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Total quality management (TQM) has received considerable attention as a way to
increase both the effectiveness and the efficiency of corporations (Bounds et.al,
1994; Grant, Shani and Krisnan 1994; Olian and Rynes 1991; Powell 1995; Ross
1993). Concerned primarily with the delivery of customer satisfaction, the propo-
nents of quality and/or TQM (Deming 1986; Juran 1992; and Crosby 1979) have
developed principles and procedures for achieving total quality and meeting multi-
ple corporate goals. Empirical evidence regarding outcomes is mixed; success and
failure case studies abound, statistical methodologies are questioned, and more
rigorous empirical studies present some positive findings (Powell 1995). Some
maintain that the reasons for the failure of TQM systems is incompatibility between
existing Western management thought which is grounded in economic models, and
the TQM paradigm, which evolved from statistical theory, and has its own set of
assumptions (Grant, Shani and Krisnan 1994). Despite such mixed empirical results,
TQM continues to be promoted and implemented. This is the beginning point for
our examination of TQM. The TQ management paradigm is practiced in economi-
cally and culturally diverse environments, including those which embrace an
economic perspective, complete with maximisation of shareholder wealth, self-in-
terest, rational decision makers, separation of ownership, and agency costs (Grant,
Shani and Krishnan 1994).

While principal-agent relationship issues have been long recognised (Radner
1992), it is the modern field of corporate finance which has examined in detail the
relationship between a principal (the owner) and their agent (frequently a manager)
in a firm (Fama 1980; Jensen and Meckling 1976). Agency issues have also been
expanded beyond finance into other functional areas of management such as
organisational behaviour and strategy. Essentially, agency theory maintains that a
potential principal-agent problem arises when the goals of the two parties diverge,
and there exists the opportunity for the agent to engage in actions contrary to the
best interests of the principal. Agency costs result when both the principal and the
agent incur costs in an attempt to prevent the agent from engaging in actions that
are not in the best interests of the principal (Fama 1980; Hill and Jones 1992; Jensen
and Meckling 1976; Ross 1973). There exists a vast and rich literature which
explores this relationship, but it does not explore the implication of adopting TQM
principles on the principal-agent relationship.

It is our belief that many of the principles of TQM which have been used
successfully to enhance corporate performance can also be used to help manage the
principal-agent relationship and that these principles can be effective tools in
reducing agency costs. We agree with Grant, Shani and Krishnan (1994) that TQM
"requires a radical and pervasive change within the firm" but believe that the
economic based management paradigm is too entrenched in Western firms and
therefore TQM must fit or be fit into this structural factor. The purpose of this article
is to present arguments which demonstrate the linkage and consistency between
TQM and agency issues and which will allow for further development and testing
in subsequent articles.
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This article will be comprised of three parts. The first part will deal with a
review of the basic principles of TQM. The second part is a brief review of agency
theory. The third and main part of the article will deal with how TQM principles
can be utilised by a firm to reduce agency costs.

L Total Quality Management

Bounds et.al,, (1994) note that TQM is difficult to define for a number of reasons
including the evolutionary factor of the concept, the different stages of implemen-
tation of TQM practice by firms, and organisational differences resulting in multiple
forms of TQM. Despite these issues, many have tried to define TQM, including
Bounds et.al, (1994) who cite Rampey and Roberts’ (1992) definition of "...a
people-focused management system that aims at continual increase in customer
satisfaction at continually lower real cost. TQM is a total system approach (not a
separate area or programme), and an integral part of high-level strategy. It works
horizontally across functions and departments, involving all employees, top to
bottom, and extends backwards and forwards to include the supply chain and the
customer chain...."

From the works of Deming (1986), Juran (1992) and Crosby (1979), we have
summarised the principles of TQM as (1) customer focus, (2) management leader-
ship, (3) teamwork, (4) an analytical approach, and (5) continuous improvement.
Other researchers have developed TQM philosophies or factors checklists which
are captured in our five principles (see, for example, Olian and Rynes (1991) who
present eight philosophies, and Powell (1995) who presents 12 factors).

Customer focus maintains that the primary focus of the firm is the customer
whose inputs drive the design of products and services. The quality of products and
services is determined solely by the customer. This belief has motivated Ishikawa
to define a "total quality company" as one that "designs, develops and produces and
services quality products which are the most economical, most useful and always
satisfactory to the customer".

Management leadership requires visible effective feadership where top man-
agement will demonstrate a visible commitment to manage utilising TQM principles
and place quality ahead of other pressing demands and objectives. Deming (1986)
asserts that the primary focus of managers should be on helping people to do a better
job to meet and exceed customer expectations.

TQM asserts the centrality of teamwork to corporate success. Teamwork is a
broad concept that encompasses employee empowerment, vertical deployment of
quality initiatives, and emphasis on process and cross-functional co-ordination
(Saraph, Benson and Schroeder 1989; Tuttle 1991; in Olian and Rynes 1991). TOM
requires members of the firm to work together, combining their skills and ideas to
enhance the quality of their work. Employee empowerment maintains that the
authority over delivering and improving products and services must be in the hands
of the "doers" rather than the overseers. Vertical deployment of quality initiatives
stresses the importance of having everyone in the organisation understand how their
work affects key organisational objectives. TQM also emphasises process and
cross-functional co-ordination. This emphasis on process reduces buck-passing and
finger-pointing and encourages employees to think of themselves as internal cus-
tomers and suppliers (Olian and Rynes 1991). Management in a TQM organisation
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will reinforce and reward quality improvement contributions. Deming states that it
is the role of management to eliminate fear, to encourage open communication and
the sharing of information, to break down barriers between departments, and to
encourage problem-solving through cross-functional teamwork.

TQM is based upon an analytical approach and the use of statistical methods.
Managers will use statistical methods to control and improve processes, and data
based analysis will direct management decisions. Deming (1986) encourages firms
to utilise modern methods of training using statistics and to use statistical methods
for the continual improvement of quality and productivity.

Finally, TQM is based upon the belief in continuous improvement to satisfy
customer expectations and lower costs. Managers must actively pursue quality
improvement through a continuous cycle that focuses on assessing and also on
planning, doing, and verifying improvements of key processes. Deming (1986)
states that managers must continually search for problems in the system and seek
for ways to improve them.

I1. Agency Theory

An agency relationship can be defined as one in which one or more persons (the
principal(s)) engages another person (the agent) to perform services on their behalf
which involves delegating of some decision making authority to the agent (Jensen
and Meckling 1976; Ross 1973). The cornerstone of agency theory is the assumption
that the interests of the principal and the agent diverge.

It is interesting to note that economists have long recognised "agency issues”
in the principal-agent relationship. Adam Smith (1776, Vol.2) took a dim view of
the relationship between the shareholders and senior management when he points
out that the "directors of such companies, however, being the managers of other
people’s money rather than their own, it cannot be well expected that they should
watch over it with the same anxious vigilance with which the partners in a private
co-partnership frequently watch over their own... Negligence and profusion, there-
fore, must always prevail, more or less, in the management of the affairs of such a
company" (Radner 1992).

Radner (1992) also points out that one hundred years ago, the typical firm was
a small enterprise, managed by the owners and perhaps a few assistants. The
economies of today’s large industrialised nations are dominated by giant firms with
thousands or even hundreds of thousands of employees (i.e., General Motors). In
such large firms, as many as a third of these employees will be working as part of
the management process. The implications of this shift to large firms with a large
layer of management are decentralised management - the division of labour among
many people, decentralised information which results in bounded rationality and
the decentralisation of incentives. All of these exacerbate the agency issue.

Agency costs can be defined as the monitoring costs incurred by the principal,
the bonding costs incurred by the agent, and any residual loss realised as a result of
divergent interests (Hill and Jones 1992). The traditional approach to managing the
principal-agent relationships is the utilisation of explicit and implicit contracts
between agents and principals (Eisenhardt 1989; Hill and Jones 1992).
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Eisenhardt (1989) states that contracts can be (1) behaviour-oriented, which
includes mechanisms such as salaries, hierarchical governance, such as legal factors
and monitoring by the board of directors or; (2) outcomes-oriented, which includes
incentives such as commissions and stock options, and market mechanisms such as
the labour market and the market for corporate control. Casual empiricism demon-
strates how the principal-agent relationship can result in outcomes that are less than
optimal for the owner of the firm (the principal). Our principal question concerns
the relationship between the owners and the managers, and how their interests can
be better aligned through the utilisation of the principles of TQM.

II1. Implications of TQM for Agency Theory

By definition, TQM should result in the continuous improvement of the quality of
goods and services provided, leading to customer satisfaction. TQM has been
demonstrated to produce positive results for the firm (Powell 1995). We propose
that a portion of the gains realised by firms which implement a TQM system is a
reduction of agency costs; monitoring costs should be reduced; agents will be less
likely required to have to engage in bonding; or bonding costs will be reduced (lower
risk); and the residual loss should decrease. We have three related propositions:

Proposition 1: Monitoring costs are negatively related to
the implementation of TQM principles.

Proposition 2: Bonding costs are negatively related to
the implementation of TQM principles.

Proposition 3: Residual loss is negatively related to the
implementation of TQM principles.

IV. Underlying Assumptions of Agency Theory

We will demonstrate the linkage between TQM and agency theory by relating the
implementation of TQM to the underlying assumptions of agency theory.

Eisenhardt (1989) presents an excellent summary of the underlying assump-
tions of agency theory. While the assumption of divergent interests of the principals
and the agents is necessary for the agency problem to exist, several other assump-
tions, namely information asymmetry, bounded rationality, varying degrees of risk
aversion, outcome uncertainty, moral hazard and adverse selection are also impor-
tant in illustrating why residual loss will not be eliminated by any or all of the
traditional mechanisms available to the principal and/or agent.

A. Divergent Interests

We begin with self-interest. Eisenhardt (1989) reviews the contributions of Jensen
and Meckling (1976), Fama (1980), and Fama and Jensen (1983) to divergent
interests between the agent and the principal. Two control mechanisms are dis-
cussed: outcome-based contracts and information systems. The purpose of outcome-
based contracts is to align the actions of the agent (because the agent’s remuneration
is dependent upon their actions) with the interests of the principal. The information
system is intended to reduce the ability of the agent to behave opportunistically.
Because the principal has information about the actions of the agent, the agent will
be less likely to try to deceive the principal. We propose that TQM systems can
substitute for and/or enhance the effectiveness of these two traditional mechanisms.
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The first principal of TQM, customer focus, has implications for monitoring
costs and residual loss. An implicit assumption of customer focus is the creation of
competitive advantage: the customer will regard a firm’s product as superior, and
profitability per customer will increase (higher margins, lower customer defect rate,
increased market share). This long-term goal is clearly consistent with aligning the
interests of the agents with those of the principals’ (Grant, Shani and Krishnan
1994). Furthermore, the emphasis on the customer applies to all employees, not just
those defined as agents. An expected outcome is improved understanding by each
individual of their role in delivering the good or service to the customer (Grant,
Shani and Krishnan 1994). The emphasis on creating and enhancing value added
by managers and employees will eventuate efficiency gains. The principals should
find a reduced need to monitor the agents of the TQM firm, given the expectation
of improved operating performance. The improved performance (Powell 1995) is
evidence of reduced residual loss.

B. Information Asymmetry

The agency theory literature recognises that information asymmetry between the
principal and agent will continue to exist despite the best monitoring efforts.
Examples of this abound in industry. CEOs are accused of falsifying records;
members of the boards of directors are scrutinised for multiple and conflicting board
memberships; CEOs and other top managers are replaced only after several years
of poor performance; large institutional shareholders demand representation on the
board of directors.

The flow of information within the organisation is improved under TQM. The
principals of leadership, teamwork, and an analytical approach require effective
information systems. Within a TQM setting, leaders increase their visibility to
employees through communication (downward, upward, and laterally) and regular
interaction with employees (Olian and Rynes 1991). As a result, their ability to
engage in behaviours which are not consistent with the interests of the principals is
reduced. This is because employees become aware as to how decisions are formu-
lated and implemented and, moreover, employees begin to understand or improve
their understanding of the decisions which are made. This improved knowledge of
the business allows employees to create linkages between properly implemented
decisions and the expected impact on the competitive stance of the firm. As aresult,
the employees take on a new role of monitor. We are not proposing that employees
act as monitors on behalf of the principal, but rather the employees increase their
concern for the welfare of the firm and decisions enacted by agents because of
increased commitment and responsibility to the firm brought about by customer
focus, teamwork, and continuous improvement. As such, the principal will be able
to decrease his/her monitoring effort.

Teamwork has a similar effect. Mid- and low-level managers are at times
replaced by teams or are given a new role as facilitators (Grant, Shani and Krishnan
1994; Olin and Rynes 1991). Either of these outcomes serves to reduce the
discretionary power of these agent. Additionally, information becomes necessary
for employees if they are to assess outcomes and make decisions (Grant, Shani and
Krishnan 1994). While asymmetric information between the principals and the
agents may not be eliminated under this scenario, the negative implications of

. asymmetric information are minimised as the agent, in the new role of facilitator,
loses some decision-making power. This serves to reduce the agents’ ability to
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engage in opportunistic behaviours. Additionally, employees become responsible
for their own actions and efforts which, as proposed earlier, serve to increase their
commitment to the organisation. Both of these factors should reduce the need for
monitoring by the principal, and reduce the need for the agent to utilise the bonding
mechanism and/or reduce the risk (lower the bonding cost).

By definition, an analytical approach requires the creation and sharing of
information (Olian and Rynes 1991). While it is likely that the firm will keep such
information internal for competitive reasons (i.e., this does not reduce information
asymmetry between the principals and agents per se), the improved flow of
information within the firm enhances the employees’ knowledge of the firm and, as
outlined above, their new role monitoring decisions of the agents.

C. Bounded Rationality

Bounded rationality deals not only with imperfect information, but also the inter-
pretation of that information (Williamson 1975). While mechanisms exist to in-
crease the amount of information available (annual reports, boards of directors, etc.),
all such information is subject to interpretation. Interpretation will be influenced by
one’s degree of risk aversion, and relationship to the entity (owner, manager,
employee, etc.) leading to differing conclusions and reactions.

Bounded rationality cannot be eliminated. The impact of bounded rationality
to the agency problem can, however, be altered. Building upon the previous
discussions, we believe that the alignment of interests between the principals,
agents, and employees will improve under TQM. Extending this fact to bounded
rationality leads us to believe that the interpretation of information by principals,
agents, and employees will lead to similar conclusions and agreement upon actions
to be implemented. That is, all of these parties should recognise environmental
threats and opportunities as such, and generally agree to the expected impact on the
firm and, therefore, proactive and/or reactive strategic decisions. For example, when
agents and principals have divergent interests, one party may see an opportunity as
insignificant (would not take advantage of the opportunity), while the other views
the same opportunity as significant (would act to take advantage of the opportunity).
As interests become more closely aligned, this type of situation as described should
be less likely. Assuming that strategic actions are optimal (there still exists the
possibility that all parties will agree upon poor decisions), bounded rationality has
a lower impact on agency costs as less monitoring will be required and residual loss
will be reduced.

D. Risk Aversion

A primary focus of the principal-agent literature is determining the optimal type of
contract (behaviour based contracts vs. outcome based contracts) between the
principal and the agent. Originally, agency theory assumed that the agent would be
more risk averse than the principal because the agent is unable to diversify their
employment while the principal is capable of diversifying their investments. As a
result of their risk aversion nature, agents are assumed to prefer behaviour based
contracts. Eisenhardt (1989) reviews the literature which extends this risk aversion
assumption. She maintains that if one assumes that the principal does not possess
perfect information about the actions of the agent, one way to control the actions of
the agent is to utilise outcome based contracts. These contracts motivate behaviour
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by the coalignment of the agent’s preferences with those of the principal. The
negative consequences of these outcome based contracts are that they transfer risk
back on the agent because outcomes can be impacted by forces outside of the agent’s
control (i.e., government policies, the economic climate, technological change and
others). Also, these contracts are costly, and they can only partially reduce residual
loss.

We propose that TQM contains elements of both behaviour-based and out-
come-based contracts, but avoids some of the negative effects such contracting can
create within the organisation. Deming argues against individual compensation
rewards and for team recognition (compensation) and individual recognition
(praise). His reasoning is found in the principle of teamwork which is thought to
improve the quality and efficiency of the employee. This reduces internal conflicts
between (1) individuals’ pursuits and the goals of the firm and (2) individuals (less
competition between individuals) (Deming 1986). This fosters a spirit of co-opera-
tion and the pursuit of actions which benefit the team and ultimately the firm. Again,
this serves to align the interests of agents and employees and, given the reduction
in divergent interests between agents and principals as outlined, clearly reduces the
principal’s need to monitor. Thus, the degree of risk aversion is not as important an
issue under TQM. Under TQM systems, outcomes, as they affect compensation, are
tied to the group (risk sharing); the group influences outcomes and shares in the
positive aspects (group incentives) and negative aspects (reduced rewards). TQM
also imposes behaviour control on the individual. The teams tend to be self-moni-
toring and governing (Olian and Rynes 1991), resulting in greater responsibility and
commitment to the organisation on the part of employees and agents. As a result,
the agent is more likely to make investment decisions which are consistent with the
investment preferences of the principal’s, regardless of the differences in the degree
of risk aversion.

E. Outcome Uncertainty

The realised outcome is a function of internal efforts (agent’s actions) and external
influences outside the control of the agent, such as changes in competitors’ strate-
gies, government policies, and so forth (Eisenhardt 1989). Eisenhardt (1989) notes
that outcome uncertainty creates problems for preplanning (agent’s actions) and
risk-sharing (which party bears the risk created by uncertainty). The implication is
that the principle-agent conflict is more difficult to solve as outcome uncertainty
increases.

TQM imparts two positive influences on this factor. Firstly, the agent is less
likely to shirk on their efforts (reduced ability to do so and increased commitment
to the firm as discussed above), and their decisions will be more closely aligned
with those the principal would make. Secondly, if the firm is delivering continuous
improvement and customer satisfaction, the external environment will impact the
firm to a lesser degree than non-TQM firms. The TQM firm is concerned wth
dynamic optimisation (Grant, Shani and Krishnan 1994), implying long competi-
tiveness and the ability to quickly react to unexpected new opportunities and threats.

F. Moral Hazard and Adverse Selection

Eisenhardt (1989) defines moral hazard as shirking by the agent and adverse
selection as the agent misrepresenting their skill set. Both factors impart a negative
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effect on the principal-agent relationship. We addressed moral hazard above noting
that teamwork discourages shirking by all employees, including agents, because of
increased commitment, responsibility, and information sharing. The other TQM
principles which act to reduce the moral hazard problem also, as a result of improved
information flow, are leadership and the analytical approach.

There exists evidence that TQM may reduce adverse selection. Olian and Rynes
(1991) note that TQM organisations are noted for recruitment efforts that stress
excellence including "realistic job previews and extensive orientation sessions".
Even if such mechanisms fail to eliminate poor candidates, we believe the negative
expectations of adverse selection is minimised in a TQM environment as a result of
teamwork, employee decision-making, and the reduced discretionary power of the
agent. A counter argument is when the agent is expected to fulfil a leadership role.
In this case, adverse selection could have a serious impact on this underlying
principle of TQM, reducing its effectiveness.

VI. Conclusion

The literature on TQM does present arguments which outline the positive outcomes
of TQM (Bounds et.al., 1994; Olian and Rynes 1991; Powell 1995; Ross 1993). The
literature is also being extended to empirical measurement of TQM systems (Howell
1995). In our article, we demonstrated that the TQM literature is still incomplete
insofar as it fails to consider how TQM can align the interests of the agent with those
of the principal and/or reduce the ability of the agent to engage in opportunistic
behaviour. By integrating agency theory with the TQM paradigm, we illustrated the
impact of TQM to extend beyond buyers, suppliers and the firm to also have a
potentially positive effect on agency costs through the reduction of monitoring costs,
bonding costs and residual costs. Prior to our work, the positive performance
associated with TQM firms was viewed as merely a "TQM issue". We have
demonstrated that these positive effects could be due to the alignment of the agent’s
interests with the principal and also with the agent’s inability to engage in non-op-
timising behaviours and, therefore, residual losses decrease. Additionally, other
gains to the principal - mainly through reduced monitoring costs - were not clearly
delineated. While the TQM paradigms may require radical change in the organisa-
tion, it is consistent with economic based models of the firm, and serves to reduce
the agency problem.
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