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AN EXPERIMENTAL INVESTIGATION OF THE EFFECTS OF
CONTRACT FRAME AND DISCRETION IN
PERFORMANCE EVALUATION ON EFFORT

The design of incentive compensation plans is critical to a company’s success.
This study develops and validates a theoretical model to examine how incentive contract
framing affects effort. This study uses an experiment to observe the effect of the
manipulation of incentive contract frame and the presence or absence of principal
discretion in performance evaluation on effort. The results of the experiment show that
when principal discretion in performance evaluation is absent, penalty contracts induce
greater effort than bonus contracts. The results of the experiment also demonstrate that
the interaction of principal discretion in performance evaluation and contract frame
influences how agents view the perceived fairness of their incentive contract.
Specifically, principal discretion in performance evaluation increases perceived fairness
under a penalty contract but not under a bonus contract. This study also extends prior
research by documenting that perceived fairness explains how incentive contract frame
affects trust and effort.
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Chapter 1  Introduction
1.1 Chapter Overview

The first chapter is structured as follows: Section 1.2 discusses incentive contract
framing and Section 1.3 introduces principal discretion in agent performance evaluation.

Section 1.4 describes this dissertation’s contributions.

1.2 Incentive Contract Framing

The design of incentive compensation plans is critical to a company’s success. An
incentive contract can be framed as either a bonus that rewards agents for achieving
certain performance goals or as a penalty that decreases compensation if agents fail to
meet performance goals.! The effects of bonuses and penalties on managers’ effort
remains unclear because prior research has found mixed results.

Conventional economic theory suggests that when two contracts are economically
equivalent, agents should be indifferent when choosing between them. “Economically
equivalent” means the monetary payoff is the same whether the firm frames the contract
as a bonus or a penalty. For example, a bonus contract that pays a salary of $10,000 and
a bonus of $1,000 if the performance target is reached is equivalent to a penalty contract
that pays a salary of $11,000 and a penalty of $1,000 if the performance target is not

achieved. The two contracts are economically equivalent because both contracts pay

1 Although bonus contracts are more common than penalty contracts, interest in and use of contracts that
include elements of both penalties and bonuses or “bonus-malus” contracts” is becoming more common.
The implementation of bonus-malus contracts is increasing as a result of “clawback provisions” that target
excessive CEO compensation. For example, UBS has used a bonus-malus structure for all executive cash
awards since 2009 (Christ et al. 2012).
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$11,000 if the performance target is attained and $10,000 if the performance target is not

achieved.

Research shows that the framing of incentive contracts can change agents’
preferences. Luft (1994) studied the role of decision-framing on preferences for bonus
and penalty contracts and found that agents preferred bonus contracts to economically
equivalent penalty contracts. Luft (1994) suggests that agents preferred bonus contracts
due to loss aversion, which refers to the idea that people tend to be more sensitive to
losses than gains (Kahneman and Tversky 1979). Agent preference for bonus contracts is
also consistent with what is observed in practice where bonus contracts are more
prevalent than penalty contracts (Christ et al. 2012; Frederickson and Waller 2005;

Hannan et al. 2005; Luft 1994).

In a contract setting where the contract specifies the payout for each possible
outcome, penalty contracts induce more effort than bonus contracts (Hannan et al. 2005).
Hannan et al. (2005) found that even though agents preferred bonus contracts to penalty
contracts, agent effort was higher under a penalty contract than an economically
equivalent bonus contract. Using the same explanation as Luft (1994), Hannan et al.
(2005) concludes that loss aversion caused agents to expend more effort under the
penalty contract than under the bonus contract. Agents were more averse to paying a
penalty than not receiving a bonus so they chose a higher effort level under the penalty

contract to avoid paying the penalty (Hannan et al. 2005).

Hannan et al. (2005) call for additional research to understand the full range of

costs and benefits associated with each type of contract. Because agent effort was higher
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under penalty contracts, offering a bonus contract gives up the benefit of this increased

effort. Therefore, it is no longer clear that offering a bonus contract maximizes firm

profit (Hannan et al. 2005). A more comprehensive explanation is also needed to better

understand the conditions under which firms should use bonus contracts versus penalty

contracts. The figure below illustrates the Hannan et al. (2005) model:

Figure 1: Hannan et al. (2005) Model

[ ———————

1
Contract Frame |

[

|
: Bonus =0 <
|
|

Task Under Contract

Penalty=1 | =

| Perceived
| Fairness . P

.
| Expected L~
| Disappointment J'

Key:

Dashed: Hannan et al. (2005)

Christ et al. (2012) examined the effect of contract framing on effort in a contract

setting with principal discretion. A contract setting with principal discretion allows

principals to use their discretion to determine agent pay (Christ et al. 2012). Christ et al.

(2012) found that when contracts included principal discretion, agent effort on a

subsequent task that was not under a contract was greater under bonus contracts relative

to penalty contracts because bonus contracts induced a more trusting environment.
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The figure below illustrates the Christ et al. (2012) model:

Figure 2: Christ et al. (2012) Model

Perceived + Signal of
Intrusion Questioning
Competence

+ Perceived Signal of
Autonomy Questioning
Integrity
Contract Frame
Bonus =0
Penalty = 1 v v

Perceived Trust

|+

Reciprocal Trust

Task Under Contract

| +

A4

Key:
Solid: Christ et al. (2012)

Task Not Under Confract

It is unclear whether and how the Hannan et al. (2005) and the Christ et al. (2012)
models fit together. Christ et al. (2012) call for additional research to analyze the various
mechanisms through which contract framing may influence agent behavior. Christ et al.
(2012) suggest that future research examine when the effect of one mechanism might
outweigh the others and when managers should implement a bonus versus a penalty
contract. Understanding how the models fit together will not only improve principals’ use
of contract framing but will also help principals to maximize firm profit (Hannan et al.

2005).
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1.3 Principal Discretion in Agent Performance Evaluation

Prior literature on contract framing assumes a contract setting without principal
discretion. A contract setting without principal discretion details the duties of principals
to provide compensation for each potential future outcome (Christ et al. 2012). In
practice, however, most contracts allow principals to use their discretion to pay agents.
Incentive contracts with principal discretion are more common than incentive contracts

without principal discretion (Prendergast 1999; Bol 2008).

Principal discretion in agent performance evaluation means that principals use
subjective judgment to assess agent performance. Principal discretion may be based on
personal impressions, feelings and options, rather than on external facts (Bol 2008). By

definition, the correctness of principal discretion cannot be determined by a third party.

Principal discretion in agent performance evaluation is commonly introduced with
the use of ex post discretional adjustments based on factors other than the performance
measures specified ex ante (Gibbs et al. 2004; Bol 2008). Other ways of introducing
principal discretion are by using subjective performance measures and by allowing for ex
post flexibility in the weighting of objective performance measures (Bol 2008). Principal
discretion in agent performance evaluation falls onto a continuum. Principals who allow
for ex post adjustments to objective performance measures may use less discretion than
principals who combine all three types of discretion. The type and amount of principal

discretion depends on the contracting problem (Hoppe and Moers 2011).

Most research on principal discretion is based on agency theory. The main

purpose of principal-agent models is to describe the “optimal contract” (Bol 2008). In
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most situations, agents have better information than principals because complete
observation of agent actions is not possible. To address this problem, principals may link
agent pay to performance. However, agents must bear risk due to imperfect performance
measures. The optimal contract balances the need to motivate unobservable agent effort

with the need to minimize the risk to agents (Bol 2008).

Principal discretion compensates for imperfect performance measures such as
objective performance measures, which can be noisy. Objective measures do not account
for all dimensions of agent effort and can be contaminated by uncontrollable events (Bol
2008). The use of discretion improves contracting (Homstron and Milgrom 1991; Budde
2007) and allows principals to use all relevant information known at the time of the agent
performance evaluation instead of the limited information available from objective

measures.

However, the costs of principal discretion must be considered along with its
benefits. The biggest problem with principal discretion is that discretion allows principal
self-interest to bias agent evaluations (Prendergast and Topel 1993; Bol 2008; Bol 2011).
Because contracts with principal discretion are not legally enforceable, principals may
even renege on promises to pay agents. The possibility of reneging causes agents to

withhold effort out of concern that their effort will not be rewarded (Bol 2008).

Principal discretion may also lead to inaccurate assessments (Bol 2008).
Inaccurate assessments can lead to lower productivity because agents will not increase
their effort when they fear that their effort will not be rewarded. Inaccuracies blur the link

between pay and performance which then decreases the effectiveness of the incentive
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plan. Bol (2008) showed a negative relationship between rating inaccuracies and agent
incentives and that centrality bias negatively impacts agent performance. Centrality bias
is the tendency to compress performance ratings, which results in less variance in ratings

than is justified by variance in performance (Bol 2011).

Principal discretion also introduces uncertainty about which measures will be
used to assess performance. This can lead to confusion about how agents can improve
performance. Agents will not be motivated to increase effort unless they understand how
performance improvements can lead to increased reward. Ittner et al. (2003) examined
the introduction of a compensation plan with principal discretion. They found that
discretion in the new plan led agents to complain about the uncertainty in the criteria used

to determine rewards.

Prior literature on principal discretion in agent performance evaluation focuses on
environmental conditions when principal discretion is more common (Hoppe and Moers
2009; Murphy and Oyer 2003) and the specific ways that principal discretion is used in
practice (Bol et al. 2015; Bol and Smith 2011; Hoppe and Moers 2009; Ittner et al. 2003).
Few studies, however, examine the effects of principal discretion on agents (Gibbs et al.
2004; Bol 2008) with the exception of Bol (2008), which shows that principal discretion

negatively impacts agent performance due to centrality bias.

1.4 This Study
This study develops and validates a theoretical model of the effects of incentive
contract framing on agent effort based on the Hannan et al. (2005) and Christ et al. (2012)

models. The study also uses the model to examine whether and how principal discretion
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in agent performance evaluation interacts with incentive contract framing. The effect of
principal discretion in agent performance evaluation is unclear because the effect of
principal discretion depends on the degree to which agents interpret its use as a signal of
trust. The study hypothesizes that the interaction of principal discretion in agent
performance evaluation and incentive contract framing has an asymmetric effect on agent
effort. More specifically, principal discretion in agent performance evaluation and
incentive contract framing increases agent effort under bonus contracts but decreases

agent effort under penalty contracts.

The two independent variables, incentive contract frame and principal discretion
in agent performance evaluation, are each manipulated at two levels. Contract frame is
manipulated with either a positively framed contract that rewarded agents for meeting or
exceeding the performance target or a negatively framed contract that penalized agents
for failing to meet the performance target. The study maintained monetary equivalence
across conditions to isolate the framing effects. Principal discretion in agent performance
evaluation is manipulated by either allowing or not allowing principals to adjust the
performance target that determined whether agents received the reward or paid the
penalty. This manipulation is consistent with practice where firms allow principals to
make ex post discretionary adjustments to performance measures in incentive contracting

(Bol 2008).

The study examines the effect of incentive contract framing and principal
discretion in agent performance evaluation on effort using a computer-based experiment
with two tasks adapted from Christ et al. (2012). The first task, the task under contract,

manipulates both independent variables and uses performance-based pay as defined by

8
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the experimental condition. The study’s second task, the task not under contract, is not
governed by an incentive contract and measures the trust effect from the first task. The
second task allows the principal to have complete discretion over the agent’s pay. The
manipulation of incentive contract frame and principal discretion in the first task is

expected to affect the results in the second task.

The two primary dependent variables are agent effort on the task under contract
(the first task) and agent effort on the task not under contract (the second task). Agent
effort is represented by the amount of points agents choose to invest in each task. This
costly choice meets the definition of effort found in prior research (Fehr et al. 1993). The
study also adds in the other factors from the previous two models for the supplemental
analysis: perceived fairness and expected disappointment from Hannan et al. (2005) and
perceived intrusion, perceived autonomy, signal of questioning competence, signal of
questioning integrity, perceived trust, and reciprocal trust from Christ et al. (2012). The
study measures these items using agents’ responses to questions in the experimental

instrument.

The combined model suggests that the interaction of principal discretion in agent
performance evaluation with incentive contract frame will decrease (increase) effort
under a penalty (bonus) contract frame. The use of the penalty (bonus) contract frame
with principal discretion will lead to higher (lower) levels of expected disappointment
and perceived intrusion and lower (higher) levels of perceived fairness and perceived
autonomy than the use of the penalty (bonus) contract frame without principal discretion.

These effects will lead to lower (higher) levels of trust, effort and performance under the
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penalty (bonus) contract frame with principal discretion than under the penalty (bonus)

contract frame without principal discretion.

Results do not support these predictions. The use of the penalty (bonus) contract
frame with principal discretion did not decrease (increase) effort. The use of the penalty
contract (bonus) contract frame with principal discretion did not lead to significantly
higher (lower) levels of expected disappointment, perceived intrusion and perceived loss
of autonomy and lower (higher) levels of perceived fairness than the use of the penalty
(bonus) contract frame without principal discretion. Therefore, there were no significant
differences in levels of trust, effort and performance between the penalty (bonus) contract
frame with principal discretion and the penalty (bonus) contract frame without principal

discretion.

This study, however, finds an interaction between principal discretion and
contract frame. Specifically, principal discretion increases perceived fairness under a
penalty contract frame but not under a bonus contract frame. The results also show that
when a penalty contract includes principal discretion, there is no significant difference in

perceived fairness between a bonus contract and a penalty contract.

This study extends prior research by showing that perceived fairness brings
together the Hannan et al. (2005) and Christ et al. (2012) models. Similar to Hannan et
al. (2005), this study finds that effort was greater under a penalty contract than under a
bonus contract in a setting without discretion. Also, similar to Christ et al. (2012), this

study shows that bonus contracts create a more trusting environment than penalty

10
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contracts. Contrary to prior research, however, this study finds that perceived fairness

explains how contract frame affects effort and the trust environment.

This study provides several important contributions to academic literature and
practice. First, this study reconciles the theory and findings of Hannan et al. (2005) and
Christ et al. (2012). Because prior contract framing studies theorized alternative
mediating paths, it was unclear how incentive contract framing shapes agent beliefs. By
bringing together the Hannan et al. (2005) and Christ et al. (2012) models, this study
helps academics to better understand the underlying mechanisms for how contract

framing influences agent beliefs.

Second, the study extends the principal discretion in compensation contracting
literature. Prior literature on principal discretion focuses on the benefits and costs of
principal discretion without examining whether principal discretion changes the effects of
incentive contract framing. The results of this study show that principal discretion in
performance evaluation significantly improves the perceived fairness of penalty

contracts.

Third, this study is the first to analyze whether and how principals’ use of
discretionary adjustments to performance measures interacts with incentive contract
framing. Prior literature has just begun to examine the different types of principal
discretion in incentive contracting (Bol 2008; Hoppe and Moers 2011). Christ et al.
(2012) introduces a form of principal discretion that is not based on performance
measures. However, in practice, principals use discretion to make ex post adjustments to

performance measures. Prior literature shows that these two types of principal discretion
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have different determinants (Bol 2008; Hoppe and Moers 2011). Therefore, it is
important to understand whether and how principals’ use of discretionary adjustments to

performance measures changes the contract framing effects on agent behavior.

Fourth, the results of the study are important for managers who design and
implement incentive contracts. The results of the study suggest that managers who design
incentive contracts may want to consider both the use of principal discretion in agent
performance evaluation and contract frame (bonus vs. penalty). The study finds that the
use of ex post discretionary adjustments to performance measures significantly improves

the perceived fairness of penalty contracts.

The next chapter reviews the relevant contract framing literature with a focus on
Hannan et al. (2005) and Christ et al. (2012) and the literature that examines principal
discretion in agent performance evaluation; Chapter 3 develops the hypotheses; Chapter 4
details the research methods used to test the hypotheses; Chapter 5 presents data analysis
and the results and Chapter 6 summarizes the results, the study’s limitations and future

research directions.
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Chapter 2 Literature Review
2.1 Chapter Overview

This chapter presents a brief summary of the background literature which is
organized into two categories. Section 2.2 summarizes the literature on the effects of
incentive contract framing. This section includes a detailed review of Hannan et al.
(2005) and Christ et al. (2012). Section 2.3 looks at both the benefits and costs of
principal discretion in agent performance evaluation. Section 2.4 concludes with a

summary of the chapter.

2.2 Effects of Incentive Contract Framing

2.2.1 Framing

“Framing” refers to the wording of a task that can describe the judgment or
decision either in positive or negative terms (Bonner 2008). Tversky and Kahneman
(1981) introduced “risky choice” framing with their “Asian disease problem.” The “risky
choice” frame asked individuals to make a choice between a risky or riskless alternative.
Both alternatives were described either in positive or negative terms. Tversky and
Kahneman (1981) found a “choice reversal.” The majority of individuals chose the
riskless alternative when given the positively framed version of the task but chose the
risky alternative when given the negatively framed version of the task. Tversky and
Kahneman (1981) explained this choice reversal with their theory called “prospect
theory.” Prospect theory predicts that individuals are risk averse in choices involving

gains and risk seeking in choices involving losses (Kahneman and Tversky 1979).
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2.2.2 Preference for Bonus Contracts vs. Penalty Contracts

In practice, most incentive contracts are framed as bonus contracts rather than
penalty contracts (Luft 1994; Frederickson and Waller 2005; Hannan et al. 2005; Church
et al. 2008; Christ et al. 2012; Brink and Rankin 2013). The first study to investigate this
topic was Luft (1994). Using an experiment where participants chose between a contract
with a flat rate and a series of bonus or penalty incentive contracts, Luft (1994) found that
individuals preferred bonus contracts to penalty contracts. The study concluded that
principals would have to pay agents more to accept a penalty contract than a bonus
contract.

Luft (1994) proposed three possible explanations for the study’s results. First,
agents preferred bonus to penalty contracts due to loss aversion (Kahneman and Tversky
1979). Because contracts labeled “bonus” aroused a positive “gain” association and
contracts labeled “penalty” aroused a negative “loss” association, agents preferred bonus
contracts. Second, agents associated nonmonetary payoffs with bonus contracts because
contracts labeled a “bonus” had connotations of approval and reward. Third, bonus and
penalty contracts in practice have implicit contract terms: “bonus” implies both a
guaranteed base amount and an additional future payoff and “penalty” implies that the
base amount was uncertain without any future benefit (Luft 1994).

Frederickson and Waller (2005) supported Luft (1994)’s findings that loss
aversion caused agents to prefer bonus contracts to penalty contracts. In an experimental
setting where principals interacted with agents, Frederickson and Waller (2005) showed
that agents in the penalty group demanded higher pay than agents in the bonus group.

The study also found that principals accommodated agents’ loss aversion by increasing
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expected agent pay in the penalty group relative to the bonus group (Frederickson and
Waller 2005).

Brink and Rankin (2013) extended Luft (1994) by testing whether risk preference
and loss aversion justified why agents prefer bonus contracts to penalty contracts. The
study also contributes to prior literature by examining contracts with combinations of
bonus, penalty and clawback incentives. Brink and Rankin (2013) found not only that
loss aversion and risk preferences explained agents’ preferences for bonus contracts but
the study also demonstrated that bonus contracts were preferred to contracts framed as

combinations of bonus and penalty incentives.

2.2.3 Effect of Contract Framing on Effort in a Contract Setting without Principal
Discretion

Several papers examine the effect of contract framing on effort in a contract
setting without principal discretion (Hannan et al. 2005; Church et al. 2008; Hossain and
List 2012). A contract setting without principal discretion is one that does not allow for
principal discretion because the contract specifies the financial obligations of principals
to agents for each potential future outcome. Consistent with prospect theory’s
predictions and loss aversion, all three studies showed that penalty-framed contracts
motivated higher effort than bonus-framed contracts.

The purpose of Hannan et al. (2005) was to provide an understanding of whether
and how factors underlying agents’ preference for bonus contracts affected agent effort.
Specifically, the study explored the following questions: 1) does agent effort differ under
economically equivalent contracts framed in bonus versus penalty terms and if so, which
type of contract results in higher effort and 2) does expected disappointment or perceived

fairness mediate any effect of contract frame on agent effort (Hannan et al. 2005)?
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The underlying tension for the study came from two opposite predictions. On the
one hand, the theory of reciprocity predicts that agent effort will be greater under bonus
contracts than under penalty contracts. Agents who view bonus contracts as fairer than
penalty contracts will reciprocate by expending more effort under bonus contracts than
under penalty contracts (Hannan et al. 2005). In the study’s post-experimental questions,
Luft (1994) found that agents preferred bonus contracts to penalty contracts because
agents viewed bonus contracts as fairer than penalty contracts.

On the other hand, loss aversion (Kahneman & Tversky 1979) predicts that agent
effort will be greater under penalty contracts than under bonus contracts. Loss aversion
suggests that individuals experience greater disutility from the perceived loss of having to
pay a penalty than from the perceived foregone gain associated with not receiving an
equivalent bonus (Hannan et al. 2005). Agents who expect to experience greater
disutility will expend more effort to avoid the expected outcome than agents who expect
to experience less disutility. Therefore agents under penalty contracts will expend greater
effort than agents under bonus contracts.

Using an experiment, Hannan et al. (2005) assigned participants to either a bonus
or penalty contract. The participants’ task was to choose an effort level. The study also
asked agents about 1) their degree of expected disappointment about not receiving the
bonus or having to pay the penalty and 2) the fairness of their contract. After responding
to the expected disappointment and fairness questions, participants were given a
description of the contract used in the other condition and were asked whether they

preferred the bonus or the penalty contract (Hannan et al. 2005).
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The answer to Hannan et al. (2005)’s first research question was that although
agents preferred bonus contracts, agent effort was significantly greater under penalty
contracts than under bonus contracts. Due to loss aversion, agents expected to be more
disappointed about having to pay the penalty than about not receiving the bonus. The
greater disappointment resulted in higher agent effort. Therefore, agent effort was greater
under penalty contracts than under bonus contracts.

The answer to the study’s second research question was that both expected
disappointment and perceived fairness mediated the effect of contract frame on effort.
However, the expected disappointment effect was stronger than the perceived fairness
effect. The expected disappointment effect was due to loss aversion that made agents
more averse to having to pay the penalty than foregoing an economically equivalent gain.
The perceived fairness effect was due to reciprocity which caused agents under bonus
contracts to choose more effort than agents under penalty contracts because agents
viewed bonus contracts as fairer than penalty contracts.

Using an experiment without principal discretion, Church et al. (2008) examined
the effect of contract frame on effort for a task that led to higher performance with
increased effort. Previous research used a traditional “effort choice” setting that did not
include performance effects. Church et al. (2008) also tested whether contract frame
motivated effort differently in the presence or absence of an effective financial incentive
for performance. Church et al. (2008) found that the penalty-framed contract motivated
higher task performance for agents whose performance fell within the bonus or penalty
range (i.e. where financial incentives were effective in motivating performance).

Performance did not differ based on contract frame for agents whose performance
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resulted in them receiving either the minimum or maximum payment (i.e. where financial
incentives were not effective in motivating performance).

Hossain and List (2012) used a natural field experiment to explore how contract
framing increased productivity in a high-tech Chinese consumer electronics company. In
a contract setting without principal discretion, the study predicted that workers under the
penalty contract would outperform workers under the bonus contract due to loss aversion.
Hossain and List (2012) found that workers under the penalty contract significantly

outperformed workers under the bonus contract.

2.2.4 Effect of Contract Framing on Effort in a Contract Setting with Principal
Discretion

Christ et al. (2012) investigate whether principal discretion affects effort under
bonus contracts relative to penalty contracts. Specifically, the study considered whether
effort would be greater under bonus contracts than under penalty contracts in a contract
setting with principal discretion (Christ et al. 2012). The contract setting allows principal
discretion because the incentive contract does not govern all tasks for which the agent is
responsible (Christ et al. 2012).

Christ et al. (2012) is important not only because prior literature assumed a
contract setting without principal discretion (Luft 1994; Hannan et al. 2005; Church et al.
2008; Hossain and List 2012) but also because most incentive contracts in practice allow
principals to have discretion over agent compensation (Christ et al. 2012). In a setting
with principal discretion, principal opportunism is possible (Fisher et al. 2005). As a
result of principal opportunism, agent effort depends on agents’ trust in principals (Christ
et al. 2012). If contract frame affects the trust environment, then prior literature

examining the effect of contract frame on effort is incomplete (Christ et al. 2012).
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The study’s experiment manipulated the incentive contract frame as either a
bonus contract or a penalty contract that governed only one of two tasks. This type of
setting is common in practice because most incentive contracts do not include all of the
tasks for which the agent is responsible (Christ et al. 2012). In the first task, principals
paid agents for performance based on either a bonus or penalty incentive contract. In the
second task, principals paid agents based on their discretion rather than an incentive
contract. With principal discretion, trust becomes important in determining agent effort
(Christ et al. 2012).

In contrast to a contract setting without principal discretion, agent effort in a
contract setting with principal discretion was higher under bonus contracts than penalty
contracts. Christ et al. (2012) found that agent effort was higher because bonus contracts
created a more trusting environment than penalty contracts. The positive framing of the
bonus contract signaled the principal’s trust in the agent. This signal increased the
agent’s trust in the principal which led to increased agent effort on the task not governed
by an incentive contract.

Christ et al. (2012) suggest that both contract frame and the use of principal
discretion are important when examining the effects of incentive contracts. The results
also help to explain why bonus contracts are more common than penalty contracts.
Bonus contracts in a contract setting with principal discretion result in higher agent effort
than penalty contracts.

This section has advanced two theories of incentive contract framing that describe
the effects of incentive contract framing on agent effort. First, in a contract setting

without principal discretion, loss aversion explains why penalty contracts elicit greater
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agent effort than bonus contracts. Agents experience greater disutility from the perceived
loss of having to pay a penalty than from the perceived foregone gain associated with an
equivalent bonus (Hannan 2005). Second, in a contract setting with principal discretion,
the agent’s trust in the principal explains why bonus contracts lead to greater agent effort
than penalty contracts (Christ et. al. 2012). Agents interpret the terms of a bonus contract
as a signal of trust which leads to greater effort on tasks not governed by the contract as
compared to penalty contracts.

In practice, most contracts allow principals to use discretion in evaluating agents.
Therefore, the next section examines both the benefits and costs of principal discretion in

agent performance evaluation.

2.3 Principal Discretion in Agent Performance Evaluation

2.3.1 Benefits of Principal Discretion in Agent Performance Evaluation

This section discusses the benefits of introducing principal discretion in agent
performance evaluation. The benefits include: 1) the mitigation of distortions in
incentives 2) agent compensation risk reduction 3) limitation of measure manipulation 4)
motivation to adapt behavior and 5) reduction of perceived unfairness (Bol 2008). First,
principal discretion in agent performance evaluation compensates for inadequate
objective performance measures. Objective performance measures can be inadequate
because objective performance measures cannot account for all dimensions of the agent’s
job (Holmstrom and Milgrom 1991). Discretion allows principals to include aspects of
agent performance in the evaluation that are not quantifiable rather than only those

aspects that are quantifiable.

20

www.manaraa.com



Several papers have investigated the role of principal discretion in mitigating
incentive distortions (Bol 2008). Murphy and Oyer (2003) examined the role of
discretion in executive incentive contracts. The study examines the trade-offs firms face
in choosing between imprecise objective measures of individual performance, more
accurate but subjective performance measures and broad firm-wide measures. Using a
proprietary dataset of executive bonus plans, the study found that discretion was used to
adjust for imperfect objective performance measures. Moreover, the study showed that
objective measures do not adequately capture the value of manager performance.

In a study by Gibbs et al. (2005), car dealerships used discretion to reward service
managers for value-enhancing efforts that were not easily quantified in formula contracts.
Service jobs were more difficult to measure than sales jobs because service jobs included
measures such as quality of repairs, timeliness of service and customer satisfaction. Car
dealerships found it too costly to include all of these measures in the formula bonus.
Gibbs et al. (2005) found that using discretion motivated service managers to focus on a
wider range of value-enhancing tasks rather than on only those tasks that could easily be
quantified.

Gibbs et al. (2009) showed that firms used discretion as a response to weaknesses
in available objective performance measures. Their car dealership survey data analyzed
the incentive system for managers of several car dealerships. They found that car
dealerships used incentive systems of multiple performance measures and additional
discretionary bonuses to adjust for weaknesses in the objective performance measures.

Second, principal discretion lowers agent compensation risk (Bol 2008).

Objective performance measures can be noisy due to factors outside the control of agents.
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Noisy performance measures require that principals pay a risk premium to risk-averse
agents. Principals can use discretionary adjustments to noisy performance measures to
filter out the compensation effects of the uncontrollable events.

Hoppe and Moers (2011) showed that boards of directors used discretionary
adjustments to address the contracting problem of risk. Discretionary adjustments were
“the ex ante option to ex post override a formula (Hoppe and Moers 2011).” Hoppe and
Moers (2011) used compensation contract data from SEC proxy statements. Specifically,
the study found that firms used discretionary adjustments to reduce risk by adjusting for
uncontrollable events. The study also found that firms increased their use of
discretionary bonuses as performance measures became noisier.

Using car dealership compensation survey data, Gibbs et al. (2004) examined
whether principals used discretion in awarding bonuses to reduce risk. Risk may be due
to uncontrollable factors such as organizational interdependencies or to uncontrollable
events that increased the difficulty of performance targets. They found that the use of
discretionary bonuses was related to the extent of organizational interdependencies and to
the difficulty of the formula bonus target.

Maas, van Rinsum and Towry (2011) studied the willingness of managers to
obtain additional costly information to better assess individual contributions to the team.
They found that because of concerns for fairness and trust reciprocity, managers used
their discretion to obtain this additional information as the team measure became a
noisier measure of individual performance.

Third, principal discretion reduces measure manipulation (Bol 2008). Objective

measures are susceptible to manipulation (Holmstrom and Milgrom 1991; Ittner et al.
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2003). Because agents know which actions affect objective performance measures,
agents can use this information to their benefit at the expense of the firm. Discretion
allows principals to limit measure manipulation because principals can use their
discretion to punish agents who attempt to manipulate measures. Also principals can use
discretion to make adjustments ex post rather than limit their evaluations to the ex ante
objective performance measures. Knowing this, agents have less incentive to manipulate
objective performance measures.

Several papers address the role of principal discretion in reducing measure
manipulation. Gibbs et al. (2004) was unable to show that the use of discretion was
related to the manipulability of the objective measures. Woods (2012) did not find that
principals were more likely to adjust downward for unexpectedly high objective
performance measures the more manipulable the measure. On the other hand, Gibbs et
al. (2009) found that car dealerships were more likely to use discretion the more
manipulable the performance measure. Gibbs et al. (2009) also showed that car
dealerships weighted more heavily those measures that had the least amount of
manipulation.

Indjejikian and Matejka (2011) demonstrated that firms relied more on
performance evaluation that used principal discretion in determining local managers’
bonuses when those local managers had greater influence over the design of internal
accounting systems. When managers had greater influence over the design of internal
accounting systems, the managers obtained private information that could be used to the

managers’ benefit at the expense of the firm. Principals used their discretion in
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performance evaluations to protect themselves against agents’ manipulation of
accounting measures.

Fourth, principal discretion motivates adaptive agent behavior (Bol 2008). A
basic purpose of incentive contract design is to align agent incentives with the goals of
the principal. When new information becomes available after the contract is finalized,
agent incentives may become distorted. Discretion allows principals to incorporate this
new information to restore the alignment of principals’ goals and agents’ incentives.
Principals can incentivize changes to agent performance with the use of either subjective
weights or discretionary adjustments to performance measures.

Hoppe and Moers (2011) found that boards of directors used subjective weights to
assure goal congruity in CEO incentive contracts. The study defined subjective weights
as the ex ante absence of any formula in a contract. A congruity problem existed when
agents’ optimal course of action was difficult to know because of environmental
unpredictability. Subjective weights addressed the congruity problem because subjective
weights allowed principals the flexibility to incorporate any information that was relevant
at the time of agent performance evaluation rather than only the information that was
available when the contract was signed.

Using car dealership survey data, Gibbs et al. (2009) examined whether
dealerships weighted performance measures with uncontrollable risk less than
performance measures with more controllable risk. Controllable risk was defined as
environmental uncertainty that agents can react to and uncontrollable risk was defined as

environmental uncertainty that agents cannot react to (noise). Gibbs et al. (2009) found
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that dealerships used discretion to weight more heavily those performance measures with
controllable risk than performance measures with uncontrollable risk.

Bol et al. (2015) showed that principals were less willing to make discretionary
adjustments to agent performance measures for an uncontrollable event when future
event likelihood 