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Managerial Value Diversion and Shareholder Wealth

Lucian Arye Bebchuk
Christine Jolls

Abstract

The agents to whom shareholders delegate the day-to-day management of corporate affairs may
transfer value from shareholders to themselves through a variety of mechanisms, including self-
dealing, insider trading, and taking of corporate opportunities. A common view in the law and
economics literature is that such value diversion will not reduce shareholder wealth and, in fact,
may enhance it; value diversion substitutes for potentially less efficient forms of managerial pay.
We show, however, that the principal-agent framework underlying the law and economics view
leads most naturally to the opposite conclusion about the desirability of value diversion. In a
principal-agent setting, compensation influences managerial incentives; thus, adjusting
compensation in response to opportunities for value diversion may impose significant costs on
shareholders. Value diversion always reduces ex ante share value when such behavior operates
as a pure wealth transfer between shareholders and managers. Value diversion may even reduce
share value when it generates benefits for managers in excess of the direct costs to shareholders.
We identify a threshold level for the difference between the benefits and the costs of value
diversion, above which such behavior may, though it need not, enhance share value.



Introduction

The agents to whom shareholders delegate the day-to-day management of the typical large
corporation have a variety of opportunities to transfer value from shareholders to themselves.
These agents may take business opportunities presented to the firm and turn them to their own
advantage; they may engage in classic self—d_ealing, selling assets to the firm or buying assets
from it at non-arms’-length prices; they may trade in the firm’s stock on the basis of inside
information; or they may provide themselves with various perks not germane to their job
responsibilities. Each of these actions provides managers with private benefits that increase the
effective level of managerial pay above the level implied by salaries, bonuses, and other forms
of direct compensation.

Much of corporate law is addressed to the problem of managerial value diversion in its
various incarnations; State and federal rules curtail or regulate the taking of corporate
opportunities, transactions between corporations and their managers, insider trading, and the
provision‘of perks and other benefits to managers (Clark 1986, 166-79, 191-94, 225-30, 293-
340).  These legal rules reflect a background presumption that value diversion harms
shareholders and should be discouraged. On this view, value diversion is undesirable (and
appropriately curtailed by legal rules) absent some special reason to believe that such behavior
produces offsetting gains for shareholders.

The law and economics literature has been largely critical of the traditional presumption
against manégerial value diversion (Manne 1966; Manne 1970; Scott 1980; Easterbrook and
Fischel 1982; Carlton and Fischel 1983; Haddock and Macey 1987; Easterbrook and Fischel
1991). According to these authors, value diversion does not faise the distributional and fairness

concerns that underlie the traditional disapproval of such behavior. Value diversion is instead



an alternative form of managerial compensation, a substitute for salaries, bonuses, and other
forms of direct manageﬁal pay. Benefits from value diversion will be offset by reductions in
direct compensation, leaving total managerial pay and the total wealth enjoyed by shareholders
unchanged. Just as "salaries, options, bonuses, and other compensation devices [do not] allow,
[managers] to profit at the expense of [shareholders] because these sums otherwise would have
gone to shareholders," value diversion does not come "at the expense of” shareholders in any
meaningful sense (Carlton and Fischel 1983, 881). Consequently, rational shareholders have
no need for the protective (restrictive) legal rules imposed by current law. Indeed, a common
view in the law and economics literature is that restrictions on value diversion may actually
reduce share value by forcing shareholders to assign to themselves a right that managers value
more highly. Thus, for example, restricting the taking of business opportunities of the firm may
reduce share value if such opportunities have greater value in managers’ hands than in the hands
of the firm (Easterbrook and Fischel 1982).

One objection to the arguments against the traditional (anti-value diversion) presumption
1s that the process by which managers’ direct compensation is set does not conform to the
hypothetical ideal envisioned by the principal-agent paradigm underlying those arguments. It
may be implausible to as‘sume, as that underlying paradigm does, that the level of managerial
pay is set by a disinterested agént seeking to maximize share value (Brudney 1985). The board
of directors of the typical large corporation may be partial to managers’ interests and therefore
reluctant to pursue an aggressive strategy of lowering salaries and other forms of direct
compensation in response to managers’ ability to divert value from shareholders. Legal
restrictions on value diversion may then be a pragmatic response to the consequences of value

diversion in real-world settings.



This paper offers a different objection to the benign view of value diversion described
above. We reexamine thaf view within its own analytical framework and show that value
diversion often reduces ex ante share value even if the assumptions of that framework hold. The
reason is that adjusting managers’ direct compensation in response to value diversion--even if .
feasible--may impose significant costs on shareholders. These adjustment costs tilt the balance
systematically away from lenient treatment of value diversion.

We show that value diversion always reduces share value when it operates as a pure
wealth transfer between shareholders and managers (the costs of the behavior to shareholders
just equal the benefits to managers). This conclusion ‘provides support for the traditional legal
presumption against value diversion. Furthermore, even when value diversion costs shareholders
less than it benefits managers, it may reduce share value. We identify a threshold level for the
difference between the costs and the benefits of the behavior, above which value diversion may
enhance share value. However, even then, share value need not rise when value diversion is
permitted; in some circumstances, share value will fall with value diversion no matter how large
the gap between the costs of the behavior to shareholders and the benefits of it to maﬁagersf

The costs of adjusting managerial compensation in response to opportunities for value
diversion result from the relationship betwéen managerial compensation and incentives in a
principal-agent setting. The compensation paid to managers in such a setting will typically
depend significantly on firm performance. Bonuses, stock options, and other forms of
performance-based pay tie managers’ fate to shareholders’ return. Against this backdrop,
reducing managers’ compensation in response to opportunities for value diversion will mean
reducing the alignment of shareholders’ and managers’ interests. Shareholders are effectively

faced with a catch-22; either they reduce managers’ compensation in response to opportunities-



for value diversion and bear the resulting costs of weakened incentives, or they leave
compensation alone and enjoy no offsetting adjustment in direct compensation in response to
value divefsion.

The dilemma confronting shareholders in this setting may be illustrated with a simple_
numerical example. Suppose that a manager would receive compensation with an expected value
of $300,000 in the absence of value diversion. Imagine that value diversion, if permitted, would
impose costs of $200,000 on shareholders and yield benefits of $200,000 to the manager.
(Value diversion here is a pure wealth transfer.) If the shareholders respond to the prospect of
value diversion by reducing the manager’s direct compensation by $200,000, then the manager’s
interests will be less aligned with those of shareholders (assuming that at least some portion of
the original compensation package is performance-based). Ex ante share value will fall as a
result. The adverse effect of adjusting compensation is reduced but not eliminated if
compensation 1s decreased by some amount less than $200,000 (say, $100,000); the manager’s
incentives will still weaken, but by a smaller margin. On the other hand, if direct compensation
1s not reduced at all, managerial incentives will be unchanged, but shareholders will bear.the full
$200,000 cost of value diversion. In all cases, shareholders are worse off when value diversion
is permitted than when it is prohibited.

Similar reasoning éuggésts that value diversion may reduce ex ante share value even when
the costs of the behavior to shareholders are less than the benefits to managers. Suppose, for
example, that value diversion would impose costs of $200,000 on shareholders, as in the pure
transfer case examined above, but would yield benefits of $300,000 (rather than $200,000) for
the manager, perhaps because it would produce desirable incentive effects. Shareholderé could

- now reduce the manager’s direct compensation by as much as $300,000 if value diversion were



permitted, and the $300,000 reduction would more than offset the $200,000 cost of the behavior.
However, a large reduction in the manager’s direct compensation might signiﬁc;antly diminish
performance incentives, and the resulting shareholder costs could :gutweigh the benefits of lower
managerial pay. Value diversion thus may reduce share value even when the benefits of the
behavior to managers exceed its costs to shareholders.

We develop these points about value diversion in principal-agent settings more fully
below. Our focus is the effect on ex ante share value of restrictions on value diversion. The
analysis abstracts from the question whether firms should be permitted to opt out of the legal
rules chosen to govern value diversion; we emphasize instead the nature of the legal rules
rational and informed shareholders would desire ex ante.!

In analyzing the effects of value diversion on share value, we do not mean to suggest that
all forms of value diversion could be successfully controlled by legal rules. Regulating certain
forms of value diversion might involve enormous informational and enforcemént costs, far
greater than any conceivable benefit of a restrictive legal regime. Such forms of value diversion
must effectively be taken for granted. In the case of other forms of value diversion, however,
legal restrictions are feasible and, indeed, are commonly observed in practice. (Examples
include restrictions on self-dealing and on the taking of corporate opportunities.) Of course,
existing restrictions on value diversion may be too strict or not strict enough, and our analysis
is motivated in part by the desire to shed light on that question.

Section I of the paper provides the framework for our analysis and describes the first-best

! The opting-out question has been extensively debated in the corporate law literature (Bebchuk 1989a;

Bebchuk 1989b; Easterbrook and Fischel 1991). The debate over opting-out culminated in a November 1989
symposium issue of the Columbia Law Review. ’



outcome iﬁ our model. Section IT characterizes optimal managerial contracts in séttings without
and with value diversion and then provides comparative results under the assumption that value
diversion operates as a pure wealth transfer from shareholders to managers. Section IIT extends .
the analysis to the case in which value diversion produces benefits for managers in excess of the

costs to shareholders. Section IV offers concluding remarks.

I. Framework

The framework for our analysis is the standard principal-agent framework, in which the
profit earned by the priricipal (the shareholders of the firm) is a function of the level of effort
exerted by the manager who runs the firm. The manager’s effort level e is unobservable and,
thus, subject to moral hazard. The firm’s profit 7 is A"high" (m =) ‘with probability P(e) and
"low" (m = ) with probability 1 - P(e), where P(e) is increasing and concave in e (P’ > 0, P”
< 0). The manager is risk-neutral but wealth-constrained; in particular, we assume that the
manager’s pay must be at least S, whatever the firm’s profit level.? The manager has
reservation Wage W (> S,) and objective function

P@E)I + (1 -P@E)l-e,

where 1 is the compensation.paid {o the manager when the firm’s profit is high, I is the
compensation paid to thé manager when the firm’s profit is low, and e is the cost of the

manager’s effort in dollar terms. We denote I by S; I may then be written as S + aA,, where

? Jolls (1995, ch. 3) shows that our results extend to the case of a risk-averse, non-wealth-constrained

manager. With risk neutrality, the absence of a minimum wealth constraint would imply that the moral hazard
problem in the principal-agent relationship could be solved simply by requiring the manager to make a large up-front
payment to the shareholders in return for a residual claim on the firm’s profit. For a discussion of alternative bases
for the limited managerial wealth assumption, see Levitt and Snyder (1995). ‘



A, is the difference between the high and low profit levels for the firm (A, = # - 7) and « is

the manager’s share of that difference.” A managerial contract in our model is therefore a pair
(S, a), where S may be viewed Aas the manager’s salary--the amount paid to the manager
regardless of how the firm does--and a may be viewed as the profit-sharing component of the
compensation scheme or, equivalently, thé degree to which the manager shares in the firm’s gain
in moving from low to high profits.

Our addition to the standard principal-agent framework is the prospect of valu¢ diversion
by the manager. In our model, the manager not only influences the likelihood that the firm
realizes the high profit level (7) but also may enjoy some control over how much of the firm’s
profit actually Aﬁnds its way into shareholders’ hands. Specifically, we imagine that with
probability 8 (> 0) the manager is able to divert an amount X of the firm’s profit, producing
benefits of X + M for the manager. The probabilistic nature of the value diversion opportunity
in our model reflects the characteristic windfall feature of many forms of value diversion (Scott
1980, 808). The pure transfer case implies M = 0; the costs of value diversion to shareholders
Jjust equal the benefits to the manager. Meanwhile, M > 0 implies that value diversion produces
benefits to the manager in excess of fhe costs to shareholders.

The normative ﬁerspective on which we focus is the perspective of maximizing ex ante
share value. This s the pérspective that those who set up a firm and take it public would adopt;
they would want value diversion to be prohibited or permitted according to whether it decreased
or increased the initial valﬁe of the firm. The focus on ex ante share value is consistent with

the normative orientation of the existing law and economics literature on value diversion (see,

> More generally, I may be written as S + Y for any Y. We set Y = aA_ for expositional convenience.’



for example, Easterbrook and Fischel 1982). For completeness, however, we also discuss,
though more briefly, the desirability of prohibiting versus permitting value diversion from
managers’ perspective and from the perspective of the shareholder-manager unit.

The first-best outcome in our model is achieved when the managef’s effort level e

maximizes the expected benefit of effort, P(e)@ + (1 - P(e))x, minus the cost of effort, e. We

assume that the difference between the expected benefit and the expected cost of effort at the
first-best effort level €™ is greater than or equal to the reservation wage W; otherwise hiring the

manager could never be profitable. We further assume that the benefit-cost difference is greater

than or equal to W - S;; this condition follows directly from the prior one if S, (the minimum

wealth level for the manager) is non-negative. In the first-best environment, the division of
surplus between the shareholders and the manager is then determined by the levels of S and a.
In a second-best world, it is not possible to both ensure the choice of the first-best level
of effort and maintain complete freedom to adjust the manager’s salary and profit share as
distributional considerations dictate. As a result of the link between managerial compensation
and incentives, value diversion may have significant effects on ex ante share value.
Throughout our analysis of value diversion, we illustrate our general conclusions by
reference to a simple numerical example. The probability that the firm’s profit is high in the
example is given by P(e) = e and the two profit levels are given by # = $2,000,000 and =
= $1,000,000. The minimum wealth level for the manager is S, = $0; the reservation wage
is W = $300,000; and the expected value of the amount diverted from the firm if thé manager

is able to engage in value diversion is 68X = $200,000.



IL. Value Diversion as Pure Wealth Transfer

We begin by com‘paring restrictive and permissive treatment of value diversion under the
assumption that such behavior is a pure transfer of wealth from shareholders to managers. In
the pure transfer case, the costs of value diversion to shareholders are just equal to the beneﬁts‘
to the manager (M = 0). Section III below examines the case in which the benefits of value
diversion to managers exceed the costs to shareholders (M > 0). For expositional ease, we
focus on two polar approaches to value diversion: absolute prohibition and absolute permission.
Our conclusions would be unaffected by a focus instead on the degree of restrictiveness of the

legal regime.

A. Manageriavl Contracts When Value Diversion Is Prohibited;

When value diversion is prohibited, ex ante share value is the difference between the
firm’s expected profit, = + P(e)A, (= P(e)7 + (1 - P(e))x), and the compensation owed to the
manager under the compensation contract (S, «). The contract design problem involves
maximizing ex ante share value subject to incentive compatibility, participation, and minimum

wealth constraints for the manager:

max {7z + P@)A, - S -Ple)aA, }
e,S,a

s.t. eeargmax { S + P(e)aA, - e }; (1)
S + P(e)aA, -e 2 W,
S > 8,

Standard conditions ensure that a solution to this problem involves a profit share a between zero




and one.* In turn, @ > O implies that the incentive compatibility constraint in (1) (which
requires that the choice of e maximize the manager’s objective function given «) reduces to the
first-order condition P'(e)aA, - 1 = 0, or, equivalently, e = e(a), where e(a) is the effort level
defined by the first-order condition. The problem in (1) therefore simplifies to
max {x + P(e(e))A, - S - P(e(a)jaA, }
S, a
s.t. S + P(e(e))aA, -e(a) =2 W,; 2)
S =S,
The function e(e) is increasing in a (de/da = -P’(e(a))/P"(e(a))a > 0), since higher values of
a increase the manager’s payoff from working hard and, hence, increase the manager’s optimal
effort choice.
A managerial contract' (S, «) that solves the simplified contract design problem in (2)
must involve paying as much of the manager’s compensation as possible in the form of profit
sharing. Profit-based compensation encourages managerial effort, whereas straight salary

payrﬁents do not. In our model, if the salary S exceeds the minimum level S,, then S can be

* If @ 2 1, then the term P(e)A_ - P(e)axA_ in the shareholders’ objective function is zero or negative,

whereas lowering « to a level slightly below one would cause that term to turn positive. Meanwhile, the level of
managerial effort induced by « > 1 is e(«) defined by P'(e(a))aA, = 1, and at this level of effort the manager’s
participation constraint is slack, by the assumption that S5 + P(e"®)A, - €™ > W and the fact that the manager’s
payoff is increasing in « > 1. So lowering « from any « > 1 would not violate the participation constraint.
Meanwhile, it would have no effect on the minimum wealith constraint. It follows that a solution to (1) cannot have
a2 1.

Likewise, a solution to (1) cannot have « < 0. At e < 0, the manager’s objective function is everywhere
decreasing in e (as P’(e)a A, - 1 < 0), so the manager has no incentive to exert any effort. If « were increased
to a level slightly above zero, then the manager’s objective function would be maximized at e(a) defined by
P'(e(a))x A, = 1, implying that the manager will exert at least some effort. The technical assumptions that lim,, o
P’(e) = e and lim,, , ~P"(¢) < o then imply that the value of the shareholders’ objective function increases with
an increase from « < 0 to o slightly greater than zero. The manager’s payoff also rises with the increase in «, so

the increase loosens the participation constraint. Meanwhile, it has no effect on the minimum wealth constraint.
It follows that a solution to (1) cannot have a < O. '
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lowered, and a raised, without violating either the participation constraint or the minimum
wealth constraint, and this change would increase ex ante share value, implying that the original
managerial contract could not have been optimal.® § = S, in turn implies that the optimal profit
share a maximizes the objective function in (2) subject to the participation constraint with S = .
So- The participation constraint (with S = S;) is satisfied for all « above a threshold value o
defined by
Se + P(e(@))aA, - e(a) = W.°
It follows that the optimal share « is given by the unconstrained maximand o™ of the objective
function in (2) if that value satisfies the participation constraint and by the minimum value that
satisfies the participation constraint otherwise:
{a* ifa’ 2 &}_
a otherwise

Thus, either the manager is paid more than the resemation wage to induce high effort (¢ = a“),
or the manager’s profit share is the minimum share permitted by the managerial participation
constraint (¢ = a). Since S, < W by assumption, the minimum share permitted by the

participation constraint is positive; the manager must be given at least some share -of the firm’s

profit to attain the reservation wage W.

5 Let a’ denote the higher level of « under the alternative contract with S = S,, and imagine that «’ is

chosen so that the manager’s expected payoff (S + P(e(a))A, - e(«)) is the same as under the original contract.
The change in the manager’s expected compensation (given that the expected payoff stays the same) is e(a”) - e(a).
The change in ex ante share value is then
Ple(a')A, - P(e(a)A, - [e(a’) - e(a)).

This difference is positive, as e(a’) > e(a), d(P(€)A, - e)/de > 0 fore< e, and e{a) < e forall @ < 1. So
lowering S and increasing « would increase the value of the objective function in the problem in (2) without
violating either the participation constraint or the minimum wealth constraint, as asserted in the text.

¢ The derivative of the manager’s expected payoff with respect to a is P(e(a))A, > O (as P'(e{a))axA, - 1
= O*by the definition of e(a)). Thus, if the participation constraint is satisfied at &, then it must be satisfied at «
> a. :

11



In the numerical exampleé described above, the manager’s optimal choice of effort is
given by e(a) = (100,000a)"" (solving P'(e)aA, - 1 = 0 for e). The unconstrained maximand
a" of the objective function in (2) is 0.1, while the minimum profit share permitted by the

managerial participation constraint is 0.1176. The optimal managerial contract in the example

therefore involves S = S, = 0 and a = a = 0.1176.

B. Managerial Contracts When Value Diversion Is Permitted.

We now characterize the optimal managerial contract when value diversion is permitted.
We then compare this contract to the optimal managerial contract when value diversion is
prohibited. As noted above, we begin by focusing on the case in which value diversion is a pure
wealth transfer; section III below relaxes that assumption and describes the effects of value
diversion in settings in which such behavior produces benefits to managers in excess of the costs
to shareholders.

The contract design problem when value diversion (assumed to be a pure wealth transfer)
is permitted is:

max {x + P(e)A,-S-Pe)al, - 06X}
e,S,a

s.t. e eargmax { S + P(e)aA, -e + 68X }; 3)
S + Pe)aA,-e + 86X =2 W;
S =S,
This problem is similar to the problem in (1). The only difference is that the shareholders now
getw + P(e)(1 - o)A, -S - GX (rather than = + P(e)(1 - a)A, - S) of the firm’s profit on an

expected basis, while the manager now earns S + P(e)aA, + 6X (rather than S + P(e)aA,) on-

12



an expected basis. These differences in payoffs reflect the prospect of value diversion by the
manager; the shareholders’ payoff is now lower by 6X, and the manager’s higher by that same
amount. The additional 86X in the manager’s expected payoff means that the manager may now
earn more than the reservation wage W even when S = S, and @ = 0. (In contrast, as noted
above, when value diversion is prohibited, the manager earns less than W when S = S, and «
= 0.)

Because the problem in (3) differs from the problem in (1) only by constant terms in the
objective function and the incentive compatibility and managerial participation constraints, a

solution to'(3) must have e = e(a), S = S,, and « given by

{a' ifa* 2 &}
& otherwise |’
where o’ is the unconstrained maximand of the objective function in (3) and a is the minimum
profit share permitted by the managerial participation constraint (with € = e(a) and S = S,)
when value diversion is permitted:
a = minimum « (2 0) such that S, + P(e(a))aA, - e(a) + 6X > W.

The unconstrained maximand «” is the same as above because the objective function in (3)
differs from the objective function in (1) only by a constant. However, the minimum profit
share a differs from the rhinirﬁum profit share when value diversion is prohibited; the addition
of 6X to the manager’s compensation when value diversion is permitted reduces the profit share
needed to bring the manager up to the reservation wage W. Indeed, when value diversion is
permitted, the minimum profit share may be zero; this will occur whenever S, + 8X > W.

In the numerical example from above, the unconstrained maximand «” is 0.1, and the

minimum profit share permitted by the participation constraint when value diversion is permitted

13



is @ = 0.0438. The difference between @ and a (which is equal to 0.1176 in the numerical
example) reflects the additional $501,OOO that the manager gets when value diversion is permitted;
a smaller profit share is now needed to bring the manager up to the $300,000 reservation wage.
Because o™ > a, the optimal managerial contract when value diversion is permitted has @ = o ‘
= 0.1. The manager’s profit share is thus equal to the unconstrained maximand «”. This
outcome contrasts with the no value diversion outcome, which involves the minimum share a

permitted by the managerial participation constraint.

C. Effect of Value Diversion on Ex Ante Share Value.

Our characterization of optimal managerial contracts without and with value diversion
permits us to assess the competing claims about value diversion and ex ante share value
described in the introduction. Proposition 1 shows that value diversion always reduces ex ante

share value when it operates as a pure wealth transfer from shareholders to managers.

Proposition 1: When value diversion is a pure wealth transfer (M = 0), permitting such

behavior reduces ex ante share value,

Proof: It is useful to distinguish three cases, based on the relationship between o, &, and a.

The cases considered below exhaust the set of possibilities because, as noted above, a < a.
Case 1: a"r < a < a. In this case the optimal managerial contract has @ = a when

value diversion is prohibited and a = a when value diversion is permitted. Ex ante share value
is 7 + P(e(@))A, - W - e(a) when value diversion is prohibited and = + P(e(@))A, - W - e(a)
where value diversion is permitted (substituting -(W + e(&)) or —A(W + e(&)) from the

managerial participation constraint for the sum of expected compensation payments and value

14



diversion profits in the shareholders’ objective function). The change in ex ante share value with

a move from forbidding to permitting value diversion is therefore given by
[Pe(a))A, - e(@)] - [P(@)A, - e(@)]. @
This expression is negative, as e(a) < e (&), d(P(e)A, - e)/de > Ofore < €™, and e(a) < e
for all @ < 1, where e™ is the first-best effort level defined above. So ex ante share value is
lower in the présence of value diversion than in its absence,
Case 2: @ < o < a. Here the optimal managerial contract has @ = a when value
diversion is prohibited and @ = &~ when it is permitted. Ex ante share value is & + P(e(&))A, -

W - e(&) when value diversion is prohibited and (since the managerial participation constraint
is slack when value diversion is permitted) is less than 7 + P(e(a))A, - W - e(a”) when value

diversion is permitted. The change in ex ante share value with a move from forbidding to
permitting value diversion is therefore .less than the difference in (4) with a = o. That
difference is negative or zero (as a” < @), so0 ex énte share value is again lower in the presence
of value diversion than its absence.

Case 3: a < a < o In this case the optimal managerial contract has ¢ = & when
value diversion is prohibited and also when it is permitted. Since managerial compensation is
not adjusted at all with a move from forbidding to permitting value diversion, ex ante share
value falls by 6X ‘(the expected cost of value diversion to shareholders) with such a move.

Q.E.D.
Remarks: (1) Intuition. Proposition 1 shows that value diversion reduces ex ante share value

in spite of shareholders’ ability to adjust the manager’s direct compensation in response. The

intuition for this result is that adjusting managerial compensation to offset profits from value

15



diversion imposes costs on shareholders due to the incentive effects of such adjustments. If
direct compensation could be adjusted by lowering the manager’s salary, then managerialb
incentives would not be affected. However, the manager’s salary will already be at the
minimum feasible level (S,) under an optimal mahagerial céntract without value diversion;_
further decreases are not possible. Adjusting the manager’s direct compensation therefore
requires lowering the profit share «, as occurs whenever o” < @ in our model (cases 1 and 2
above). Lowering the profit share lowers the level of effort that the manager will exert, which
adversely affects éx ante share value. Lowering « méy in fact be so costly that shéreholders
prefer not to do it; this is the case when o™ > & in our model (case 3 above). If « is not
adjusted to offset profits from value diversion, then managerial incentives remain at their
previous level, but ex ante share value falls by the full amount 68X diverted by the manager.

(2) Example. The effects of value diversion on ex ante share value in a principal-agent
setting may be illustrated by reference to the numerical example developed above. Ex ante share
value in the absence of value diversion is given by the value of the objective function in (1) with
e = e(a) (= (100,000)'*"), S = 0, and a« = 0.1176 (see sub-section A above). Ex ante share
value when value diversion is permitted is given by' the value of the objective function in (3)
withe = e(a), S = 0, and ¢ = 0.1 (see sub-section B). The difference in ex ante share value
between the two settings is $199,746, which represents the reduction in ex ante share valﬁe when
value diversion is permitted.

In the numerical example, the relationship between o, a, and a is given by a<a <
a (case 2 above). If, however, the reservation wage were W = $500,000 instead of W =
$300,000, then the minimum profit share permitted by the managerial participation constraint

when value diversion is prohibited would be @ = 0.1863, and the minimum share when value

16



diversion is permitted would be a« = 0.1176. (The unconstrained maximand & would be
unaffected.) Thus, the relationship between o, &, and a would be given by a” < a < a (case
1 above). The optimal managerial contract would involve @ = & when value diversion is
prohibited and @ = a when value diversion is permitted. Ex ante share value in the absence of '
value diversion would be given by the value of the objective function in (1) with e = e(a), S
= 0, and o = 0.1863, and ex ante share value in the presence of value divefsion by the value
of the objective function in (3) with e = e(a), S = 0, and @ = 0.1176. The reduction in ex
ante share value with a move from forbidding to permitting value diversion would be $126,439.
Likewise, if the reservation wage were W = $100,000 instead of W = $300,000, then
the minimum profit share permitted by the managerial participation constraint when value
diversion is prohibited would be a = 0.0438, and the minimum profit share when value
diversion is permitted would be & .= 0, implying @ < a < o (case 3 above). Managerial
compensation would not be adjusted at all with a move from forbidciing to permitting value
diversion. Ex ante share value when value diversion is prohibited would be given by the value
of the objective function in (1) with e = e(e), S = 0, and @ = 0.1; ex ante share value when
value diversion is permitted would be given by the value of the objective function in (3) with
the same parameter values. The reduction in ex ante share value with value diversion would

therefore be $200,000 (= 6X).
D. Magnitude of the Value Diversion Effect.

Our next result relates the magnitude of the fall in ex ante share value with value

diversion to the amount of the firm’s profit that the manager is able to divert.
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Proposition 2: When value diversion is a pure wealth transfer (M = 0), the reduction in ex ante
share value with value diversion is an increasing function of the expected transfer éX.

Proof: The size of the expected transfer 6X has no effect on the optimal managerial contract
when value diversion is prohibited. It may, however, affect the optimal managerial contract
when value diversion is permitted, and it is useful to distinguish two cases on that basis.

Suppose first that @ < o (cases 2 and 3 in the proof of proposition 1). An increase in
0X then has no effect on the optimal managerial contract when value diversion is permitted, as
the manager’s profit share is already above the minimum share permitted by the fnanageriél
participation constraint. The change in ex ante share value with a move from forbidding to
permitting value diversion, for a given 8X, is

Ple(@))(1 - @A, - BX - P(e(a))(1 - a)A,,
where &' = max <a, @> is the manager’s profit share under an optimal manageﬂal contract
when value diversion is prohibited. It follows that as 86X increases, the change in ex ante share
value when value diversion is permitted falls (becomes more negative).

Suppose now that o > o (case 1 above); the managerial participation constraint now
binds when value diversion is permitted, so increasing 6X reduces the manager’s profit share
under an optimal managerial contract (either to a new value of a or to the unconstrained
maximand a’). Substitutihg fér expected compensation payments and value diversion profits in
the shareholders’ objective function, the change in ex ante share value with a move froim
forbidding to permitting value diversion, for a given 8X, is less than or equal to

[Pe@)A, - e(@)] - [Pe(@)A, - e(@)],

where o’ = max <o, @> is the manager’s profit share under an optimal managerial contract
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when value diversion is permitted. This difference gets smaller (equivalently, more negative)
as a' shrinks, which occurs as 8X rises. Q.E.D.
Remark: As an illustration of the result in proposition 2, consideg again the numerical example
from above. Suppose that the expected value that the manager is able to divert from the ﬁrm‘
increases from 6X = $200,000 to 68X = $300,000. Since a < o, the optimal managerial
contract when value diversion is permitted does not change; the only effect of the increase in
6X is that $100,000 less of the firm’s profit ends up in shareholders’ hands. The reduction in
ex ante share value with a move from forbidding to permitting value diversion is therefore

greater with 8X = $300,000 than with 68X = $200,000.

E. Managerial Payoffs and Shareholder-Manager Welfare.

1. Effect of Value Diversion on Managerial Payoffs.

Propositions 1 and 2 above show} that value diversion, operating as a pure wealth
transfer, reduces ex ante share value and does so to a larger degree whén the magnitude of the
expected transfer (6X) is greater. These conclusions suggest that even within the analytical
framework employed by much of the law and economics literature on value diversion, the
traditional legal presumption against such behavior is appropriate. In principal-agent settings,
adjusting managerial coxﬁpenﬁation in response to value diversion is costly for shareholders
(sometimes so costly that shareholders prefer to do nothing in response). Permitting value
diversion reduces ex ante share value as a result.

Permitting value diversion may have a partially offsetting effect on the manager’s
expected payoff, however. ’First, fa<a < a (case 1 above), then the managerial

participation constraint binds when value diversion is prohibited and also when it is permitted,-
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vso the manager’s expected payoff is W in either case (value diversion has no offsetting effect).
Second, if @ < o < a (case 2 above), then the rhanagerial participation constraint binds when
value diversion is prohibited but is slack when value diversion is permitted, so the manager’s
expected payoff is equal to W in the former environment and is greater than W in the Iatter_
environment. Finally, if @a<a<a (case 3 above), then the manager’s profit share is a =
a” both when value dimension is permitted and when it is prohibited, so the manager’s expected
payoff is higher by 86X when value diversion is permitted. The maﬁager’s expected payoff is
therefore either the same (case 1) or greater (cases 2 and 3) when value diversion is permitted

than when it is prohibited.

2. Effect of Value Diversion on Shareholder-Manager Welfare.

As noted above, the normative focus of the existing law and economics literature on value
diversion, and hence the normative focus of our analysis, is the maximization of ex ante share
value. The foregoing discussion suggests, however, that permitting value diversion may increase
the manager’s payoff, even as it decreases share value. A natural question to ask, then, is
whether the increase in the manager’s payoff could ever exceed the fall in share value; if it
could, then permitting value diversion might enhance the joint welfare of shareholders and
managers, in spite of hurﬁng .shareholders as a group.

In fact, the increase in the manager’s expected payoff with value diversion will never
exceed the reduction in ex ante share value. If o" < & (cases 1 and 2 above), then managerial
effort falls from e(&) to e(&’), where o’ = max <a, a> is the manager’s profit share when -
value diversion is permitted, with a move from forbidding to permitting such behavior. The

reduction in effort moves the firm further away from the first-best (e(a’) < e(&) < ¢™) and
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therefore reduces the joint welfare of the shareholder-manager unit. Meanwhile, if a~ > & (case
3 above), then managerial effort is the same (e(e”)) whether value diversion is forbidden or
permitted, so the joint welfare of the shareholders and the manager is the same in both
environments. Thus, although the manager’s expected payoff may rise when value diversion is_
permitted, the welfare of the shareholder-manager unit either falls or, at best, remains at the

same level as before.

1. Efficiency Benefits from Value Diversion

The analysis in section II assumed that value diversion operates as a pure wealth transfer,
imposing costs on shareholders equal to the benefits for managers. In some settings, however,
value diversion may cost shareholders less than it benefits managers (M > O rather than M =
0). This section analyzes such settings. With M > 0, there is a possible counterweight to the
costs of value diversion identified above; the behavior produces independent efficiency benefits,
perhaps because it yields desirable incentive effects (Easterbrook and Fischel 1982).
Nevertheless, permitting value diversion reduces ex ante share value unless the countervailing
efficiency benefits reach a threshold level identified by our analysis. Furthermore, permitting
value diversion reduces ex ante share value regardless of the magnitude of the efficiency benefits
if the manager is paid more thén the reservation wage W to induce managerial effort when value

diversion is prohibited.

A. Managerial Participation Constraint Binds.
We begin by considering the case in which the manager is not paid more than the

reservation wage when value diversion is prohibited; the managerial participation constraint

21



binds under an optimal managerial contract. This case corresponds to cases 1 and 2 in the

analysis of section II.

Proposition 3. If the managerial participation constraint binds under an optimal managerial
contract when value diversion is prohibited, then pérmitting value diversion reduces ex ante’
share value if the differgnce 6M between the expected benefits and the expected direct costs of
the behavior to shareholders satisfies

6M < [P(e(@))A, - e(@)] - [P(e(a))A, - e(a)], S
where @' = max <7, a>.
Proof. Since the‘managerial participation constraint binds under an optimal managerial contract
when value diversion is prohibited, the managef’s profit share is @ = @, and ex ante share value
isw + P(e(&))A, - W - e(&). Meanwhile, when value diyersion is permitted, the manager’s
profit share is a = o', and ex ante share value is less than or equal to T + P(e(&’))A, -W -
e(&’) 4+ OM. Therefore, a sufficient condition for lower ex ante share value when value
diversion is permitted than when it is prohibited is

Ple(a')A. - e(a’) + BM < P(e(@))A, - e(a).

Rearranging this inequality yields the condition in (5). Q.E.D.
Remarks. (1) Intudtion. The i‘ntuition for the result stated in proposition 3 is as follows. If the
managerial participation constraint binds under an optimal managerial contract when value
diversion is prohibited, then moving to an environment in which such’ behavior is permitted
induces shareholders to reduce the degree of managerial profit sharing (measured by «) to either

o or a. This reduction drives managerial effort further away from the first best level e™. If
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the cost of the reduction in effort exceeds the efficiency benefits from value diversion (given by
6M), then ex ante share value will fall. The condition that the cost of the reduction in effort
exceed the efficiency benefits from value diversion is precisely the condition in (5). Since a >

a’, the right-hand side of (5) is positive, implying that 8M must be not only positive but alsol
sufficiently large in magnitude to outweigh the costs imposed by value diversion.

(2) Example. The effect of value diversion on ex ante share value in the case examined
in proposition 3 may be illustrated by reference to the earlier numerical example. Imagine that
value diversion now benefits the manager by $300,000 ($100,000 more than above) while
imposing costs of $200,000 on shareholders. The unconstrained maximand ’is o = 0.1; the
minimum profit share permitted by the managerial participation constraint when value diversion
is prohibited is @ = 0.1176; and the minimum share permitted by the managerial participation
constraint when value diversion is permitted is a =0 (the manager gets the full reservatign
wage of $300,000 just from diverting value from the firm). The optimal managerial contract
therefore involves @ = o when value diversion is prohibited and @ = & when value diversion
is permitted. Ex ante share value is given by the value of the objective function in (1) with ¢
=e{a), S =0, and @ = 0.1176 when value divelfsion is prohibited and by the value of the
objective function in (3) with e = e(a), S =0, and a« = 0.1 when value diversion is permitted.

The reduction in ex ante share value when value diversion is permitted is $199,746.

B. Managerial Participation Constraint Is Slack.
We now consider the case in which the managerial participation constraint does not bind
under an optimal managerial contract when value diversion is prohibited. Here the manager is

paid more than the reservation wage to induce managerial effort. This case corresponds to case’
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3 in the analysis of section II.

Proposition 4. If the managerial participation constraint does not bind under an optimal
managerial contract when value diversion is prohibited, then perrﬁitting value diversion always
reduces ex ante share value.

Proof. If the managerial participation constraint does not bind under an optimal managerial
contract when value diversion is prohibited, then the manager’s profit éhare when value
diversion is prohibited is @ = «~, which implies ot > @ and, hence, o* > . The ‘manager’s
profit share under an optimal managerial contract when value diversion is permitted is therefore

a = o as well. The difference in ex ante share value between the environment in which value

diversion is permitted and the environment in which it is prohibited is thus -8X, which is always

negative. Q.E.D.
Remark. Intuitively, when managers are paid more than their reservation wage to induce them
to exert effort on shareholders’ behalf, permitting value diversion causes no adjustment in their
other compensation. Ex ante share value therefore falls by the full expected transfer 6X,
regardless of the magnitude of the efficiency benefits of value diversion.

Our results suggest that value diversion often reduces ex ante share value even when it
costs shareholders less than it benefits managers. It follows that assigning to shareholders a
right that rnanagerg value more highly (for example, the right to take business opportunities of
the firm) need not reduce ex ante share value; it may well enhance it. Higher value of the right
in managers’ hands does not imply that the right belongs in those hands if the goal is maximizing

ex ante share value.
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C. Managerial Payoffs and Shareholder-Manager Welfare.

Permitting value diversion, even when it imposes direct costs on shareholders less than
the benefits to managers, may also be undesirab1¢ from the perspective of maximizing joint
shareholder-manager welfare. To be sure, assigning the right to the manager in our model (i.‘e. ,
permitting value diversion) will often increase the manager’s expected payoff. In the case
considered in proposition 3 (in which the managerial participation constraint binds under an
optimal managerial contract when value diversion is prohibited), the manager’s expected payoff
increases with value diversion if the optimal profit share when value diversion is permitted is
«’, and it is unchanged if the optimal profit share when value diversion is permitted is a.
Meanwhile, in the case considered in proposition 4 (in which the managerial participation
constraint does not bind under an optimal managerial contract when value diversion is
prohibited), permitting value diversion does not produce any offsetting adjustment in the
manager’s direct compensation, so the manager’s expected payoff increases by 6X. In either
case, however, the increase in the manager’s expected payoff may be insufficient to offset the
dec;rease in ex ante share value. In the case considered in proposition 3, managerial effort falls
from e(&) to e(&’), where @' = max < @, @>, with the move from prohibiting to permitting
value diversion, and the decrease in effort moves the firm further away from the first-best. The

cost of the reduction in Iﬁanagedal effort from the standpoint of the shareholder-manager unit
is [P(e(&))A, - e(&)] - [P(e(&’))A, - e(&’)], and this cost exceeds the efficiency benefits of value
diversion whenever the inequality in proposition 3 holds. On the other hand, in the case

considered in proposition 4, managerial effort is e(e”) whether value diversion is prohibited or ’-

permitted, so the only effect of permitting the behavior is to transfer a right to the party who
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values it most highly. In that case, permitting value diversion enhances the joint welfare of the
shareholders and the manager, due to shareholders’ failure to attempt to mitigate their losses

from value diversion by adjusting managerial compensation in response.

IV. Conclusion

A common view in the law and economics literature is that managerial value diversion
either has no effect on ex ante share value or actually enhances shareholder wealth as a result
of independent efficiency benefits of such béhavior. This paper queétions that common view.
We show that even within the analytical framework employed by proponents of this view,
permitting value diversion often reduces ex ante share value. Share value aiways falls when
value diversion is a pure wealth transfer, and it also falls when value diversion generates
independent efficiency benefits if managers are paid more than the reservation wage to induce
managerial effort when value diversion is prohibited. Share value may also fall if managers are
| paid fhe reservation wage when value diversion is prohibited; it is certain to fall if the efficiency
benefits of value diversion are below the threshold level identified by our analysis. The effects
of value diversion in a principal-agent setting therefore provide support for the traditional legal

presumption against such behavior,
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