rarely choose not to delegate any
decisions to their managers.” This is in line with the theoretical prediction (See, Vickers (1985),
Fershtman (1985), Fershtman and Judd (1987) and Sklivas (1987)), according to which owners
will always choose strategic delegation in order to obtain competitive advantage in the market.
Moreover this contradicts the experimental findings of Huck et al. (2004), according to which

firms’ owners’ choice will in most cases be "No Delegation".

Treatment 2-Stage 3-Stage Both

Variable Mean Stal}d?rd Mean Stal}dz!rd Mean Stal}d?rd
Deviation Deviation Deviation

Quantity 357.00 97.99 354.43 91.97 355.72 95.02

Incentive 498 261 523 285 510 274

Parameter (a)

Type of contract 1.733 442 1.709 454 1.721 448

Profits 30802.09 | 19598.56 | 32213.03 | 19387.36 | 31507.56 19503.3

Table 2-1: Descriptive statistics (overall sample). Profit-Revenue Contracts=1, Relative

Performance Contracts=2.

Table 2-1 provides descriptive statistics on individual quantities, contract types and in-
centive parameter choices. From this information one can see that quantities have been, on
average, significantly higher than expected, even if one compared the average output obtained
(approximately, 355 in the overall sample, 357 in the 2-stage game and 354 in the 3-stage one),
with the most expansive theoretical output prediction (320 product units) corresponding to the
simultaneous adoption of Profit-Revenue contracts by both owners. In fact, under the present
parameters, the other two scenarios (Universal Relative Performance and coexistence of both
contract types) yield the same average output prediction (300 product units, although asym-
metric contract configurations predict 400 for the Relative Performance-rewarding firm versus

its Profit-Revenue oriented rival). Therefore, the subjects here, have behaved in an excessively

"Only 6%(4%) of the contracts include No Delegation in the 2-Stage (3-stage) treatment.
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pro-competitive way, far beyond the consequences predicted by the theoretical model for any of
the scenarios studied. Given that the predictions of the model concerning the contract terms
significantly vary across different scenarios, the behavior of subjects with respect to the contract
parameter choice contingent to each specific scenario will be studied. However, a first look at
the overall sample reveals some not necessarily innocuous attraction to the focal value of 0.5,
which lies between the predictions of both the two symmetric equilibrium configurations (1/5
and 2/3) and the predictions of the asymmetric contract configuration (0 and 1). As said be-
fore, this will be discussed in more detail in tables presenting contract term decisions contingent
to different contract configurations, but this observation concerning the attraction to "moder-
ate" values of the parameter is useful to address a more general deviation observed contract
terms from their corresponding theoretical values towards more central attractors. Among such

attractors the value of 0.5 must be given special attention®.

Type of Treatment

2-Stage 3-Stage Total

E Profits- 573 616 595
£ Revenues 272 287 .280
3 (PR) 480 523 1003
s Relative 470 484 AT7
g | Performance .252 .276 .264
= (RP) 1320 1277 2597
498 523 510

Total .261 .285 274

1800 1800 3600

Table 2-2: Means, st.deviation of a and frequences of contract types for both the 2-stage and

3-stage treatments.

Next, Table 2-2 is considered. Relative Performance contracts are more frequently used
than Profit Revenue incentives under both treatments.” But what is really interesting is to
see is weather the combination of contract choices is as predicted by the subgame perfect

equilibria discussed above. As sown in Table 2-3, in the 3-stage treatment, more than half of

8See, for example, Sabater-Grande and Georgantzis (2002) where subjects offered a continuum of lotteries
with winning probabilities ranging between 0 and 1 are found to have some non Expected Utility-compatible
preference for probabilities near 0.5.

9480 vs. 1320 times in the 2-stage treatment and 523 vs.1277 times in the 3-stage treatment.
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the experimental duopolyes have taken place under universal Relative Performance incentive
contracts (932/1800 = 51.7%). Contrary to this equilibrium, the Universal Profit-Revenue
equilibrium receives scarce, if any, support (178/1800 = 9.8%) of all contract combinations

observed.

Firms’ choise
i, j=PR i,j=RP | i=PR, j=RP | i=RP, j=PR | Total
- 610 . 619 ; 616
g R‘; i‘;‘;‘l:le 278 . 291 . 287
E R) 178 0 345 0 523
s Relative . 484 . 484 484
2 | Performance . 276 . .276 276
& (RP) 0 932 0 345 1277
610 484 619 484 523
Total 278 276 201 276 285
ota 178 932 345 345 1800

Table 2-3: Means, st.deviation of a and frequences of contract types for the 3-stage treatment.

In fact the frequency of Universal profit revenue contracts is approximately half the fre-
quency of "out of equilibrium" coexistence of the two contract types in the same market.!?
This finding confirms the theoretical prediction in Manasakis et al. (2007) according to which
owners will reward managers under a Relative Performance type of contract. However, while
this is a clear confirmation of Testable Hypothesis 1 according to which Relative Performance
contracts will be chosen more frequently due to the Pareto selection criterion as a focal equilib-
rium point, no evidence in favor of the second part of the hypothesis (H2) is found, concerning an
increased likelihood of Relative Performance contracts in the 3-stage game. Specifically, against
the aforementioned prediction, Table 2-1 indicates that the frequency of contract 2 is slightly
higher (not significantly, though) in the 2-stage than in the 3-stage treatment. Therefore, the
following important finding can be stated:

RESULT 1: Relative Performance contracts are significantly more frequent than Profit-
Revenue ones (H1.1), but (opposite to H1.2) the result does not depend on whether owners

YA %2 test (p = 0.0001) has been used to confirm the significance of the difference between the aformentioned
obseved frequences and a random distribution of strategy pairs uniformly across the corresponding outcomes of
the game in the contract stage.
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commit on contract types before the contract terms are chosen.

This result indicates that the selection criterion proposed in the theoretical findings in Man-
asakis et al. (2007) is more powerful than the 2-stage vs. 3-stage approach in explaining the
prevalence of the Universal Relative Performance equilibrium over its Profit-Revenue counter-
part. In other words, the strategic importance of committing on a specific contract type looses
ground against a rational selection of the Pareto-dominant equilibrium.

Next, the findings regarding the managerial incentive parameter, «, for both contract types
are presented. First, under Profit-Revenue contracts, higher o’s are chosen by owners than
those chosen under Relative Performance incentives'! indicating that under such an incentive
scheme, owners’ intentions to commit to a less competitive behavior is also expressed by the
choice of a higher «, favoring behavior which is closer to standard profit maximization. How-
ever, the only prediction of the theoretical model which is supported by the observed contract
terms is that, in asymmetric configurations, Profit-Revenue rewarding owners set higher a’s
than Relative Performance rewarding firms. On the contrary, symmetric configurations are
such that owners rewarding their managers’ Relative Performance set lower o’s than owners in
symmetric Profit Revenue reward configurations. Finally, taking into account the quantitative
predictions under the set of the parameters implemented in the experiment (1/5 and 2/3 for
Profit-Revenue and Relative Performance, respectively), one can observe that owners have ex-
hibited less aggressive behavior in symmetric configurations, setting on average higher a’s than
predicted in the corresponding subgame perfect equilibria, while in the asymmetric case, less
extreme «’s have been adopted (0.61 and 0.48, respectively) than the predicted values (1 for
Profit Revenue and 0 for Relative Performance contracts). The most striking pattern observed
in the present data on contract terms is that even after observing the other firm’s contract
type, owners set on average almost the same « independently of whether the other firm has
committed to one or the other contract type. That is, the contract terms chosen by owners
exhibit no differences in response to their rivals commitment on a given incentive scheme. The
following result summarizes:

RESULT 2: 1. The prediction of the model concerning a higher aggressiveness of Relative

Performance-rewarding owners over their Profit-Revenue rivals is confirmed (partial confirma-

"Yielding an average of 0.57 vs. 0.47 in the 2-stage treatment and 0.61 vs. 0.48 in the 3-stage treatment.
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tion of H2). On the contrary, the prediction concerning the ranking of «’s across symmetric
configurations is not supported by the data obtained here. 2. There is a systematic deviation of
observed «’s from the corresponding theoretical values (upwards for both symmetric configura-
tions and Relative- Performance incentives in asymmetric situations and downwards for Profit
Revenue in the asymmetric case). 3. Observing one’s rival’s commitment on a given con-
tract type does not affect the average o used by either Relative Performance-rewarding owners
(app.0.48) or Profit Revenue ones.

Finally, the effects of contract type and incentive parameters (a’s) on market outcomes are
examined. It is worth mentioning once more that output behavior has been excessively expan-
sive far beyond any of the theoretical model’s predictions. Several other theoretical predictions
concerning output levels are partially or totally rejected. For example, the theoretical prediction
of higher output under Profit-Revenue (Relative Performance) than in symmetric (asymmetric)
configurations, is not verified by the experimental outcome. In fact, looking at Table 2-4 one can
see that output has exhibited little if any responsiveness to variations in the contract structure,
given that the only perceivable (though not statistically significant) difference is between the
output averages of Relative Performance and Profit Revenue oriented managers. It has been
already reported in the past that, contrary to Bertrand competition, learning in Cournot exper-
imental markets exhibits modest degrees of convergence towards the corresponding theoretical
predictions due to excessively competitive behavior and strategy volatility.'> The present find-
ings extend this lack of predictive power of the Cournot model over to multistage games and

specifically to the lack of output responsiveness to different delegation contracts.

Mean (st. deviation) of Universal
firms’ quantity per Universal Relative Coexistence
contract type Profit-Revenue Performance Scenario
354.2 354.9
Profit-Revenue (33.5) (21.6)
355.2 348.1
Relative Performance (14.5) (25.6)

Table 2-4: Mean and standard deviation of firms’ quantity per contract type.

2See, for example, the sharp difference in the results obtained by Garcia-Gallego (1998) on learning in Bertrand
oligopolies and those reported by Huck et al. (1999) on learning in experimental Cournot markets.
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What is left is left now is to examine whether the terms of delegation contracts have produced
the expected outcome on output. That is, whether a manager has responded in the expected
way to his reward scheme. A simple test is to see if there is a negative relation between
the a parameter and the output chosen. This can be done by estimating a model in which
the dependent variable is quantity and explanatory variables are treatment dummies and own
contract term choices. In fact, two different models can be estimated simultaneously, one for

each contract type. Thus, the specification of the model estimated is given by:

Qit = ﬁ?t + B,}t x alpha; + €4 (2.8)

Table 2-5 presents results from the estimation of the model.

Results confirm the general prediction of a negative effect of & on output except from the case
of Profit-Revenue contracts in the 3-stage treatment, in which case the terms of the delegation
contract have no impact on the managers’ quantity choices. Specifically, if one examines Relative

Performance contracts he observes that all coefficients’ estimates are significant!'3

. Managers
react to their firms’ incentive schemes in the expected way, setting higher quantities for lower
« parameters, in both treatments. However this is not always the case for Profit-Revenues
incentives, given that, for the 3-stage treatment, the corresponding coefficient is not significantly

different from zero.

0
- gltl Std. Err. P>|t| [95% Conf. Interval]
it

0
- Bort 379.90 10.41 0.000 359.48 40032
g2 Boge’ -33.16 16.40 0.043 -65.35 -98
3 E PRtO
&g Bret 364.70 5.70 0.000 353,52 375.88
s Broc -19.34 10.66 0.070 -40.27 157
RPt
0
< Brre 341.25 9.45 0.000 32271 359.79
42 Borc' 5.72 13.89 0.680 2152 32.97
8 £ l’Rt0
43 Bret 381.25 5.15 0.000 37115 391.36
= 1 -47.19 9.23 0.000 -65.31 -29.08

B RPt

Table 2-5: Estimates of the model given by eq.(8).

13At a 95% confidence interval, except for the estimate corresponding to Relative Performance contracts in
the 2-Stage treatment, which is significant at a 90%.
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Therefore, the prediction of the theoretical model concerning the effect of delegation contract
terms on output is, generally speaking, confirmed. However, this contrasts with the lack of
responsiveness of output to contract types reported above. Interestingly, this implies that
managers care more about the specific contract terms they are given, than the contract type
itself. Despite the obvious divergence between observed and theoretically optimal behavior,
this reflects the fact that within the same contract type there may be sharp differences in a
manager’s perception of the competitiveness of a given delegation scheme, depending on the
degree to which the owner is inducing aggressive behavior in the output stage. Therefore,
the present results permit to disentangle two different levels of functioning of the delegation
phenomenon. First, the contract type as a signal of intentions, which according to the present
results does not, per se, cause a significant impact on output. Second, given a delegation
contract, the terms of the delegation scheme induce, in most cases, output decisions which
reflect a manager’s response to his contract’s terms in the expected direction.

Some final remarks concern specific patterns of individual manager’s responses to their
owner’s contract term decisions. This can only be traced by looking at individual level data,
but may be responsible for some apparent lack of response of outputs to delegation contract
terms. It is argued that the reported low levels of significance or even lack of it in some of the
estimated output-contract terms relationship may be the result of heterogeneous behavior by
individual managers, which is lost when the data are aggregated in one sample.

Below in table 2-6, the patterns of output responses to contract terms by contract configu-
ration are presented. Monotonic (M) responses are defined as those which imply a monotonic
response, in the predicted direction of the average output per market with respect to increases
in the contract term parameter. All other responses involving changes in the direction of the
report or even persistence of a response direction opposite to that predicted by the model are
defined as non monotonic (N) changes. This sheds light to interesting patterns in individual
responses which cannot be captured by the aforementioned estimation results. It is observed
that the most frequent pattern, by far, is N, which implies that in most markets average output
has exhibited at least one kink, revealing non linear patterns of individual managers’ response

to their owners behavior. That is, in each manager’s history one can identify that there is a
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threshold value of the contract term parameter beyond which the manager "counteracts" to the
owner’s pretended "advice" of an over-competitive behavior through extreme deviations from
plain profit maximization.

Hence, the following result holds

RESULT 3: 1.Output is not responsive to the delegation contract type. 2a.The estimation
of a model in which the dependent variable is quantity and explanatory variables are treatment
dummies and own contract term choices, gives a relatively clear confirmation of the predicted
relation between contract terms and output aggressiveness. 2b.However, this result does not
hold good for the examination of individual market data.

This observation should not be mistakenly interpreted as contradictory to the result of
the model estimated above. In that model, output responses were reported to behave in the
expected manner, based on aggregate output data and the assumption of a linear relation
between the cause and the effect. The finding here is based on individual market data with at
least one inconsistent tendency of output responses, paying special attention to this phenomenon

as a qualitative fact, not as a tendency of aggregate output data.

Universal Universal
Relative Coexistence of both contract types scenario
Profit-Revenue
Performance
2-stage 3-stage 2-stage 3-stage 2-stage 3-stage

PR RP PR RP

Table 2-6: Number of markets (over 9) of patterns of avarage output responce to contract

terms. M="Monotonic" (as predicted by the theory); N="Non monotonic".

In most cases in which a non-monotonic pattern is observed, the latter is associated with
extreme values of alpha like are those inducing complete deviation from plain profit maximiza-
tion. In order to interpret this result, one must remember that manager subjects have no
power to reply to their owners once the latter have chosen a contract term parameter. That is,

managers cannot renegotiate their contract, nor can they reject a given delegation scheme. In
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that sense, one must see the results presented here, in line with a more general set of findings
from economic agents engaged in asymmetric situations like dictator, and especially, ultima-
tum games. There, it is usually found that subjects have other regarding preferences leading
to fairness considerations. As a result, weaker agents tend to reject unfair offers, despite the
fact that this leads them to lower (usually zero) payoffs.!* Here, this may be the case with
managers receiving an overcompetitive contract leading often to a war with the other firm’s
manager aiming at winning the race of who is going to produce more. Managers engaged in
such a warfare realize that the only signal they can send to their firm’s owner is producing an
unprofitable output. Of course, this reduces their own profits too, but the message is clear: "I
do not like overcompetitive incentive contracts". Such a loss of utility from excessively com-
petitive environments has been reported in many different contexts, but, to my knowledge this
is the first time that it has been reported in the context of oligopoly delegation.

An alternative way to accommodate this finding into the other-regarding preferences frame-
work is by considering managers’ compliance with their owners’ preferred objectives as recipro-

cal behavior!®

aiming at rewarding them for choosing a contract which does not put excessive
pro-competitive pressure on them when deciding their output decisions. In any case, a seri-
ous deviation of experimental results like the present from the theoretical framework is the
little if any incidence of symmetric strategy profiles (in contracts, contract terms, and output
choices) in observed behavior which is in sharp contrast with the theoretical predictions of to-
tal symmetry in symmetric contract configurations. Therefore, one should have in mind that,
for example, in all the occasions of a Universal Relative Performance configuration there is a
subject which receives a penalization (negative variable compensation contingent on relative
profits) that might trigger regret and feelings of loss to the looser of the output race. These

considerations suggest several natural extensions of this work in the future. On one hand, a

theoretical model with more behavioral consideration might be helpful in order to bring the

See work on similar issues in different contexts by Camerer and Thaler (1995), Croson (1996) and, especially
Fehr et al. (1998a), Gneezy et al. (2000) and the influential work by Fehr and Schmidt (1999) and Rabin (1993).

15 An extensive literature exists on positive and negative reciprocity in many different contexts. Without
pretending an exhaustive list, some representative examples are studies by Andreoni (1988 and 1990), Berg et
al. (1995), Bolton and Ockenfels (2000), Boyd and Richerson (1989), Cochard et al. (2004), Dufwenberg et al.
(2001), Dufwenberg and Kirchsteiger (2004), Engelmann and Fischbacher (2002), Fehr and Géchter (1998), Fehr
et al. (1998b), Géchter and Falk (2002), Giith et al. (2001), McCabe et al. (2003). More similar to our intrafirm
relations context is the study by Charness (2004).
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present framework closer to real world markets. Second, controlling for some of the behavioral
factors described above could require designing a more complex environment, accounting for
manager’s willingness to sacrifice present earnings in order to cause their firms’ owners to adopt

more manager-friendly contracts. This task will be undertaken in the future.

2.5 Conclusions

So far, the experimental literature on strategic delegation is limited to a context of owners
choosing the terms of an exogenously imposed profit-revenue incentive scheme.' Therefore,
this experiment is, to my knowledge, the first to allow subjects to choose between two different
incentive contract types independently and before the actual terms of the contract are chosen.
Furthermore, contrary to the discrete strategy space used in the aforementioned experimental
study to implement a reduced form of the underlying game, a finer grid in both the output
choice stage and the preceding one in which the contract terms are chosen, have been used.
Following the theoretical outcome of Manasakis et al. (2007), the present chapter focuses
on three main testable hypotheses. The first regards the type of contracts that owners will
endogenously choose to compensate their managers. The second refers to the relation between
the contract type and the degree of aggressiveness chosen by owners. Finally the correlation
of the contract type and managerial incentives to the market outcomes. The main findings are
that Relative Performance contracts are significantly more frequent than Profit-Revenue ones,
but (opposite to theory) the result does not depend on whether owners commit on contract
types before the contract terms are chosen. Secondly, the prediction of the model concerning a
higher aggressiveness of Relative Performance-rewarding owners over their Profit-Revenue rivals
is confirmed (partial confirmation of theory). On the contrary, the prediction concerning the
ranking of a’s across symmetric configurations is not supported by the data. Additionally there
is a systematic deviation of observed a’s from the corresponding theoretical values (upwards for
both symmetric configurations and Relative-Performance incentives in asymmetric situations
and downwards for Profit Revenue in the asymmetric case). Furthermore, observing one’s rival’s

commitment on a given contract type does not affect the average a used by either Relative

"Huck et al. (2004).
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Performance-rewarding owners, or Profit-Revenue ones. Finally, output is not responsive to
the delegation contract type. However, results are ambiguous regarding the predicted relation
between contract terms and output aggressiveness is obtained.

A possible explanation of the specific deviations of observed behavior from the predicted
theoretical outcomes is seeked in the fact that managers often counteract to excessively pro-
competitive incentive scheme as a means of punishing their owners for their behavior aiming at
receiving more manager-friendly incentives. This links the oligopoly delegation framework to a
more behavioral approach by a large number of, mostly, experimental studies on other-regarding
preferences concerning fairness and reciprocity. This is certainly an underinvestigated aspect
of managerial incentives. Hopefully, this is the starting point for a re-consideration of oligopoly

delegation towards frameworks inspired on the rapidly growing behavioral economics literature.

2.6 Appendix: Experimental instructions (translated from Span-
ish)
2.6.1 Owner Instructions (2-stage treatment)

Your decisions in this experiment will help us study human behavior in specific economic con-
texts. The experiment is financed by public research funds. Read these instructions carefully,
taking into account that a better understanding of the decision making context will help you
earn more money and generate more reliable and, thus, useful data.

You are the owner of one of the two firms selling a given product. You will delegate the
output decision of your firm to a manager whom you have hired for this purpose.

You will have to decide on the reward method which your firm will adopt to remunerate
your firm’s manager. Your decisions in each period will become public information to all agents
involved in the same market before output decisions are made. Managers will have to take these
decisions as given and then fix their firm’s output. Contracts may be of the following types:

Contract Type 1: 20.000 experimental monetary units (UMEX) as a fixed salary plus half
of a linear combination between the firm’s profits and the firm’s revenues.

Choosing the value of alpha you can vary the weight given by your firm to each of these two

objectives (profit and revenue) in the variable compensation of the firm’s manager.
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Contract Type 2: 20.000 experimental monetary units (UMEX) as a fixed salary plus half
of a linear combination between the firm’s profits and the difference between your firm’s and
the rival’s profits.

Choosing the value of alpha you can vary the weight given by your firm to each of these two
objectives (profit and revenue) in the variable compensation of the firm’s manager.

When choosing the contract terms you should take into account that your earnings will be:
a fixed amount of 20.000 UMEX plus the firm’s profit minus your manager’s variable earnings.

The market will take place for 50 subsequent periods. In each one of them, following
your choice of contract and that of the rival firm’s owner managers will make output decisions
simultaneously choosing output levels ranging between 0 and 500 product units. You may
change your manager’s reward method every 3 periods during the first 30 periods and every
period after period 30.

The manager of your firm will be randomly assigned to you once and will be kept fixed
throughout the experiment. In each period, you will form a market with a (different) single
rival firm which will be chosen randomly among the firms formed by the participants of this
experiment in the same way as your firm.

Your objective is to maximize your cumulative compensation. The more UMEX you earn
the higher will your payment in cash at the end of the session. We give you a fixed initial
payment of 100.000 UMEX which will be added to your earnings from the experiment. The
exchange rate is 1 euro for every 80,000 UMEX.

[Only for the 3-stage treatment: You and the owner of the rival firm will first know the
contract chosen by each one of you and then you will decide on the value of alpha. Only after
these two decisions have been made by owners, the managers receive information on contract
types and alpha’s chosen in order to make their firms output decisions.]

Thank you for your participation and remember that, once these instructions are read, any
communication or action which is not controlled by the organizers is prohibited until payments

in cash have been made at the end of the experiment.
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2.6.2 Manager Instructions (both treatments)

Your decisions in this experiment will help us study human behavior in specific economic con-
texts. The experiment is financed by public research funds. Read these instructions carefully,
taking into account that a better understanding of the decision making context will help you
earn more money and generate more reliable and, thus, useful data.

You are the manager of one of the two firms selling a product in the market. The owner of
the firm has hired you in order to delegate to you the decisions concerning the output of the
firm.

The method with which you will be rewarded which you will have to take as given may be
of either type:

Contract Type 1: 20.000 experimental currency units (UMEX) as a fixed salary plus a half
of a linear combination between the profits and the revenues of the firm.

By choosing the value of alpha, the owner can vary the weight given to each one of the two
aforementioned objectives in the variable part of your reward.

Contract Type 2: 20.000 experimental currency units (UMEX) as a fixed salary plus a half
of a linear combination between the firm’s profits and the difference between the firm’s profits
and the profits of the rival firm.

By choosing the value of alpha, the owner can vary the weight given to each one of the two
aforementioned objectives in the variable part of your reward.

When receiving this information you should have in mind that the owner’s earnings will be
a fixed amount of 20.000 UMEX plus the firm’s profit, minus the variable part of the owner’s
reward.

The market will take place during 50 periods in each one of which you will have to make
the decision of your firm’s output. The contract concerning your reward may be changed every
three periods during the first 30 periods and every period after period 30.

You will be assigned to a firm’s owner who will be randomly chosen once at the beginning
of the experiment. This matching will be kept constant throughout the session. The firm with
which your firm will be matched to form a market will be determined randomly in each period
among the rest of the firms formed by the participants in this session in the same way as your

firm.
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Your objective is to maximize your cumulative compensation. The more UMEX you earn
the higher will your payment in cash at the end of the session. We give you a fixed initial
payment of 100.000 UMEX which will be added to your earnings from the experiment. The
exchange rate is 1 euro for every 80,000 UMEX.

Thank you for your participation and remember that, once these instructions are read, any
communication or action which is not controlled by the organizers is prohibited until payments

in cash have been made at the end of the experiment.
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Chapter 3

Corporate Social Responsibility in

Oligopoly

3.1 Introduction

This chapter has been motivated by the ongoing debate about the market bn welfare implica-
tions of Corporate Social Responsibility (CSR hereafter), that is, “a concept whereby companies
integrate social and environmental concerns in their business operations and in their interac-
tion with their stakeholders on voluntary basis” (European Commission, 2001). This discussion
was initiated by the rapid growth of firms like ‘The Body Shop’, whose products are strongly
connected to social and ecological considerations. This is a well documented case of a CSR
oriented company (Klein, 1999). Moreover, recent stylized facts reveal that private firms make
considerable efforts to become, or at least to appear as, socially responsible.?

Given this evidence, the question that arises is the following: “Why would the owner(s) of a

private firm be willing to engage in activities that promote social values?”. The present chapter

! Other well documented examples are corporations such as “Starbucks” and “Motorola”, which not only spend
large amounts of money on CSR activities, but they also promote their socially responsible actions through fre-
quent press releases. More specifically “Starbucks” puts emphasis upon the provision of financial support for social
development in the cocoa growing communities. See: http://www.starbucks.com/aboutus/csrannualreport.asp
(Date last visited: January, 15th 2008). In a similar vein, “Motorola” attempts to create an environmental
concerned image, by financing recycling programs. See the “Motorola Global Corporate Citizenship Report”, at:
http://www.motorola.com/content.jsp?globalObjectld=8204-10392 (Date last visited: January, 15th 2008).

2More than half of the top 100 corporations in the 16 more industrialized countries published a CSR report
in the year 2005 (Becchetti et al., 2006).
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addresses and formalizes this question in an oligopolistic market for a final good, where CSR
effort and market decisions are delegated from owners to “socially responsible” (SR, hereforth)
managers, while consumers differ with respect to their valuation towards CSR activities.

The basic idea behind the present model is that firms strategically engage in CSR activities
in order to create a “socially friendly image” for their product. It is assumed that consumers are
homogeneous regarding the physical characteristics of the goods, but heterogeneous towards the
valuation of the CSR aspects of each product. More socially conscious consumers have higher
valuation for the product of the firm that engages in CSR activities, hence, they are willing to
pay a higher price for the “socially friendly” good.? This is the rational why some consumers
show strong preference for “The Body Shop” products, even though these products are more
expensive than other conventional cosmetics. On the other hand, engaging in CSR activities
includes costly actions by the firm in order to operate in the interests of other stakeholders
such as its employees (by improving working and safety conditions related to the production
process), the broader community (by ordering more expensive inputs from local suppliers, by
financing social events and by contributing to charities) and the environment (by introducing
“green” technologies or by financing recycling programs).*

The present envisaged duopolistic market follows Hickner (2000) along with Garella and
Petrakis (2008), using a utility function that combines horizontal and vertical differentiation
aspects of firms’ products. The vertical differentiation represents the CSR aspects of the pro-
duction process that are perceived as quality improvement of the final product by socially
conscious consumers. In this context, firms’ owners have two alternative strategies: either to
delegate market competition decisions to an “SR” manager, or not. This reflects a common
practice in the real business world, that is employing a manager with a strong background in
CSR activities to undertake not only the CSR activities, but also an active role in the overall de-

cision making of the firm.> Delegation of authority from owners to “SR” managers is obviously

3Becchetti et al. (2005) quote the “2003 Corporate Social Responsibility Survey”. The main finding of this
survey is that the amount of consumers that are socially concerned on their purchasing choices was 62% in 2001
in Europe.

*See for example Mayer (1999) and Bris & Brisley (2006).

’For instance, in large corporations such as “Intel” or “Hewlett-Packard”, the announcement of hiring a
socially responsible manager is accompanied with detailed report on his/hers previous SR activities and active
position in the overall decision making within the firm. Visit: http://blogs.intel.com/csr/authors
and http://www.hp.com/hpinfo/globalcitizenship/gcreport/ethics/approach.html
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a signal about the CSR activity policy that the firm is intended to follow, which is, to a large
extent, credible to the consumers. Without it, we assume that consumers do not believe that
the firm engages in CSR. Hence it will increase consumers’ valuation for their firm’s product.

The idea of firms’ owners employing managers with different objectives than strict profit-
maximization, in order to achieve competitive advantage against their rivals, has been formal-
ized in the theory of strategic managerial delegation.® Following Miller and Pazgal (2001; 2002;
2005) it is further considered that potential managers have a range of different stances towards
CSR and this is captured by their “type”. Each manager tries to maximize his utility which
is the sum of his firm’s profits plus the additional utility of engaging in CSR activities. The
main point is that each manager is committed to his own type, and by employing him, firm’s
owners do commit to CSR of that type also. Therefore, delegation may be strategically used
by a strict profit-maximizing owner so as to strengthen his firm’s competitive position in the
market.

Three candidate equilibrium configurations are considered. The first is the Universal CSR
in which both firms’ owners employ an SR manager (thus they engage in CSR activities). The
second is the Asymmetric case where only one owner hires an SR manager, while his rival does
not hire a manager and thus does not undertake any CSR activities. The third refers to the No
CSR case, in which no owner hires an SR manager. The main finding is that in equilibrium, each
firm’s owner employs an SR, manager, because by doing so he has the opportunity to increase
his profits by obtaining competitive advantage. This interaction causes owners to strategically
hire managers who undertake CSR activities.

Thus, Universal CSR is the only endogenously emerging equilibrium. Any unilateral devia-
tion from the Universal CSR configuration, would result the deviant firm to earn lower profits
than those earned previously, since in equilibrium output and profits under CSR. activities are
always higher compared to the benchmark case without CSR efforts. With respect to the so-

cietal effects of CSR activities, the strategic behavior of owners hiring SR managers increases

(date last visited: January, 15th 2008).

Vickers (1985), Fershtman and Judd (1987) and Sklivas (1987) investigate the effects of distorting managerial
preferences away from strict profit-maximization towards including consideration of sales. More recently, Miller
and Pazgal (2001; 2002; 2005) formalize the idea that in oligopolistic markets a firm’s owner may increase his
firm’s profitability by hiring a manager who, besides his own firm’s profits is also concerned with the rival firms’
profits when he competes in the market.
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consumers’ surplus and total welfare too.”

The findings in this chapter, contribute to the existing literature on “strategic CSR”, a term
that was introduced by the seminal work of Baron (2001) and refers to the case where firms
are assumed to be socially responsible because they anticipate a benefit from such a behavior.
Baron (2001, 2003) examines CSR under the prism of private politics. His main finding is
that private politics and CSR can affect the strategic position of a firm in an industry under
the existence of activist consumers, who can boycott firms with non-socially friendly behavior.
In the same vein, Calveras et al. (2006), assuming a perfectly competitive supply of inputs,
compare the effects of formal regulation to firms incentives to provide socially friendly goods as
a response to increased activism on behalf of consumers. They argue that substituting formal
regulation with firms CSR actions may cause an inefficiency, in which non activist consumers
free-ride the willingness to pay of activist consumers, lowering formal regulation. More recently,
Baron (2008), in a principal-agent context, argues that firms may include social incentives to
managers besides profit maximization, only if consumers and investors reward a firm for social
spending. However, the present analysis departs from Baron (2008), since it concentrates on
the strategic use of corporate social responsibility in imperfectly competitive markets.

McWilliams and Siegel (2001) model firms’ incentives to engage in CSR activities in oligopolis-
tic markets with homogeneous goods. In the context of the Resource Based View of the firm,
managers contact cost-benefit analysis to determine the level of firms’ resources that should
be allocated to CSR activities. They argue that firms undertaking CSR activities will earn
profits equal to those earned by their strictly profit-maximizing rivals.® Bagnoli and Watts
(2003) examine the case in which an oligopolistic firm links the provision of a public good (such
as CSR activities) to the sale of their private product, in the context of unit demands and
homogeneous socially responsible consumers. They find that the provision of CSR by firms
is negatively related to the number of the firms in the market and positively related to the

consumers’ willingness to pay for the supply of the public good.? The present chapter, focuses

"Note that the results in the present model do not change qualitatively when only CSR effort decisions are
delegated to socially responsible managers, while market competition decisions are taken by owners. However as
mentioned above, this is not the case in the real business world where socially responsible managers do have an
active role in the overall decision making of firms.

SMcWilliams and Siegel (2001) refer to this outcome as the “Neutrality Result”.

9See Viviani (2006) and McWilliams and Siegel (2006) for a survey on the subject.
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on the strategic interactions that arise between oligopolistic firms engaging in CSR activities by
assuming heterogeneous consumers towards CSR and individual consumers can buy in variable
quantities from both brands.

Unlike the present chapter, the vast majority of the literature on quality differentiation is
based on the seminal paper by Gabszewich and Thise (1979) and concentrates on oligopolistic
models in which firms’ products differ only in their vertical quality characteristics, which are
observable by consumers. In the present chapter, following Hiickner (2000) along with Garella
and Petrakis (2008), a utility function that combines horizontal and vertical differentiation
aspects of firms’ products is used (see also Daughety and Reinganum, 2005, Garella and Fluet,
2002). Additionally, since CSR is considered as credence good it is assumed that there is no
ex ante mechanism that can credibly inform consumers about the CSR characteristics of each
product. Furthermore, in the aforementioned literature the cost to increase quality is assumed
to be zero, or fixed. The present chapter contributes on this branch of the literature assuming
that engaging in CSR increases variable costs.

The rest of the chapter is organized as follows. The next section introduces the model.
In section 3.3 owners’ incentives to hire an SR manager are investigated, while in section 3.4
welfare analysis is conducted. Section 3.5 examines how the existence of fixed costs regarding

CSR activities may effect the results. Finally, section 3.6 concludes.

3.2 The Model

The market assumed here, consists of two firms , denoted by 4,5 = 1,2,4 # j , each producing
one brand of a differentiated good. On the demand side, there is a unit mass of consumers
composed by individuals who have identical preferences regarding the physical characteristics
of the goods. They are, however, heterogeneous regarding their valuation of the CSR activities
undertaken by the firm that produces the good. In particular, following Héckner (2000), the

utility function of the 6-type consumer is given by:

U(0) = (a+0s)zi(0) + (a + 0s)z;(0) — [22(6) + x?(@) + 2yzi(0)x;(0)]/2 + m(0) (3.1)
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where z;(0), i = 1,2, represents the quantity of good ¢ bought by the #-type consumer and m(6)
is the respective quantity of the “composite good”. The parameter v € [0, 1] is a measure of
the degree of substitutability, with v = 0 corresponding to the case of independent goods and
7 = 1 to that of homogeneous goods. Further, s{ > 0 represents the consumers’ expectations
regarding firm’ i’s CSR effort which, in turn, increases the 6-type consumer’s valuation for its
good by 0s§. Equivalently, § represents the increase of §-type consumer’s willingness to pay for
the firm ¢’s good per unit of expected CSR effort by firm ¢. Thus, the more socially conscious a
consumer is, the higher is his . While a consumer who does not value the firms’ CSR activities
at all is of type 8 = 0. It is assumed that 0 is distributed according to a cumulative distribution
function F(#), with density function f(6), where @ € [0,1]. Thus, 6 = fol 0f(0)do represents
the average type of consumer in the population.

Maximization of utility (3.1) with respect to x;(#) and z;(#) gives the (inverse) demand

functions for the #-type consumer:

pi = a+0s; —xz;(0) —yx;(0) (3.2)

where p; and p; are the firms’ prices, while the price of the composite good has been normalized
to unity. By inverting (3.2) one obtains the #-type consumer’s demand for good i:
a(l =)+ 0(sf —vs5) — pi +p;

() = - (3.3)

By integrating (3.3) with respect to 6, one gets firm ¢’s aggregate demand function:

1 1— ) 4 0(s¢ — vs%) — pi + vp;
qi(pi’pj):/o :L‘i(Q)f(Q)dQZQ( ) + (8;_;%) pi + (3.4)

Finally, by inverting (3.4), firm i’s (inverse) aggregate demand function, is obtained:

pi(gi, qj) = a+0s§ — q; — vq; (3.5)

Observe that the aggregate demand function is positively connected to the average type con-

sumer, 0, and the expected CSR effort by consumers, given by s¢. This reflects the main idea
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of the present model, that is, if socially conscious consumers are convinced about the positive
CSR effort by a firm, they increase their valuation for its product. Thus the aggregate demand
for this product is increased.

It assumed that both firms are endowed with identical constant returns to scale production
technologies. Firm i’s total cost function is given by Ci(g;, s;) = ¢(1 + s?)g;. This implies that
for a given CSR effort, represented by s;, the firm i’s marginal (and average) production cost is
constant and equal to ¢(1 + s?). Yet, a higher CSR effort increases, at an increasing rate, firm
7’s unit production costs. This can be justified on the grounds that an individual firm’s level
of CSR activities, such as improving working conditions for employees, buying more expensive
inputs from local suppliers, financing recycling and other SR campaigns, introducing “green”
technologies, has an increasingly negative impact on the firm’s unit production costs.”

Firm 4’s profits can then be expressed as:
I; = (a+ 05 — gi —vq)a — c(1 + 57 )a; (3.6)

Therefore, CSR activities by firm i , once they are correctly anticipated (s; = s5), lead to
higher consumers’ valuation for its product and thus to higher aggregate demand for firm ’s
final good. At the same time, CSR activities increase firm ¢’s unit and total production costs.
Note however that the SR attributes that are attached to a product through firms’ CSR efforts,
are difficult if not impossible to be observed by consumers, even after consumption. Thus the
SR quality of a product can be categorized as a credence good. In this setup a "market of
lemons" problem may arise. Once consumers have been convinced that firm ¢ has undertaken
CSR effort s{ = s;, and have thus increased their willingness to pay for the firm’s good, the firm
has no incentives to spend on CSR activities as these are costly for the firm. Consumers realize
the firm’s incentives and thus rationally believe that there will be zero CSR activity (s{ = 0).
The firm, in turn, spends zero on CSR activities in equilibrium (s§ = s; = 0).

To solve for the ensuing lemons problem, the literature on the internal organization of the

firm is considered, after having paid attention to the widespread real world practices revealing

0ne could argue that there also are potential benefits on firms costs, from engaging in CSR, which are not
formalized in the present model. For instance introducing a "green" technology may lead to decreased expenses
for costly inputs such as electricity or petrol in the long term. However introducing the aforementioned cost
reduction due to CSR would not change the results qualitatively.
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that large corporations often hire socially responsible managers to undertake CSR effort. In
fact, in large corporations such as “Intel” or “Hewlett-Packard”, the announcement of hiring
a socially responsible manager is accompanied by a detailed report on his/hers previous SR
activities. These announcements are obviously signals about the CSR. activity policy that the
firm is intended to follow, which, to a large extent, are credible to its potential consumers.

It is thus assumed that each firm can have an owner and a manager. The “owner”, which
could be the actual owner, the board of directors, or a chief executive officer, has an objective to
maximize the firm’s profits. On the other hand, the “manager” refers to an agent that the owner
hires to make real time operating decisions, and could maximize profits or act according to a
personal objective function (see e.g. Fershtman and Judd, 1987). It is assumed that the owner
of firm ¢ has the option to hire a specific CSR-type manager (as reflected on his curriculum of
past SR activities) and delegate to him CSR activities as well as market competition decisions.!!
Potential managers take on a continuum of attitudes towards CSR activities that are captured
by their type and by hiring them, profit-maximizing owners are committed to a certain behavior
towards CSR. In particular, a manager of type ¢; > 0, has a utility function of the form:

2

Ml(tz) =1II, + Tic%iqi (37)

That is, a 7;-type manager derives utility not only from the firm 4’s profits but
also from its own CSR activities within the firm.!? Following Benabou and Tirole (2006) and
Calveras et al. (2006), this extra utility has its source to intrinsic and reputational incentives
of individual agents. Note that the extra personal welfare of the manager is increasing, at an

increasing rate, in the level of the CSR activities per unit of output produced by the firm.!

"'This is in line with Miller and Pazgal (2001, 2002, 2005), who suggested that a firm’s owner chooses a
manager whose attitude fits to his own competitive goals.

2Tn contrast to Baron (2008), managers are selected with respect to their attidute towards CSR, revealed
from their previus SR actions. This is in accordance with the existence of heterogeneous socially conscious
consumers in the population. One can think that consumers and managers are drawn from the same population
of economic agents who value the CSR activities embodied in the production process of a good. While consumers’
utility increases through their purchasing behavior, managers’ personal welfare increases through their production
process decisions.

'3 While consumers’ utility increases at a constant rate with the level of the firm’s CSR activities (see (4.1)), the
managers’ extra welfare is increasing, at an increasing rate. This can be justified on the grounds that managers
have built their curriculum on the basis of their SR behavior and thus care more about the level of CSR effort
undertaken by the firm. Note however that our results will not change qualitatively under the alternative scenario
in which consumers’ extra utility has the same form as in (3.7).
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This reflects the fact that the additional personal satisfaction of the manager for a unit increase
in the firm’s CSR activities is higher, the higher is the level of the current CSR activity. Clearly,
when the firm’s CSR activity is almost null, a small increase of this activity does not contribute
much to the manager’s personal welfare. Note also that, hiring a manager who is not socially
responsible (7; = 0) makes no sense, since a firm’s owner is unable to solve the ensuing lemons
problem in this way. A firm #’s owner, however, has the option not to hire any manager, in
which case the level of its CSR activity is optimally set to zero, s; = 0.

Furthermore, in (3.7) there is an implicit assumption that owners offer to their (risk neutral)
managers “take it or leave it” incentive contracts. It is assumed, however, that these contracts
cannot touch upon the extra personal utility that the managers obtain from the CSR activities.
This, in turn, implies that the owner asks from the manager a franchise fee equal to II; and
makes the manager “residual claimant” of the net revenues of the firm’s operations.'

A three-stage game, is considered. In the first stage, both firms’ owners, simultaneously
and independently, decide whether to hire a manager or not. If an owner hires a certain 7;-type
of manager, the owner announces 7; making it public information.!®>'In the second stage, in
case that an owner has hired a manager the latter sets the level of the firm’s CSR effort and
competes in the market by setting quantity. Otherwise, the owner does not undertake any
CSR activity, and decides himself over quantity. In the last stage, consumers form beliefs on

firms’ CSR effort based upon the type of the managers hired (hence, if an owner does not hire

14 Although in real life the terms of managerial contracts are often determined via owners-managers negotia-
tions, it is a standard assumption in the strategic delegation literature that the market for managers is perfectly
competitive and the owners have all the power during negotiations and thus offer “take it or leave it” incentive
contracts to their managers (see Vickers, 1985; Fershtman and Judd, 1987; and Sklivas, 1987). In our model
the market for managers may not be perfectly competitive, because each manager is characterized by a unique
curriculum with its previous SR activity (in line with Miller and Pazgal, 2001, 2002, 2005). This could justify our
assumption that the owners are unable to extract the extra utility of the manager from his/her CSR activities
within the firm. In addition, it could be reasonable to assume that the manager gets a share of the firm’s profits
(besides its personal satisfaction). In this case the results will be sensitive to the distribution of power between
the owner and the manager.

15 As it has been cited in the introduction, large corporations, when hiring a socially responsible manager, do
announce it through a detailed report on his/hers previous SR activities.

YNote also that if owners do not hire managers, this is also observable by consumers and the rival firm. The
observability assumption is essential in order for delegation to have strategic value. Katz (1991) argues that
unobservable contracts have no commitment value at all. Nevertheless, Fershtman and Judd (1987) support that
even if contracts are unobservable, they will become common knowledge when the game is being repeated for
several periods. More recently, Kockesen and Ok (2004) argue that, to the extent that renegotiation is costly
and/or limited, in a general class of economic settings, strategic aspects of delegation may play an important
role in contract design, even if the contracts are completely unobservable.
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a manager, consumers believe that the firm will undertake zero CSR effort). Thus, consumers
can infer the equilibrium value of s; by inverting the strategies enacted by managers (and
owners). Furthermore, since managers do not cheat consumers by assumption, it is not of much
use to describe the equilibrium consumers’ belief function in detail, by noticing that the the
equilibrium values of s; is revealed from the observation of the managers’ 7.!” The game is

solved by applying the Perfect Bayesian Equilibrium (PBE) solution concept.'®

3.2.1 The Benchmark case: No CSR activities

The analysis begins by briefly discussing the benchmark case, where no owner hires a manager.
This is a standard Cournot game with differentiated goods, where each owner chooses its output
to maximize profits, II; = (a — ¢; — vgj)q¢;i — cq;. From the first order condition, the reaction

function of owner 7 is,

a—"yqj —c
4 = R (q) = —5— (38)

By symmetry, the equilibrium output, price and profits are, respectively,
L= =C C:a+(1+’y)c; Wcz(a—c)Q (3.9)

“o1q P 2+

Finally, since all consumers have identical preferences over the physical characteristics of the
two goods and there is a unit mass of them in the population, it turns out that each consumer
buys a quantity ¢ = ¢© from each good. Using (3.1) and (3.9), it can be checked that total
welfare is given by TWC = (¢“)%(3 + 7).

3.3 Equilibrium Incentives for CSR Activities

3.3.1 The Universal CSR case

17A complete description is technically needed for the definition of a PBE. In our case such a description would
involve beliefs stating that, for instance, if firm ¢’s quantity does not correspond to the equilibrium one, given
the observed 7’s, consumers would believe that s; is equal to zero for that firm.

'8 The game is formalized in three stages, because it is assumed that the CSR activities of each manager are not
observable by the rival firm. This is in line with the fact that it is very difficult to monitor the CSR activities of
the firm. If one rather assumes that these activities are observable, he should formalize the game in four stages.
Technically speaking, the above games give identical resuls.
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Next, the analysis is conducted by assuming that both firms’ owners choose to delegate CSR
and output decisions to socially responsible managers. Then, it is checked, whether or not this
is an equilibrium configuration. If no owner has an incentive to deviate towards pure profit-
maximization (i.e. not to hire a manager), Universal CSR is an equilibrium configuration.

In the last stage of the game, consumers form beliefs on s; and s; based upon 7; and 7; set
in stage one.

In the second stage, managers choose CSR effort and engage in quantity competition. Man-
ager 7 sets s; and ¢; to maximize his utility (3.7), taking as given the CSR effort s; and output
g;j that his rival manager of type 7; sets.

The first order condition (foc) of (3.7) with respect to s; and ¢; leads to the manager i’s

reaction function regarding CSR effort and quantities respectively:

9
C<2 — Tz')

a—c—q  20s; —cs?(2— T
6 = RM(g)) = —F—+— 4’( 2

S; = R?R(Sj) = (3.10)

From (3.10) it can be seen that the reaction function of CSR effort of firm i (R#F(s;))
does not depend on the CSR effort of the rival firm. Comparing RY%(g;) to the benchmark
case with no CSR activities R?(Qj), in which only the first term of the RHS of (3.10) appears,
one observes that CSR effort has two opposing effects on manager i’s output decision. On
the one hand, CSR effort s; augments the demand for the firm ¢’s good and thus tends to
increase equilibrium output, by shifting RfR(Qj) outwards. On the other hand, it increases
firm 4’s unit costs, tending to decrease equilibrium output, by shifting RfR(qj) inwards. Now
if s; < 20/c(2—7;) and 7; < 2,' the first effect is dominant and the CSR effort undertaken by
firm ¢ in the previous stage, makes its manager more aggressive during the output competition
stage (i.e. it shifts firm ¢’s reaction function outwards).

Solving the system of focs, the equilibrium CSR effort and output are obtained:

B _a—c @2[2(2—7'j) — (2 —1y)]
SSR(n) = m q;gR(Ti,Tj) 944 + 2e(d— )2 )2 —7)) (3.11)

19This is in fact the case in equilibrium - see below.
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Clearly, the more SR the manager is, the higher is the equilibrium CSR effort. Further,
the CSR effort increases with the social consciousness of the average consumer type 6, while it
decreases with the degree of inefficiency of the CSR “production technology” (as captured by a
higher ¢). Finally, note from (3.11) that an SR manager optimally sets the level of CSR effort
that makes the firm more aggressive during the output competition stage, as compared to the
case where output level is chosen by profit-maximizing owners, that is s < 20/¢(2 —7;). The
intuition is as follows. The manager i’s objective function consists of the firm ’s profits plus
the extra utility from his engagement in CSR activities. Hence, by setting a CSR effort such
that firm ¢ gains a competitive advantage in the output competition stage, manager ¢ not only
enjoys higher extra utility due to higher output, but also increases firm i’s profits.

Observe, also, that firm 4’s equilibrium output increases with 7;, while it decreases with ;.
The more SR the manager of firm 4 is (higher 7;) and the higher the firm i’'s CSR effort s; is,
the higher will be the firm i’s output. This is so because the manager then enjoys a higher
extra utility per unit of output produced by firm . On the other hand, when the rival manager
is of higher 7;-type and sets thus a higher output for firm j, firm ¢’s manager optimally reacts
by reducing its output (due to the strategic substitutability of decision variables). A similar
reasoning applies when firm j’s CSR effort becomes higher, in which case its manager has
incentives to increase firm j’s output because he enjoys a higher extra utility per unit of output
produced.

In the first stage, owner i chooses the type TfR of manager to hire in order to maximize his
profits, which from (3.7) can be expressed as:

SR SR SR SR 2 [s$7(1))* s, sk SR
77 = g7 (s (ma), 57 ()] = im0 (57 (74), 877 (75) (3.12)
Solving the foc of (3.12), and exploiting symmetry, the type of manager that will be hired in

equilibrium is obtained:

-2
sk _ S _ sr_ 32(a—c)+0 (12+2y—~%) - B
i J 4c(a _ C)(S _ 72)

>0 (3.13)

where:

B = \/16c(a — o)de(a — e)(4 — 72V (2 +7)(28 — 107 +2)] +8'(12 + 29 — o).
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It can be checked that 0 < 79% < 1. That is, in equilibrium, both firms’ owners hire socially
responsible managers. The intuition is staight forward. Each owner, by delegating CSR effort
and output decisions to an SR manager, has the opportunity to obtain a competitive advantage
in the market against the rival firm, provided that the rival owner does not hire an SR manager.
This is so because an SR manager would set output and CSR effort at a higher level than the
owner himself, since in this way the manager enjoys a higher utility. In equilibrium, both owners
act in the same way.

Plugging 7% into (3.12), (3.11), (3.4) and (3.6) one obtains the equilibrium values for the
CSR effort, output, price and profits, respectively,

SR 0 sp 2(a—rc)+0s°F

e s L TG S (3:14)

a C _SSR
e R Y L 1)

a—¢)+ 0s5R2(a — ¢) + 0558 — +SR(¢SR)2
sk _ [2(a—¢) + 05" [2( 4(;13)2 (24 7) 7SR (s57)?] (3.16)

By comparing the equilibrium outcomes of the Universal CSR case with the benchmark case
without CSR activities, it is found that ¢°% > ¢¢ always holds. Hence, in equilibrium, managers
will set output at a level higher than that chosen by profit-maximizing owners. Moreover,
%% > 7€ always holds. Intuitively, firms’ profits are affected by three effects. First, since
CSR activities are evaluated by consumers positively, these activities increase demand and
revenues for the CSR related products. Second, since managers enjoy extra utility by their
CSR activities, they push for higher CSR effort, increasing thus the firms’ unit and overall
costs. Third, higher output by both firms increases market competition, decreasing profits.
The first effect is the dominant in equilibrium and thus profits are higher under Universal CSR.

The following lemma summarizes:

Lemma 1: FEquilibrium output and profits under Universal CSR are always higher than under

the benchmark case without CSR activities.

Nevertheless, Universal CSR is an equilibrium configuration only if no owner has incentives
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to unilaterally deviate by not hiring a manager. Let firm 1’s owner stick to the (candidate)
equilibrium behavior, i.e. he delegates output and CSR effort decisions to an SR manager of
type 7. Does firm 2’s owner has an incentive to deviate by not hiring a manager? In this
case he will optimally choose to set s9 = 0 in the following CSR effort selection stage of the
game. It is then easy to see that by plugging 74 = s3 = 0 in (3.11) and (3.12) one can obtain
the deviant firm 2’s profits, II. By comparing II¢ to the one obtained in Universal CSR one
finds that 11§ < I1°F always. Hence, there are no incentives for deviation and Universal CSR

is an equilibrium configuration, as the following Proposition states:
Proposition 1: Universal CSR is always an equilibrium configuration.

The intuition behind this result goes as follows. By hiring an SR manager, each owner
strategically uses the SR characteristics of his manager and obtains leadership in the market,
accompanied by comparatively higher profits. Since each owner responds optimally to the
choice of the competing firm’s owner, any deviation to a different behavior, such as strict profit-
maximization, would result the deviant firm to earn less profits than its previous case, since
under this scenario the competitor will obtain competitive advantage in the market. Hence,
there are no incentives for deviation from Universal CSR. Note also that the case where both
owners do not hire SR managers is not an equilibrium, since the optimal response of an owner
against a pure profit-maximizing owner is to hire a manager who is SR, in order to obtain

competitive advantage in the market.?’

3.3.2 The Asymmetric Case

Next, it is checked whether the asymmetric case in which e.g. firm 4’s owner hires an SR
manager, while firm j’s owner decides to act by himself, can be sustained as an equilibrium
configuration. This is equivalent to choosing a manager of type T?m = 0 and also setting

pm _
55 =0.

20The scenario where owners cheat on consumers can not be sustained as an equilibrium. The rationale goes
as follows: it has already been assumed that the manager that each firm’s owner hires, is the one whose attitude
optimally fits to the owner’s competitive goals. In this environment, an owner can hire a manager of a certain
7; but announce a higher 7;, if the hired manager costs him less money. Consumers would buy the product
as if it was of higher SR, implying that they have been cheated by the owner. However, since each manager
is committed to behaving in a certain manner by virtue of his personality type (7;), consumers, by observing
quantities, will deduce that a manager is of a 7;, different from the announced one.
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Considering the present candidate equilibrium, in the last stage of the game, consumers
form beliefs on s; and s; based upon 7; and 7; set in stage one.

In the second stage of the game, manager i (owner j) chooses s; (s; = 0) and ¢;(g;) in order
to maximize his objective function given by eq.(3.7)(eq.(3.6)). The corresponding reaction

curves for manager ¢ and j regarding the market competition are given by:

a—c—q" 205 — st (2 - T8)
2 - 4

CST‘( pm) —

q; \g; (3.17)

CST

™ _csr a—Cc—7Yq;
R (3.18)

Solving the system of foc equilibrium CSR effort and output in the second stage are given

by:

§{7 = ————, " =0 (3.19)

qgsr(TCST SGST)_ a—=cC ésgsr(ﬁsr) DM (__csT  CST\ __ a—=c ,Yészgsr(,r;;sr)
i i 9%

_2+’Y+ 4—’}/2 ’ Qj (z S5 )_ 2+,7_ 2(4_,72)

(3.20)

Note that firm i’s output is positively connected with s{*". The higher the firm s CSR
effort is, the higher will be the firm ¢’s output. Conversely, firm j’s output decreases with
s¢%" . This is in line with the arguments presented in Proposition 1, that is the optimal response
of an owner against a pure profit-maximizing owner is to hire a manager who is SR, because
the latter is more aggressive during the output competition stage of the game. This way he can
obtain a competitive advantage .

In the first stage of the game, given the decision of owner j to stick to profit-maximization,

CST

owner ¢ chooses to hire a manager of type 7§°" so as to maximize profits given by:

16" = [qgsr(scsr<7i)7 0)]2 _ TZ.M%CST(SCST(TZ-), 0) (3.21)

) 7 i

Solving the foc one obtains a unique solution for the type of the manager that owner 4 will

hire in equilibrium:
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csr* 80(0’ — C)(2 — 7) + 52(6 - '72) —-=
v cla—c)(2=7)(8-7%) >0 (3.22)

Where:

==/ 2e(a— 92~ 1)’ @+ l2ela - €)(2 =72 +7) + (12 = 7)) +8'(6 ~ 7
Plugging 76" in eq.(3.21), (3.20), (3.19) and (3.6) one obtains firms’ equilibrium CSR effort,

output, prices and profits denoted by: s, ¢¢*"" q? m’ e p?m* 167 and H?m*, respectively.

By comparing the equilibrium output and profits under the Asymmetric case with the
corresponding under the benchmark case without CSR activities, it is found that qics”* > q?m*,
¢ > ¢¢" and I > H?m*, ¢*™" > n%lways hold. Thus, the following lemma can be

stated:

Lemma 2: In the Asymmetric case, the firm that engages in CSR activities produces higher
output and earns higher profits compared to its profit-maximizing competitor and the

Benchmark case without CSR activities.

The intuition behind these results is that an SR manager will produce output at a level
higher than that produced under strict profit-maximization. Thus, in the Asymmetric case,
the owner that delegates market competition decisions to an SR manager, obtains competitive
advantage in the market. In addition to that, positive CSR effort will increase the demand and
the price for his firm’s product. These two effects increase profits, compared to the rival firm
and the benchmark case. Conversely, the strictly profit-maximizing manager produces output
at a level lower than that produced by the SR manager, and the absence of CSR effort decrease
the demand and the price for his firm’s product, which affects negatively the former’s firm
profitability.

In order to examine if the Asymmetric configuration is an equilibrium one, one has to
check two possible deviations. Firstly, owner 2 may deviate from strict profit-maximization
towards selecting an SR manager. Secondly, owner 1 may deviate and hire a profit-maximizing
manager. If one owner is found to have incentives to deviate from his candidate equilibrium
strategy, then the Asymmetric configuration is not a subgame perfect equilibrium. Therefore,
it is not necessary to check for any other possible deviations.

In the first stage of the deviation game, owner 1 hires an SR manager (7¢*"" > 0), believing
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that owner 2 will stick to profit-maximization. Owner 2 decides to deviate and also hire an
csr* csr*

SR manager of type 74(7$*"") > 0. Thus, plugging 7¢*"" in eq.(3.12) the following expression

results:

14 (7657, 79) (3.23)

Maximizing with respect to 72, solving and rearranging, one obtains the deviant’s optimal type
of manager, 7¢ > 0. Substituting Tg in eq.(3.23) the deviant owner’s profits are given by: Hg.
By comparing the deviation profits I3 with the profits that result in the candidate equilib-
rium (Asymmetric case), it is found that H?m* < 14 always holds. Therefore, firm 2’s owner
has always incentives to deviate from a strict profit-maximizing behavior towards hiring an SR

manager. The following proposition summarizes:

Proposition 2: The asymmetric case in which one owner hires an SR manager while the other

owner acts by himself can never arise in equilibrium.

The intuition behind this result is along the lines of the equilibrium analysis given in Propo-

sition 1 and Lemma 2 thus, it is omitted, since it reproduces the arguments stated there.

3.3.3 The No CSR case

In this subsection, it is investigated whether a situation in which no owner hires a manager can
be sustained in equilibrium. Considering the results in section 2.1, it is investigated whether
there are any circumstances, under which the benchmark case of No CSR activities can emerge
as an equilibrium of the present game.

The following Proposition summarizes:
Proposition 3: Universal non-CSR activities is never an equilibrium configuration.

The intuition goes as follows. Following the arguments stated in Proposition 1 and Lemma
2 it becomes apparent that given No CSR as a candidate equilibrium configuration, then each
firm’s owner has incentives to deviate and hire an SR manager, hence engage in CSR. in order to
obtain leadership in the market, hence comparatively higher profits comparing to his previous

status. For instance, let firm 1’s owner stick to the (candidate) equilibrium behavior, i.e. he
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does not hire a manager. Does firm 2’s owner has an incentive to deviate by delegating output
and CSR effort decisions to an SR manager of type Tg = 7$5""? In this case he will optimally
choose to set s§ = s&*" = %in the following CSR effort selection stage of the game. It is
then easy to check that by plugging 7‘21, sg in (3.12) one can obtain the deviant firm 2’s profits,

¢ = T1$"". From Lemma 2 II¢ > 7€ holds, hence, there always are incentives for deviation

and No CSR is never an equilibrium configuration.

3.4 Welfare analysis
In this part of the chapter, the social effects of hiring SR managers are investigated. Total
welfare is defined as:

TWA =08, + 114, A=SR*,C* (3.24)

€

with IT4 and C'S2, being the overall market profits and net consumers’ surplus respectively.
More specifically, the net consumer surplus of a f-type consumer is given by the following

expression:

CS(0) = (a+0si)zi(0)+(a+0s;)a; (0)—[x7 (0)+23 (0) +2y2:(0)x;(0)]/2—pii(0) —pjz;(6) (3.25)

In equilibrium, due to symmetry sj = s7 = s9% and p; =p; = p>% holds. Hence, after

some manipulations, eq.(3.25) and (3.3) become:
CS(0) = (1+7)[=*(0)]" (3.26)

a+ 0s5E — pSKr*
() = 2
w'(0) = (3.27)

In order to obtain analytical solutions for the net consumers’ surplus and the total welfare,

in this section it is assumed that 6 is uniformly distributed, i.e. f(6) =1, 8 € [0,1].2! Hence,

*'However different distributions of # may alter the results presented in this section. More specifically, if
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considering eq.(3.26), the total net consumers’ surplus is given by:

CS5I = (14 ) /0 l[x*(e)]%ze (3.28)

Substituting eq.(3.27) into (3.28) and solving gives:

OSSR — 3(a — pF)2 4 355 (a — poF7) 4 SR (3.20)
3(1+7)

Plugging eq.(3.29), (3.14), (3.16) and II1°%into (3.24) one obtains total welfare for the

Universal CSR, TW*E" | By comparing total welfare under Universal CSR to the one obtained

under the benchmark case, TWC", one finds that TWS% > TWC" always. The following

Proposition summarizes:

Proposition 4: Firms owners’ strategic choice to engage in CSR activities increases welfare

always.

The reasoning behind this result is that according to Propositions 1 and 2, it has already
been clear that in equilibrium, each firm’s owner has a dominant strategy to hire an SR manager.
This tends to increase output, profits, consumers’ surplus and total welfare. On the other hand,
hiring SR managers increases unit cost of production, which decreases total welfare. It is found
that the positive effect of increased consumers’ surplus on total welfare dominates the negative

effect of increased costs and thus, TWSE" > TW always.

3.5 An extension: Fixed costs of CSR

Anecdotal evidence regarding some corporations’ CSR. practices reveal that in some cases en-
gaging in CSR, besides variable costs, may also effect the fixed costs of the firm. Such examples
could be the installation of a filter in a polluting facility in order to abate externalities caused
by its operation, or the deployment of a production process that decreases labor accidents so

as to ensure working safety for employees.

6 — 0, then CSR activities by both firms may decrease total welfare. Conversely, if 6 — 1, the result that CSR
activities increase welfare, is reenforced. Garcia-Gallego and Georgantzis (2008) explore how changes of 6 may
affect the provision of CSR.
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Therefore it is necessary to explore how the results may change under the assumption
of CSR effecting the fixed costs of the firm. Firm ¢’s profit function is now given by II; =
(a +0s¢ — q; — vqj)qi — c(1 + s2)g; —F. Where F stands for the fixed costs due to CSR
activities. If F' is not significantly high then nothing will change regarding the results. However
in the case which F is relatively high the results will be sensitive to the extent fixed costs may
effect the profitability of the firms that engage in CSR. More specifically if IT%% — F > 7€ or

Igsr — F > 7%, then the case where no owner engages in CSR may appear in equilibrium.

3.6 Concluding remarks

This chapter explores firms owners’ incentives to engage in Corporate Social Responsibility
activities in the context of an oligopoly, introducing strategic managerial delegation and vertical
product differentiation. Owners are given the opportunity to hire a “socially responsible”
manager and delegate to him market competition decisions. Delegation of authority from
owners to “SR” managers is a credible signal to consumers about the CSR activity policy
that the firm is intended to follow. Hence it will increase consumers’ valuation for their firm’s
product. Each SR manager will try to maximize his utility given by the sum of firm’s profits
plus the additional utility of SR managers that engage in CSR activities.

It is found that in equilibrium both owners’ strategy will be to employ an SR manager
to compete in the market, because by doing so each owner has the opportunity to obtain
competitive advantage against the rival firm. This interaction among competing firms causes
equilibrium output and profits to be higher compared with the benchmark case where no CSR
activities are undertaken. The present analysis also reveals that CSR activities increase social
welfare.

The analysis was carried out for a duopolistic market structure. To my opinion, the duopolis-
tic market provides all essential insights about the firms’ owners’ incentives to undertake CSR
activities. I am also aware of the limitations of the present analysis in assuming specific func-
tional forms. However, it is the nature of the equilibrium conditions that drive the present
results that allows the resercher to argue that these results will also hold under general de-

mand and cost functions. The use of more general forms would jeopardize the clarity of the
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present findings, without significantly changing their qualitative character. Given the current
debate about the market and welfare implications of Corporate Social Responsibility the present

chapter sheds light on the firms’ incentives to engage in CSR activities in oligopolistic markets.
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Chapter 4

Private CSR Activities in
Oligopolistic Markets: Is there any

room for Regulation?

4.1 Introduction

The large publicity on Corporate Social Responsibility (CSR hereafter) over the last few years
has lead many companies to account for the social consequences of their activities. As a result
CSR has emerged as a prime issue among firms, exploiting ways to benefit society, and at the
same time, benefit from this new challenge.! Following the terminology of Porter & Kramer
(2006), potential firms’ benefits from engaging in CSR actions may be moral obligation, sus-
tainability, “license to operate” and reputation.? For these benefits to be effective, firms have
to convince potential consumers about their social orientation.

However, CSR effort by firms may include cost increasing actions within their value chain,
which are difficult, if not impossible to be observed by a large scope of consumers, even after

consumption. For instance the firm may operate with respect to the interests of its stakeholders

! More than half of the top 100 corporations in the 16 more industrialized countries published a CSR report
in the year 2005 (Becchetti et al., 2006).

?For instance, Baron (2001, 2003), Bagnoli and Watts (2003), Manasakis et. al (2006) and Garcia-Gallego and
Georgantzis (2008), under the scope of strategic CSR, formalize situations where firms create a socially friendly
image in order to obtain competitive advantage in the market in which they operate.
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such as its employees (investing in workplace safety), suppliers (by supporting local suppliers
rather than cheaper alternative sources in order to support local economy), and the environ-
ment (by reducing emissions of pollutants).> Therefore, the SR attribute of a product can be
characterized as a credence good. Hence, in the absence of a credible information disclosure
system, firms may fail to persuade socially conscious consumers about their true commitment
to social values, hence they will have no incentives to undertake any costly CSR activity.

Given this evidence, the question that arises is the following: “Which are the policy instru-
ments that a regulator can employ in order to promote firms’ engagement in CSR activities, and
what are their effects on market outcomes and social welfare?”. The present chapter addresses
and formalizes this question in an oligopolistic market for a final good, where consumers differ
with respect to their valuation towards CSR activities.

The basic idea behind the present model is that firms strategically engage in CSR activities
in order to create a “socially friendly image” for their product. It is considered that consumers
are homogeneous regarding the physical characteristics of the goods, but heterogeneous towards
the valuation of the CSR aspects of each product. More socially conscious consumers have higher
valuation for the product of the firm that engages in CSR activities, hence, they are willing to
pay a higher price for the "socially friendly" good.*

Since CSR is defined as: “firms’ commitment to social and ecological considerations, beyond
the law requirements” there cannot be any “command and control” measures, such as compul-
sory CSR standards in order to impose socially conscious behavior by firms. Thus, certification
is considered as a policy instrument, i.e. a certifier sets certain social and environmental criteria
that should be respected during the firm’s operational activities and then provides certification

to any firm that fulfills those criteria.> Following Bottega & De Freitas (2006) it is assumed

#See for example Mayer (1999) and Bris & Brisley (2006).

1Becchetti et al. (2005) quote the "2003 Corporate Social Responsibility Survey". The main finding of this
survey is that the amount of consumers that are socially concerned on their purchasing choices was 62% in 2001
in Europe.

SFor example, the certification SA8000 (2006) is specialized in the workers’ human rights in developing
countries and it is developed and overseen by Social Accountability International (SAI) (http://www.sa-intl.org/.
Date last visited: January 24, 2008).Additionally, ISO 26000 which certifies SR activities by firms started
from 2008. (http://isotc.iso.org/livelink/livelink/fetch/2000/2122/830949,/3934883 /3935096 /home.html. Date
last visited: January 24, 2008).

Moreover, an example of a public certifier is The Goverment of Belgium which certifies the SR action of firms
that wish to be certified.(See http://www.label-social.be, Date last visited January 24, 2008)
An example of for profit organizations that provide certification is Ecocert (see http://www.ecocert.com. Date
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that certification is an effective system of information disclosure, that permits consumers to
distinguish the social characteristics of the products they purchase.

Two possible scenarios are investigated. The first is the "Certification by a private orga-
nization" one, assuming that a voluntary certificate provided by a private, profit maximizing
organization is an appropriate system of information disclosure that permits consumers to dis-
tinguish the social characteristics of the products they purchase, without the need for a policy
intervention. It is found that in this case both firms’ endogenous choice will be to engage in
CSR, seeking for a competitive advantage in the market competition stage, via an increase of
consumers’ willingness to pay for their final product. The above interaction among competing
firms, increases consumers’ surplus and total welfare comparing to the benchmark case without
CSR activities.

The second scenario refers to the case in which the regulator intervenes, in order to solve the
ensuing “market of lemons” problem, by proposing a certain standard of CSR effort to the firms,
and provides a certification to the firms that comply with the standard voluntary. Similar to the
previous scenario, this certification endows consumers with credible information about the CSR
aspects of each firm’s product, otherwise unobservable. The main finding is that the regulator
will set a standard of positive CSR effort up to a level in which both firms will have incentives
to comply. This standard will be higher than the one set by the private certifier. Hence in
equilibrium, consumers’ surplus and total welfare increase comparing to the benchmark case
without CSR activities and the certification by a private organization configuration.

Unlike the present chapter, the vast majority of the literature on quality certification is
based on the seminal paper by Gabszewich and Thise (1979) and concentrates on oligopolistic
models in which firms’ products differ only in their vertical quality characteristics, which are
observable by consumers.” Moreover in the aforementioned literature the cost to increase quality

is assumed to be zero, or fixed. The envisaged duopolistic market follows Héckner (2000) along

last visited January 24, 2008). Another example is the Scientific Certification Systems (SCS),which certifies
environmental consciousness in product manufacturing and natural resource extraction.

This assumption is in line with recent empirical evidence, according which, EU citizens better trust a certi-
fication labeled on the product, comparing to other forms of information about the social characteristics of the
products they purchase (see Fliess et al., 2007). Here we assume that the certifier spends an amount from the cer-
tification fees that collects on informative advertising, in order to inform consumers about the CSR characteristics
of the certification that provides.

"See for instance Daughety and Reinganum, (2005), Garella and Fluet, (2002).
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with Garella and Petrakis (2008), using a utility function that combines horizontal and vertical
differentiation aspects of firms’ products. The vertical differentiation represents the CSR aspects
of the production process that are perceived as quality improvement of the final product by
socially conscious consumers. The present chapter contributes on this branch of the literature
assuming that, since CSR is considered as a credence good, there is no ex ante mechanism that
can credibly inform consumers about the CSR characteristics of each product. Hence, in the
absence of a credible information disclosure mechanism about SR characteristics of the firms’
products to consumers, firms will fail to persuade consumers about their true commitment to
social values, thus, a “market of lemons” problem arises.® Additionally it is assumed that
engaging in CSR increases variable costs, also.

Furthermore, this chapter builds on a recent branch of the certification literature, that
examines the effects of alternative certification regimes, considering that the true quality of
the final products is difficult to be observed by consumers. Bottega and De Freitas (2006)
examine the welfare implications of the coexistence of public and private environmental quality
certification schemes, in a monopolistic context. The present work is closer to the work of
Bonroy and Constantatos (2008), assuming an oligopolistic market for final products, in which
the strategic interactions between the competing firms are investigated. They examine the
certification of credence goods’ quality, in a Bertrant competition context, focusing on the
difference between mandatory and voluntary certification. Conversely, in the present work
firms’ incentives to engage in CSR (hence provide a credence attribute of higher quality to their
final product) are examined, focusing on different sources of certification (public or private),
assuming that certification is always voluntary.

The present work, also contributes to the existing literature on "strategic CSR", a term
that was introduced by Baron (2001) and refers to the case where firms are assumed to be
socially responsible because they anticipate a benefit from such a behavior. Baron (2001, 2003)
examines CSR under the prism of the strategic choice between public and private politics. His

main finding is that private politics and CSR affect the strategic position of a firm in an industry

$More specifically, once consumers have been convinced that one firm has undertaken positive CSR effort,
they increase their willingness to pay for the firm’s good. The firm has no incentives to spend on CSR activities
as these are costly for the firm. Consumers realize the firm’s incentives and thus rationally believe that there
will be zero CSR activity. The firm, in turn, spends zero on CSR activities in equilibrium.
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under the existence of activist consumers, who can boycott firms with non-socially friendly
behavior. In the same vein, Calveras et al. (2006), assuming a perfectly competitive supply of
inputs, compare the effects of formal regulation to firms’ incentives to provide socially friendly
goods as a response to increased activism on behalf of consumers. They argue that substituting
formal regulation with firms CSR actions may cause inefficiency, in which non activist consumers
free-ride the willingness to pay of activist consumers, lowering formal regulation. However the
above literature focuses on the difference between the provision of CSR by private firms and the
regulator. The main difference of the present work with the above literature is that the present
chapter examines the conditions under which the regulator can complement the provision of
CSR by private firms, via the provision of certification to the firms that engage in CSR.

The rest of this chapter is organized as follows: Section 2 presents the model. In Section
3, the different scenarios are solved and a detailed equilibrium analysis is conducted. Section 4

offers some concluding remarks.

4.2 The Model

Regarding the market examined here, in the production side there are two firms, denoted by
1,7 = 1,2, 1 # j. Each firm produces one brand of a differentiated good. On the demand side,
there is a unit mass of consumers composed by individuals who have homogeneous preferences
regarding the physical characteristics of the goods. They are, however, heterogeneous regarding
their valuation of the CSR activities that are undertaken by the firm that produces the good.

In particular, following Héckner (2000), the utility function of the f-type consumer is given by:

U = (a+0s)zi(0) + (a + 0s;)z;(0) — [z7(0) + x?(@) + 2vz;(0)z;(0)]/2 + m(0) (4.1)

where z;(0), i = 1,2, represents the quantity of good ¢ bought by the consumer of type 6
and m(0) is the respective quantity of the “composite good”. The parameter v € [0,1] is a
measure of the degree of substitutability among goods, with v = 0 corresponding to the case
of independent goods and v = 1 to that of homogeneous goods. Further, s; > 0 represents

the CSR effort that firm ¢ undertakes which, in turn, increases 6-type consumer’s valuation for
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its good by #s;. In other words, 6 represents the increase of f-type consumer’s willingness to
pay for the firm ¢’s good per unit of CSR effort undertaken by firm ¢. Thus, the more socially
conscious a consumer is, the higher is its 6, while a consumer who does not value the firms’ CSR
activities at all is of type # = 0. It is assumed that 6 is distributed uniformly where 6 € [0, 1].
Thus, 0 = 1 /2 represents the average type of consumer in the population.

Maximization of utility (4.1) with respect to x;(#) and x;(#) gives the (inverse) demand

functions for the #-type consumer:

pi =a+0s; —xz;(0) —yx;(0), i=1,2 (4.2)

where p; and p; are the firms’ unit prices, while the price of the composite good has been

normalized to unity. By inverting (4.2) one obtains the #-type consumer’s demand for good i:

a(l =) +0(si —vs;) —pi +7p)
(o) = A= =) ; (13)

By integrating (4.3) with respect to 0, one gets firm ¢’s aggregate demand function:

! a(l — )+ 0(s; —vs;) — pi +p;
q@-(pi,pj)z/oxi(e)dez 1-7) (1_32]) PR (4.4)

Finally, by inverting (4.4), firm i’s (inverse) aggregate demand function is obtained:

Observe that the aggregate demand function corresponds to the demand function of an average
type consumer, 6.

It is assumed that both firms are endowed with identical constant returns to scale production
technologies. Firm 4’s total cost function is given by C;(gi, s;) = ¢(1+s?)g;. This implies that, for
a given CSR effort s;, the firm 7’s marginal (and average) production cost is constant and equal
to ¢(1+ 522) Yet, a higher CSR effort increases, at an increasing rate, firm ¢’s unit production

costs. This can be justified on the grounds that an individual firm’s level of CSR activities,

such as improving working conditions for employees, buying more expensive inputs from local
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suppliers, financing recycling and other SR campaigns or introducing “green” technologies, has
an increasingly negative impact on the firm’s unit production costs.

Firm 4’s profits can then be expressed as:
II; = (a +0s; — q; — vq5)q — (1 + s?)qi (4.6)

Therefore, CSR activities by firm ¢ lead to higher consumers’ valuation for its product and
thus to higher aggregate demand for the firm, but, at the same time, they increase firm ¢’s unit
and total production costs. Note however that firms’ CSR efforts may not be observable by
consumers even after consumption. Thus, the SR quality of a product can be categorized as
a credence good. Hence, there is a “lemons’ problem” in the present setup. Once consumers
have been convinced that firm ¢ has undertaken a CSR effort s;, and have thus increased their
willingness to pay for the firm’s good, the firm has no incentives to spend on CSR activities
as these are costly for the firm. Consumers realize the firm’s incentives and thus rationally
believe that there will be zero CSR activity. The firm, in turn, spends zero on CSR activities
in equilibrium.

To solve for the ensuing lemons problem, the literature on certification is considered. More
specifically, two alternative scenarios are considered: The first refers to the case in which a profit-
maximizing organization provides firms with a credible certificate about their SR activities and
the second considers the case in which the regulator intervenes, by providing the certification

himself with respect to total welfare.

4.3 Equilibrium Analysis.

4.3.1 The Benchmark case without CSR activities.

Before proceeding to the certification scenarios, the benchmark case where no owner engages
in CSR is discussed.” In this scenario the market outcomes coincide to the standard Cournot

game with differentiated goods, where each owner chooses its output to maximize profits, II; =

9This configuration also reflects the case where a firm that engages in CSR, does not have any credible way
to persuade consumers about its social orientation. In this case the results coincide to the ones obtained in this
subsection.
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(a — gi — vq;)qi — cg;. From the first order condition, the reaction function of owner ¢ is,

0 = RE (g)) = —2— (4.7)

By symmetry, the equilibrium output, price and profits are, respectively,

a—c a+(1+79)c a—c)?
qC: : pC’: ( ); ﬂ_C':( ) (48)
2+

Finally, since all consumers have identical preferences over the physical characteristics of the
two goods and there is a unit mass of them in the population, it turns out that each consumer
buys a quantity 2¢ = ¢ from each good. Using (4.1) and (4.8), it can be checked that
consumers’ surplus and total welfare are given by CS¢ = (¢“)?(1+~)and TWC = (¢©)%(3+7)

respectively.

4.3.2 Certification by a private organization.

In this section, it is assumed that the only credible information disclosure system from firms
to consumers regarding the CSR attribute of the products, can only be provided through a
certification by a private, profit maximizing organization.'? Following Bottega and De Freitas
(2006) along with Hardling and Alexander (2003), it is assumed that the private certifier has
all the bargaining power, hence, he is in position to extract all the extra firms profits from CSR
activities. Each firm’s owner can set the CSR effort proposed by the private certifier or not
engage in CSR activities at all. Each owner may make lower CSR effort than the proposed
standard and pretend not to so. Therefore the private certifier has to monitor and certify CSR
effort made by firms, assuming that, the probability the certifier tracing an owner that reveals
untruthful information is almost unity. The cost of monitoring is paid by each firm that wishes
to be certified. More specifically, each firm will be willing to get the certification by the private
certifier, and engage in CSR only if the profits of engaging in CSR are higher or equal than if

firm acts in the opposite manner. Hence, the profits of the private certifier will be equal to a

"Following the terminology of Bonroy and Constantatos (2008), it is assumed that this certification is perfect.
Hence, if consumers see the CSR certification of a product, they are aware that the firm that produces it is
socially responsible.
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fee given by:

F =1 —7¢ (4.9)

gross

where 157,55 stands for the gross firm’s profits from engaging in CSR, before the payment
of the fee, and 7@ are firm’s profits in the case no firm engages in CSR. The fee cannot be
higher than H’g)ﬁoss - 7rC, because then the firm will not have incentives to engage in CSR and
hence seek for certification. Thus, the certifier’s objective of the private certifier coincides to
the firms extra profits from CSR effort.!!

A three stage game is considered. In the first stage the private certifier sets the CSR effort
standard and the fee for certification in order to maximize his profits. In the second stage, both
firms’ owners decide whether or not they will engage in CSR. If yes, they have to comply with
the standard and pay the fee in order to be certified. In the last stage firms compete in the
market a 14 Cournot. The game is solved backwards.

Hence, in the last stage of the game, owner i sets ¢; to maximize his firm’s profits (4.6),
taking as given the output g; of his rival, along with the CSR efforts, (s;,s;), chosen in the
previous stages.

The first order condition (foc) of (4.6) leads to firm #’s reaction function:

a—c—vq | Os; —cs?

g = R(q)) = ——; 5

(4.10)

Comparing RY“(g;) to the benchmark case with no CSR activities R (g;), in which only
the first term of the RHS of (4.10) appears, one observes that CSR effort has two opposing
effects on owner ¢’s output decision. On the one hand, CSR effort s; augments the demand for
the firm i’s good and thus tends to increase equilibrium output. However, it increases firm i’s
unit costs also, tending to decrease equilibrium output. Now if 0 < s; < 0 /c the first effect is
dominant and the CSR effort undertaken by firm i shifts its reaction function outwards.!? If
s; > 0/c, the opposite holds.

Solving the system of focs (4.10), one obtains the equilibrium output:

Tt is assumed that the private certifier spends a part of F on monitoring and informative advertising in order
to provide information about the SR characteristics of the product to consumers.
12This is in fact the case in equilibrium - see below.
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pc(s' o) = a2 —7v)+ 5(287; — ’ysj) —c[2(1 + 812) — (1 + s?)]
qi 15°9) — (4_72)

(4.11)

Observe that firm i’s equilibrium output increases with s;, while it decreases with sj.13 The
higher the firm ¢’s CSR effort s; is, the higher will be the firm i’s output. This is so because the
owner then earns higher profits per unit of output produced by firm 7. On the other hand, when
the rival owner sets a higher output for firm j, firm ¢’s owner optimally reacts by reducing its
output (due to the strategic substitutability of decision variables). A similar reasoning applies
when firm j’s CSR effort becomes higher, in which case its owner has incentives to increase firm
j’s output because he earns higher profits per unit of output produced.

In the second stage both firms decide if they engage in CSR or not, given the level of CSR
set by the certifier. By assumption firms will engage in CSR only if the net profits are equal or
higher to the ones obtained under the benchmark regime without CSR activities. That is only
if: Hﬁzt > 7€,

In the first stage, the private certifier chooses CSR effort s; to maximize firm ¢’s gross profits,
which from the focs of (4.6) is given by, PR(si, s;) = [¢7“(s;,5)]?. The foc of the latter is

equivalent to 9¢7“(.)/ds; = 0. Due to symmetry the equilibrium CSR effort is given by:

0
SpC:SfC:S‘Ij)C:Q_C >0 (412)

Plugging sP¢ into(4.11), (4.4) and (4.6), for § = 1/2, one obtains the equilibrium values for

output, price and gross profits, respectively,

. 1+16¢c(a—c)
"= 16¢(2 + 7) (+13)
ppc_a+(1+7)c (3+7)
247y 16¢(2 + )
e 1416(a—c)c
ngoss - ( 166(2 _i_fy) )2 (414)

B Provided that Si, 85 < Z - see our discussion above.

ol
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Hence, with respect to (4.9) the net profits for the private certifier and firm ¢ are given by

c ~ 1432(a—c)c

pc N 7 I ik Sl pc _ C _ M
IT T F 1282(2 7 1) ,and II ™ (4.15)
22+~

gross net — 2+ 7)2

Clearly, from (4.12) the CSR effort increases with the social consciousness of the average
consumer type , while it decreases with the degree of inefficiency of the CSR “production
technology” (as captured by a higher ¢). Finally, in equilibrium, both firms’ owners’ endogenous
choice is to engage in CSR activities when the private certifier sets positive CSR effort sP¢ =
% > 0. The intuition behind this is that private certifier optimally sets a positive level of CSR
effort sP°up to the point that the certified firm will maximize its gross profits, and thus the

fees that he collects. Since each firm obtains profits equal to its previous status IIL¢, =

7¢, for
sP¢ then both firms endogenous choice is to engage in CSR. Furthermore if one firm does not
engage in CSR then the rival firm obtains competitive advantage in the market and it ends up

with lower profit levels than its previous status. The following Proposition summarizes:

Proposition 1: In the Certification by a private organization scenario, assuming that firms’
certification by a private organization is a credible system of information provision to
consumers about the CSR characteristics of the products they purchase, there exists a
level of positive CSR effort such that both firms’ owners endogenous choice is to engage

i CSR activities.

Next, the societal effects of the certification by a private organization, are considered.
Total welfare is defined as:

TW = CSh., + 2100, + F (4.16)

net

with 2112, + F and CSP%, being the overall market profits and net consumers’ surplus
respectively.
More specifically, the net consumer surplus of a f-type consumer is given by the following

expression:

CS(0) = (a+0si)zi(0)+(a+0s;)a; (0)—[xF (0)+aF (0) +2y:(0)x;(0)]/2—pixi(0) —pjz;(0) (4.17)
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In equilibrium, due to symmetry s; = sj = sP“and p; = p; = p"* holds. Hence, after some

manipulations, eq.(4.17) and (4.3) become:

CS(0) = (1+7)[=*(0))? (4.18)
2(0) = %‘37—“ (4.19)

Hence, from eq.(4.18), the total net consumers’ surplus is given by:

CS5 = (1+4+7) /0 l[x*(ﬁ)]QdH (4.20)

Substituting eq.(4.19) into (4.20) and solving gives:

2
__ mpc\2 pPC(, _ mDC pc
Csrlz(e:t — 3(0’ pp ) + 3s (CL pp ) + s (421)
3(1+7)
Hence, with respect to eq.(4.16) and (4.17) the total welfare is now given by:
3(a — pP©)? + 3sP¢(a — pPe) + sP° a—c.o  1432(a—c)c
TWP = 2 4.22
3(1+7) * (2+’y) + 128¢2(2 + v)? ( )

By comparing the equilibrium values of output, profits, consumers’ surplus, and total
welfare obtained in the certification by a private organization scenario to the corresponding
values in the benchmark case, it is found that ¢?¢ > ¢© | Thross > TI2S, = 7€, CSES, > CSC

net —

and TWSE > TWC always. Hence, the following Proposition holds:!*

Proposition 2: In the certification by a private organization scenario, equilibrium output,
gross profits, consumers’ surplus and total welfare are always higher comparing to the

benchmark case without CSR activities.

For proof see Appendix

“However, the above results hold only under the assumption that certification by a private organization is a
credible mechanism of information provision to consumers about the CSR characteristics of the products they
purchase. If one loosens this assumption, firms will fail to persuade consumers about their true commitment to
social values, thus, a “market of lemons” problem arises. In this case no firm will have incentives to undertake
CSR effort in equilibrium, and the equilibrium outcomes coincide to the ones observed in the benchmark case
without CSR activities.
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It is easy to understand the reason behind output levels by considering the arguments for
both firms’ reaction functions after (4.10). Since sP® < /¢, then output will be higher in
the certification by a private organization scenario. Next, firms’ profits are considered. It is
obtained that IY¢, = 7, since the private certifiers extracts all extra profits by assumption.
If one focuses on consumers’ surplus he hinds that it is increasing in CSR effort. Hence, since
sP¢ then consumers’ surplus in the certification by the regulator scenario is equal or higher
comparing to the alternative ones. Regarding total welfare, according to proposition 1, it has
already been clear that in equilibrium, each firm’s owner will engage in CSR. This interaction
among competing firms has a positive effect on total welfare, since it increases output and
consumers’ surplus as well. On the other hand, engaging in CSR increases variable cost of
production, which decreases total welfare. It is found that the positive effect of increased
profits and consumers’ surplus on total welfare dominates the negative effect of increased costs

and thus, TWS > TWalways.'

4.3.3 Certification by the regulator.

In this subsection, assuming that there is no other appropriate system of information disclosure
that endows consumers with the necessary information about the CSR characteristics of the
products they purchase, it is considered that the regulator proposes a certain standard of CSR
effort to the firms, denoted by s, and provides a certification to the firms that comply with
the standard.'6 It is assumed that this kind of certification is credible to consumers. Similar to
the previous subsection, each firm’s owner can set the CSR effort proposed by the regulator or
not engage in CSR activities at all. The regulator has to monitor and certify CSR effort made
by firms, assuming that, the probability the regulator tracing an owner that reveals untruthful

information is almost unity. The fixed cost of monitoring is denoted by M and it is paid by

' Anecdotal evidence regarding some corporations’ CSR practices reveal that in some cases engaging in CSR,
besides variable costs, may also effect the fixed costs of the firm. Such examples could be the installation of
a filter in a polluting facility in order to abate externalities caused by its operation, or the deployment of a
production process that decreases labor accidents so as to ensure working safety for employees. The results
presented here, are sensitive to the assumption of CSR effecting the fixed costs of the firm. More specifically, if
fixed costs are not significantly high, then nothing will change qualitatively regarding the results. In the opposite
case the results will be sensitive to the extent fixed costs may effect the profitability of the firms that engage in
CSR. Thus, the case where no owner engages in CSR may appear in equilibrium.

YNote that a similar modeling can also be considered for the case in which a non for profit organization such
as a NGO provides the certification, instead of the regulator, with respect to social welfare.
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each firm that wishes to be certified.!” Thus, each firm’s owner objective function is now given

by the following expression:

f = (a+ 0si — g —1g5)qi — e(1 + 57)gi = M (4.23)

Where, M = 0 in the case which a firm does not engage in CSR, hence, certification is
inapplicable.

Here a three stage game is considered. In the first stage the regulator fixes a standard of
CSR effort s%, with respect to total welfare. In the second stage, given s, both firms’ owners
decide whether or not they will engage in CSR. activities, while in the last stage owners compete
in the market a 14 Cournot. The game is solved using backwards induction.

Hence, in the last stage of the game, owner ¢ sets ¢; to maximize his firm’s profits now given
by eq.(4.23), taking as given the output ¢; of his rival, along with the CSR effort st chosen by
the regulator in the first stage.

Solving the system of focs, and rearranging one obtains the equilibrium output of the third
stage:

r) a—c sf0—cs®)

= + 4.24
2+~ 247 ( )

qi(s

Plugging eq.(4.24) into (4.4) and (4.23) one obtains firms i’s price and profits respectively
during stage 2, given by:

R) at+c(l+7)  sB0+cs®(1+79)]

pi(s?) = —5 ot T (4.25)
_(a-—c 2 sB(f — csB) -
Hi(SR) = <m> + W [2((1 — C) + SR(9 — CSR)] - M (4.26)

In the second stage both firms decide whether they engage in CSR activities or not. Firms
will undertake CSR effort only if their profitability is higher comparing to the benchmark
case without CSR activities. Hence, by considering eq.(4.26) firms will engage in CSR only

. sR(O_csR - 0+1/4c(a—c)+02 —4er/(a—c)2+ M (2+7)2
if: %[2(@—6) + sf(0 — esf)] > M, or sft < \/ (@c) 5 (a7e)? +M(2+)

M <

"M can only be spent by the regulator in order to cover monitoring and informative advertizing expences.
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L _
% where sR represents firms’ participation constraint CSR effort. Note that 5 . <
/c for every 6,0 < M < —186002%‘;;;&1. Thus, from the analysis of eq.(4.10), if the above

condition holds, the increase in firms’ profits due to higher demand and revenues from pro-
ducing CSR related products overcomes the increase in firms’ costs due to higher CSR effort,
and monitoring expenditures, comparing to the benchmark case without CSR activities and
therefore, both firms will have incentives to engage in CSR activities. Otherwise owners will
have no incentives to comply with the CSR standard.!®

In the first stage, the regulator sets CSR effort so as to maximize total welfare now given

by:

TWE = CSE,(s7) 4 211,(s%) + 2M (4.27)
2

_nR\2 R(,_R R
Where, with respect to eq.(4.21), CSE, = — 3la=p’) J%‘QE‘L(% p)ts represents the net consumers’

surplus in the certification the regulator scenario. By solving the foc and rearranging one obtains

the socially optimal minimum CSR effort: s%".19 Note that if s%° < sR then the regulator will
set s and both firms will comply with the standard. However, if s > sfc, then s does not

give incentives to firms to be involved in CSR and the standard is useless. Since the regulator’s
objective is that both firms engage in CSR that will improve welfare he sets s such that:

s = min[s™", 5[] (4.28)

By comparing the CSR effort level set in the certification by the regulator scenario (s) to
the one set in the Profit maximizing organization certification scenario (sP¢) it is found that

sft > sP¢ hence the following Proposition holds:

Proposition 3: In the Certification by the requlator scenario, the CSR effort level standard

R

s = min[s"", s

, pc] chosen by the requlator, is always higher comparing to the one chosen

by the profit maximizing certifier.

For proof see Appendix

18Tn this case the prevailing equilibrium coincides with the Benchmark case without CSR.
YDue to space limits some algebraic formulas are not presented. These are available from the authors upon
request.
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The intuition behind this result is that in the private certification scenario the private
certifier’s objective is to maximize each firm’s gross profits, so as to maximize the fees to be
collected. However, in the certification by the regulator scenario, the regulator, besides firms’
profits, also includes net consumers’ surplus in his objective function in order to maximize total
welfare. As a result CSR effort standard level set by the regulator is always higher than the

one set by the private certifier.

Comparative Analysis

There cannot be obtained an analytical solution regarding the level of CSR effort will the
regulator finally set (s or sﬁc). However, in equilibrium, with respect to proposition 3, sP¢ < sft
always holds. In order to present some qualitative comparative results it is assumed that (a —c)
is sufficiently high, and ¢ is not to low in order to avoid corner solutions and ensure the concavity
in the total welfare function.?’

Remark 1 stands for the comparison of the market outcomes for the three alternative sce-

narios:

Remark 1: In the Certification by the regulator scenario, equilibrium output is always lower
(higher), firms net profits are equal or higher, consumers’ surplus and total welfare are
always higher comparing to the ones obtained under the certification by a private organi-

zation regime (the benchmark case without CSR activities).

For proof see Appendix

The rational behind output levels is easy yo be checked, by considering the arguments for
both firms’ reaction functions after (4.10). It is analyzed in the appendix that since 8/c > sﬁc >
sP¢ = % > 0,then ¢© < ¢® < ¢P¢, holds. Next, firms’ profits are considered. By assumption

¢ = I1P¢, . since the private certifiers extracts all extra profits by assumption. However, in the

certification by the regulator scenario, with respect to the firms participation constraint to CSR,

activities, firms profits will be equal or higher to the ones obtained in the alternative scenarios.

The reason behind this that since s® = min[sR*,szﬁ] then if s < sﬁc then the inequality

20This ensures that the relative market size is sufficiently high so that firms can engage in CSR and that the
marginal cost that is not connected to CSR is sufficiently high so that firms do not engage in excessive CSR.
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holds, while if s > sfc then profits in all scenarios are equal. In what follows, consumers’
surplus is considered. This is increasing in CSR effort. Hence, with respect to proposition 3,
since s® > sP¢, then consumers’ surplus in the certification by the regulator scenario is equal or
higher comparing to the alternative ones. Finally total welfare is higher under the certification
by the regulator scenario, than in any alternative configuration. The reason behind this is that
there are two opposite effects on total welfare. While the increase in the consumers’ surplus due
to higher CSR effort in the certification by the regulator leads to higher total welfare under this
configuration total profitability in each scenario is inconclusive. However, results in equilibrium
reveal that the increase on consumers’ surplus dominates, hence total welfare is higher if the

certification is provided by the regulator.

4.4 An extension: The case of persuasive advertising

An additional policy instrument by the regulator may be persuasive advertising. Next, the way
that persuasive advertising would effect the aforementioned results, is examined. More specif-
ically, following Petrakis et. al. (2005) it is assumed that information provision is conducted
via persuasive advertising, which will increase the fraction of socially conscious consumers in
the market. This is formalized in the present model as an increase in 6.

From eq.(4.6) and (4.23) it is easy to check that an increase in § enhances the increase in
demand for the final good of the firms that engage in CSR. Hence, firms’ benefit from CSR
increases. This could lead to the increase of CSR effort undertaken by firms, which would
amplify consumers’ surplus and total welfare also. However, in the present model, for this
benefit to be effective, information provision should be combined with certification, or else a
"market of lemons problem" is in effect.. Conversely, investing in persuasive advertising imposes
an additional cost which decreases total welfare. Thus, the final outcome from information

provision via persuasive advertising depends on the relative weigh of each effect on total welfare.

4.5 Conclusions

107



The present chapter examines the conditions under which the regulator can complement the
provision of CSR by private firms. Two alternative scenarios are considered: The first, refers
to the case in which a private, profit-maximizing organization provides firms with a credible
certificate about their SR activities. The second, considers the case in which the regulator
intervenes, by providing the certification himself with respect to total welfare.

The main finding is that if there is no credible information disclosure about SR character-
istics of the firms’ products to consumers, no firm will have incentives to undertake CSR effort
in equilibrium. However, if the necessary information about the CSR aspects of each firm’s
product, otherwise unobservable, is revealed to consumers through certification, then the oppo-
site holds. More specifically, in equilibrium, both firms’ endogenous choice is to engage in CSR
activities, hence consumers’ surplus and total welfare increase comparing to the benchmark
case without CSR activities. It is found that the regulator will set higher standards of CSR
effort with respect to firms’ participation constraint to CSR, comparing to the profit-maximizing
certifier. This leads to higher consumers’ surplus and total welfare comparing to all alternative
configurations.

The analysis was carried out for a duopolistic market structure. To my opinion the duopolis-
tic market provides all essential insights about the firms’ owners’ incentives to undertake CSR
activities. I also am aware of the limitations of the present analysis in assuming specific func-
tional forms. However, it is the nature of the equilibrium conditions that drive the present
results that allows one to argue that these results will also hold under general demand and cost
functions. The use of more general forms would jeopardize the clarity of the present findings,
without significantly changing their qualitative character. Given the current debate about the
market and welfare implications of Corporate Social Responsibility the present chapter exam-
ines the policy instruments that a regulator may impose, in order to enhance firms’ incentives

to engage in CSR activities in oligopolistic markets.

4.6 Appendix
Proof of Proposition 2

By comparing output, consumers’ surplus and total welfare under the Private Certification
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and TWP¢) to the one obtained in the Benchmark case (¢¢, CS® and

TWY) one observes that:

scenario (gt¢, CSE?,,

C _ 1
= 4" = Hepryy > 0,

C __ 96c(a—c)(1+7y)2+7(224+77)+19
CSe — CS° = = 766§c2(¥+”/)Z2+7)27) >0,
c C _ 96c(a—c)(14+7y)(3+7)+7v(24+7)+25
TWre —TW® = 768627(1”;(%%2 - > 0.

Proof of Proposition 3

If the participation constraint CSR effort is set by the regulator, then

c 8c(a—c)+1
Sh— sP¢ = \/i+4c(a—c)—40\/(a—c)2+M(2+7)2>O,O§M§%.

If the optimal CSR effort is set by the regulator, then aTang |_sr*= 0 and aTang |s=gpe=

3 > 0. Hence, st R

0T = min|s

, sl > sP°, always.

Proof of Remark 1

From the analysis of eq.(4.10), one observes that CSR effort has two opposing effects on
owner ¢’s output decision. On the one hand, positive CSR effort augments the demand for the
firms’ good and thus tends to increase equilibrium output, through an outward shift of both
firms’ reaction function. On the other hand, it increases firms’ unit costs, tending to decrease
equilibrium output via an inwards shift of both firms’ reaction functions. For 0 < s < /c the
first effect is dominant and the CSR effort undertaken by firms shifts their reaction function
outwards. This outwards shift increases for 0 < s < 2%, attains a maximum for sP¢ = 2% and
decreases for % < s <0/c. It is easy to check that sf. < 6/c, always. At s = 0/c the two
opposing effects neutralize each other, hence, there is no shift on the firms reaction function.
Thus, since 9/0 > SRC > P = i > 0,then ¢ < ¢® < ¢P°, holds.

Note also that from eq.(4.21) < 805 = % >0 for /c > slt. Since 6/c > sl > s°,
then CSPS, < CSE.

8

Regarding total welfare from the proof of Proposition 3: > (. Hence,

24c(1+’y)

. . *
since s = min[sf", s pc] > sP¢, total welfare is lower under the private certification scenario.
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Empirical evidence show that modern firms’ strategies often include different objectives
than strict profit maximization, seeking for competitive advantage in the market they operate.
The aim of the current Doctoral Thesis is to shed light on the effects of firms’ strategies such as
strategic managerial delegation and corporate social responsibility, to their market performance
and total welfare.

In the first chapter, in order to investigate the implications from the alternative delegation
strategies (Full or Partial Delegation), to firms’ R&D investments and market performance,
three possible configurations are compared; the first is the Universal Full Delegation one, the
second refers to the Universal Partial Delegation one, while the third is the Coexistence config-
uration. It is found that R&D investments are higher in Universal FD, than in the Universal
PD configuration. If the initial marginal cost is relative low, then firms’ profits are higher in
Universal FD comparing to the Universal PD configuration. However, this result is reversed
when the initial marginal cost grows larger. In the Coexistence configuration, the firm that
follows FD (PD) strategy always invests more (less) in R&D, and have higher (lower) profits,
than both symmetric delegation configurations.

Next, the configuration that will prevail in equilibrium is investigated, assuming that there
is no credible commitment between competing owners, regarding the type of decisions delegated
to managers. We find that owners have incentives to deviate from Universal Partial Delegation,
always. If the initial unit cost is relative high (low), owners have always (never) incentives to
deviate from the Coexistence configuration. If the initial unit cost is relative high (low), owners
will never (always) deviate from Universal Full Delegation. Conversely, under the assumption
of credible commitment, firms’ owners equilibrium choise will be FD, hence, Universal Full
Delegation is the unique equilibrium configuration.

In the second chapter, firms’ owners’ optimal choice over the contract type used to reward
their manager, is discussed. Considering the theoretical results, three main testable hypotheses
are examined. The first regards the type of contracts that owners will endogenously choose to
compensate their managers. The second refers to the relation between the contract type and
the degree of aggressiveness chosen by owners. Finally the correlation of the contract type and
managerial incentives to the market outcomes.

The main finding is that Relative Performance contracts are significantly more frequent than

114



Profit-Revenue ones, but (opposite to theory) the result does not depend on whether owners
commit on contract types before the contract terms are chosen. Secondly, the prediction of
the model concerning a higher aggressiveness of Relative Performance-rewarding owners over
their Profit-Revenue rivals is confirmed (partial confirmation of theory). On the contrary, the
prediction concerning the ranking of a’s across symmetric configurations is not supported by
the present findings. Furthermore, observing one’s rival’s commitment on a given contract type,
does not affect the average a used by either Relative Performance-rewarding owners, or Profit-
Revenue ones. Finally, output is not responsive to the delegation contract type. However,
unclear results regarding the predicted relation between contract terms and aggressiveness, are
obtained.

The third chapter explores firms’ owners’ incentives to engage in corporate social respon-
sibility activities, in the context of an oligopoly, introducing strategic managerial delegation
and vertical product differentiation. Owners are given the opportunity to hire a “socially re-
sponsible” manager and delegate to him market competition decisions. Delegation of authority
from owners to “SR” managers is a credible signal to consumers about the CSR activity policy
that the firm is intended to follow. Hence it will increase consumers’ valuation for their firm’s
product. Each SR manager will try to maximize his utility given by the sum of firm’s profits
plus the additional utility of SR managers that engage in CSR activities.

In equilibrium, both owners’ strategy will be to employ an SR manager to compete in the
market, because by doing so each owner has the opportunity to obtain competitive advantage
against the rival firm. This interaction among competing firms causes equilibrium output and
profits to be higher compared with the benchmark case where no CSR activities are undertaken.
The analysis of this chapter also reveals that CSR activities increase social welfare.

The last chapter examines the conditions under which the regulator can complement the
provision of CSR, by private firms. Two alternative scenarios are considered: The first, refers
to the case in which a private, profit-maximizing organization provides firms with a credible
certificate about their SR activities. The second, considers the case in which the regulator
intervenes, by providing the certification himself with respect to total welfare.

If there is no credible information disclosure about SR characteristics of the firms’ products

to consumers, no firm will have incentives to undertake CSR effort in equilibrium. However, if
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the necessary information about the CSR aspects of each firm’s product, otherwise unobservable,
is revealed to consumers through certification, then the opposite holds. More specifically, in
equilibrium, both firms’ endogenous choice is to engage in CSR activities, hence consumers’
surplus and total welfare increase comparing to the benchmark case without CSR, activities. We
find that the regulator will set higher standards of CSR effort with respect to firms’ participation
constraint to CSR comparing to the profit-maximizing certifier. This leads to higher consumers’
surplus and total welfare comparing to all alternative configurations.

Last but not least, it is useful to mention some possible extensions of the present Thesis.
In the first chapter, it is interesting to check the robustness of the results, if a contract type
different than a linear combination of profit and revenue one, is selected. For instance, a linear
combination of profits and relative performance type of contract can be proposed. The second
chapter is hopefully the starting point for a re-consideration of oligopoly delegation towards
frameworks inspired on the rapidly growing behavioral economics literature. The examination of
issues concerning fairness and reciprocity can link the oligopoly delegation framework to a more
behavioral approach. This is certainly an underinvestigated aspect of managerial incentives.
The third chapter can become the starting point of empirical research on the issue of CSR
incentives from firms’ owners to managers. More specifically, the correlation between CSR
managerial incentives and important factors to the overall performance of the firm, such as the
degree of competition in the market and consumers’ willingness to pay for SR products, can
contribute to the discussion regarding firms incentives to engage in CSR activities. Finally,
alternative ways that the regulator may employ in order to enhance the provision of CSR,
deserve further attention. For instance policy instruments, such as information provision to
consumers about CSR, may increase their valuation for the SR oriented products, hence firms’
incentives to undertake CSR.

The analysis was carried out for a duopolistic market structure. I believe that the duopolis-
tic market provides all essential insights about the effects of firms’ engagement on strategic
managerial delegation and corporate social responsibility, to their market performance and
total welfare. I also am aware of the limitations of the current analysis, in assuming specific
functional forms. However, it is the nature of the equilibrium conditions that drive the obtained

results that support the argument that these results will also hold under general demand and
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cost functions. The use of more general forms would jeopardize the clarity of the present

findings, without significantly changing their qualitative character.
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