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Introduction

Purpose and Scope of this Study

Managerial talent is neither observable nor divisible. Thus, performance measures that evaluate
a manager’s human capital are significant not only for compensating a manager through accurate
appraisal, but also for inferring managerial talent. In practice, however, talent measures are often
imperfect, thereby hindering firms from control of a manager’s behaviors. As such, exploring the
nature of imperfect measures and addressing how firms deal with it are important considerations
in managerial accounting research. In this study, I investigate these issues through the lenses
of both the market for managers and internal control. In particular, I examine how the market
for managerial talent is influenced by imperfect talent measures and how such influence leads to
a different matching of firms and managers. Then, taking the matching of firms and managers
as given, I explore how firms make use of alternative contracting instruments to control man-
agers’ behaviors resulting from imperfect measures. The results provide novel explanations that
increase our understanding of 1) imperfect measures of managerial talent and 2) documented

empirical evidence associated with managerial accounting research.



Outline of this Study

The unifying goal of this study is to better understand the impact of imperfect measures of man-
agerial talent on a manager’s behavior and how a firm attempts to control such behavior in both
the market and firm levels. To distinguish different aspects of and issues developing from im-
perfect measures, Chapter 1 and Chapter 2 first discuss how an imperfect talent measure creates
an agency problem and how firms respond to it when the measure is verifiable. Specifically,
Chapter 1 aims to find a foundation of how imperfect talent measures influence the matching
of firms and managers when managers have career concerns. Having found the tension from a
manager’s career concerns, Chapter 2 studies available, but less-understood contracting devices
as internal control mechanisms that can serve as reputation insurance. Then, shifting the focus
from a verifiable talent measure to an unverifiable measure, Chapter 3 examines, in the context
of CEO hiring, how firms provide incentives to managers for developing firm-specific talent and
the implications for subsequent firm performance and pay.

In Chapter 1, “The Market for Reputation: Repeated Matching and Career Concerns”, I pro-
pose a multiperiod matching model of firms and managers to explain that labor market efficiency
in sorting by imperfect measures may not guarantee economic efficiency in matching. In the
model, firms compete for managerial talent and managers are concerned about their reputation.
Due to the trade-off between match efficiency from productive complementarity and agency costs
from managers’ reputational concerns, assortative matching of firms and managers may fail. |
derive sufficient conditions for such failure with respect to size distributions of firms. The model

can be applied to various agency problems with consideration of the labor market for managers,



which will be particularly useful for analyzing cross-sectional patterns of two-sided matching,
and aggregate firm performance and agency costs.

Motivated by the Chapter 1, in Chapter 2, “Project Selection and Career Concerns: The Role
of Reputation Insurance”, I explore, in the context of CEO turnover, the latent aspects of existing
practices in managerial accounting and control. In particular, this chapter asks how well dif-
ferent governance practices provide incentives for project selection when managers have career
concerns and how such practices influence a firm’s decision of whether to replace their CEO. 1
show that a board of directors’ monitoring, performance disclosure policy, and a severance pack-
age serve as reputation insurance and mitigate a manager’s career concerns through different
mechanisms. However, the incentive effects of reputation insurance are followed by a weak-
ened turnover-performance relation. The board’s monitoring makes the relation weaker since
the board’s information serves as a substitute for the project earnings. The non-disclosure of a
CEQ’s performance at departure weakens the relation due to information suppression. The pres-
ence of severance pay, on the other hand, creates performance tolerance for firms in order not to
pay out, thereby lessening the turnover-performance sensitivity. I also provide empirical predic-
tions related to the existing CEO turnover and governance practices based on the perspective of
reputation insurance.

In contrast to Chapter 1 and Chapter 2, in Chapter 3, “Generalists versus Specialists: When
Do Firms Hire Externally”, the discussion centers on the aspect of unverifiable talent measures.
This chapter is inspired by puzzling observed associations among CEO appointments, pay, and
firm performance. In recent decades, the trend of external CEO hiring has increased, a prac-

tice often involving high outsider pay premiums. Most academics and practitioners ascribe the



practice of outsider premiums to two factors: managerial talent and a match between a firm and
CEO. However, this perspective seems to overlook that, after an outsider CEO is hired, firm
performance often becomes unsatisfactory. To understand the missing link between CEO hiring
choices, I consider CEO hiring as an incentive device for non-CEO employees for firm-specific
talent acquisition. Specifically, I develop a multitask-multiagent team production model where
each task sequentially requires a firm-specific talent and a management decision. Both internal
promotion (the specialist CEO) and external hiring (the generalist CEO) provide incentives of
talent acquisition to non-CEO employees but through different mechanisms. I identify condi-
tions under which either internal promotion remains optimal or external hiring becomes optimal.
This optimal contracting framework for multiple agents also explains why outsider CEOs appear
to be paid more than insider CEOs, and how the performance of external hiring firms tends to be

worse than the performance of internal promoting firms in spite of the higher pay.



Chapter 1

The Market for Reputation:

Repeated Matching and Career Concerns

ABSTRACT

I propose a multiperiod matching model of firms and managers to explain that labor market
sorting with imperfect measures may not guarantee economic efficiency in matching. In the
model, firms compete for managerial talent and managers are concerned about their reputation.
Due to the trade-off between match efficiency from productive complementarity and agency costs
from managers’ reputational concerns, assortative matching of firms and managers may fail. |
derive sufficient conditions for such failure with respect to the size distributions of firms. The
model can be applied to various agency problems with consideration of the labor market for
managers, which will be particularly useful for analyzing cross-sectional patterns of two-sided

matching, and aggregate firm performance and agency costs.



1.1 Introduction

This paper investigates how labor market sorting can impede economic efficiency in matching
of firms and managers. In particular, I argue that performance-based repeated sorting creates
managerial career concerns, thereby distorting equilibrium matching between firms and man-
agers. Much is known about two-sided matching with fixed attributes: when the fixed attributes
on both sides of the market are productive complements, efficient matching involves sorting by
attributes. However, in the context of firms and managers, the characteristics of at least one
side of the match are not always fixed: managers may build their track records, or whenever
managers’ performance is available, firms update their perceptions of managers’ talents. When
the attributes of one side of the market are endogenous, it is unclear whether matching patterns
will be similar to the exogenous case. To answer this question, I propose a multiperiod match-
ing model of firms and managers where firms compete for managerial talent and managers are
concerned about their perceived talent (i.e., reputation).

I find that, even with productive complementarity between firms and managers, sorting by
managers’ performance might lead to distortions in the matching of firms and managers. When
firms and managers are productive complements, the benchmark efficient matching pattern is
well known to be positive assortative (Becker (1973)): the best matched with the best and the
worst matched with the worst. However, repeated sorting generates career concerns, which in-
fluence a manager’s actions, thereby creating agency problems. The induced agency problems
in turn change firms’ preferences for managers, thereby affecting the formation of firms and

managers. That is, a firm faces the trade-off between match efficiency from productive comple-



mentarity and agency costs from managerial career concerns. I derive sufficient conditions under
which this trade off obtains non-assortative matching as an equilibrium.

The model combines four features. First, heterogeneous firms, which differ in size, com-
pete for managerial talent. Second, each manager is of two types, good or bad, but the type
is unknown to everyone, including the manager himself. The type characterizes a managerial
talent in obtaining high quality information with a costly effort. Such information facilitates the
manager’s choice between a risky project and a safe project. Third, firm performance is pub-
licly observed and is used by all market participants to update their beliefs about the talent of
each manager, that is, the manager’s reputation. Lastly, the update in the manager’s reputation
is followed by a rematching between firms and managers. While these features individually are
not new, the interaction between these features shows that the performance-based sorting (labor
market efficiency) may not guarantee efficient matching (economic efficiency).

The underlying reason for this economic inefficiency is a distortion in a manager’s preference
for risk exposure. Due to complementarity between firm size and managerial talent, large firms
are willing to pay more for managerial talent, which makes a manager’s market wage determined
by both a manager’s reputation and firm size. This implies that the distribution of firm size
influences the distribution of market wages for managers with respect to their reputations. Then,
depending on the distribution of market wages, each manager has distinct opportunity costs of
taking the risky project (i.e., induced preference for risk exposure) since a manager’s project
choice in a current period leads to his reputation update with different market wages in the next
period. If the expected future wage upon the risky project is less than the future wage upon the

safe one, a manager prefers to choose the safe project which does not require information. In



this case, a firm needs to offer extra pay to motivate the manager for information acquisition.
If overcoming such a preference is too expensive relative to marginal benefit of the manager’s
reputation, then a firm may find it profitable not to match with the career-concerned manager
even if the manager’s reputation is high.

Interestingly, such distortions in matching are affected by the distributions of firm size. This
is because a distribution of firm size forms a distribution of market wages for managers’ reputa-
tion. Depending on the size distributions of firms, managers’ induced preferences for risk expo-
sure are heterogeneous, and can even be non-monotonic in a manager’s reputation. In particular,
while a high reputation manager may be willing to take the risky project, a medium reputation
manager strictly prefers the safe project if firm size increases faster as rank increases: the faster
increase in firm size at the top of the distribution directly leads to the faster increase in market
wage for a high reputation manager, thereby the managers at the top may actively seek risk while
the medium may not. This logic is reversed once the increase in firm size is fast at the medium
rank but slow at the top rank. Consequently, distributions of firm size influence managers’ in-
duced preferences for risk exposure, thus changing firms’ preferences for managers’ reputation
and affecting cross-sectional matching patterns. The results imply that the size distributions of
firms not only induce agency problems but also change the formation of firms and managers.

Beyond just showing that managers’ career concerns can create distortions in matching, the
model also highlights the importance of scrutinizing a distribution of attributes in conducting
empirical investigations with endogenous matching of firms and managers. In general, the cross-
sectional patterns of matching, incentive contracting, internal control, and investment behaviors

are affected by the size distributions of firms in an economy. To illustrate, consider a set of



the same attributes of firm-manager matches that belong to different economies (with different
size distributions of firms). Then, the model predicts that, even if matches of interest share the
same attributes of firms and managers, depending on which economy they belong to, their in-
centive schemes, investment behaviors, or other policy variables differ. In particular, if firm size
increases faster as rank increases, then the managerial career concerns are most severe at the
medium reputation, thereby leading to higher pay-performance sensitivity or more option-like
incentive schemes for medium reputation managers in order to upset their induced preferences
for the safe project. If an economy has different size distributions of firms, then the option-like in-
centive schemes at the medium reputation will not occur for the same reputation of a manager. In
addition to cross-sectional patterns in incentive contracts, the model predicts similar patterns of
other control devices including corporate investment policies and management turnover depend-
ing on a size distribution of firms. These predictions highlight that considering a size distribution
of firms is as important as considering individual firm’s and manager’s attributes, and that the in-
terplay between the market for managers and agency problems may generate optimal solutions,
which differ from those in the standard principal-agent framework.

The model I propose can be applied to various economic problems where one side’s talent is
traded, including matching of auditor and client, analyst and firm, and lender and borrower. By
introducing variations into agency frictions and/or a matching problem depending on a particular
conflict or friction of interest, the model provides a framework that enables analyzing the inter-
actions between the market forces and agency problems. More specifically, one can analyze the
impact of the labor market on matching patterns (e.g., which auditor matches with which client,

which analyst follows which firm, or which lender lends to which borrower) and on aggregate



performance (e.g., aggregate audit quality, forecast accuracy, or cost of capital). To provide a
direct application, in Section 4, I apply the model to the matching of firms and CEOs and offer a
new insight into CEO turnover-performance sensitivity. I also discuss, in Section 4, the potential
applications of the baseline model in more detail.

The model in this paper is related to recent work on two-sided matching. Tervié (2008)
develops a competitive assignment model to explain the observed levels of CEO pay. By consid-
ering the assignment of CEOs with different ability to firms of different sizes, Tervio shows how
seemingly excessive levels of CEO pay can be derived from competitive market forces with fixed
attributes of two sides and absence of agency problems. While I am following Tervio in determin-
ing a manager’s market wage, in the model I propose, the attribute of a manager (i.e., reputation)
evolves whenever its matched firm performance is realized, thus creating agency frictions in a
dynamic matching framework. Anderson and Smith (2010), the most closely related to this paper
in terms of failure of assortative matching patterns, show that, with unknown ability but evolving
reputation of two sides, matching patterns can be distorted in early periods. The trade-off of this
failure is between the match efficiency and information learning. In Anderson and Smith, ex-
ogenous production generates information about the two sides. Then, by matching with extreme
reputation (0 or 1), one can learn more about his type through exogenous match outcome. In the
framework I propose, a key distinction is that the match outcome is endogeneous. The project
decision made by a manager determines both match outcome and the manager’s new reputation.
It is the endogenous production that creates agency frictions, thus lowering the match efficiency.
Although the predictions of matching patterns in this paper are similar to Anderson and Smith’s,

the results are driven by different trade-offs. Legros and Newman (2007) shows that in the con-
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text of non-transferability of utility, assortative matching patterns need type-payoff (as opposed
to type-type) complementarity. That is, if a matched partner’s exogeneously given transfer is too
high, then positive assortative matching might not arise. Building on the result of type-payoff
complementarity, I endogenize a matched partner’s transfer and derive conditions under which
assortative matching patterns can fail. In addition to these studies, there are some applied studies
that are related to this paper, which I will discuss in more detail in Appendix.

The outline of the present paper is as follows. In Section 1.2, I describe the basic model
setup. After characterizing the economic ingredients, Section 1.3 analyzes a repeated matching
problem with career concerns. In Section 1.4, I discuss potential applications and the possibility

of other equilibria. Section 1.5 concludes.

1.2 The Model

The innovation of this paper is to endogenize the evolution of managerial reputation and to
analyze how this endogeneity influences and is influenced by the labor market for managers. The
economy consists of a continuum of agents (managers) and a continuum of principals (firms).
The economy lasts for three periods. Within a period, the sequence of events is as follows: 1)
at the beginning, the market-wide matching takes place with a single period contract between a
matched principal and an agent; 2) the agent exerts effort to select an investment project; 3) the
investment outcome is realized and payoffs are realized; and 4) both principal and agent return
to the market for the next period matching (if this is the last period, the game ends). All players
are risk neutral and share the same horizon with no discount factor. Also, agents are protected
by limited liability.

11



Heterogenous Principals and Project Selection: The firms differ in their size represented by
S € [Smin, 00) with a well-defined smooth distribution function G(S). Let 1 — G(.S) denote the
index of firm S with high index denoting a smaller firm (e.g., the smallest firm .5,,;,’s index is
largest as 1 — G/(S,.in) = 1). The index can be interpreted as a firm’s rank. Hereafter, I call
1 — G(9) firm S’s rank. Here, the increase in rank is identical with the decrease in index. That
is, if a firm’s rank increases from the top 20% to the top 10%, then the firm’s size increases from
S =G71(0.8) to S = G71(0.9).! To analyze matching patterns depending on the distributions
of firm size, I do not impose any parametric assumptions on the size distribution. The firm size
can be understood as a one-dimensional summary statistic that captures multi-attributes of firms
with respect to performance.

Since each principal is uniquely characterized by its firm size, I will use the terms firm and
principal interchangeably. The main task of each principal is to hire one manager, to design
a single period take-it-or-leave-it contract, and to replace (or retain) the incumbent manager in
order to maximize the principal’s payoff, which is modeled as the expected project return less
the compensation for the manager. Let yy > 0 denote the principals’ outside option in case they
do not hire any manager. I assume that vy, is sufficiently small that every firm wants to hire a
manager from the market.

Each firm has the choice to invest in one of two projects: a risky project denoted as [, or
a safe project denoted as ;. The safe project I, will return a certain earnings level, m, which
can be interpreted as a status quo. The risky project will return either a success (high earnings),

h > m, or a failure (low earnings), [ < m. Without loss of generality, assume that the investment

102=1-G(S)and 0.1 =1 — G(9).
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cost is the same for both projects, which is normalized to zero. The probability of success for
the project /,. depends on a project state variable consisting of {s1, s2, s3}, where s; indicates I,
will generate h, s; and s3 indicate 7, will generate [. The unconditional probability of each state
is Pr(s;) = ap, Pr(sy) = a(l —p), Pr(s3) = 1 — a, where « € (0,1),and p € (0,1). It is
immediate to see that Pr(h|{s1, s2}, I.) = p, Pr(l|{s1,$2},I,) = 1 — p, and Pr(l|ss, I,) = 1.
The primitive parameters, «, p, are identical and independent for every firm in each period. To
capture differences in firms, I assume the scale of operations (Sattinger (1993)). That is, a firm’s
project return is the project outcome (denoted as X') multiplied by its firm size, S: S x X, where
X € {h,m,l}.

Managerial Talent and Information Acquisition: A manager selects a project if hired. The
manager can exert effort at cost ¢ > 0 to acquire information about a realized state and then
select a project based on the signal that his effort generates. The signal that a manager can
acquire is drawn from {{s1, s2}, {s3}}. For convenience, let r = {s1,s2},s = {s3}. That is,
the set of signals is coarser than the set of states. Let v,0 € {r, s} denote a partition of state
variables and a manager’s acquired information respectively. To capture the manager’s talent, |
assume that there are two types of managers, 7 = G and 7 = B, denoting a good and a bad
type respectively. The two types differ in their ability to acquire information about the realized
state. By exerting effort, a good type manager knows if a realized state belongs to r or s (i.e.,
© = v), but a bad type manager receives v = v with probability of 5 € (%, 1) and 0 # v with
the complementary probability. Without effort, both types do not receive a signal. I assume that
the ex ante probabilities of realization of signals is the same for both types so that the acquired

signal per se does not communicate any information about the manager’s type. This assumption

13



State T=G T=DB
P
P 1o
. — / sl
1o / @
<< T s "o o’ i — e .
. v=s ! v=r _ — ., e
. I v=r| g / \ - —
Project™ State \ \ L — / 1
~ s3 .S, Sp AN Nosigl ~_ ., % °
: o s, \ 2 -
| ~———m \ ... . =
I m ! m m ° =L
1 —
1 1 o
I g
I R h ) S 1 . B
° =, y, o i
- . - ® y °
v=s ¢ B / - o I
N e-1 1 ——— =4 —
I AN I
N\e=L 1 T
o o I
ke

Table 1.1: The Event and Decision Trees of Each Type for Each State
The left table describes the project earnings depending on projects and states. The right table presents
event and decision trees and their outcomes depending on a manager’s type and their decision in each
state. Every outcome is feasible under both types, but given the structure of the signal for true states, h is
more likely under the good type, and [/ is more likely under the bad type.

is captured by setting o = 1/2.2 Table 1.1 summarizes the primitives and the event trees for each
type of manager. The derivation of each event probability is presented in Appendix. To make the
project selection problem non-trivial, assume that ph + (1 — p)l > m > [, i.e.,if v = r, then [,
is more profitable, and if v = s, then [, is more profitable.

Following the career concern literature (e.g., Holmstrom (1999)), I assume that each man-
ager’s type is unknown to everyone including themselves. All managers are endowed with an
initial reputation, o € (0, 1), that represents the probability of the agent being a good type.? The
total measure of managers in the labor market is denoted as I' € IR such that I' = 1 + ), where

n = Pr(l|y).* After each manager’s project outcome is realized, the manager’s reputation is

2That is, Pr(0|G) = Pr(0|B) forall 9, & a = af + (1 —a)(1 — )

3To focus on an induced moral hazard problem, I abstract away from an adverse selection problem in which a
manager knows his type. Information asymmetry can create signaling behaviors which may differ from the results
under the moral hazard in this paper (e.g., Hirshleifer and Thakor (1992), Prendergast and Stole (1996), Sliwka
(2007)). The assumption of an initial identical reputation is for the sake of simplicity. The basic idea extends
directly to a more general reputation distribution. The other assumption that the market’s evaluation of each manager
is characterized as a single dimensional characteristic is made for analytical simplicity. Without agency problems,
the extension to multi-dimensional attributes is considered in Eisfeldt and Kuhnen (2013) and Pan (2015), and the
multiple attributes are summarized by a single dimensional statistic through a linear combination of attributes in
those papers.

47 can be any positive number, but this is for the sake of simplicity in the benchmark assortative matching pattern
in period 2, which results in no matches with poorly performed managers.
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updated and a new reputation is used for the matching in the next period. Let {~}; denote a set
of all levels of manager’s reputation in period ¢t = 1,2, 3.

Let w;(7y) denote a manager’s market value (or outside option) depending on the manager’s
reputation v in period ¢.> Hereafter, I will use the terms market value, outside option, and reputa-
tion premium interchangeably. Because high reputation implies that the manager is more likely
to be a good type, the manager’s outside option would be non-decreasing with reputation. In-
deed, I shall show that the manager’s market value, which is endogenously determined by the
labor market and the firm size distribution (G(S5)), is strictly increasing with reputation. To this
end, every manager cares about their market perception, v, as it determines not only his payoff
today, but also his payoff tomorrow through rematching. The history of each manager’s reputa-
tion is publicly observable. Thus, a manager’s decision to exert effort and to choose a project is
influenced by his career concern for the next period matching. Let wy > 0 denote a reservation
utility for every manager: the periodic payoff for each manager must be greater than or equal to
Wo.

Repeated Matching and Equilibrium: At the beginning of each period, market-wide matching
or rematching takes place. Since all managers have the same reputation in period 1, and the
project selection technology, (<, p), that influences a manager’s reputation update, is identical, I
assume that the period 1 matching is random. After the project outcome is realized at the end of
period 1 and 2, every matched manager’s reputation is revised, and the demand for rematching

of managers and firms arises. From Table 1.1, the probability of each project earnings differs

>The market value can be interpreted as the maximum periodic compensation that other firms are willing to pay
to hire the manager or the expected payoff of an alternative job opportunity. It can also be interpreted as a splitting
rule of the match surplus between a firm and a manager.
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depending on v. Let Pr(X|v) denote the probability of project earnings X conditional on the
manager reputation . To describe the matching and rematching, consider the problem faced by
firm S. Let Y;(.S, v) denote the expected project return for firm S in period ¢ when it is matched

with manager . That is,
Yi(S,7) = S x (h w Pr(hly) +m x Pr(mly) +1 x Pr(lh))

Let w” denote a transfer upon the project outcome X € {h,m, [}, and E[w™|w,(~)] denote the
expected compensation cost given the market value of wy(7y). Then, firm S, taking the market
value of each manager as given, chooses the optimal manager v, to maximize its payoff which is

expected project return net of the manager’s compensation.

mat., ,x Yi(S,7) — E[w™|wi(v)]

v

The sequence of events in each period is summarized in the Figure 1.1. Assume that acquiring
information about the realized state is valuable enough that principals want to induce high effort
from their matched managers and to choose the project according to their signals.
Assumption 1. ForV v € {y}, t =1,2,3,

e Priv=rl0=rv)(ph+ (1 =p))+ Pr(v=slo=ry)]>m

e Pr(v=rlo=s,7)(ph+ (1 —p)l)+ Pr(v=sl0=sv)]<m

o Yi(S,7) — E[wX |w(y)] > maz.z ¥ (Pr(h)(S x h—wl) + Pr(l)(S x | — wg)) (1

x) X (S xm—w), forany x € [0, 1]

Under the first and the second inequalities, a manager’s information is valuable enough that

16



Period ¢ Period t + 1

matching market matching market
opens reopens
Principal T T T Principal
offers contract,  Effort Investment Payoff decides to
manager exerted, made, realized, retain or replace
hired private signal [ € {I,,I;}  reputation
observed revised

Figure 1.1: Timeline

The sequence of events is identical in period ¢ = 1, 2. Period 3 has the same sequence of events
but there is no rematching at the end.

selecting the project based on the manager’s information is always efficient. Under the third in-
equality, it is optimal to induce e = H to acquire the signal from the manager instead of randomly
choosing the two projects without the manager’s signal. The derivation of this assumption with
respect to parameters is provided in Appendix. Then, an equilibrium in each period is defined as
follows.

Definition 1. An equilibrium in period t is a tuple ({w; (), wX}, ;) that consists of a contract
determined by their market value function wy () for manager vy and a matching function of
it : [Smin, 00) — {v}¢ such that 1) a contract for manager ~ induces effort and manager -y takes
the best offer available or chooses not to participate, 2) each firm chooses its manager optimally,
and the market clears.

For simplicity, I assume that if a matching function in period ¢ 4 1 gives the same reputation
as the incumbent manager’s updated reputation at the end of period ¢, then the principal retains
the incumbent. To simplify analysis and to avoid any bargaining game within a match, I also
assume that all the bargaining power is given to firms.® I focus on an efficient equilibrium that

®Thus, in equilibrium, a firm will just pay the minimum required payment that is determined by the matching
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maximizes the aggregate payoffs of the two sides. In the next section, I first solve for the market
value for managers, and the corresponding contracts, and then solve for equilibrium matching

patterns.

1.3 Analysis

1.3.1 Preliminaries: Complementarity and the Market Value for Man-
agers

To find an equilibrium matching of firms and managers, I first show why firms compete for a
manager’s reputations. A high reputation means that the manager is more likely to be a good
type, thus getting a more precise signal upon high effort. The following lemma confirms this.
Lemma 1. % > (0, thus the project return (i.e., match output) exhibits complementarity.

Lemma 1 confirms the complementarity between firm size and reputation. The complemen-
tarity indicates that large firms enjoy a greater return from hiring high reputation managers than
small firms. This efficiency based on size also indicates that large firms are willing to pay more
to bid away high reputation managers than small firms. Since there are more managers, the
efficiency indicates that the matching shall clear managers from the top (there is no matched
manager whose reputation is lower than any of unmatched manager given that both managers are
willing to participate).

The market values for managers are determined by an equilibrium matching. The efficient

matching of managers and firms then must satisfy two types of constraints: the sorting (SC) and

market to hire a particular manager.

18



the participation (PC) constraints. The sorting constraint states that each firm prefers the matched
manager at their equilibrium market value to other managers. The participation constraint for
firms states that every firm’s payoff from the equilibrium match must be greater than or equal to
its payoff from no match. Similarly, the participation constraint for managers states that every
manager’s payoff from the equilibrium match must be greater than or equal to its payoff from no

match. More formally,

Yi(S,7) — E[w]|we(7)] = Yi(S,7') — E[w|wi(v)] VS, v (SC(S,7))
Yi(S,7) = Blw;|wi(7)] > yo VS (PC-firm)
Elw Jwy(7)] — e+ 11 (7) = wo + 1Y () Wy (PC-manager)

where [1X(v), K € { P, NP} denotes a manager 7’s expected future market value contingent on
the current reputation level of v and the participation decision K, P representing participation,
N P denoting sitting out the matching market. Observe that a manager’s expected payoff in pe-
riod t = 1, 2 includes the expected rematching in the future. Also, the sorting constraints and the
participation constraints for firms are static in that those constraints influence the current period
equilibrium outcome.” However, the participation constraints for managers not only influence
the current period equilibrium but also are influenced by the next period equilibrium.

As a benchmark, I first derive the market value for a manager’s reputation when there is no
agency friction. Due to a discrete structure of managerial characteristics, the process of market

value determination is not the same as in Tervio (2008). Define M (+y) as the measure of managers

"This is because a firm can always hire a manager in the market in each period at the market value. Thus,
considering the future matched manager does not affect the current match.
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with reputations greater than or equal to . Let the set of managers be characterized as NV tiers
1 >v > > > -+ > 9y > 0: there are N different levels of reputation. Then,
M(~;) > M(v;) for i < j. Due to the complementarity between firm size and reputation, it is
efficient to assign high reputation to large firms. Then, solving for the equilibrium matching is
identical with finding the group of firms that will be matched with the same reputation managers.
That is, matching is identified by characterizing the firm size thresholds that determine the group
of firms for each reputation level: 1;(S) = ~; for all S € [S[z'], Sli — 1]), i = 2,...,N where
S[i] = G7'(1 — M(~;)). Thus, M(v;) has a direct interpretation of rank with respect to firm
size and S|i] represents the top 100 x M (~y;)% firm size. Let the smallest firm within each group
be a threshold firm (i.e., S[i] for ;). Since firms have all the bargaining power, the market
value for each manager is determined by binding sorting constraints that make a threshold firm

S indifferent between hiring the equilibrium match and the next best match.
Yi(S,7) — Blwi lwi(7)] = Yi(S,7) — Blw; lwi(7")]

which yields E[w;|w;(7)] = Yi(S,7) — Yi(S,v') + E[w;{|w:(7)]. Lemma 2 characterizes the
market value based on this discussion.
Lemma 2. Suppose that managers are characterized as 1 > 1 > 5 > -+ - > vy > 0. Without

agency frictions, a reputation based compensation for y; and v; 11,1 = 1,2,-- -, N — 1, satisfies,

E[w; lwi ()] = (v = Yis1) FS[i] + Elw we(vis1)].
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Equivalently,

where ' = X(1 — 8)(h+1(3 — p)), wi(yn) = wo.

The endogenous reputation based market value captures a trade-off between the marginal
benefit and the marginal cost of managers’ reputation: the extra improvement in the project
return due to the increase in reputation must be added. Notice that the extra pay is not only
driven by the manager’s (incremental) reputation, but also driven by the size of a firm that is
indifferent to hiring either of two alternatives.®

Before I analyze an equilibrium matching, I shall show that there exists an equilibrium. Shap-
ley and Shubik (1971) and Kaneko and Yamamoto (1986) have shown the existence of equilibria
of a decentralized assignment problem.” However, their standard proofs are not directly ap-
plicable to my economy because I introduce moral hazard through career concerns. In the next
section, I constructively show that there exists an equilibrium in every period in this decentralized
repeated matching problem even with moral hazard through career concerns. Before proceeding

further, I will first consider the incentive problem of a particular firm to find an optimal contract.

In the following section, I will find a market equilibrium.

8 An alternative way of deriving a market value function for managers is to assume a simple Nash bargaining
(Firm’s payoff, manager’s payoff)= (k x Y;(S,~), (1 — k)Y:(S,~)) where k& € (0,1). In this case, due to com-
plementarity, matching with a large firm is strictly preferred for the same k. But, the competitiveness within each
tier requires the equal treatment for identical reputation managers to have stable matching. More formally, for
any firms Sy, Sy that are assigned to the same +, the equal treatment is characterized by (1 — kg, )Y:(S1,7) =
(1 — kg,)Y:(S2,7). Itis clear that kg, > kg, if S; > S3. That is, the surplus split to manager -y decreases as its
matched firm size increases.

°In a central assignment problem, equilibria are found by solving linear programming problem (Roth and So-
tomayor (1992)), and there exists a solution consisting of only zero and one (Dantzig (1963)).
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1.3.2 Optimal Contract within a Firm-Manager Match

This subsection finds an optimal contract between firm S and manager . Firm S finds (w}, w!, wi)
in period ¢ by considering manager ~’s market value w, () as given. As a benchmark, I first inves-
tigate the period 3 contract when there is no reputational incentive left. The required constraints

are as follows.

—c+ Y Pr(X|y)ywy > ws(y) (IR)
Xe{h,lm}

—ct+ > Pr(XInwy = mazaepy vwy + (1—2)(Pr(h)wh + Pr(l)wl)  (IC)
Xe{hlm}

where wg > 0 for V X € {h,l,m}. The (IR) constraint stipulates that the manager with
reputation must be paid at least his outside option, ws(7y), the (IC) constraint requires that the
manager prefers to exert effort to make an efficient investment choice rather than shirking and
choosing a safe choice, choosing a risky project, or any combination of the two. The mixing
incentives exist only if the payoff of the safe choice is the same as the risky one. Thus, for
simplicity, I consider the safe or risky choice without effort instead of mixing any combination
of the two projects (i.e., x is 1 or 0). Considering the (IR) and (IC) constraints with non-negative

payments, the principal finds a contract to maximize,

> Pr(XIn(S x X —wy)

Xe{h,l,m}

Due to risk neutrality, there can be multiple solutions that generate the same payoff for the

principal. The following Lemma 3 finds characteristics of an optimal solution.
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Lemma 3. (Without Career Concerns) An optimal contract in period 3 is characterized as fol-
lows. If ws(7y) is small, then the incentive compatibility constraint binds, the individual rational-

ity constraint does not bind and the optimal wage is uniquely characterized by

wy —w§  Pr(l)  1—oap

wy —wh  Pr(h) ap

If ws(7y) is large, then the individual rationality constraint binds and the incentive compatibility
constraint does not bind.

The above feature captures the incremental pay for each performance (w% —wj* and wj*—w}),
which I call pay performance sensitivity.!” When there is no career concern, it is clear that the
pay performance sensitivity defined above is independent of reputation ~, rather it only depends
on the characteristics of projects. The lemma suggests that given the binding (IC) constraint,
providing incentives to induce effort for information acquisition and to select the right project is
not influenced by a manager’s current reputation. The lemma also suggests that without career
concerns, the agency cost exists when a manager’s outside option is small.

Now, I consider the period 2 contract which will depend on a manager’s implicit incentives.

Let 4% denote the updated reputation from project outcome X. Then, the (IR) and (IC) con-

10The literature on CEO compensation defines PPS as the change in CEO pay for the change in shareholder wealth
(Jensen and Murphy (1990)). The performance sensitivity defined above implicitly considers the principal’s wealth
change as a linear function of m — [ and h — m. Also, this definition is useful to see how the shape of pay is more
(or less) convex in the presence of different dynamic incentives. The brief argument to back up this definition comes
from the definition of a convex function: a pay function f(X;) is convex if Af(h)+(1—X)f(1) > fF(Ah+ (1= A)).
A Fm)—r(m))

For A such that Ak + (1 — A)l = m, this definition is equivalent to ——F——~~
1-N (Fm)-£ (1))

1
>1f0r)\:§.
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straints are characterized as follows.

—ct Y PrXIy)(wd +ws(vY) 2w+ Y ws(yY) (IR)
Xe{h,m,l} Xe{hm,l}

—ct+ Y Pr(X|y)(ws +ws(vY))
Xe{hm,l}

> fuwg + wy(y™), Pr(h)(wh +ws(y") + (1= Pr(h)(wh +ws(4))} )

Lemma 4 finds the characteristic of an optimal contract in period 2.

Lemma 4. (With Career Concerns) An optimal contract in period 2 is characterized as follows

if the (IC) constraint binds.

Upside potential

cPr(l) “ h m \

wh —w Pry)-Pr()(A-Pr(ml) (“3<’V ) — wsly »)
mo_ gl cPr(h) m l

2T TR R BT (WS(V ) — ws(y )))}

Downside potential

Without upside and downside potential, pay performance sensitivity reduces to the bench-
mark sensitivity in Lemma 3. Thus, the presence of career concerns from the upside and the
downside potentials changes the shape of pay performance sensitivity. This also suggests that
explicit incentives without considering a manager’s implicit incentives may not induce a desir-

able action.

Lemma 5. Managerial career concerns can mitigate or exacerbate their incentives. Formally,

24



career concerns mitigate the moral hazard problem of manager vy if

2Pr(h]) (ws(1") = wa(1)) > ws(y™) = ws(1') > 2(Pr(R) = Pr(hlm) (ws(2") = ws(3))

On the other hand, career concerns exacerbate the moral hazard if one or both of the inequalities
are reversed.

The first inequality mitigates the manager 7’s incentive of choosing I, without effort (z =
1), and the second inequality mitigates the manager’s incentive of choosing I, without effort
(x = 0). Given the downside potential (w3(y™) — w3(1!)), if the probabilistic upside potential
(w3(Y") —ws(4)) is not large enough, then the first inequality is likely to be reversed. Meanwhile,
compared to the downside potential, if the upside is big enough, then the second inequality is
likely to be reversed. Whether a manager’s career concerns mitigate or exacerbate the incentive
problems depend on market values for managers’ reputations, which will be discussed in the next

section.

1.3.3 Repeated Matching Equilibrium

In this section, I find an optimal one-to-one matching between firms and managers.!! The goal
here is to analyze the impact of managers’ career concerns on matching patterns. Thus, the main
analysis is a rematching equilibrium in period 2 since every manager is identical in period 1 and
no manager has career concerns in period 3. I first describe period 1 matching and reputation

updating by Bayes’ rule. Then I provide the main analysis of period 2 and 3 in tandem.

"In principle, a firm may hire more than one manager, however I focus on one-to-one matching to highlight the
main trade off between match efficiency and agency costs.
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Initial Match in Period 1:

Since the primitive parameters, «, p, are independent and identical across firms, reputation
change upon project outcomes is independent of firm size. Recall that a firm’s outside option,
Yo, 1s sufficiently small; there are more managers than firms; all the bargaining power is given to
firms. Thus, every firm is matched in equilibrium, and the measure I' — 1 of managers remain

unmatched in period 1. Thus, the market wage w; (7o) in an initial match is determined by

Elw™wi(90)] — ¢ + 1I{ (70) = wo + Y (7)

With wy (7p), the compensation contract in period 1 is determined as in Section 1.3.2.1?

Reputation Update Depending on Project Earnings

Due to an optimal contract found in Section 1.3.2, every matched manager in equilibrium exerts
effort to acquire a signal before they select a project. Given the assumption that & = 1/2 and

the realized project earnings in period 1, the principal and the market will update the manager’s

12The incentive contract in period 1 does not have to be the same as long as it is incentive compatible, individually
rational, and the expected payoff from the contract is the same across managers.
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reputation as follows. '3

Prr = GJh) = Pr(r =G)Pr(h|t = G) 1 B 1
Pr(r = G)Pr(h|t =G) + Pr(t = B)Pr(h|T = B) 1+ 1= Oéip 1+ 1*7'75
Prir = G|l) = Pr(t =G)Pr(llt = G) 1
B Pr(r=G)Pr(l|t = G)+ Pr(t = B)Pr(l|t = B) 1412 CVB(I—p)J(rl(lp)a)(l B)
B 1
L+ 55
Pr(t = G)Pr(m|r = G) 1
P =
rr = Glm) = e = G Pr(mlr = G) + Pr(r = B)Primlr =B) 14 1= (=e)freli=p) =7

Performance h always helps manager  improve his reputation since 5 < 1. Since @ = 1/2,
performance m maintains a manager’s reputation. How [ changes the reputation depends on the
parameter values. The natural tendency is that [ tarnishes a manager’s reputation. To capture a
manager’s concern for their downside, assume that [ is sufficiently bad that even performance of

h and [ leads to reputation lower than two ms. This is summarized in the following assumption.

. Pr(h|T=B) Pr(l|r=B) Pr(m|r
Assumption 2. Fr—r X Hrg—ay > (Pr(mh G)> & pB(1—-Pp)>1—p

Since every manager is identical in period 1, and in equilibrium, each matched manager
exerts effort to choose a project according to their signal, the distribution of reputation at the
beginning of period 2 and its support {~};—o, is deterministic: ¥* > ™ = v, > ~'. However, at
the beginning of period 3, depending on the matching outcome in period 2, {7},—3 differs. For
instance, if all ¥* and 4™, v, managers are matched and exert effort to select a project according

to their signals, then there will be five tiers with 9 histories: 7" > Y = Ml = b > ymm —

1t is worth pointing out the difference between MacDonald (1982) and this paper in accumulating information.
In MacDonald (1982), the extra signal that helps agents update their type is exogenously given. On the other hand,
in this paper, the information that helps agents update their type comes from the task outcome, which in turn is
influenced by the manager’s endogenous choice.
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4™ > Al > 4mb — AU Qr, if all 4" managers are matched, but not all ™ managers are matched
(instead v' managers replace the unmatched v, ~y,), then there will be six tiers with 11 histories:
AP > yhme— g ymin —ame— s ARl — gl aml — AU Al Depending on the
distribution of managers’ reputations at the beginning of period 3, the market value for managers
differ, which will also affect managers’ career concerns in period 2. As a benchmark matching

pattern, I first find a rematching equilibrium in period 3 (i.e., when there is no career concern).

Period 3 matching: Matching Patterns Without Career Concerns

To analyze the interaction between matching efficiency and managerial career concerns, I first
discuss period 3 rematching when managers have no career concerns. Characterizing equilibrium
matching patterns considers the (IR) and (IC) constraints within a match and the (SC), (PC-firm)
and (PC-manager) constraints across matches. Since every firm hires a manager in equilibrium
and all the bargaining power is given to firms, the (PC-firm) does not bind even for firm .S,,,;,.
Moreover, the (IR) constraint is not critical in determining matching because as long as the
expected payoff is at least greater than or equal to his market value (i.e., a manager’s outside
option), managers are indifferent from switching the current match to the other if the expected
payoffs of offered contracts are the same. Lastly, a manager’s payoff is only determined by his
wage at the end of period 3 as this is the last period. Thus, as long as the expected payoff is
greater than or equal to wy, a manager wants to join a firm. i.e., The participation constraints for
managers do not bind for all managers but the lowest matched managers.

The remaining two constraints are the key in determining threshold firms and the market

value for managers: the (IC) constraint within a match and the (SC) constraint across matches.
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Since an equilibrium contract induces the signal acquisition effort, the (IC) constraint-whether
binding or not-determines the agency costs for each manager. Taking into account the agency
costs, the (SC) constraint, on the other hand, determines threshold firms and the market values
for managers.

Recall that, without career concerns, agency costs exist when a manager’s outside option
is small (Lemma 3). In this case, a firm’s preference for a manager is straightforward: a high
reputation manager, albeit expensive to match, is superior in both match efficiency and agency
cost. Thus, an efficient rematching equilibrium, as in the standard two-sided matching with
productive complementarity, maximizes the total match surplus | Y3(S, 1(S))dG(S) subject to

the (SC) constraints that determine w3 () with wy for the lowest matched managers. '

Y3(S,7) — Elws |lws(7)] > Y3(5,7) — Elws |ws(v)] V8,77 € {v}=s  (SC(S.y))

where ws, X € {h,m, [} is determined in Section 3.2.

If a firm’s willingness to pay for manager v covers the agency cost, then manager v, if
matched, will exert effort and select the project according to their signals. The match efficiency
requires that all high reputation managers get matched until the market clears and the rest of the
managers at the bottom are unmatched. The managers’ market value in period 3 for each reputa-
tion tier is characterized by Lemma 2, which is summarized in Table 1.2. In an efficient equilib-
rium, the period 3 rematching pattern would look as if it takes as follows. All manager v** are

assigned to the largest firms S € [S [hh], oo) , where S|[hh] denotes the top 100 x M (v"")% firm

“In period 3, firm S’s and manager ’s payoffs are Y3(S, ) — F[ws |w3(7)] and E[ws |ws(y)] — ¢ respectively.
Thus, an efficient matching maximizes the total surplus, Y5(.S, ) — ¢, and ¢ does not change the solution.
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Rank-order: ’yhh > th = ’ymh = 'yh > 7mm = ,ym > ,th > ,le — 'Vl

Reputation Market value, ws(7) Reputation Market value, ws(7)
7 (" —~"™) - F'- S[hh] + w3 (") (=) F - S[hl 4 ws(v™)
,yhm (,yhm _ ,Ymm) . F. S[hm] + w3<,ymm) ,le wo
Y M =AM F - Simm) + ws(3M) 7 wo

Table 1.2: Reputation based Market Value of managers
This table summarizes competitively determined market values for managers based on their reputation
where F' = %(1 - p) (h + l(% — p)) in case that ¥ 4", v, 4 are matched in period 2.

size. Starting from the right below rank of M (y""), the next largest firms S € [S [hm], S [hh])
are matched with the second top tier manager "™ until the measure of M (y"™) — M (y"") firms
are matched. The same process continues until every firm gets matched. Lemma 6 summarizes
this discussion.

Lemma 6. The rematching equilibrium in period 3 exhibits positive assortativity. The labor
market clears from the top, and there is no matched manager whose reputation is smaller than

any of the unmatched managers. The competitive market value is determined by Lemma 2.

Period 2 matching: Match Efficiency and Career Concerns

As in period 3, the two constraints are not important in determining matching in period 2: the
(PC-firm) is not critical given that the market clears; neither is the (IR) as it simply guarantees
the expected wage to be greater than or equal to a manager’s outside option. The (SC) is still
the key in finding threshold firms. Contrary to period 3, however, the (PC-manager) can be as
important as the (IC) due to period 3 matching: by sitting out, it allows a manager to maintain his
reputation. Notice that a manager can also maintain his reputation by participating but taking /
without effort. The option value of sitting-out also implies that the (IC)—particularly, a manager’s

preference for /;,— may also bind. To see this, recall Lemma 5: if either of two inequalities is
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reversed, then it exacerbates the moral hazard problem. In particular, relative to the probabilistic
upside (2Pr(h|y)(ws(7") — w3(+!))), if the downside potential (w3(y™) — w3(7!)) is big enough,
then a manager is likely to prefer /,. Meanwhile, if the downside potential is negligible relative
to the upside, then a manager is likely to prefer /.

First, the lowest reputation manager 7' has the smallest downside potential across managers,
thus the career concerns make him want to take I, without effort. However, manager +' already
has the smallest outside option, implying that the (IC) constraint for them anyway binds even
without career concerns. Next, consider manager v™ or 7", who can potentially have high outside
options. Since they are relatively at the upper rank in the market, these managers face non-
negligible downside potential. If the downside is big enough relative to the probabilistic upside
potential, then they will likely to prefer /; to maintain their current reputations. This is when
there is positive option value of sitting-out.

To see how career concerns affect the matching (threshold firms and the market values),
consider manager 7* who prefers I, without effort. This implies that extra rents are necessary for
manager +' to provide incentive to exert effort for I,. However, the extra payoff must satisfy the
(SC) constraints, i.e., it is incentive compatible for firms to pay extra to their equilibrium matched
managers rather than switching their matching partners. Given that the market value for manager
~" is determined by the indifference condition of the threshold firm, the extra payoff for manager
v may no longer be incentive compatible for the top 100 x M (~v*)% firm. Instead, it shall be
shifted toward a larger firm in order to increase the size of a threshold firm, thereby increasing
the market value for manager ~*. Lastly, to make this shift stable in a market equilibrium, no

manager 7 has incentive to deviate from this shift either, i.e., those unmatched +*, if any, consider
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participation and sitting out to be equal options. This stability requirement makes the (PC-
manager) constraint for v¢ bind, which will not happen in period 3.

To summarize the key mechanism, manager 7*’s career concerns (induced preference for

due to period 3 matching) requires increases in current compensation to mitigate career concerns.
The increases in current compensation shall satisfy the (SC) constraints, which shifts the smallest
firm size to increase the current market value for manager 7*. Since not all manager ' may get
matched due to this shift, the stability requires that, between participation and waiting for the next
period, manager 7' is indifferent, thereby creating the option value of sitting out. The following
proposition summarizes this discussion.
Proposition 1. Let w5 (v, S[i]), wf“(y') denote the period 2 market value for manager ~' that
is characterized by a threshold firm S[i]’s sorting constraint, and manager ~'’s participation
constraint, and let w}(+*) denote an equilibrium market value. Then, in period 2, for all v* # ',
w3 (7)) = wSC (v, S[i]) > wkC(4%) and the equality holds if S[i] > G~Y(1 — M (v*)).

In what follows, I will investigate matching patterns to derive conditions where positive as-
sortativity may or may not arise as an equilibrium pattern. Since the key trade-off and economic
tension come from a cross-sectional comparison between match efficiency and career concerns,
and the parameters for investment projects are independent and identical across firms, the focus

here is on the conditions with respect to the distributions of firm size.

Positive Assortative Matching: 7", v matched, 7' unmatched The standard prediction of
most existing matching models with productive complementarity is positive assortative. Without

agency frictions, any deviation from this can be improved by rematching firms and managers
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assortatively. Even with agency costs due to career concerns, if the match efficiency losses
of any firms are strictly greater than agency costs, then an equilibrium matching pattern shall
be positive assortative: in period 2, all v* managers are assigned to VS & [S [h], oo) where
S[h] = G71(1 — M(4")), and all managers 4™, 7, to the rest of the firms, V.S € [Smm, S[h]).
The following proposition demonstrates this.

Proposition 2. (Assortative Matching) The matching pattern is positive assotative if match effi-
ciency losses are greater than agency costs for all firms: every manager " is matched with the
large firms, every manager v™ is matched with the rest of the firms, and ~' remains unmatched,
i.e., in the large economy, there is no matched manager whose reputation is less than any of the

unmatched manager.

Failure of Assortativity and Option Value of Waiting Productive complementarity prefers a
positive assortative matching pattern where the high reputation is matched with large firms and
the low reputation is matched with small firms. This assortative matching pattern can change
as the agency frictions become larger. One source of friction comes from the option value of
maintaining the current reputation. The option value depends on how a manager can be valued
in period 3. Clearly, the positive option value is only available for manager v" or ™ as manager
~ has no incentive to maintain its lowest reputation. Thus, I consider two cases: option value for
manager "™ and for manager v". To explore the impact of firm size distributions on managers’
career concerns, and potential distortions in matching patterns, I derive sufficient conditions for
such distortions with respect to future wages, and then provide implications for distributions of

firm size.
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Some /' replaces y™: Distortion at the middle First, consider the case where manager 4™ has
positive option value of maintaining his current reputation 4™. This implies that the (IC) binds,
thus the market value must increase to provide incentives for information acquisition. The extra
pay for information acquisition itself does not mean that some firms will deviate from matching
with manager 7. For those firms to find it profitable to match with 4 instead of 7™, the extra
pay has to be greater than the incremental marginal benefit of matching with manager v relative
to manager 7'

Lemma 7. Let U(m) = w3(y™) — w3(y™™), D(m) = w3(y™™) — w3(y™) denote an upside
and a downside potential, and S[m| denote an equilibrium threshold firm for ™. In period 2,
manager y™’s career concerns lead to S[m| > Sy = G™H1—M (™)) if Pr(h|y™) x U(m)+
WS (Y™, Spin) < Pr(l|y™) x D(m).

Note that U(m) = S[mh] x (y™* — ™) F, D(m) = (S[mm] X (ymm — Ay + S[hi] x
(y™ — vml)> F. 1 now characterize an equilibrium that exhibits a hole at the reputation v. Let
U(h), D(h) denote an upside and downside potential for manager ", where U(h) = S[hh] x
(5 = A" P, D(h) = (S[hm](5™ = ™) 4 S[mm] ("™ = 4") ) F.

Proposition 3. (Failure of Assortativity at the Middle) There exists a stable rematching equilib-
rium in period 2 where some y™ get unmatched if Pr(h|y") x U(h)+wa(y") > Pr(l]y") x D(h)
and Lemma 7 holds: every manager v" is matched with the large firms S € [S [h], oo), some
manager "™ is matched with S € [S [m], S [h]) where S[m| > Sy, all remaining firms
S € [Smm, S [m]) are matched with v'. The unmatched managers are indifferent from par-

ticipation and sitting out.
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Implications for distributions of firm size The characteristic of the sufficient condition is
that 1) the size of a threshold firm (i.e., S[hh], the top 100 x M ("% firm) that determines
the market value for 4" is sufficiently large, and 2) the sizes of other smaller threshold firms,
(S[hm], S[mm)]) are not large enough. Observe that the presence of large firms is not sufficient
to obtain the above equilibrium. This is because even if there exist large firms S[hh], if firm
S[hm] (the matched firm size in case that manager 7" maintains his reputation) is also large,
then the manager " would be less willing to take the I,. Moreover, a large enough firm S[hm]
does not generate the above result because manager 7" may have incentive to take the /.. The
following proposition characterizes a sufficient condition with respect to firm size that forms
induced risk-aversion at the middle (™) while induced risk-seeking at the top (7").

Proposition 4. Let G1(-) denote an inverse function of the firm size distribution. Then, manager

™ faces induced risk-aversion, but manager v" does not if

< K <

G'(1 = M(y™))
G —

G 1= M(:")
SA-MET) T T -

H

where K = (( Pr(h)Pr(“B)).

Pr(hly) 1) Pr(l)Pr(h|B)

Since G™1(1 — M (%)) is a period 3 threshold firm at the rank of M (y*/) that determines the

GL1=M (7))

period 3 market value for manager v, G—q—yr2m9)

measures the slope between the rank of
M (y%1) and M (~%2). This suggests that the rate of change of threshold firm size that increases
as rank increases supports the above equilibrium.

Proposition 5. The hole at the middle equilibrium is supported by a distribution of firm size that

indicates that firm size increases faster (i.e., its slope) as rank increases.
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Some ™ replaces v": Distortion at the top The same logic applies to the case where man-
ager 7" has positive option value of maintaining his current reputation 7”. This implies that the
manager’s (IC) binds, thus the market value for manager " has to increase to provide incen-
tives for information acquisition. Similar with manager 4" case, the extra pay for information
acquisition does not mean that some firms will deviate to match with manager " yet. For those
firms to find it profitable to match with ™ instead of v", the extra pay has to be greater than the
incremental marginal benefit of matching with manager ~" relative to manager 7.

Lemma 8. Let U(h) = w3(y"") — w3(y"™), D(h) = w3(y"™) — w3(y") denote an upside and a
downside potential respectively for manager Y. In period 2, manager "’s career concerns lead
to S[h] > G~ (1 = M(y")) if Pr(h|y") x U(h) + w2 (v") < Pr(lly")D(h).

The following proposition characterizes an equilibrium that exhibits a hole at the reputation

o

Proposition 6. (Failure of Assortativity at the Top) There exists a stable rematching equilibrium
in period 2 where some Y" get unmatched if Pr(h|y™) x U(m) + w5 (Y™, Smin) > Pr(l|y™) x
D(m) and Lemma 8 holds : some manager " is replaced by 4™ to be matched with the large
firms, and the rest of firms are matched with manager v™ and ~' until every firm is matched with
a manager. Between participation and sitting out, the unmatched ~" is indifferent.

The characteristic of the sufficient condition is that 1) the threshold firm (S[hh]) that deter-
mines the market value for 4" is not large enough relative to S[hm], and 2) the threshold firm
S[hm)] is relatively larger than S[mm]. Similar with the previous case, the presence of large firms
is not sufficient to obtain the above equilibrium. In particular, if firm S[hm] is large enough, then

manager 7"’s incentive to keep his reputation becomes larger, thus the manager becomes less

36



willing to take the I,.. However, given that firm S[hm)] is big enough, firm S[mm] is sufficiently
small so as to create manager ""’s risk-taking incentive. This suggests that the rate of change of
threshold firm size that increases sharply at the middle supports the above equilibrium.

Lemma 9. The hole at the top equilibrium is supported by distribution of firm size that indicates
that firm size increases fast at the middle but slow at the top. More formally, manager +" faces
induced risk-aversion, but manager "™ does not if

_1(1

G M(y™)) G'(1— M(>H"))
G1(1

M) GH(1 = M(y"m))

- o Pr(h)Pr(l|B)
where K = <(Pr(h\’y) - 1)Pv"(l)Pr(hlB)>'

To summarize, the intuition for these findings relies on the trade-off between matching effi-
ciency and the required pay. The required pay is driven by the interaction between managers’
career concerns and the firms’ competition for managerial talent. Due to complementarity be-
tween firm size and managerial talent, the market value for managers is a function of threshold
firm size and manager’s reputation. This suggests that the distribution of firm size influences the
distribution of market wage for managers’ reputation. Managers’ concerns about the next period
market wages in turn create induced preferences for risk exposure, which differs across man-
agers depending on the shape of firm size distribution (thus, wage distribution). The market for
managers sorts them by their perceived talent (reputation) whenever the manager’s performance
is available. However, the results imply that the interaction between the market for managers and

agency conflicts do not always guarantee economic efficiency in matching outcomes.

37



1.4 Applications

The baseline model that I proposed in this paper can be applied to various economic problems
with two-sided matching including auditor and client, analyst and firm, lender and borrower, and
board of directors and firm. Introducing variations into the agency problem and/or the matching
problem depending on a particular conflict or friction of interest can provide a framework that
enables analyzing the interactions between the market forces and agency problems. For example,
one can analyze the impact of the audit labor market on aggregate audit quality in the context
of matching of auditors and clients. It is reasonable to assume that talented auditors are capable
of auditing complex and large transactions, which can be interpreted as productive complemen-
tarity between auditor reputation and firm size (and/or transaction complexity of firms). Given
auditors’ concerns about their reputations, the framework I propose can examine how the labor
market for auditors influences the formation of firms and auditors, and how the market affects
aggregate audit quality.

By a similar logic, the baseline model can also be applied to analysts and their coverage firms.
The productive complemenarity between an analyst’s talent and firm size (with presumption that
large firms being difficult to forecast) is easily justified. Also, the labor market for analysts is
clearly driven by their track records that form their reputation, and better reputation analysts per-
form better(Stickel (1992)). Given this one-side concerning about their reputation and productive
complementarity, one can analyze the formation of analysts and coverage firms, the interplay be-
tween the labor market for analysts and agency conflicts within a match between analyst and

coverage firms. Based on such a formation, one can also investigate how aggregate forecast ac-
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curacy or the quality of analyst recommendations changes. Other potential applications include
matching of lenders and borrowers, and a board of directors and firms.

The agency costs and the potential distortions in matching patterns that this paper has focused
on can be applied to exploring match performance impact on rematch of firms and manager. In
particular, how strong past performance is associated with a firm’s (or a manager’s) decision
of match dissolution can be a direct application of the baseline model and its trade-off in this
paper. Based on its direct implication, I explain in more detail about how to apply the baseline
model to CEO-firm match to understand the well-known, yet puzzling evidence of weak turnover

performance sensitivity.

1.4.1 CEO Turnover and Firm Performance

One of the central roles of corporate boards is to replace or retain their CEOs. While firm per-
formance is negatively related to CEO turnover, it has been extensively documented that this
negative association is economically small (e.g., Murphy (1999), Brickley (2003), Larcker and
Tayan (2015))."> These findings have been rationalized as arising from weak internal monitor-
ing mechanisms resulting from flawed governance structures (Hermalin and Weisbach (1998),
Taylor (2010)). However, recent substantial changes in corporate governance have not altered
the association between performance and CEO turnover (Huson et al. (2001), Bhagat and Bolton

(2008), Kaplan and Minton (2012)).!® However, this empirical regularity can be explained by

5The association between performance and CEO turnover has been largely studied and the minor impact of firm
performance has been well-known. See Coughlan and Schmidt (1985), Warner et al. (1988), Jensen and Murphy
(1990), Puffer and Weintrop (1991), Murphy and Zimmerman (1993), Jenter and Lewellen (2010), and Dikolli et al.
(2014).

16Both Bhagat and Bolton (2008) and Kaplan and Minton (2012) find evidence that only board independence
increases turnover sensitivity to a certain performance measure (e.g., industry adjusted stock return in Kaplan and
Minton). However, the change in other proxies for governance quality, including CEO-Chair duality and governance
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the distortions of matching patterns in the baseline model.

To see this, consider the baseline setup. In the model after period 1 ends, we have managers of
A" ~™. ~t. The period 2 rematching game in the baseline setup is interpreted as a firm’ decisions
of replacing or retaining the incumbent CEO, and as a CEO’s decision of whether to remaining
or leaving the existing employer firm (or the market).

Before discussing the results, it is worth noting that the matching outcome in the model can
identify only involuntary turnover events: CEOs leaving for other firms will not be identified, but
only those who are replaced and remain unmatched in the market will be identified as involuntary
turnover. This feature of identification is also consistent with how CEO succession events are
classified in the literature. In the event of CEO departure, a commonly used algorithm classi-
fies only those departing CEOs who do not have a next job as involuntary CEO turnover events
(Parrino (1997)). However, this identification invites some caution in interpretation. Because, in
the model, it is incentive compatible for those unmatched better reputation managers (either "
or v"™) to sit out, a departing CEO without a job does not have to be the outcome of involuntary
turnover. That is, those departing CEOs without a job may not involuntarily step down. This mis-
classified forced turnover at the better performance levels may weaken the association between
turnover and performance. Therefore, for a better identification of involuntary turnover, one
needs to expand the career horizon of departing CEOs or to collect more information regarding
the turnover events.!”

Even with this caution, the findings in the baseline setup provide implications for CEO

indices, do not change turnover-performance sensitivity.

7Kaplan and Minton (2012) also discuss a similar argument that those departing CEOs that are classified as
voluntary turnover (at poor performance level) may not be voluntary. The results of misclassification may also lead
to a weak association between turnover and performance.
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turnover performance sensitivity. First, under the conditions described in Proposition 2, all v"
and 4™ managers get matched, and all v/ managers are unmatched. This suggests that perfor-
mance [ always leads to turnover, which generates strong impact of performance in predicting
turnover. Since this strong association is not empirically observed, to test this proposition, the
firm size conditions described in Proposition 2 should be empirically falsified on average. Or,
in a country or industry where the distributional properties in Proposition 2 are observed, the
model predicts that the turnover pattern should be strongly associated with performance relative
to other economies.

Indeed, the empirically well-documented firm size distribution exhibits a power law (Ijiri and
Simon (1977), Axtell (2001), Gabaix (2016)), which is related to the Proposition 3. In Proposi-
tion 3, all v, some 7" managers get matched, but the other 4™ managers sit out. Instead some
managers will get matched. Thus, the association between performance [ and turnover is weak-
ened by the measure of matched manager 7's. Moreover, the association between performance
m and turnover increases by the measure of manager y"'s sitting out the matching market (recall,
in Proposition 2, the relation between performance m and turnover is zero). Overall, the lack of
turnover in performance [ and the excess turnover in performance m jointly weakens the impact
of performance in predicting turnover, which is consistent with empirical evidence. Interestingly,
the sufficient conditions that derive the matching pattern in Proposition 3 indicate a characteristic
where firm size increases faster as the rank increases, which is satisfied by a power law with a
shape parameter greater than 1.!® Since the conditions with respect to firm size is only a suffi-

cient condition, Proposition 3 does not conclude the distribution in the real world to be a power

18 According to Axtell (2001), the empirically documented shape parameter for the size distribution of firms in
the U.S. is 1.059.
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law distribution. However, at least, the model confirms that, once the empirically well supported
distribution is considered, it will generate an empirically well documented turnover performance
relation.

Lastly, in Proposition 6, all v™ managers get matched, but only some v" get matched. i.e.,
some 7" managers sit out due to its option value. Thus, performance h predicts some turnover
events, while performance m faces no turnover, and performance [ faces turnover. This U-shaped
turnover performance relation is not empirically observed (at least in the U.S.). Neither is the
distributional properties of firm size in Proposition 6. However, what the baseline model predicts
is that if the economy exhibits that firm size increases at the middle ranks than the top ranks, then
the cross-sectional turnover-performance sensitivity will be close to U-shaped, and there will be
more frequent turnover at the top performance levels than the medium.

Overall, depending on the distributions of firm size, the model predicts that the relation be-
tween CEO turnover and performance differs, either strong, weak, or U-shaped. However, across
all these properties, the measure of unmatched CEOs is the same. This feature allows one to com-
pare the shape of turnover performance relation and to test the predictions depending on firm size
distributions. In particular, by splitting turnover data by industries or by similar firm size dis-
tributions (or, comparing different countries with different shapes of firm size distributions), the
baseline model that highlights the impact of interplay between the labor market and managerial

career concerns can be tested.
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1.4.2 Discussion

This section discusses some interpretations and implications of the key trade-off in this model.
The trade-off between match efficiency versus the career concern driven agency costs in a firm-
manager matching game can be naturally captured by a general two sided matching game (say
A and B) where players B can choose whether to participate in a matching game that involves
some kind of observable experiment. The experiment technology is not match specific, but rather
solely based on player B’s choice, and the result of experiment changes the characteristics of
player B. The experimental results are directly related to a match output with two players being
productive complements, players divide the match output within a match with the presence of
outside option, and matching game is repeated.

Given that players A have sole bargaining power, the equilibrium splitting rule of the match
output is determined by player A’s willingness to pay to match, and player B’s willingness to
participate and experiment. Since player B will get better terms in case that many players A
compete for B, naturally player B wants to look better. The incentive of looking better arises
only if player B expects that it will increase (or not decrease) their value in the future. Thereby,
in an interim period, player B may decide not to participate if option value of maintaining their
characteristic is high. Whether offering extra payoff to attract certain characteristic of player B
depends on player A’s willingness, which will depend on their match efficiency. If the marginal
benefit for player A is not big enough relative to marginal cost, then player A will seek to match

with the next best player B, which goes against assortativity. '

19 Another interpretation with respect to the main result is that it is at least assortative among those matched
managers and firms. However, the key point here is that a firm may not be willing to match with an available better
reputation manager because of the manager’s career concerns, and prefers to match with a strictly worse reputation
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Another notable implication for the main result is the possibility of many different types of
equilibria depending on a size distribution of firms, including an equilibrium where all managers
share the same induced risk preferences, or where the hole in the matching appears at the top,
middle, and the bottom. My goal in this paper is to offer some sufficient conditions that derive
non-assortative matching patterns to prove that performance-based sorting may not guarantee an
efficient matching outcome. To this end, I focus only on the induced risk aversion for a middle
reputation manager or a high reputation manager. While there can be other types of equilibria,
the analysis in this paper can be similarly applied to such different types of equilibria.

The purpose of introducing an agency friction into the labor market for managers is to explore
how the formation of firms and managers is influenced by the friction and to provide insights into
managerial accounting and control. The agency friction through costly actions and/or misalign-
ment of a firm’s and manager’s incentives is one of the most elemental issues in managerial
accounting and control. Which contract is offered and how internal control mechanisms are de-
signed would look like an outcome of an individual firm’s and manager’s problem. However,
the formation of firms and managers is closely tied to the labor market for managers, thus the
endogeniety of matching is critical in understanding such contracting outcomes. Including firm
and/or manager fixed effects could partially mitigate potential issues arising from endogeneity.
But considering the matching market explicitly (e.g., a distribution of firm size, supply of man-
agers) will allow researchers to better control endogeneity concerns as well as better predict

internal control mechanisms.

manager instead.
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1.5 Conclusion

I conclude this paper by pointing out a limitation of the modeling assumption about the fixed
characteristics of firm size. The research question I try to answer is how managerial career
concerns interact with the formation of firms and managers. To address the question by deriving a
manager’s career concerns endogenously, I focus on a manager’s future compensation, a function
of a manager’s reputation and matched firm size. Since a manager’s reputation evolves, thereby
making the manager’s future compensation evolve, I assumed away the evolution of firm size.
The match output by a particular firm size and a manager’s reputation can potentially change
the size characteristic of a firm. For example, by taking a positive NPV risky project, a firm’s
positive (negative) earnings can make the firm size bigger (smaller). To focus on the trade-off
between match efficiency and agency costs, I have assumed that the match output is consumed
by the matched firm and manager in the current period, thus no impact on the growth of firm
size. The stationarity in firm size distributions would partially justify the assumption in this
paper, however, the growth aspect due to match output will create different incentive for firms in
deciding their willingness to match and pay.

As an extension, one could potentially incorporate a richer framework by considering the
evolution of firm size depending on the match outcome. This is clearly affected by a characteris-
tic of a matched manager that the firm has had, and now a firm also has future concerns due to the
impact of the current match on their size growth. To pursue this extension, one needs to address
several issues, including the magnitude of growth or decline. For instance, the growth potential

may exhibit a scale of operations as in project return. In that case, a large firm’s growth (decline)
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is bigger than a small firm’s due to success (failure), leading to either a heavier competition to-
ward managerial talent at the top or a large firm’s strategic choice of safe project to maintain their
size. If the former (the latter) is dominant, a firm’s growth potential can make match efficiency
bigger (smaller) than agency costs. Considering these issues might allow one to develop a better
understanding of interactions between agency problems and the market for managers. While
it invites many directions for extension, the repeated matching model with moral hazard that I
propose will be a useful framework to examine the labor market forces in managerial accounting

research.
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Chapter 2

Career Concerns and Project Selection:

The Role of Reputation Insurance

ABSTRACT

Motivated by Chapter 1, I explore, in the context of CEO turnover, the latent aspects of
existing corporate governance practices, including a board of directors, performance disclosure
policy, and severance pay. In particular, I ask how well different governance practices provide
incentives for project selection when managers have career concerns and how such practices
influence a firm’s decision of whether to replace their CEO. I show that a board of directors
monitoring, performance disclosure policy, and a severance package serve as reputation insur-
ance and mitigate a manager’s career concerns through different mechanisms. However, the
incentive effects of reputation insurance are followed by a weakened relation of turnover to per-
formance: the board’s monitoring serves as a substitute for performance; the non-disclosure of a

CEO’s performance at departure causes misclassification errors ; the presence of severance pay,
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on the other hand, creates performance tolerance for firms in order not to pay out. Based on the
perspective of reputation insurance, I also provide empirical predictions related to the existing

governance and CEO turnover practices.

2.1 Introduction

Chapter 1 considers how career concerns are derived by the market for managers and the associ-
ated inefficiency in the formation of firms and managers: Managerial career concerns influence
agency problems, thus creating distortions in matching decisions; particularly, in the context of
a firm-CEO match, it even distorts a firm’s decision of whether to replace or retain its CEO.
The natural follow-up question is whether there exist any corporate governance mechanisms that
attempt to reduce such inefficiency. In this chapter, I take up this question in the context of a
firm-CEO match. I argue that existing governance practices can serve as insurance for a manager
to resolve potential agency frictions arising from a manager’s career concerns, but each gover-
nance mechanism has different implications for matching patterns. The goal here is to compare
different mechanisms of corporate governance as insurance for managers and to derive empirical
implications for CEO turnover practices.

Building on the baseline model in Chapter 1, I present a series of governance models where a
career concerned CEO needs to exert effort for information acquisition and takes a project, either
the safe or the risky. The first model explores a board of directors in which directors monitor
a CEO for the purpose of talent evaluation. The second model investigates a firm’s disclosure
policy of a CEO’s performance. The third model studies ex ante severance pay agreement. I show
that these governance practices—strengthening monitoring, decreasing disclosure, and designing
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severance pay that is less tied to performance—serve as insurance for reputation. The aspect
of insurance reduces potential frictions due to career concerns, thus arising as part of optimal
contracting devices for individual firms. However, adapting such a mechanism as insurance for
individual firms collectively creates externality in the labor market for CEOs, thus affecting firm-
CEO matches.

In the first model, the firm appoints a board of directors at costs. The costs depend on the
monitoring quality of a board: the better quality the more expensive. When a firm decides
whether to replace the incumbent CEQO, the board acquires information about the incumbent
CEO’s talent to make a better replacement decision. I show that the board’s monitoring can
function as insurance for the CEO by supporting him when there is a poor performance outcome.
The intuition is because the board’s information about the CEQO’s talent reduces the reputation
damage at poor performance, which in turn, incentivizes the CEO ex ante to make an efficient
project decision that is potentially risky. Therefore, the expected future monitoring (thus, better
information about a manager’s talent) mitigates career concerns and reduces agency conflicts.

However, the board’s better monitoring can potentially weaken the impact of performance
on a firm’s turnover decision in the following period. When the board’s monitoring becomes
better, they acquire more precise information which is potentially superior to noisy performance
outcomes. Consequently, the board relies more on their own information rather than the real-
ized performance, thereby weakening the impact of performance on their turnover decision. Al-
though the board’s monitoring weakens performance-based sorting, it creates positive externality
in the market as it increases both match and incentive efficiency. This result suggests that weak

turnover-performance sensitivity might not indicate weak corporate governance, but instead can
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be an optimal decision made by a board of directors (Fisman et al. (2013), Laux (2015)). The
model predicts that the association between turnover and performance depends on the board’s
monitoring quality; the better monitoring leads to more (ex ante profitable) corporate risk taking
behaviors. Since the benefit of mitigating career concerns (for match efficiency) is bigger for
large firms, the model also predicts that large firms tend to rely on better monitoring as insurance
for their executives as opposed to career concern-driven inefficient turnover.

In the model of performance disclosure, the firm promises not to disclose a realized perfor-
mance at the CEQO’s departure. If a firm’s replacement decision of its incumbent CEO does not
fully reveal the actual performance, say medium performance of the safe choice and the poor
performance of the risky choice, then the market forms an expectation over the departing CEO’s
reputation. That non-disclosure does not fully reveal the realized performance is only for large
firms that can replace medium and poor performing CEOs to high performers. In such a case, a
firm’s non-disclosure not only increases the CEO’s incentive to take the risky project, but also
reduces the CEQO’s preference for the safe one, thus efficiently providing incentive for risk taking.
Consequently, the promise of non-disclosure serves as reputation insurance, thus mitigating the
CEQ’s career concerns.

As in the board’s monitoring, a firm’s disclosure policy as insurance weakens the association
between turnover and performance. The intuition here is that, although the realized performance
is known inside the firm, the market cannot observe which performance leads to a CEO departure
(i.e., information suppression). Contrary to the board’s monitoring, individual firms’ disclosure
policy for the sake of insurance collectively creates negative externality in the labor market sort-

ing. In principle, non-disclosure at a CEO departure event requires one to speculate root causes
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of turnover. This speculation, by its nature, is subject to classification error, which not only in-
terrupts the matching in the following period but also weakens the association between turnover
and performance. The model predicts that the more opaque firms are in disclosing performance,
the more managers will take risky investments. Since performance non-disclosure serves as in-
surance only for large firms, large firms tend to be more vague when it comes to disclosure of
departing executives’ performance than small firms.

Lastly, in the third model, the firm promises to pay an ex ante severance pay agreement at
the CEO’s departure. The severance pay has a direct interpretation as insurance payment at
the CEO dismissal, which involves his reputation reduction. Although the CEO’s market wage
following poor performance will decrease, the severance pay at departure substitutes for the
reduction of his market wage. The expected future severance as insurance in turn incentivizes the
CEO to take the potentially profitable risky project. Thus, the direct insurance payment through
severance agreement mitigates managerial career concerns. Similar to the performance non-
disclosure, the ex ante severance agreement can weaken the turnover-performance sensitivity due
to performance tolerance. This is because the incumbent firm may decide not to replace the CEO
ex post so as to save severance pay if the benefit of replacement is not big enough. However,
contrary to the non-disclosure, the negative externality arising from performance tolerance is
borne by the incumbent firm: the incumbent firm would have been better off by rematching with
a better CEO if the firm did not offer an ex ante severance agreement.

In practice, most academics and practitioners criticize executives’ severance packages for in-
terrupting incentives (e.g., Bebchuk and Fried (2009)). However, in the model I propose here,

offering severance pay that is not tied to performance can be optimal ex ante by virtue of rep-
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utation insurance. When a firm wants to encourage appropriate risk taking, providing such in-
surance can effectively incentivize the CEO. The empirical implications of this model are that
the presence of a severance agreement tends to follow more corporate risk taking behaviors; the
impact of performance on turnover becomes weaker when an executive’s contract has severance
arrangements; large firms tend to provide a bigger severance package than small firms.

The remainder of the chapter proceeds as follows. Since the goal of this chapter is to inves-
tigate reputation insurance aspects of governance practices, | take a manager’s career concerns
that are derived in Chapter 1 as given throughout this chapter. Thus, building on the model of a
CEO-firm match in Chapter 1, Section 2.2 briefly provides the baseline setup. Then, Section 2.3
develops and discusses the board’s monitoring as insurance. Section 2.4 considers the disclosure
policy as insurance. Section 2.5 introduces a severance agreement as insurance. Section 2.7
concludes. Since CEO turnover has been extensively studied in the literature, I will discuss more

about the existing related works in Appendix.

2.2 Baseline Setup

Consider a firm (principal) and a CEO (agent). The game lasts for three periods. Within a period,
the sequence of events is as follows: 1) the firm offers a contract with governance device (either
monitoring, disclosure policy, or severance pay); 2) the CEO accepts or rejects the contract, if he
rejects, he sits out the market, if he accepts, then he exerts effort to select an investment project;
3) the project earnings and payoffs are realized; and 4) both the firm and CEO return to the
market for the next period production (if this is the last period, the game ends). All players are
risk neutral and share the same horizon with no discount factor.
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As in Chapter 1, the firm is characterized as its size S and the CEO is characterized as its
reputation . The firm has the choice to invest in one of two projects: a risky project denoted
as I, or a safe project denoted as I;. The safe project I, will return a certain outcome, m,
which can be interpreted as a status quo. The risky project will return either a success, h > m,
or a failure, [ < m. Without loss of generality, assume that the investment cost is the same
for both projects, which is normalized to zero. The probability of success for the project I,
depends on a state variable consisting of {s1, S2, s3}, where s; indicates I, will generate h, so
and s3 indicate /. will generate [. The unconditional probability of each state is Pr(s;) =
ap, Pr(sy) = a(l —p), Pr(s;3) =1 —a, where o € (0, 1), and p € (0,1). It is immediate to see
that Pr(h|{s1, s2}, 1) = p, Pr(l|{s1, $2},I;) = 1 — p, and Pr(l|ss, I,) = 1. T assume the scale
of operations (Sattinger (1993)). That is, a firm’s project return is the project outcome (denoted
as X) multiplied by its firm size, S: S x X, where X € {h,m,(}.

The CEO’s effort is modeled as gathering information to select the project. The information
(signal) that the CEO can acquire is drawn from {{si, s2},{s3}}. For convenience, let r =
{s1,82},5 = {s3}. Let v, 0 € {r, s} denote a partition of state variables and the CEO’s acquired
information respectively. There are two types of CEOs, 7 = G and 7 = B, denoting a good
and a bad type respectively. The two types differ in their ability to acquire information about
the realized state. By exerting effort, a good type manager knows if a realized state belongs to
ror s (i.e., 0 = v), but a bad type manager receives 0 = v with probability of 5 € (0, 1) and
0 # v with the complementary probability. Without effort, both types do not receive a signal. |
assume that the ex ante probabilities of realization of signals is the same for both types so that

the acquired signal per se does not communicate any information about the manager’s type. This
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assumption is captured by setting a = 1/2.1. Assume that both the firm and the CEO does not
know his type (Holmstrom (1999)).

To make the project selection problem non-trivial, assume that ph + (1 — p)l > m > [, i.e.,
if v = r, then [, is more profitable, and if v = s, then I is more profitable. Let Pr(X|v) denote
probability of project outcome X conditional on the CEO reputation ~y. Let Y (S, ) denote the

expected project return for the firm with the CEO ~. That is,
Y(S,y) =95 x (h X Pr(hly) +m x Pr(ml|y) +1 x Pr(lh))

Let w¥ denote a transfer upon the project outcome X € {h, m, [}, and E[w™|w;(7)] denote the
expected compensation cost given the market value for the CEO, w;(7) in period ¢ = 1,2, 3.
Then, the firm, taking the market value of each manager as given, chooses the optimal compen-
sation and a governance device, to maximize its payoff which is expected project return net of

the manager’s compensation.
maxwx,g Y(Sa ’}/) - E[wX’wt(7)7 g] - C<g)

where G, C(G) denote the choice of governance device and corresponding cost respectively.
Since a governance choice is costly, the principal considers incurring such a cost only if its
matched CEO is career concerned which potentially leads to the principal’s inefficient replace-
ment decision. In period 1 when every CEO is identical, assume that no principal wants to incur

the cost. Thus, the following models of governance start from period 2 when some CEOs are

'That is, Pr(0|G) = Pr(d|B) forall o, & a = af + (1 — a)(1 — )
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career concerned.

2.3 Board of Directors’ Monitoring as Insurance

In practice, a firm’s board of directors or compensation committee evaluates their CEO based on
their own appraisal policy. To capture this practice, consider a board of directors that can observe
a noisy signal about a CEQO’s type. Here, the board of directors can be seen as a monitoring
technology for a firm to provide better information about a manager. Although the board is a
common feature that every organization has, their performance can differ depending on their
ability. Thus, I assume that a firm can incur cost to set up the board that is good at monitoring
the CEO. That is, with some probability, the principal gets a signal S representing a good type,

and with a complementary probability, the principal receives nothing.

b= Pr(sglt=G) > Pr(sgltr=B)=1-0>0

Assume b > % The parameter b can be considered as a board’s competence in monitoring. The
characteristic of this signal is closer to the extra information introduced in MacDonald (1982). To
highlight the insurance role of monitoring, assume that there is no commitment problem, and the
principal will disclose the observed signal truthfully if received. Note that conditional upon the
CEOQ'’s type, the signal is independent of a performance outcome. To gauge how the principal’s
monitoring plays a role as insurance, [ assume that the monitoring technology gives a signal upon

the poor outcome.? Moreover, it is assumed that the competence of monitoring is limited so that

2 A board of directors is more likely to evaluate (monitor) the incumbent CEO upon poor performance. Relaxing
this assumption will have a distraction from failing to receive a signal upon h or m.
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Elws(y)le = L, I.,b] < Elws(v)|e = L, I, b] for V v, b. The monitoring technology always has
a positive type 1 and type 2 error. The expected reputation change with the board’s extra signal
i1s summarized in the following lemma.

Lemma 10. Suppose that b > % Let v} - 1t denote an updated reputation when a principal

receives Si and nothing upon a poor outcome. Then, the ex ante expected reputation change

upon a poor outcome is characterized as follows.

Ely'[o] = (b(Pr(l,7 = G) = Pr(i, = B)) + Pr(l,7 = B) )i,

+ (—b(PT(l,TzG)—PT(l,T:B)) +P7’(Z=T:G)>

I _ 1 l 1
where Yo+ = 14— (A=p)B+a=B) 1-b » Vo = 14122 (A=p)B+(A=p)) b -
¥ ¥

(1-p) b (1-p) 1—b

The expected reputation change conditional on the realization of [ is the following.

E[y|b, 1] = (v + (1 =) (1 = b))y + (v(1 = b) + (1 — 7)),

Albeit helpful to gauge the incumbent CEO, this monitoring technology comes at cost C'(b) with
C'(b) > 0,C"(b) > 0. This cost can be interpreted as the firm’s investment in developing a
better measurement system for a CEO performance review or hiring competent board members
who will provide a more precise evaluation about the incumbent CEO. Thus, the necessary and

sufficient condition for the principal to invest in monitoring technology at the beginning of period
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2 1s,
Ys(S,7) = Blwy |wa(7)] = C(b) > maxﬁ/{Yz(S, V) - E[wﬁ(lw(v')]} 2.1)

The left-hand side of (2.1) is the principal’s payoff from the match with CEO -~y at monitoring cost
C'(b) and the right-hand side is the principal’s payoff of hiring a different CEO or retaining the
incumbent but paying more to mitigate career concerns. Basically, the above condition requires
that the principal finds it optimal to invest in monitoring technology to incentivize the CEO
instead of hiring an alternative CEO, or paying the CEO extra premium. Lemma 11 shows the
existence of b* and its characteristics.

Lemma 11. (Optimal Monitoring Intensity and Externality on Compensation) There exists a
unique b* € (%, 1) that mitigates the CEOs’ career concerns. Introducing monitoring technology
shifts the compensation for CEOs downward.

The reasoning behind uniqueness is that the principal will choose b just enough to bind the
(IC) constraint for the career-concerned CEO since the monitoring is costly. On the other hand,
the intuition for the externality on compensation is that introducing the monitoring technology
substitutes for extra pay.

The natural investigation is to see how this monitoring technology affects the market’s re-
liance on firm performance to update the reputations of CEOs. Proposition 7 finds when the
market prefers monitor to firm performance. In this case, non-assortativity in matching pattern

arises ex post: a firm that is supposed to match with a better CEO in the market find it profitable

to retain its poor performing CEO when the board receives a favorable signal.
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Proposition 7. (Monitor as Substitute and Non-assortativity) As board competency, b, increases,

the market prefers monitoring to performance. More formally, if the equilibrium choice of b* >

Pr(llt=G)

Pr(l|tT=B)
Pr(llt=G) ’
Pr(—=B) T1

then firms prefer to retain =y}  if an alternative CEO is 7.

Proposition 7 is also consistent with recent findings on the relation between governance
and turnover-performance sensitivity and the implications for firm performance (Fisman et al.
(2013)). Fisman et al. find that the weak turnover-performance sensitivity of a weak board that
protects a poor performing incumbent CEO can lead to a better subsequent performance. In my
model, the weak turnover-performance sensitivity comes from a superior monitor that generates
better information about the incumbent CEO’s type than firm performance. It is worth pointing
out the difference between Crémer (1995), Laux (2015) and this paper. In Crémer (1995) and
Laux (2015), the benefit of retention (in case of a success) substitutes for monetary incentives to
induce effort from the agent under a no-monitoring regime, but the presence of monitoring elim-
inates such substitution, thereby increasing incentive costs. However, in this paper, monitoring
occurs only if a CEO takes [, and faces a failure. Thus, the benefit of monitoring can occur only

when the CEO acquires a signal (i.e., e = H), not when the CEO shirks (and chooses I).?

2.4 Performance Disclosure Policy as Insurance

This section applies the main model by introducing performance disclosure as a choice variable
to show that a firm’s disclosure policy on performance can act as reputation insurance, thus part of

a contract. The motivation for this extension is that an exact reason or cause for departure is often

3Since Elws(y)le = L,1,,b] < Elws(y)le = L, I,b] for any feasible b, a CEO’s best project choice upon
e = L is still I,. Thus, monitoring relaxes (IC) constraint. However, if the monitoring benefit is sufficiently high
that Elws(y)|le = L, I,b] > Elws(v)|le = L, I, b], then the same friction as in Crémer (1995) and Laux (2015)
will appear.
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not explicitly disclosed.* To see how performance disclosure plays as reputation insurance for
CEOs, assume that a principal can credibly commit whether to disclose performance information
to the market. To avoid the market’s inference from the realized pay, assume that w3 is also not
disclosed upon departure.

For performance non-disclosure to create insurance effect, it shall be the case that the market
cannot infer the exact performance outcome at the CEO departure without any stated reasons.
Otherwise, the promise of non-disclosure does not provide any insurance benefit. Lemma 12
finds a condition in which performance non-disclosure can play as insurance.

Lemma 12. Performance non-disclosure can be used as insurance in period 2 only if firms are
sufficiently large, S € [S [hl], S [h])

The mechanism of non-disclosure as reputation insurance is the reduction of the downside
potential by aggregating the two outcomes. By aggregating, the expected payoff of choosing
the risky project increases, but the payoff of the safe project decreases. Thus, the firm relaxes
the (IC) constraint effectively by simultaneously balancing the left hand side and the right hand
side. There is no direct cost borne by the principals, thus no direct compensation is given to the
CEOs. Hence the promise of non-disclosure makes only those firms better off. However, the non-
disclosure creates rematch friction in the last period due to the aggregation of two outcomes. This
aggregation can lead to a potential mismatch between firms and CEOs, thus incurring mismatch
costs in period 3. Lemma 13 finds the expected mismatch costs in period 3 due to performance

non-disclosure.

4See, for instance, Parrino (1997), Jenter and Lewellen (2010). For an anecdotal evidence, when the Metropolitan
Transportation Authority (MTA) replaced Arthur Leahy in January 2015, the MTA disclosed, “On his watch, Metro
buses are more accessible, more punctual, and cleaner”. However, the departing CEO’s performance had been under
confidential review by the board and was not disclosed (LAtimes, Jan.2015).
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SIND] S[mh]

Figure 2.1: Potential mis-assignment of CEOs and Firms due to non-disclosure in period 2.

Lemma 13. By relying on performance non-disclosure, the expected rematch distortion in period

3is

Pr(m|y) x Pr(l|v) - i
(Pr(ml|y) + Pr(lly))? (/SGH1 SdG /9€H2 5dG> 55 13(5,7)

where Hy = [S 1,5 [hl]) JHy = [S [Rl], S [m]) The rematch distortion always exists regardless

of the parameter values.

Pr(mly)x Pr(lly)

Here, .ty Prii))?

denotes the mismatch probability. With this probability, CEO ~™,
who is supposed to match with S € H,, is assigned to S € H;; CEO ~!, who is supposed to
match with S € Hj, is assigned to S' € H,. The mismatch distortion is the negative consequence
of mis-assignment due to complementarity between firm size and reputation. In this case, it is
the performance non-disclosure (i.e., information suppression) upon replacement that weakens
the relation between performance and the turnover pattern. Contrary to the board’s monitoring
technology, information suppression endogenously creates period 3 match friction. Interestingly,
although only large firms enjoy a benefit from the reputation insurance without incurring costs,

the distortion happens to smaller firms. Proposition 8 highlights this result.
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Proposition 8. (Endogenous Match Frictions and Negative Externality) Performance non-disclosure
provides reputation insurance, thus potentially mitigating a non-assortative rematching pattern

in period 2. However, the consequence of match distortion always arises for small firms in period
3,5 € |SIND), S[m]).

It is worth noting that the departing CEO with performance m ex post does not want to pool
with a poor performing CEQ, thus revealing his realized performance. However, given that every
CEO has incentive to defend himself and protect their reputation, the departing CEO’s argument
about his/her undisclosed performance cannot be credible to the market. Therefore, the market
still takes the expected value of reputation over performance of m and [/, and the departing CEO’s

actual performance will not be revealed.

2.5 Severance Package as Insurance

In practice, some CEOs get paid upon their departure, and sometimes this is precommitted when
the CEOs are newly appointed, or when the contracts for the incumbent CEOs are renegotiated
(Rau and Xu (2013)). Since the payment is followed by separation, the ex ante agreement of
severance pay can potentially provide insurance upon a reputational shock. But the mechanism
of severance pay as insurance differs from the previous institutions: the ex ante severance pay
agreement directly offers payment upon a negative shock to reputation as in standard insurance.

To capture this feature, suppose that principals can offer severance pay upon replacement
(both forced and voluntary), and that this pay is legally binding.> As insurance, the ex ante

agreement of severance pay is attractive only if the realization of the payment upon a bad event

>In practice, if the severance package is specified in a CEQ’s employment contract, then it is legally binding.
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(i.e., separation) is expected. Given the stationary distribution of firm size, the chance of separa-
tion is deterministic contingent on a performance outcome. The deterministic feature confounds
severance pay with an extra transfer upon a poor outcome without replacement, or with extra
pay upfront. Thus, to distinguish the severance pay from other transfers, suppose that the in-
vestment opportunity is subject to shock. The process governing the transition of the investment
opportunity follows a discrete time Martingale process and is assumed to be exogenous. More

formally,

Qi1 = 0y + €41, Elogy|ay] = oy

where ¢, follows a well-defined symmetric distribution with support (—%t, %) and variance o
Let £ AS denote an agreed severance pay level, and assume that it is expected that the incumbent
CEO will be replaced upon [. For severance pay to have an insurance effect for CEO -, it must

satisfy the following.

E[Y3(S,7%) = @s(y")laa] = E[¥3(S,7") = @3(7') + EAS|as]

Basically, replacement with severance upon [ should be incentive compatible for the principal ex
ante. This is because, as insurance (payment after a bad event), the CEO certainly prefers the
insurance to be paid instead of being retained by the incumbent firm. Now, a natural investigation
is when and with what level such ex ante severance pay is agreed in a credible way. Lemma 14
summarizes the result for this investigation.

Lemma 14. (Optimal Ex ante Severance Pay) If the principal wants to offer a severance pay

62



agreement, then the severance pay committed by sufficiently large firms create an insurance

effect. i.e., Not every firm is free to use ex ante severance pay as insurance. This promise of

< O.FEAS.

severance is only credible in a relatively less volatile economy: o>

The next investigation finds the characteristics of such ex ante severance pay agreement and

the consequence thereof. As in performance non-disclosure, the severance pay as insurance can
create match friction endogenously.
Proposition 9. (Performance Tolerance and Endogenous Ex Post Rematching Frictions) Suppose
the severance pay is credibly promised (0> < o7FA9). As the last period shock tends to be
extreme (i.e., ag | 0, or az T 1), then, V S € [S[m}, Sim| + f(EAS, a3)> find it profitable to
retain their CEOs upon [, where f(EAS, a3) = ﬁ.

Here, A = p(az + (1 — az)(v™ + +')) (7™ — +!) captures the marginal benefit of CEO ™
relative to 7! in terms of project selection efficiency. The intuition behind Proposition 9 is that the
principal might find it profitable to retain the poor performing incumbent CEO instead of paying
the severance pay and hiring a new CEQO. That is, introducing ex ante severance pay agreement

might reduce the non-assortative rematching outcome in period 2. However, this result comes at

the potential expense of ex post rematching distortion in period 3.

2.6 Conclusion

In this chapter, I develop a model of governance practices to explore the latent aspects as in-
surance for managers. Based on the project selection model with the CEO’s career concerns in

Chapter 1, I introduce three control devices independently to see how a firm effectively incen-
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tivizes its CEO to resolve agency conflicts arising from career concerns. In particular, when a
CEO is concerned about the market perception of their ability (i.e., reputation) that is formed
by firm performance, the CEO, a rational payoff maximizer, will be tilted toward protecting his
perceived talent, which may not be the best interest of a firm. The models I propose also ex-
plore how these devices influence the association between firm performance and the pattern of
CEO turnover. Although the presence of reputation insurance reduces inefficient replacement
decisions ex ante, each mechanism creates other channels that weaken the impact of firm perfor-
mance on CEO turnover. By providing new perspectives of existing governance practices, this
chapter also provides testable empirical predictions, and implications for corporate governance
and investment behaviors.

To conclude this chapter, it is useful to point out a limitation and potential extension of the
model. For instance, in a model of a board’s monitoring, I abstract away from any potential
collusion between the board and the CEO: by considering the board as a special monitoring
technology, I focus on the role of extra information in resolving career concerns and making
a better turnover decision. Introducing a potential collusive behavior, such as a side contract,
between the board and the CEO might reduce a firm’s incentive for incurring the costs for the
board. Even further, a firm might have incentive to have the board with imprecise monitoring in
order to prevent such collusive behavior. As an another extension, considering the combination
of the three devices will shed additional light on the governance practices. In practice, every
organization has a choice to have all these forms of governance. Depending on organizational
characteristics or culture, what features of firms lead either of devices to be the preferred choice

will be also interesting to consider.
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Chapter 3

Generalists versus Specialsts: When Do

Firms Hire Externally?

ABSTRACT

In recent decades, the trend of external CEO hiring has increased, a practice often involving
high outsider pay premiums. Most academics and practitioners ascribe the practice of outsider
premiums to two factors: managerial talents and a match between a firm and a CEO. However,
this perspective seems to overlook that, after an outsider CEO is hired, firm performance often
becomes unsatisfactory. To understand the missing link among CEO hiring, the pay premium
and firm performance, this paper develops a multitask-multiagent team production model where
each task sequentially requires a firm-specific skill and a management resource allocation. By
analyzing a multiagent incomplete contracting problem, this paper identifies conditions under
which either internal promotion remains optimal or external hiring becomes optimal. This op-

timal contracting approach for multiagent also explains why outsider CEOs appear to get paid
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more than insider CEOs and how the performance of external hiring firms tends to be worse than

the performance of internal promoting firms in spite of the higher pay.

3.1 Introduction

The issue of finding the best CEO candidate for a firm and determining his/her appropriate com-
pensation has attracted the attention of academics and practitioners alike. Undoubtedly, if an
existing employee is qualified enough, then a firm will fill the CEO position with this qualified
current employee. However, if there is no qualified internal candidate, a firm will likely hire the
most appropriate person from outside the firm even though it requires a higher pay premium.
Existing literature helps explain such external hiring trend by describing how a firm’s hiring
decision and the level of offered compensation are determined by managerial talents, the labor
market condition for executives, and a match between a firm and a CEO(Murphy and Zabojnik
(2004); Murphy and Zabojnik (2007)). This literature has also pointed out how CEOs’ general
and transferable skills have become more important than firm-specific skills, thus making a firm
seek out a CEO who owns such transferable skills(Murphy and Zabojnik (2004); Murphy and
Zabojnik (2007); Custddio et al. (2013)).

However, even though external CEOs get paid high premiums, these external hiring firms
often exhibit unsatisfactory subsequent performance. While the existing literature explains the
demand for outside CEOs and the associated pay premium, a major limitation is that it overlooks
this mismatch between firm performance and pay premium (Zajac (1990); Shen and Cannella
(2002); Karaevli (2007) for survey; Kale et al. (2009)). If the CEO’s talent leads to an outsider
CEO premium, but does not generate better performance, then the question becomes why would
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a firm want to hire an outsider CEO. This paper aims to fill this gap by considering CEO hiring
choices as incentive devices for non-CEO employees to explain this mismatch. When an organi-
zation wants its employees to acquire firm-specific skills, features of firm specificity becomes a
key friction: by its nature, a firm-specific skill is unverifiable, thus uncontractible, although who
owns firm-specific skills is observable within an organization (Prendergast (1993)). As a solu-
tion to this incomplete contract problem, the organization can make use of CEO hiring choices
to create firm-specific skill acquisition incentives for their employees. Since firm performance is
affected not only by a CEO’s behavior but also by non-CEO executives (hereafter, subordinates),
considering how a firm motivates its subordinates is necessary to understand the missing link
between CEO appointments and firm performance.

By its nature, a firm-specific skill is unverifiable, implying a wage contingent on the skill is
not credible ex ante. Thus subordinates lack incentive to acquire the firm-specific skill. More-
over, the skill is only meaningful for the current firm, making the skill nontransferable, which
further reduces the skill acquisition incentive. It is well known that this type of incomplete
contract problem can be solved by asset ownership and/or property rights (Grossman and Hart
(1986); Hart and Moore (1990)); however the characteristics of firm-specific skills imply that,
although the skill is owned by agents, the ownership over the skill may not incentivize agents
because the firm-specific skill has less value outside the firm (i.e., unverifiable and nontransfer-
able skill).! Therefore, if a firm-specific skill is necessary, an organization needs to find ways to

incentivize its subordinates.

I'This argument implicitly considers firm-specific skills as assets. Hence, the control right over the firm-specific
skill does not change the outside option. Another implicit assumption in this argument is that a subordinate has
no bargaining power over his firm specific skill. The statement that the supply of subordinates labor market is
sufficiently high and inelastic can support the argument.
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This paper argues that, although internal promotion and external hiring create subordinates’
incentive to develop firm-specific skills, the distinct mechanism in each hiring decision faces
different trade-offs. To illustrate this idea, I build an optimal contracting model based on a se-
quential team production setting with two hiring choices. More specifically, a firm-specific skill
developed by subordinates first affects production technology of each task permanently. The
skill itself does not create any value yet, so a superior will finalize the productivity by allocating
resources into tasks. In case that a subordinate has acquired a firm-specific skill and becomes
a superior, the superior can save the cost of managing his own skill (task) due to his expertise
(Demski (1998)). While internal promotion provides incentives better for subordinates, the ex-
pertise of an internal CEO (specialist) should be viewed as a two-edged sword: the expertise
allows the superior to manage his own skill effectively, however the management efficiency may
create bias.

By considering the trade-off between management allocational efficiency and incentive ef-
ficiency, this paper compares the performance of two distinctive mechanisms contingent on the
benefit of expertise from firm-specific skills on management. In general, internal promotion suc-
ceeds in providing firm-specific skill development incentives and adequate management alloca-
tion incentives by aggregating two incentive problems using promotion bonus. This aggregation
is enabled by a rank order tournament of realized firm-specific skills, thereby inducing an in-
vestment incentive to acquire unverifiable firm-specific skills. The organizational slack, which
is defined as extra resource allocation that benefits the promoted superior, is necessary to create
bonus since winning the tournament itself may not be enough if the reward is not sufficient. With

the expertise benefit and the cost of required organizational slack, the internal promotion that ag-

68



gregates the two incentive problems is an efficient mechanism if such an expertise benefit creates
enough slack for the superior. Since enough organizational slack incentivizes the subordinates
effectively, to the extent that the slack is big enough relative to the superior’s biased allocation to
create slack, the incentive aggregation remain as optimal for the multiagent incomplete contract-
ing problem.

However, external hiring becomes optimal if such organizational slack incurs too much dis-
tortions in management. If the slack is not enough, a firm needs to induce more bias to create
slack, thereby distorting the specialist superior’s management allocation. In this case, it is opti-
mal for the principal to use external hiring in which the externally hired agent (generalist) makes a
management resource allocation decision contingent on realized skills. Although external hiring
separates two incentive problems (skill investment and management allocation), which usually
makes the total compensation costs expensive, external hiring can be optimal if the overall costs
are exceeded by the organizational slack required.

This dominance between internal promotion and external hiring is characterized by the ef-
ficiency of firm-specific skills on management. If the impact of the expertise on managing the
superior’s own skill is high, then a small bias toward his own skill creates large slack, thus in-
centivizing the subordinates (in anticipation of such slack). The benefit of expertise naturally
leads to relatively lower pay for an internal hire. However, as the benefit from managing its own
skill becomes less effective, the required pay for the internal CEO increases and management
efficiency decreases, thereby making external hiring optimal. As a result, from an optimal con-
tracting point of view, the pay for outsider CEOs might not be a de facto premium, but rather

an optimal wage contingent on firm-specific skills and internal production technology (i.e., cost
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saving from expertise). Moreover, the external hiring firm’s unsatisfactory performance might
not be attributed to the externally hired CEO. In an area where an optimal mechanism is external
hiring, if a firm relied on internal promotion, then a firm’s payoff would have been much lower
than the payoff under the external hiring due to the biased allocation for the sake of organiza-
tional slack. This approach incorporating the provision of incentives inherent in hiring choice
and management decision offers a way to understand cross-sectional differences in CEO selec-
tions and to provide testable implications of CEO hiring practices: why some firms find their
CEOs from inside (or outside), why outside hiring seems to involve higher pay, and why external
hiring firms are more likely to face diminished return despite the higher pay.

It is worth pointing out that this paper does not simply argue that the factors, found by existing
studies including managerial ability, the match and labor market competition, cannot explain the
current practice of CEO appointments and compensation. Rather, this paper takes a complemen-
tary position to this existing literature to provide a better understanding of the hiring practice and
firm performance. Furthermore, overcoming unverifiableness in firm-specific skills per se is not
the only key argument of this paper. The main point is that we must understand the existing prac-
tice of CEO hiring, pay, and firm performance based on the holistic perspective of mechanism
design to the multiagent incomplete contracting problem and distinct incentive effects thereof.

The paper proceeds as follows. Section 3.2 describes the model and develops a numerical
example. Section 3.3 analyzes the model and finds an optimal form of CEO appointments. Sec-
tion 3.4 provides empirical implications. Section 3.5 relates this paper to the existing literature.

Conclusion is presented in Section 3.6. Related literature and all proofs are in the appendix.
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3.2 The Model

In this section, I develop a model in which a principal hires multiple agents to complete firm
production. The sequential production process involves two stages: the first stage requires in-
vestments to develop firm-specific skills, and the second stage requires a management decision
to determine the outcomes of multiple tasks. The investment for skills can be broadly interpreted
as the development of firm-specific human capital, productivity, ideas or any actions that can
improve firm revenue, but only meaningful in the present firm.> Since this paper focuses on an
agent’s willingness to acquire firm-specific skills, assume that these skills cannot be trained by a
firm.’?

Firm-specific skills affects production technology permanently; however, the skills, per se, do
not generate revenue without a management decision: the gains from the skills rely on how those
skills are managed. Based on this sequential production, assume that the principal organizes jobs
through a two-levels hierarchy: agents in the lower level conduct firm-specific skill investment
jobs in stage 1, and an agent in the higher level conducts the management job for achieving
successful outcomes in stage 2. Although these hierarchically designed jobs seem not unrealistic,
the assumption will be discussed in the conclusion section to argue that this job design is indeed

efficient.

Now, the principal needs to deal with two incentive problems: she should first provide enough

2The skill might also be used in another firm, however due to firm specificity, the skill can be more efficiently
used in the present firm. Incorporating this possibility using a parameter would not change the qualitative setting
but incur complexity.

3In practice, many firms have a job training system to educate their employees about their operations and/or
tasks, however, there seems no such training system for top executives, for example vice presidents, to motivate
them to acquire firm specialized skills.
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incentive to subordinate agents in the first stage to make them invest; second, she must give a
superior agent appropriate incentive to induce the best management decision to maximize firm
revenue. Depending on how the principal incentivizes her agents, the firm has different hiring
structures: internal promotion or external hiring. Combining two incentive problems and in-
troducing different hiring structures under a sequential team production setting are intended to
develop a model that incorporates organizations’ different ways of motivating their agents to
acquire firm-specific skills. This holistic approach provides a way to better understand the or-
ganizational choice of CEOs through the lens of incentive devices for subordinates to acquire

firm-specific skills.

3.2.1 Two Stage Production Process

This section describes two stage production process more specifically to highlight key agency
issues in each stage.

First stage - Firm-specific skills development: There are two main problems in stage 1, the
moral hazard problem and the enforceability problem*, contributed to the unverifiability of ac-
tions and skills.

At the beginning of stage 1, the principal hires one agent for each task to develop firm-specific
skills, @ € {H, L} where H > L = 0. Assume that the skills for task 1 and task 2 are independent
of one another. This job (hereafter, investment) incurs the disutility of I € {c,0},¢ > 0 that is
borne by an agent to whom the task is assigned in stage 1. The choice of investment determines

the likelihood of skill parameters : Pr(6 = H|I = ¢) = p, Pr(0 = H|I = 0) = ¢, and p > ¢,

4The term of enforceability is in the sense of Malcomson (1984). Kahn and Huberman (1988) calls this a bilateral
moral hazard problem and Prendergast (1993) refers this to a dual moral hazard problem.
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i.e., the realization of § = H is more likely under the agent’s costly investment. Assume that the
firm-specific skill for task ¢ permanently changes the task 7’s production technology, which will
be specified soon. Assume also that # = H increases the efficiency of the production technology.

However, the agent’s investment choice is unobservable, thus uncontractible. Assume further
that the realized skill is soft information which cannot be verified by a third party, thus it is subject
to the principal’s ex post opportunism.®> Since the skill and the expertise are firm-specific, they
do not generate any value if the agent leaves the current firm after the investment. This implies
that the entire bargaining power over the skill is vested in the principal, thereby further reducing
the agent’s investment incentive ex ante. Putting this all together, the fixed wage fails to induce
the investment in stage 1 due to the standard moral hazard problem, but the wage contingent
on the realized skill parameter is not credible ex ante. Therefore, a contract for subordinates is
required to resolve both moral hazard and the enforeceability problems. Since the main focus of
this paper is to highlight two different incentive devices to overcome contract incompleteness,
assume that there is no negative activity such as sabotage.

Second stage - Management effort: Contrary to stage 1, management decision problem in
stage 2 is only subject to the traditional moral hazard problem.

After each skill parameter is realized at the end of stage 1, but before the stage 2 begins, the
principal designates a superior who needs to manage two skills realized in stage 1 to generate
revenue. The superior in stage 2 makes a management decision. The management decision
is to allocate superior’s management resource (hereafter, effort) into the two tasks. Assume

that a superior’s effort is normalized to 1. Since the realized skills in stage 1 are used in stage

SEmployees’ expertise or firm-specific skills seem difficult to say to be hard information.
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2 combined with the management effort, the superior’s effort allocation is contingent on the
realized skills, m(6y,02) = (mq, ms), m;+ms < 1. The allocated management effort determines
the outcome of each task, 1, t5. The outcome is either S or F', where S denotes success and F’
denotes failure. This management job incurs costs, C'(mq,ms), convex increasing in both m;
and mo. In case that the subordinate with high skill is promoted, then he can save the cost of
managing his own skill. Without loss of generality, call the internal CEO’s task ¢;. Then, his cost
of management is C'(mq—dfy, ms), where d € (0, 1) measures the expertise benefit from his own
skill. i.e., a specialist CEO (internal candidate) has comparative advantage in managing his own
expertise relative to a generalist CEO (external hire). Assume that d is such that m; — df; > 0
and, as in standard moral hazard setup, that m is unverifiable, thus uncontractible.

Production Technology: Let f(f,m) denote a production technology upon 6, m: f(6,m) =
Pr(t = S|0,m) € (0,1). Both 8, m might influence the production function differently, but
to highlight the basic intuition in this paper, I will focus on the effect of firm-specific skill and

management effort to be additive. That is,

f(0,m) = (0 +m)

Assume that f(6 + m) is differentiable and concave-increasing in (6 + m).

For simplicity, assume that the market supply of agents is unlimited in order to guarantee that
the principal can find an outsider without other frictions, as the competition in the CEO labor
market is not the main focus of this paper.

Contracts: Let X, ;,) denote revenue contingent on the outcome of tasks, (¢1,%,). Although
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Stage 1. Firm-specific Stage 2. Management

skills development of multiple skills
Principal Subordinates T T‘ T ‘ Revenue X
chooses invest 01,0, Promotion or Superior and Payoff
organization Ie{c0} realized External hire decides realized
(m17 m2>

Figure 3.1: Timeline.

the agents’ investment choice and management effort allocation are not verifiable, the revenue
X(t,,t2)» 18 verifiable, thus contractible. For the sake of notation, let X(5r) = X(pg = Xs.
Assume that the principal values full success of both tasks than the sum of an individual success,
Le. Xg5 = Xgs5 > 2X 5.% To summarize, the principal designs a contract including a hiring
choice that incentivizes agents to induce firm-specific investments in the first stage and to make
the best management decision in the second stage to maximize her net payoft. Figure 3.1 depicts

the sequence of events.

3.2.2 Internal Promotion versus External Hiring

This section provides the key mechanism of each hiring structure to understand different incen-
tive effects.

Internal Promotion: If the principal decides to use internal promotion, she designates one
of subordinates as a superior depending on the rank order of fs: If (0,,6,) = (H, L), then
the subordinate 1 is promoted; if #; = 65, then the principal randomly picks one of the two

subordinates. The promoted agent, superior, receives a decision right to allocate management

°If X (s,5) < 2Xg, it is better to split the two tasks as opposed to putting them together as one firm. This
assumption can also be interpreted as that there is synergy between the two tasks.
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effort in stage 2. After the outcome is realized at the end of stage 2, the promoted agent gets
the compensation, and the unpromoted agent earns the subordinate’s wage. Although 6 is soft
information, this internal promotion based on the rank order can resolve the principal’s ex post
opportunism given that the self-commitment property of a tournament.”

To create incentives for subordinates, they expect to receive a promotion bonus, U > 0 if
promoted, otherwise, they will get v.® The definition of the promotion bonus will be discussed
in the next subsection.” Assume that the principal has full commitment power to stick to the
initially offered contract.

External Hiring: External hiring finds a superior from outside. The newly hired agent deter-
mines the management allocation decision depending on the subordinates’ realized skills. Since
the subordinate’s incentive in external hiring is provided through management effort external-
ity, assume that the subordinates get paid contingent on the outcome of their own task, which
is determined by the allocated management decision. In essence, external hiring deals with the
two incentive problems separately: inducing desirable effort choices by tying the superior and

subordinates to the final outcome.

3.2.3 Incentive Contracts for Each Organization

Depending on the principal’s choice of organization, the program for optimal contract differs:

internal promotion relies on incentive aggregation and external hiring relies on incentive sepa-

"Malcomson (1984) shows that tournament incentives can resolve the problem of unverifiable performance mea-
sure given that the prize level is fixed in advance.

81t is also possible to compensate the unpromoted agent contingent on the final outcome of the task. But that
makes the internal promotion less attractive as the required promotion bonus U > 0 increases as the unpromoted
agent’s payoff increases.

9 Although, the bonus scheme may differ depending on firms and a CEO’s contract terms, the promotion bonus
is quite common in practice for internally promoted CEOs (Equilar (2013)).
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ration. For expositional ease, I will use the terms internal promotion and IP, similarly external
hiring and EH interchangeably.

Internal Promotion: Suppose the principal chooses internal promotion. The principal solves
for the compensation contract and management allocation that characterizes promotion bonus U
and losing prize v to maximize the principal’s payoff. Given the promotion bonus, the following

condition characterizes the incentive compatibility constraint in stage 1.

p(win|l =¢)-U+ (1 —pwin|l =¢))-v—c

> p(win|I = 0)-U + (1 — p(win|I = 0)) -v (IC-1)

It is straightforward to see p(win|I = ¢) = 1, p(win|I = 0) = L. Then, the (IC-1)

constraint yields the relation between the promotion bonus, U, and the losing prize, v.

(3.1

Intuitively, the promotion bonus, U, increases in the losing prize, v, which is well-known in the
traditional tournament model. There is also an individual rationality constraint that attracts agents
to participate, however, as long as the promotion bonus is satisfied with the above condition, it

does not bind.!® To minimize compensation costs, it is always optimal to set v = 0.

'0Given that the initial reservation utility is normalized to zero, the (IR-1) constraint is, p(win|I = ¢) - U + (1 —
p(win|I =¢))-v—c>0.
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Here, I define the promotion bonus as what a promoted CEO can enjoy when he has expertise.
<E97m[U)] — C’(ml — d@l, m2)> — (E@ym[w] — C’(ml, m2)> = C(ml, mg) — C(m1 — d@l, mg)

The interpretation of the promotion bonus is that, all else equal, the promoted superior strictly
prefers to have expertise. The saved cost (from his expertise) generates organizational slack
in stage 2 depending on the realized skills in stage 1. For the organizational slack to provide
investment incentive in stage 1 under IP, the principal solves the following program. In equilib-
rium, the superior’s contract will exhaust all feasible management effort for the two tasks. Thus

me = 1 — m;. All the bold symbols denote vectors.

Maty,., FEX—w] Ip)
E[W] - C(m1 - dtgl, mg) 2 u (IR-Z)
m € argmaz, E,w]— C(n; —dbi, ny) ac-2)
2c
C’(ml, m2) — C(m1 — del, mg) > P—gq (Slack)
Note that the two tasks are independent,
E[X — W] = PI‘(XSSw, m)(Xss — Wss) -+ PI'(Xs‘Q, m)(Xs — Ws) (3.2)

where PT(XSS‘ea m) = f(@l +m1)f(92 +m2), P?“(Xs‘e, m) = f(01 + ml)(l — f(ez +m2)) +
(1 — f(01 + mq))f(62 + m2). Basically, the promotion bonus refers to potential cost saving for

the superior that increases his payoff indirectly.
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External Hiring: Now, suppose that the principal decides to use external hiring. Recall that
in the external hiring case, subordinates get motivated by the fact that the outcome of their task
is determined by the externally hired superior’s management decision which is contingent on 6.
For expositional convenience, assume that, in case of 6; # s, it is the task 1 whose H.

Then, the principal decides v to induce investment from subordinates.
Pr(Xg|l = c)v—c> Pr(Xg|I = 0)v, (IC-1)

which yields,

C
>
Y= Pr(Xs|I = ¢) — Pr(Xs|I = 0)

(3.3)

Again, given that the reservation utility is normalized to zero, the individual rationality constraint
(IR-1) is satisfied as long as v satisfies the above condition.

Under the EH, the principal solves the following program to maximize her payoff.

max EX —w — ] (EH)
Elw] — C(mi,ms) =7 (IR-2)

m € argmaz, E,[w|—C(ny,ng) ICc-2)
Pr(Xs|I = ¢y — ¢ > Pr(Xs|I = 0)v (IC-1)

Now, the principal’s problem is complex because the incentive problem in stage 2 is inter-
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linked with the incentive problem in stage 1. Hence, depending on the choice of organization
and a desirable management decision from the principal’s perspective, the corresponding pay
will differ. The solution strategy is as follows. I first solve an optimal management allocation
problem in stage 2 for each production technology considering the realized state in stage 1 as
given. Then, I will determine the cheapest incentive compatible pay for an internally promoting
firm and an externally hiring firm to implement the optimal management decision. After finding
the implementation problem, I solve the principal’s optimization problem to determine which or-
ganization is better than the other. This highlights the benefit and cost of aggregation of the two
incentive problems. Then, I compare the efficiency of the two organizational types based on their
performance. As a finalizing step for empirical puzzles, I specify the production function and
parameter values to offer implications on the demand for outsider CEOs and on the association
among CEO appointment, pay and firm performance. To provide intuition for the key trade-off,

a numerical example precedes the analysis.

3.2.4 Numerical Example

Let S =10,F =0, f(6 +m) = /&2, C(my,me) = >, im?, H = 0.5,L = 0,¢ = 0.01,p =

0.6,q = 0.2,w = 0. Then, the program for external hiring is,
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i (X—we —U)i|

max EQ[Z
0; +m,; 0 _
Z —w — C(my(0),ma(0)) >
0; —i—mz )
m € argmax, Z \ ——— C(ni,ne), V0;,i=1,2

Pr(Xg|l = c)v—c> Pr(Xg|I =0)v

(EH)

(IR-2)

Ic-2)

IC-1)

Then, the optimal management allocation is: m = (0.5,0.5) if §; = 6, m = (0.43,0.57) if

0; > 0y, and w = (Wi Wl whl) = (2.24,1.89,1.58), v = 0.22, and the principal’s payoff

1s 6.96.

Similarly, the program for internal promotion is,

m € argmax, Z w —C(ny1,ng), Vb;,i=1,2

2c
p—q

Ee[z(mﬁe) (ma (0)=d,)?)] >

(IP)

(IR-2)

dc-2)

(Slack)

Then, depending on d, the optimal management allocation, pay, and the principal’s payoffs are

found and summarized in Table 3.1. As the benefit of expertise becomes more efficient (large

d), the small distortion in management creates large organizational slack, thus performing better

than external hiring (7.07 > 6.96). However, as d decreases, the required slack tends to lead to
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d=0.2 d=0.18 d=0.16

(m1(0g), my(0y)) (0.78,0.22) (0.85,0.15) (0.95,0.05)
(m1(8y), my(6)) (0.54,0.46) (0.6,0.4) (0.66,0.34)
(m1(8;), ma(61)) (0.5,0.5) (0.5,0.5) (0.5,0.5)
wit 2.14 2.24 2.42
wil 1.71 1.76 1.85
wil 1.58 1.58 1.58
Principal 7.07 6.96 6.79

Table 3.1: Numerical solution for Internal promotion

too much distortion, thereby performing worse than external hiring (6.79 < 6.96).

3.3 Analysis

3.3.1 Management Effort Choice and Compensation

Management Effort Allocation Problem

In this section, I characterize management effort choices under different production technologies,
taking as given the firm specific skills. Then, I find optimal compensation for an internally

promoted superior and an externally hired superior. With 6 as given, the revenue of a firm is,

E[X] = f(01 +m1) (02 + ma)(Xss — 2Xg) + (f(61 +m1) + f(O2 +m2)) Xg (ID)

Given the assumption that Xgg5—2Xg > 0, the second order derivative of the above objective

is always negative. The first order condition then characterizes the first best efficient management
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effort allocation,

(3.4)

For instance, if ¢; = 05 then m; = my,orif (01, 6,) = (H, L), then m; < my. This will generate
equal likelihood of getting success by implementing balanced management allocation. This is
the first best when there is no agency friction at the superior level. To compare the benefit and the
cost of expertise, I first consider external hire’s compensation where expertise is not exploited at

the management stage.

External Hiring

This subsection finds an optimal compensation to implement management allocations that are
determined by production technology and the compensation for subordinates under the external
hiring regime. One can easily see that since the external hire has no preference for any task, it

is optimal to implement balanced management allocation. Then, the optimal allocation is: % if

0, = 6, and (1_9?92 , 1+9§_92 ) From the first order condition of the external hire, this is easy to

implement as,

my such that (f'(61 + mq) f(0s + 1 —my) — f(01 +mq) f/ (02 + 1 —my))wig

+ (f/(01 +ma) + f(0+ 1 —my))wh =0
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which is true if allocated resources are the same across tasks. Thus, for the external hire, an

optimal pay is determined by his (IR) constraint.

1+6, -0,
2

1+6, -6 1—6,—6, 14+6, -0 _
; 2)wg_c( ; 2, ; 2)2u

7A( ) (ws — 2uig) + 2/ (

which will be binding.
To find the pay for subordinates, v, recall (3.3). Let Pr(Xg|I = ¢) — Pr(Xg|I = 0) = A.

Then, v = %. Given that the balanced management will be implemented, A can be written as

follows.
1 1 1+H+L 1
A=(p—q (p(f(H +2) = f(L+ ) - o= D) — f(L+ —)))
Intrinsic incentive Free-riding incentive

The required pay for subordinates in external hiring regime consists of two sources of in-
centives. One is a subordinate’s intrinsic incentive to increase the success likelihood through
their skill, and the other is a free-riding incentive. Since the balanced allocation will be imple-
mented, a subordinate knows that he will get extra resources (%) in case the other subordinate
is H. Given p > %, v increases as free-riding incentive increases. The following proposition
summarizes the discussion.

Proposition 10. Under the external hiring regime, an optimal management allocation is always

balanced. For 01,05, (m},m}) = (=00 1t0=0) The externally hired CEO’s (IR) is binding
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with expected compensation cost of uw + C(m7, m3). The subordinates’ wage is

(p—q) (p(f(H+3)— f(L+3)— 2p—D(f(BEE) - f(L+3)))

v =

Internal Promotion

This subsection finds an optimal compensation to implement management allocations that are
determined by production technology and the compensation for subordinates under the internal
promotion regime. Now, whether the balanced management allocation still remains efficient is
unclear. This is because of organizational slack that is required to incentivize subordinates at the
firm-specific skill acquisition stage.

I consider two cases: 1) the (Slack) constraint does not bind, 2) the (Slack) constraint binds.
First, if the (Slack) constraint does not bind, then the principal can implement the same manage-
ment allocation as in external hiring but with the cheaper cost of @ + C'(m; — 61, my). This is
true if d is sufficiently high. In this case, internal promotion strictly dominates external hiring.
The following lemma summarizes this discussion.

Lemma 15. If d is sufficiently large that the (Slack) does not bind, then internal promotion
always dominates external hiring.

Next if the (Slack) constraint binds, then, this implies that the balanced allocation may not

be optimal. This is clear from the first order condition:

(f'(r +ma) f(O2 4+ 1 —my) — f(01 +m1)f' (0 +1—m1))(Xss — 2Xs)

+ (f,<91 + ml) + f’(eg + 1— ml))XS + /\C"(ml - d@l, 1— ml) =0
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where A > 0 denotes a Lagrange multiplier for the (Slack) constraint and C’ denotes derivative
of C' with respect to m;. Since f(-) is concave, f'(z) > f'(y) if v < y, and C(-) is convex
increasing, thus C’(-) > 0. Thus, for any 6, m; > 1/2. Observe that the above first order
condition depends on 6 and d. First, if d is large, implying that the management cost reduction
from the firm-specific skill is big, then C’(m; — df;,1 — m;) is small, thus the distortion to
satisfy the first order condition becomes small. However, as d decreases, C'(m; — df1,1 — m;)
increases, thereby making the distortion to satisfy the first order condition becomes larger. Next,
consider firm-specific skills. If §; = 6, = L, then, there is no distortion since there will be no
cost reduction at management stage, thus it is optimal to allocate resources evenly. However, the
distortion in management occurs if there is at least one H. Interestingly, the distortion becomes
larger (i.e., management resource is allocated toward task 1 more) if both tasks are H.

Lemma 16. The management distortion becomes smaller if d is large, and the distortion becomes
larger if 0 = H. aml <0, Eggl > 0.

This seems first counterintuitive as internal promoting firm creates more distortion when the
other task looks profitable (/, = H). However, the intuition is the following. If task 2 also has
H, then the marginal cost of shifting resources from task 2 to task 1 becomes cheaper than the
case where task 2 has 6, = L as f(-) is concave. The cost of shifting management effort from
task 2 to task 1 becomes larger if task 2 has 5 = L.

Proposition 11. Under the internal promotion regime, an optimal management allocation is
balanced if the (Slack) constraint does not bind. If the (Slack) constraint binds, then, m] > % >
msif6y = H > 6, and m| = m} = % ify = 0y = L. Given that 0 = H, m{(0y = H) >

m} (05 = L). The total compensation cost is T + C(=%t% — df,  1+01=02)

86



3.3.2 Organizational Efficiency

Firm Performance: Internal Promotion vs External Hiring

I first compare the optimal compensation for each hiring regime. Since the external hiring regime
implements a balanced allocation, I use m; to denote the allocation for task :. But internal

promotion implements an unbalanced allocation, which depends on the realized 6. For internal

0

e

promotion, I use m

Lemma 17. The optimal compensation for external CEQ is

HH _  HH _ C'(1/2,1/2) HL _  HL _ C'(my,1 —my) o C'(my, 1 —myq)
Wy = Wy I 1 7o\

T pHEv2) Y T T T H ) (L1 —m)

o C(1/2,1/2)
IR TS A V)

The optimal compensation for internal CEQ is

i COnf —dH A ) Ot dH, 1 )
1 F/(H +m{'f) ’ FOH+1=mif)

HL _ C'(m{'* —dH, 1 —m{"") wHL — C'(m{'t —dH, 1 —m{™") whl — Lt — C'(1/2,1/2)

FI(H+mfth)y 72 PL+1=mit)y 7 0 (L +1/2)

Since the external CEO implements the balanced allocation, he is compensated equally re-
gardless of the firm-specific skills of the two tasks. For instance, even if one task is strictly less
profitable than the other (say 6; = H,0y = L), still, the external CEO gets the same level of
pay from the success of both tasks. For internal promotion, since the internal CEO puts more

resources into his own task, the pay sensitivity of his own task is much higher. Technically, this
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is due to f(-) being concave and C'(-) being convex. Intuitively, this is because the marginal
productivity of extra resources that the internal CEO puts into his own task is small.

Given that the expected compensation tends to be lower in the internal promotion regime than
in the external hiring regime, whether internal promotion dominates the external hiring depends
on the production consequence of the unbalanced allocation. Since low expertise (small d) leads
to large distortion in the management allocation, this can reduce the expected firm performance
(therefore the principal’s expected payoff). To highlight the production consequence of man-
agement allocation, hereafter I use m € {m® mYB(d)} to denote the optimal allocation for
external hiring and internal promotion respectively. Let II(m) denote a firm’s expected payoff

depending on m.

[I(m®) = E[X|m®] — C(m¥?,1 —m?P) - 2£(0, + mi)v

[I(mYB(d)) = EX|m"B] — C(m{? — df;, 1 — m"P)

Then, the external hiring strictly dominates internal promotion if II(m®) > II(mYB(d)), other-
wise, internal promotion dominates.
Proposition 12. As (i) firm-specific skill becomes less effective in management (d low), (ii) the
synergy between the two tasks becomes greater (Xss — 2Xg large), then the external hiring
performs better than the internal promotion.

Since the internal CEO enjoys the expertise benefit, which will decrease his management cost
after being promoted, the expected total compensation cost is always lower than the compensa-

tion cost for external hire. However, this compensation cost saving is not free: to create enough
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incentives for subordinates, the required organizational slack through the unbalanced allocation
in the management stage might incur production inefficiency. That is, the key tension of inter-
nal promotion is between management allocation (organizational slack) and incentive efficiency

(aggregation through tournament).

Comparative Statics

This subsection investigates when the demand for external hiring increases, why external hire
seems to be paid more, and how the principal’s payoff in external hiring seems to be lower than
the payoff in internal promotion. To highlight the trade off between allocational efficiency and
incentive efficiency, I focus on X and d for this section.

Demand for External Hiring: Note that d measures efficiency of firm-specific skills in man-
agement and that Xgg—2Xg > 0 measures synergy or interconnectedness between the two tasks.
One can examine when the demand for external hiring or internal promotion changes depending
on these parameters. The next proposition identifies such conditions under which external hiring
tends to be preferred as these parameters change.

The intuition is as follows. Broadly, if d is high, then incentive aggregation generally dom-
inates incentive separation. Although incentive aggregation may incur allocational inefficiency,
as long as incentive efficiency is large enough, internal promotion remains as optimal. As d
becomes small however, the incentive aggregation leads to more severe allocational inefficiency
through the biased management. Since the biased management reduces the chance of getting syn-
ergy (Xss — 2Xg), as interrelation between the two tasks increases, the allocational efficiency

dominates, thereby preferring external hiring. The Figure 3.2 depicts this finding.
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Figure 3.2: Dominance of CEO Appointment Choice

Figure 3.2 depicts when internal promotion dominates external hiring depending on the management efficiency of
firm-specific skills (d) and synergistic relations between the two tasks (Xgg — 2Xg). If the skill expertise is suf-
ficiently efficient (d high), then internal promotion dominates external hiring. The efficiency of internal promotion
decreases as d decrease and Xgg — 2.X g increases.

This comparative statics is consistent with empirical observations. According to a recent
study on CEO succession (Custodio et al. (2013), Strategy& (2016)), the percentage of internal
promotion is higher in industries where a promoted CEO can effectively manage using his ex-
pertise, including IT and financials. However, the dominance of internal promotion shrinks as
interconnectedness and/or synergies across business units become larger relative to the manage-
ment efficiency. For instance, the percentage of outside CEOs is higher in telecommunication
services and utilities where each unit’s operation is closely related or generates high synergy
between units.

Pay Premium for External Hire: Notice that simple comparison of an external CEO’s pay to an
internal CEQO’s pay might not be a fair comparison as the external CEO implements management
allocation only, while the internal CEO does both management allocation and firm-specific skill

investment: i.e the external CEO’s total effort cost is C'(my, ms), while the internal CEO’s total
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cost is ¢ + C(my — db, ms). To make a fair comparison, define the following:

expected total pay E'Plw)1p + EFHw](1 — 1;p)
total effort costs (¢ + C(my — dfy,my)) - 11p + C(my, my)(1 — 1;p)

v = Pay premium =

where 1;p denotes an indicator variable that has 1 if IP and O otherwise. The basis for the
above premium measure comes from the fact that the natural logarithm is often used in the CEO
compensation literature (see Murphy and Zabojnik (2007)).!! Again for notational convenience,

B

I use m?, mYP to denote each CEQ’s different allocation. The pay premium for the external

hire, v, is,

’UEH _ O/(mle 1— mlB) ( 1 + 1 ) — O/(m1B7 1 - mlB) 2
Cm?, 1=mP) \f'(6r+m?)  f'(la+1—mP)/  C(m{,1—m7) f'(61+m?)
Similarly,

P _ O/<m[1]Ba 1— m1UB) ( 1 I 1 )
c+ C(m{P, 1 —m{PY\ f'(0, + m{P) = f'( +1—m{P)

That is, if v® > v!¥ is observed, then this will be interpreted as the external CEO gets paid
more relative to the internal CEO. Combined with the Proposition 12, the following result shows
that the pay which is apparently determined optimally might indicate the outsider pay premium
that has been observed in the literature.

Proposition 13. (Implications for outsider pay premium): The external CEO appears to get

paid more relative to the internal CEO. This over-payment illusion is particularly large when

T assume that BInSales in Murphy and Zabojnik (2007) is a proxy for required effort costs.
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Figure 3.3: Overpayment Illusion
This figure depicts v'F, ¥ the pay premium for each CEO. The solid line denotes a pay premium in equilibrium

and the dashed line denotes a counterfactual pay premium which is unobservable in equilibrium.

(61,62) = (L, L).

The intuition is as follows. Given that IP dominates EH for large d, the principal enjoys the
benefit from incentive aggregation, and the total effort cost of the internal CEO already lowers
his pay premium (in particular, in case of (L, L)). Interestingly, the impact of the expertise (d)
on the pay premium is ambiguous. While the expertise benefit reduces the specialist CEO’s
management cost on his task, it increases the total management cost as the specialist CEO now
puts more resources into the other task. Moreover, as the expertise benefit increases, there will
be less biased allocation. While the less biased allocation increases the marginal productivity
of his own task (since f(-) concave), it also reduces the marginal productivity of the other task,
thereby making the impact of d on pay premium unclear. Overall, due to the difference from
total effort costs, which makes v®# > v¥ more likely, one might conclude that the outsider gets
paid more. As the internal CEO’s allocation becomes biased, his pay premium increases (since

f'(x) increases as x decreases). However, given that the principal optimally chooses the hiring
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decision depending on its production and d, the case where insider’s pay premium is higher than
the outsider might not be observed if the biased allocation incurs too much production losses.
Proposition 14. (Implications for shareholder return): Fix Xss — 2Xg and consider two firms
with high d and low d. Then, the principal’s payoff under the external hiring (low d) appears to
suffer relative to the principal’s payoff under the internal promotion (high d).

The intuition is again related to the Proposition 12. Since IP dominates EH for large d,
the management allocation bias is smaller, leading to F[X|mYB] close to E[X|m®P]. In that
case, incentive aggregation strictly lowers the total compensation cost, making the principal’s net
payoff higher. As d decreases, the required distortion in the internal promotion regime increases,
thus making internal promotion worse than the external hiring. Then, low d firm turns to external
hiring, which incurs on average higher compensation costs than internal promotion, thus making
the external hiring principal’s payoff lower than high d principal. However, if the low d principal
implemented internal promotion, the consequence of production would have been much worse
than external hiring. Therefore, the puzzling evidence on pay and firm performance of external
CEO relative to internal CEO can be understood as different firms’ different optimal responses
to their CEO appointment choice taking into account the trade-off between incentive efficiency

and management efficiency.

3.4 Empirical Implication and Discussion

The main findings of the model in this paper implies that the observed, and often puzzling, prac-

tice inherent in CEO appointments, pay and firm performance can be explained by the optimal
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contracting approach for multiagent: Given that a firm optimally chooses its CEO appointment
choice to incentivize subordinates for firm-specific skill acquisition, the pay level and corre-
sponding firm performance are endogenously interlinked with organizational strategy which is
also endogenously connected with firm-specific skill parameters.

In reality, however, the only observable variables are the hiring choice, pay and firm perfor-
mance, but firms’ real productivity (e.g., expertise benefit, d and synergistic relations, Xgg —
2Xg), thereby we might end up concluding that the pay premium for outsider does not lead to
better performance. Furthermore, even if we examine firms in similar industries, which suggests
that the issue of omitted firm productivity variable is partly resolved, the direct comparison of
those similar industry firms to investigate the association between CEO appointments, pay and
performance still remains unsatisfactory since the expertise benefit from firm-specific skill is
hardly observed, thus facing a measurement error problem. To test the predictions of the model,
therefore, it is crucial to tackle these econometric challenges in order to incorporate incentive as-
pects of different hiring structures, which is necessary to better understand the association among
CEO appointments, pay and performance.

It is worth noting that the production technology (f(+)) in this paper strictly prefers a bal-
anced management allocation. In practice, however, it is not hard to observe that the externally
hired CEO pursues restructuring or reshaping an organization including divestiture (See Weis-
bach (1995), Denis and Denis (1995), Custddio et al. (2013) for example). This can occur if the
production technology becomes convex, which makes an unbalanced allocation optimal. The
main argument and trade-off between allocational efficiency and incentive efficiency this pa-

per proposes is based on the presumption that the firm owner prefers to implement a balanced
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management to maintain the structure of the organization.

3.5 Conclusion

I view this paper as a small but significant first move toward a comprehensive theory of CEO
appointments. The essential idea of this paper is to consider a CEO hiring choice as an orga-
nizational incentive device for multiple agents to overcome contract incompleteness inherent in
unverifiable and nontransferable firm-specific skills. Based on the multiagent incomplete con-
tracting viewpoint, this holistic approach provides a way to fill the missing link between firm
performance and the premium involved in external hiring, thereby leading us to a better under-
standing of an existing and puzzling practice. This paper shows that the seemingly higher pay
level for an externally hired generalist CEO might not be a de facto premium, and relatively
mediocre return to firm owners is interlinked with the organizational incentive problems for mul-
tiple executives.

A simplifying, but essential, assumption in this paper is that the principal can fully commit
to a hiring structure at the initial contracting stage. A natural extension would be to relax the
commitment assumption by allowing the principal to make a hiring choice after stage 1 ends.
However, inasmuch as the promotion bonus is contractible, the ex ante hiring choice of internal
promotion is self-enforcing for the principal. This is because it is also ex post optimal given
the productivity condition under which the internal promotion is ex ante optimal. Similarly, the
ex ante choice of external hiring remains optimal ex post since the promotion bonus through
an unbalanced management allocation will never be optimal for the principal after the skills are
realized, i.e. the principal has no incentive to introduce internal promotion after stage 1 ends as
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long as the wage for subordinates is contractible.

In future work, the current framework could be desirably broadened by endogenizing the
number of tasks for each hiring structure. As the number of tasks increases, not only does
the incentive efficiency through aggregation decrease, but also the impact of biased allocation
decreases. Therefore, it is not obvious to conclude which hiring choice dominates the other under
the setting of more than two tasks. Endogenizing the number of tasks based on the current model
could be done by comparing different incentive trade-offs of each hiring structure depending
on the firm-size. This extension could provide another interesting implication on hiring choices

across different firm sizes.

96



Appendices

97



Appendix A

Appendix for Chapter 1

A.1 Discussion on existing literature

This section reviews three strands of literature related to this paper: 1) managerial project selec-
tion 2) reputational concerns and project selection, and 3) applied works on competitive assign-
ment. As most of these areas have been largely studied, I will discuss only the part of each that

has direct connection to this paper.

A.1.1 Managerial Project Selection Problem

One of the fundamental agency frictions in this paper is a manager’s project choice problem. The
main goal of this literature is to find a way to align the investment preference of an agent with
that of a principal. Lambert (1986) considers an induced moral hazard model where the agent
is supposed to exert effort in order to acquire information about investment projects to adapt an

either risky or safe project. Since the effort does not shift the distribution of the outcome in
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a first order stochastic dominance sense, this particular form of moral hazard problem requires
a different optimal contract from the standard moral hazard problem. Holmstrom (1989) and
Aghion and Tirole (1994) also consider an agent choosing a project between risky and less-risky
(innovative and non-innovative) projects. In Holmstrom, on account of a measurability issue,
an optimal incentive becomes less sensitive to performance in order to motivate a risky project.
On the other hand, Aghion and Tirole examine an optimal allocation of control changes if a
more risky project is preferred. Manso (2011) considers a similar set up but allows the agent
to learn about production technology, finding that the adaption of a risky project is induced by
a contract that has high tolerance for early failure. Inderst and Klein (2007) also consider an
agent exerting effort to acquire information about projects, but the key focus is on the interaction
between project choice and capital budgeting. These papers share the similar feature with the
present paper, namely, a project selection with different riskiness has a distinct feature from a
standard moral hazard problem. However, the present paper examines why a manager ends up

having such a preference for risk by introducing career concerns.

A.1.2 Reputational Concerns and Project Selection

Managerial reputational concern, one of the key ingredients in this paper, is ubiquitous. A man-
ager’s past track record as an executive forms his current reputation, as well as his potential ca-
pability and suitability as a manager. Previous research has shown that this reputational concern
can incentivize a manager to make a current effort choice, what is called a reputation building
incentive (See, Fama (1980), Holmstrom and Ricart I Costa (1986), Holmstrom (1999), Gibbons

and Murphy (1992)). Extending this literature, this paper also explores a latent aspect of manage-
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rial reputational incentive. That is, if a manager’s track record (i.e., reputation) is highly subject
to a negative shock, which can potentially harm his or her reputation, then it can also incentivize
the manager to avoid these situations. More specifically, even when the manager himself knows
that there is an ex ante profitable risky project, the potential risk might hinder the manager from
taking the project to avoid his reputation suffering upon an unsatisfactory outcome, what I shall
call a reputation maintaining incentive. This feature of reputation and the potential distortion
thereof have also been studied in the literature (e.g., Kanodia et al. (1989)). I extend this work by
endogenizing reputational concerns and introducing the labor market for managers that provide
a foundation of why a manager cares about their reputation.

Career concern literature, starting with Fama (1980) and Holmstrom (1999), assumes away
information asymmetry to capture a reputation building incentive. In a large set of follow-up
studies to these, Holmstrom and Ricart I Costa (1986) argues that the agent’s career concern, in
contrast to moral hazard, causes an incongruity in investment preferences. Similarly, Narayanan
(1985) shows how the agent is entrenched in the shortermism in an attempt to boost his per-
ceived ability. Scharfstein and Stein (1990) investigates how a manager would show a herding
behavior in their project choice in order to signal that he/she learns what other talented managers
learn. Among other results, Jeon (1998) proves that, because of future wage concern formed
by the updated reputation, the agent entirely ignores his potentially beneficial signal in making
investment decision. Among more recent studies, Casamatta and Guembel (2010) analyze the
relation between CEO turnover and the change of organizational strategies. They show that it is
better to replace the incumbent CEO upon poor performance when it is also better to change the

organizational strategy chosen by the incumbent. The intuition is the incumbent CEO’s incentive
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to sabotage in order to prove that his previous choice of the strategy is correct.

With information asymmetry, Zwiebel (1995) rationalizes corporate conservatism building
on herding incentives (i.e., choosing a project that is most chosen by others) so as to have accurate
yard stick. Other studies with information asymmitry on the agent’s types, Hirshleifer and Thakor
(1992) and Hirshleifer (1993) consider a similar set up with the present paper, but their focus
is on the interaction between capital structure and managerial reputation incentives rather than
designing an optimal contract to mitigate the agency issue which is one goal of the present paper.
Among other results, Hirshleifer and Thakor (1992) show that the inept type of agent takes a safe
project since the success likelihood is higher although the outcome level is mediocre. Prendergast
and Stole (1996) and Sliwka (2007) also consider the agent’s project choice with information
asymmetry, but the key tension of these two is the agent’s distortion in project selection in order
to signal his type: Prendergast and Stole (1996) shows that the agent sometimes uses his private
signal heavily or less heavily over time depending on his incentive to signal whether he learns
something or he learns everything; Sliwka (2007) finds the condition for when the agent becomes
hesitant to change his previous selected project. On the other hand, using career concern (no
information asymmetry), Boot (1992) shows how the distortion in investment takes place on
account of the agent’s signaling incentive.

However, the above literature assumes away the issue of designing explicit contract.! The in-
teractions between implicit and explicit incentives have been explored by Gibbons and Murphy
(1992), Meyer and Vickers (1997), Autrey et al. (2007), Autrey et al. (2010). Gibbons and Mur-

phy (1992) show that explicit incentive should increase as career concern declines, and Meyer

The exception is Casamatta and Guembel (2010) that finds optimal compensation contract, but their key focus
is on the change of organizational strategy, and its impact on the turnover decision.
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and Vickers (1997) find that relative performance evaluation can either enhance or reduce the
efficiency of implicit incentives. Autrey et al. (2007) examine how mandated disclosure of per-
formance affects explicit incentive contracts, and Autrey et al. (2010) show that career concerns
can either mitigate or magnify the performance aggregation costs in a multitask setting. In all
these papers however, firms are identical, thus the market value for the agent (after the realization
of period 1 performance) is independent of firm size distribution in the economy. My study com-
plements to this literature by highlighting the cross-sectional differences in career concerns (i.e.,
implicit incentives) across managers due to heterogeneous firms and by examining the interplay

between such career concerns and market-wide rematching patterns.

A.1.3 Applied Models of Competitive Assignment Framework

By extending Tervio (2008), Gabaix and Landier (2008) derive the functional forms of the CEO
talents distribution, and calibrate their model to show that the increase in pay levels are attributed
to the increase in aggregate firm size. In the same spirit of a competitive assignment framework
without agency problems, but with repeated interactions, Eisfeldt and Kuhnen (2013) examine
the effect of industry performance on CEO succession patterns to highlight that the change in the
required skill sets of management makes CEO turnover more likely. With the absence of agency
problems, both Tervio (2008) and Gabaix and Landier (2008) analyze a static competitive equi-
librium model. Eisfeldt and Kuhnen (2013) consider the dynamics of a market equilibrium upon
an industry shock without agency problems. In my paper, the attribute of a manager (i.e., a man-
ager’s reputation) evolves whenever its matched firm performance is realized, thus influencing

the agency problem in a dynamic assignment framework.
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In a two-sided matching framework with risk-averse agents, Serfes (2008) shows that de-
pending on how a matching surplus function is built, the equilibrium matching pattern is either
positive or negative assortative, or non-assortative. As in Serfes (2008), the focus in this paper
is also to analyze equilibrium matching patterns. Contrary to Serfes (2008), this paper focuses
on why risk neutral agents form induced risk aversion depending on the size distribution of firms

and the associated matching patterns.

A.2 Heterogeneous Reputation Endowment

This section will program the same optimal assignment problem in the main analysis when the
initial distribution of reputation is defined over a continuous support. That is, now agents differ
in their initial reputation level indexed by v € [v,7] with a well-defined smooth distribution
function Gy(y) with a corresponding density go(y) at the beginning of period 1, where S,,;, > 0,
7 >0,and 1 < M (5 — ), implying that there are more CEO candidates than firms. Let g;()
denote the distribution of reputation at the end of period ¢ after the update of every CEO in the
market.

To program this continuous case, I first formulate the transition of the reputation distribution,

and then program the three constraints for the equilibrium assignment outcome in each period.

A.2.1 Transition of Reputation Distribution

Recall that upon a firm performance outcome i, " is fully computed ex ante. However, the

rank is not fully known as the ranking order requires a computation of others’ performance. Let
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f(v) = Pr(r = G|h) = ", g(y) = Pr(tr = GJl) = ', and upon m, the reputation stays
the same. For each v, since f, g are uniquely defined, we can find f~!, . Then, for a given

distribution function G : T';_; — [0, 1], the posterior distribution becomes,

/ Z tr(sla)gi (x)ds (A1)

T ae{f(s)g(s),5}

where tr(s|z) denotes a transition function from z to s. i.e. after period 1 and period 2 firm

performance outcomes, we have G () and G(7y) characterized as (A.1).

A.2.2 An Optimal (Re)Assignment Problem

This section provides a formulation of an optimal assignment problem as in the baseline model.
Since every model ingredient is the same but the continuous initial density, the constraints that
determine the equilibrium remain the same. Observe that the period 2 equilibrium defining

constraints is exactly the same as the baseline model.

Ya(S,7) —wa(y) = Ya(S,7) — walv) VS, (SC(S,7))
Y2(S,7) —wa(y) > yo VS (PC-firm)
wa(y) = wy Wy (PC-CEO)
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where Y, wy denotes the firm’s and the CEO’s reservation utility respectively. Then as in Tervio

(2008), the market value for a given Yy—CEO is determined as follows.

wa(y) = wo + /7 %YQ(S, 2)go(2)dz

b

Then, given this market value, the contract for those hired CEOs is characterized as Lemma 3.
Consider a v—CEO who has been hired, and is certain to be hired in period 2 even with [. Taking
account for period 2 market value, his total expected payoff in period 1 upon putting forth effort

18,

wiM+ Y Pr(X|)E[@ ()

Xe{hm,l}

—a)rut Y PrXE] [ v ame

Xe{h,m,l} e

= wi(y) +wo + Z Pr(X|7)E[/V a_yt (S, x) / Z tr(s|x)gt:1(m)d8>dz}

Xe{h,m,l} X L oaze{f? (s),s}

where the last equality is due to A.1. Taking into account the above expected payoff with (IC)
constraint, the market value for reputation in period 1 and the assignment equilibrium are char-

acterized by

Yi(S,7) —wi(7) 2 Ya(S,7) —wi(y) S,y (SC(S.7)

Yi(S,y) —wi(y) > 9o VS (PC-firm)

wi()+ Y, TO(Y) = we+1(7) Vy (PC-CEO)
Xe{h,m,l}
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X z
where T1(7) = wo + E[ [ 2i(5,2) (4 7 Saeqs (00 tr(512)g1(2)ds) 2] In
the case of both (PC-CEO), (IC) binding, the market value determined by (SC) might be replaced

by the market value determined by (PC-CEO).

A.3 Proofs

A.3.1 The Derivation of Event Probability

Proof. Notice that upon getting U = r, the best response is to take /,, and upon getting 0 = s,

the best response is to take /.
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=paf = %pﬁ
Pr(llr=B)=Pr(v=r)x Pr(v=r,(I.,l)Jv=r,7=B)+ Pr(v=s) x Pr(0=r,(I,l)|lv=s71=B)
= Pr(l|v,I,) x Pr(v=r)Pr(0 =r,|lv=r,7 = B)
+ Pr(llv=s,1.) X Pr(v=s)Pr(0=rlv=s,7 = B)
= (1-pJas+1x (1-a)(1-§) = 5 (1~ pp)
Pr(m|r = B) = Pr(v=s)x Pr(0=s,Islv=s,T=B)+ Pr(v=r)x Pr(0=s,Iv=r,7=DB)

—(1-a)f+a(l-p) =
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A.3.2 Parameter Spaces for Assumption

Proof. The first and the second inequalities are rearranged as follows.

Pr(v=rlo=ry)plh—1)>m—1

(1—=Pr(v=slv=s,9)ph—1) <m—1

Rearranging the terms with respect to p(TZ—:ll)’ then,

Pr(v=rlt=s,7) < < Pr(v=r|0o=r7)

p(h—1)
Or, equivalently,

. 1 L m- [ - 1
- 1—)(1-8) o h—1 (1=(1=p) 1-a
L+ T+(1-7)B 1—a P ) 1+ Y+(1-7B

The third inequality is identical with

(Sxm—wn)—(Sxl—w) (Sxm—w")—(SxIl—w)+Pr(h)(z—(y+(1—-7)8)

(Sxh—wh) —(Sxl—wl) Prio =s|y) +

A.3.3 Proof of Lemma 1

Proof. Recall that for a given v, the manager is either 7 = GG with probability 7, or 7 = B with
probability 1 — . If it is 7 = (G and the manager is incentivized to exert effort, then the expected
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revenue for a given S-size firm is,

S x (Pr(h|t = G)h + Pr(l|t = G)l + Pr(m|r = G)m) = E[R|S]

Here, I omit the time index t. Meanwhile, if it is 7 = B, then

S x (aPr(h|T = G)h + a(l — Pr(h|T = G))l + Pr(m|r = G)m)

= E[R|S] — Pr(h|t = G)Pr(m|tr =G)(h—1)S
Thus, upon hiring manager -, the expected revenue is,
Yi(S,7) = E[R|S] = (1 = 7)Pr(h|r = G)Pr(m|r = G)(h = )S (A.2)
t 21 >0 O

It is straightforward to see tha 9795 .

A.3.4 Proof of Lemma 2

Proof. Without loss of generality, I will use w;(7y) to denote the price to hire manager ~. If there
is rent to induce e = H, then the expected total compensation cost will be w;(7)+rent, which
will be the case for low w;(y). Consider the smallest firm S that indiffers between 7, and 7,

where v, > 7s. i.e., S = S[M(71)].

Yi(S,71) —wi(m) = Yi(S,72) — we(y2)
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which yields w;(y1) = Yi(S,m1) — Yi(S, %) + wi(y2) = (1 — y)Pr(hlt = G)Pr(m|t =

G)(h —1)S 4 wi(y2). This way, the reputation based market value for ; is characterized as,

wi(vi) = (Vi = Yipr) Pr(h|T = G)Pr(m|r = G)(h — [)S[M (7;)] + wi(Vi41)

If the matching clears at the tier of ~,,, then the market value for the most reputable managers is,

=

n—

wi(n) = ) (Vi = vir) Pr(hlr = G)Pr(m|r = G)(h — 1)S[M (v;)] + wi(n)

1

i

A.3.5 Proof of Lemma 3

Proof. 1 omit time subscript ¢ = 3. Rearrainging (IC) constraint for each x = 1 and O case is the

following.

Pr(hly)(w" —w™) = Pr(lly)(w™ — ') > c,

— (Pr() — Pr(h) (" —uf) + S —uf) > ¢
Use Pr(h|y) + Pr(l]y) = 1/2 and rearrange the terms, then
2Pr(h|) <(wh — ) — c) > ™ — ! > 2<(Pr(h) — Pr(hy))(w" — w') + c)
This implies that w™ — w' is bounded (both below and above). Graphically, this is described
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x = 0, risky project

B x =1, safe project

mo_ .0
/ Rbinds © "

IR doesn’t bind

Figure A.1: Graphical Description of Feasible Solutions

in Figure A.1. Thus, the minimum incentive compatible wage is characterized as equalizing both
constraints (i.e., point A). Then, there are two cases: the (IR) binds or not. First, consider the

case where the (IR) binds. Then, the minimum incentive compatible solution A is feasible. In

h c(2—p) m l

J— m _— _ S\e—Fr) _ —
W = 5prapy)—Pripy W W =

this case, the optimal solution is uniquely found by A, i.e., w

2PrCR) Py LU,

wh—wm_l—ap

wm — w ap

This occurs when w(y) is small. To see this, plug the above solution into a manager’s expected
payoff.

cp

wi) < —et Blwle=H] = o5 o5

Next, consider the case where the (IR) does not bind, which happens if w(+y) is large. Thus, the
minimum incentive compatible solution A is not feasible. In this case, there can be multiple solu-
tions, and any wage scheme on the line B is both incentive compatible and individually rational,

but the incentive compatible constraint does not bind. Formally, if w(vy) > W, then
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any wage on B is both individually rational and incentive compatible.

A.3.6 Proof of Lemma 5

Proof. From Lemma 3, we have

Pr(hly)(w" + ws(v") — w™ — ws(v™) = Prl|y)(w™ + ws(y™) — w' —ws(7))) > ¢,

= (Pr(h) = Pr(hy))(w" + ws(v") — w' = ws(y")) + %(wm +uws(7") —w' —ws(7) > ¢

Rearrange to distinguish the future payoff. Then,

(Pr(kiy)ws(r") = ws(y™) = Pr(ty)(ws(™) = ws(3) ) + Pr(hly) (" = w™) = Pr(lly) (@™ - ') > ¢,

(= (Pr(r) — Pr(aln)(ws(r") — ws(nh) + 5 (ws(2™) — ws(11))

— (Pr(h) — Pr(h|y))(w" — w') + %(wm —w') >c¢

If the first term (the future payoff) is positive, then it relaxes the incentive compatibility con-
straints, and the negative first term increases the required pay to make it incentive compatible.
Use Pr(h|y) + Pr(l|y) = 1/2, and rearrange the first terms of both inequalities with respect to

w3(Y™) — w3 (1), we have

2Pr(h]) (ws(1") = wa(1)) > ws(y™) = ws(1') > 2Pr(R) = Pr(hIm) (ws(2") = ws(+))
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A.3.7 Proof of Lemma 6

Proof. Due to supermodularity of expected revenue, the efficiency requires positive assortative
assignment of managers and firms when there is no dynamic concern. High reputation is formed
by the track record of positive performance outcome, implying that the final period assignment

pattern exhibits monotone performance induced succession. ]

A.3.8 Proof of Proposition 1

Proof. For convenience, I omit the time subscript ¢ = 1. Let S[i] denote a threshold firm in
equilibrium. T first show that w*(7%) = w“(v%, S[i]). Suppose w*(v) > w9 (4, Si]). Then,
S[i] will deviate from matching with manager ' to matcing with next best manager 4 < 7°.
Thus, w*(v") < w9 (7%, S[i]). Now, suppose w*(7%) < w9 (4, S[i]). Since v* > ~/, then firm
S[i] — €, where € > 0 small, will deviate by approaching manager '’ with an offer of w*(v") + 7
where 1 > 0 small. Thus w*(v") = w¥° (v, S[i]).

Next, I show that w®¢(v%, S[i]) > wf“(4%), and equality holds if S[i] > G~1(1 — M(?)).
Suppose w®¢ (v%, S[i]) < wFC(+*). Then, manager ~* will deviate by sitting out. Thus, w®“(v%, S[i]) >
wFC(yH). If S[i] > G~1(1 — M(v")), then, the smallest firm size is greater than the size of the
firm that has the same rank as manager '. Suppose w® (v?, S[i]) > wF(~*). Then, firm S[i] —e,
where ¢ > 0, will deviate by offering a contract to manager +*, thus contradiction that S[7] is a

threshold firm. Thus, w% (%, S[i]) = wPC (%) if S[i] > G~1(1 — M (7). O
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A.3.9 Proof of Lemma 7

Proof. Again, I omit the time subscript for period 1 but keep for period 2. When there is no
distortion, the threshold firm for manager ¥™ is S,,;,. If manager 4" strictly prefers the safe
project to maintain his current reputation, and for this to create a deviation from S,,;,, it shall be

the case that w3 (4™, S, ) < WP (™). From firm S,,;,’s (SC) constraint, we know that,
Y (Sins v™) = w(3™) 2 Y (Sin, v') — w(v') = w5 (y") S w(v) + AY (Spuin)
Similarly, from manager v"’s (PC-manager) constraint, we know that
w(y™) = ¢+ Bluoa(v")X] 2 wo +w3(77) = wC(v") 2 e+ wo + wi(v") = Elwa (y")|X]
Thus,
W™, Smin) < WTC(Y™) = w(Y) + AY (Spin) < €+ wo + w5 (") = Blwa(v™¥)|X]

where AY (S[m]) = (Y(S [m], ™) =Y (S[m], fyl)> , manager ~""’s reputation premium (relative
to manager ~') or threshold firm S[m]’s marginal productivity loss in case of a deviation.

Plug we(v") = wo+c+ > AY (S[j]) into above and rearrange the terms. Then,

Py

Pr(h|y™)AY (S[mh]) + AY (Spin)wo + ¢ < Pr(l|y™)AY (S[mm])

= Pr(h|y™)U(m) +w (4", Sin) < Pr(lly™)D(m)
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where U(m) = wa(y™) — wa(y™™), D(m) = wa(y™™) — wa(y™), the upside and downside

potential for manager v™ respectively. [

A.3.10 Proof of Proposition 3

Proof. Lemma 7 is also applied to manager v": S[h] = G~1(1— M (")) implies that Pr(h|y") x
U(h) + wi(¥") > Pr(ljy") x D(h). ie., w*(y") = w%“(y", S[h]) > wF(y"). Thus, all
manager " get matched. Due to Lemma 7, some manager v get matched by the measure of

G(S[m]) — M (4"), and rest of manager v™ remain unmatched; and all firm S € [Smm, S [m])

I now show that this is indeed stable. Notice that,

Y(S,9") = w'(y") > Y (8,4") = (7)) ¥ 5 € (Sm], S[h),

Y(8,9™) = w'(1") < Y (8,4") = w'(4) ¥ S € [ Smin, STm])

Thus, there is no profitable deviation by firms. Also, for ™, if he/she rejects the offer w(y™) and
asks instead w*(y™) + € for € > 0, then he/she will not be hired as V S € [S [m], S [h]) can find
others at w* (7). On the other hand, if he/she accepts w* (™) — ¢, then since their participation
constraint binds, sitting out makes them strictly better off.

Let u(S) = Y (S, 1u(S)) — w(u(S)) denote a firm S’s equilibrium payoff in this equilibrium.

Observe that this also guarantees that there is no block that Pareto-improves because for V S, v,

w(y) +u(S) =Y(S,7)if u(S) =,

w(y) +u(S) > Y (S, 7)if u(S) #~
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Therefore, there is no block that can Pareto-improve. Thus, w*(7) and

1(S) =~ for S € [Smin, S[m), u(S) = v for S € [S[m], S[h)),

1(S) =" for S € [S[m], S[h])
is an equilibrium in period 2. [

A.3.11 Proof of Proposition 4

Proof. Given the equilibrium in period 2, we have the following reputation in period 3.

Y >

hm mm m

=T > AT = >y

Now, consider the expected market value change for each manager in the beginning of period 2.
I will first consider manager ™. Define the difference between expected market value change

upon e = H and e = L with [;.

R(p,y™) = Elws(y™)le = H] = Elws(y™")|e = L, 1]
= ap(y" + (1= 7")8) (0™) —ws(v™))
— a(w™) —wn(y™)

=a(p(y™ + (1 =9™)B)U(m) — D(m))

Plug the market value from the Lemma 2 into above. Since we are interested in the sign of

the value function, normalize this by common parameter F' and rearrange the terms. Then
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R(p,7™) < 0is equivalent to,

((’th — ™) S[mh] + (™™ — ") S[mm] + (Y — fyml)S[th
(ymm = M) S[mm] + (3" = ™) S[hl]
(y™ = ™) S[mh)]
(ymm — M) S[mm] 4 (Y — ™) S[h] + 1)

p(Y" + (1 —=+")8) <1

<1

Py + (1= ")) (

I show that the upper bound of the left hand side is less than 1. Since S[mm]| > S[hl], the

left hand side is bounded above by p(y™ + (1 — +™)5) (% + 1>. Also, Yy =

’ym%}(ﬁ), A = vm%ﬁg). Thus, the upper bound can be written as,

Pr(hly™) <v’”(PIZ£’§L§)—1)S[mh] 1>:Pr(h|7m) (Pr(l)Pr(h|B)S[mh] 1)

(1 — SRS [h] Pr(h)Pr(1|B) S[hl]

0% a

Thus, a sufficient condition to have R(p,~y™) < 0 is,

S[mh] < @ )Pr(h)Pr(HB)
S[hl] Pr(h|y) Pr(l)Pr(h|B)

Similarly, consider manager +".

R(p.1") = Blws(y")le = H] = Eluws(y"™)le = L, 1]
= ap(y" + (1= 7")8) (ws(5"™) - ws(1"))
—a(ws(y") = ws(y")

= a(p(y" + (1 —=4")B)U(h) — D(h))
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Similarly, normalize by F’ and rearrange the terms. Then R(p,~") > 0 is equivalent to,

M — AP SThb] + (4" — ™) S[hm] + (™ — 4") S[mm]
(" = ymm) Slhm] + (ymm — yM) Slmm]
(" = ") S[hh]
(yhm — qmm) SThm] + (y™mm — M) Simm]

(" + (1M -1

=p(7" + (1 =7")8) +1)>1

In this case, I show that the lower bound of the left hand side is greater than 1. Since S[hm]| >

S[mm], the left hand side is bounded below from PT(ZM) (W;SPZ:Z;Z}:ZZ)%?:A@] - 1). Also, v =

RPr(hlG) _nl _ . hPriG)
g Pr(h) = Pr(l)

. Thus, the lower bound can be written as

(67

Pr(h]y") <’)’h(PIZE~}(LhC);) — 1)S[hh] 1) _ Pr(hy") (Pr(l)Pr(h[B) S[hh] 1)
a ]

A (1 — 29y 51 Pr(h)Pr(l|B) S[hm

Pr(l)

Thus, a sufficient condition for R(p,v") > 0 is that this lower bound is greater than 1. Put it

differently,

S[hh] > ( a B )Pr(h)Pr(l|B)
Slhm] Pr(h|yh) Pr(l)Pr(h|B)

Note Pr(h|y") > pr(h|ly) and S[hm] = S[mh]. Thus, to satisfy both R(p,y™) < 0 and

R(p,+") > 0,
G (1 —M(") (X )Pr(h)P?"(l!B) - G (1 —M(H")
G=1(1 = M(yhm)) = " Pr(h|y) Pr(l)Pr(h|B) = G=1(1 - M(y"))
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A.3.12 Proof of Proposition 5

(z+b)—f(@w—a) _

Proof. Consider a function f : R — R. Then, ! ra = 7 is a slope between = + b and

z + a. Then,

G lA-M©H") -G A-MH"™)) G A-M@H") -G A-M (")

M(yPm)—M (") =T M0 —M () = 1. Then,

Similarly, let

GT(A=ME™) _ mMO™) = MG™) o G = ME™)  m(MGY) - M("™)
G 1= M) GTH1—M(y"™)) LG (1= M(y) GH(1L = M(y"))

The condition in Lemma 4 implies that

(M (") = M("") (M (™) — M(y"™))
G=1(1 — M(yhm)) G111 — M(y"))

Since G-1(1 — M(y"™)) = S[hm] > G-1(1 — M(y")) = S[h], and (M (™) — M("")) <
(M (4™) — M (4"™)), this implies that 1, > 7. i.e., the rate of change of threshold firm size

increases as rank increases. ]
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Appendix B

Appendix for Chapter 2

B.1 Discussion on existing literature

1 CEO Turnover and Firm Performance

Much of the literature on CEO turnover attempts to identify the driving forces that lead to the re-
placement of CEOs and the associated consequences. One recurring stylized fact regarding CEO
turnover is that a firm’s financial performance surrounding the forced resignation is inversely
related to the likelihood of turnover (e.g., Coughlan and Schmidt (1985); Warner et al. (1988);
Jensen and Murphy (1990), Murphy and Zimmerman (1993); Murphy (1999) (survey); Brickley
(2003); Kaplan (2012)). However, it has also been documented that the economic magnitude of
the turnover-performance relation is arguably small (See discussion in Murphy (1999); Brick-
ley (2003)). Among others, Puffer and Weintrop (1991) find evidence that the expected firm
performance matters in deciding replacement of the CEO. i.e. The turnover occurs if firm perfor-

mance fails to meet the expected performance. Dikolli et al. (2014) examine the effect of CEO
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tenure on the turnover-performance sensitivity. They suggest that, rather than the managerial en-
trenchment story, as tenure increases, a CEOs’ ability is likely to be revealed, thereby reducing
a board’s incentive to replace an incumbent CEO. Meanwhile, Jenter and Lewellen (2010) ar-
gue that the weak turnover-performance relation results from the misclassification of succession
types. Even though the existing empirical studies have attempted to identify the exact reasoning
of weak-turnover performance relation, the exact mechanism has yet to be identified.

From a theoretical perspective on CEO turnover, several recent papers attempt to explain the
association between executive turnover and performance. In the context of a dynamic optimiza-
tion framework, but with a similar driving force on the turnover, Garrett and Pavan (2012) focus
on the effect of evolving productivity to explain cross-sectional difference of turnover policies
across firms. They argue that, contrary to the managerial entrenchment story, it is optimal to have
different levels of turnover-performance sensitivity depending on the CEQ’s tenure, thus provid-
ing a potential justification on the weak turnover-performance sensitivity. In the context of board
independence, Laux (2008) studies how board independence affects CEO turnover when a CEO
has private information about his ability. While independent boards will effectively replace the
incumbent CEQO, the independent board’s aggressive turnover decision increases required sev-
erance pay (information rents) to induce truthful information. Laux (2008) shows that a less
independent board can arise as optimal as a commitment not to replace the CEO aggressively.
In a similar setting, Laux (2014) explores the impact of a CEO’s misreport on a CEO turnover
pattern. To induce truthful reporting about an earnings signal in order to make a better turnover
decision, a board has to provide severance pay which weakens the CEO’s effort incentive ex

ante. In both settings, the weak turnover-performance sensitivity can endogenously arise as op-
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timal contracting if the cost of inducing effort is greater than the benefit of a better turnover
decision that involves severance pay to elicit truthful reporting. All these studies provide mean-
ingful insights into how the CEO succession and performance are related. This paper, thus, seeks
to extend the existing literature by providing another rationale to better understand the CEO suc-

cession and performance relation.

2 CEO Turnover, Reputation, and Project Selection

There are also several studies that examine the managerial project selection problem taking into
account reputational incentives, and its impact on the decision of CEO replacement. Casamatta
and Guembel (2010) analyze the relation between CEO turnover and the change of organizational
strategies. They show that it is better to replace the incumbent CEO upon poor performance when
it is also better to change the organizational strategy chosen by the incumbent. The intuition is
the incumbent CEO’s incentive to sabotage in order to prove that his previous choice of the
strategy is correct. With information asymmtry on the agent’s types, Hirshleifer and Thakor
(1992) and Hirshleifer (1993) consider a similar set up with the present paper, but their focus
is on the interaction between capital structure and managerial reputation incentives rather than
designing an optimal contract to mitigate the agency issue which is one goal of the present paper.
Among other results, Hirshleifer and Thakor (1992) show that the inept type of agent takes a safe
project since the success likelihood is higher although the outcome level is mediocre. Prendergast
and Stole (1996) and Sliwka (2007) also consider the agent’s project choice with information
asymmetry, but the key tension of these two is the agent’s distortion in project selection in order

to signal his type: Prendergast and Stole (1996) shows that the agent sometimes uses his private
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signal heavily or less heavily over time depending on his incentive to signal whether he learns
something or he learns everything; Sliwka (2007) finds the condition for when the agent becomes
hesitant to change his previous selected project. On the other hand, using career concern (no
information asymmetry), Boot (1992) shows how the distortion in investment takes place on
account of the agent’s signaling incentive.

However, the above literature assumes away the issue of designing explicit contract.! The in-
teractions between implicit and explicit incentives have been explored by Gibbons and Murphy
(1992), Meyer and Vickers (1997), Autrey et al. (2007), Autrey et al. (2010). Gibbons and Mur-
phy (1992) show that explicit incentive should increase as career concern declines, and Meyer
and Vickers (1997) find that relative performance evaluation can either enhance or reduce the
efficiency of implicit incentives. Autrey et al. (2007) examine how mandated disclosure of per-
formance affects explicit incentive contracts, and Autrey et al. (2010) show that career concerns
can either mitigate or magnify the performance aggregation costs in a multitask setting. In all
these papers however, firms are identical, thus the market value for the agent (after the realiza-
tion of period 1 performance) is independent of firm size distribution in the economy. My study
complements to this literature by highlighting the cross-sectional differences in career concerns
(i.e., implicit incentives) across CEOs due to heterogeneous firms and by examining the inter-
play between such career concerns and market-wide rematching patterns (the consequence of

CEO turnover).

'The exception is Casamatta and Guembel (2010) that finds optimal compensation contract, but their key focus
is on the change of organizational strategy, and its impact on the turnover decision.
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B.2 Proofs

1 Proof of Lemma 10

Proof. Notice that regardless of the outcome, there is always type 1 and type 2 error. Also, the
CEO himself doesn’t know his type correctly, thus he must consider both 7 = G and 7 = B

cases. For the sake of simplicity, I omit the subscript for time index.

Epll] = (va(l = p)b+ (1 = 9)a(l = a)(1 =) )3, + (101 = p)(1 =) + (1 = )a(l = a)b)a}_
Rearranging yields the result in the lemma. ]

2 Proof of Lemma 11

Proof. To economize on notation, I omit time subscript ¢ = 3. To find the unique and effective

level b* € (3,1), it has to satisfy the following.

b (1= )1 =] o, —ysly = S £l = PHARMOD] - o,

Rewrite (*), we have the following second degree of polynomial with respect to b.

bzf(OQ’%wO) - bg(Oé,’}/,U)g,H) + h(O[,’)/,UJO, H) =0
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where,

(1 =p)(1 —7)(1 —ap) >

Fa,7,10) = (1= 29)((33(1 = p) + (1 = )(1 = ap))wy - U s wray  —

1
Tl —p)+ (1= —ap)

x (H(37(1=p)+ (1= 9)(1 = ap)(y(1 = p) + (1 = )(1 - ap)

g(alafyawO?H)

—(1=9)((1=p)(1 = ap)y(=3+ 47) S]]

+ (701 = @) + (1= 7)(1 = ap)(T4(1 = p) + (4 = 37)(1 — ap))uwo) )
1
V(1 =p)+ (1 =) —ap)

h(alafy’wO?H) = -

X (1—ap)A=7)(H(1=p)+ (1 =71 —ap) — (1 =7)(y(1-p)

+(1 =) (1 = ap))wo — (1 — p)S[I])

Solving the above polynomial yields two real number values, one less than 0 and another one is

g++/92—4fh
2f

greater than 0. Since b < 1, the unique optimal solution is characterized as b = , here
arguments for each functional form of coefficient are omitted.

Due to the competitive equilibrium pay (Lemma 2), as the equilibrium pay for those with
low reputation increases (decreases), the pay level of high reputable CEOs increases (decreases).
Introducing extra insurance from board” monitoring intensity weakens the required premium for

those who have reputation maintaining incentives, thus reducing the pay for CEOs in above that

level. 0
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3 Proof of Proposition 7

Proof. To highlight the effect from market condition, let b(cv,y™) denote the optimal level of

board competency as a function of « and the current reputation of the incumbent CEO. Recall

that upon a poor performance but with a board’s signal of s, the incumbent CEO’s reputation
m —al— —b(a -t m mj

will be v5L = (1 + %(ﬁ + %%) %) . For v to be preferred to 4™, it should

be the case that,

<1

l—al—-p8\1-"0bal,)
<6+ a 1—p> b(aq, )

Here I the effect of m is canceled out as both 775_@ and ™ share that history. The above is

l1—a 11— Pr(lltr=B)

5+ aa 1—p _ Pr(l|r=Q)
— Pr(l|Tr=B) .

pHige —i:§+1> Priifr=c) 1

equivalent to b(a, y) > (

4 Proof of Lemma 12

Proof. Recall that the demand for insurance occurs only for those S € [S[m], S[h]), which
corresponds to rank of M (y") to M (y™). Now, after the period 2 performance is realized, the

order of ranks of CEOs is as follows.

hh

>

m :’YOh > ,ymm > ’}/hl > ,yOm > 'le :’YOl > ’Yll

That is, if a firm size S ranks above M (y"") (i.e., S > G~(1 — M (4'")), implying that a newly

rematched CEO has reputation greater than +"™". Then, upon replacement without disclosing
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performance outcome, it can be either m or [, thus preventing the exact outcome from being

inferred. [

5 Proof of Lemma 13

Proof. Observe that the mismatch can happen only for those firms within [S[N D], S[m]). The
mismatch is defined as when a large firm matches with ™ (or equivalently, when a firm matches
with v™™). Thus, whenever ™™ is assigned to a small firm S rather than a large firm S’ the

marginal loss is,
Ya(S,7"™) = Ya(S',4™™) = (8 = §') x (E[R] = (1= 9)F""") <0

This is because Y3(S,v) = S x (E[R] —(1- 7)F7>. Let M denote a mismatch likelihood.

Observe that

M = Pr(mismatch) = Pr(y™™ is selected) Pr(assigned to small S|y™™)
= Pr(y™ is selected) Pr(assigned to large S|y™)

=1 — 1) =m(1 —m)

o)+ PO The last equality is due to m; = 1 — m,,. The likelihood of being

misassigned is determined by 7,,, 7. This is because, within a group of [S[l], S[m]), the measure
of 7, firms (from the top within this group) is considered large, and the rest of them as small.

Since this allocation process is independent of which CEO is being selected, the likelihood of
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~™™ being misassigned to a small firm is exactly the likelihood of choosing the small firm within
this group, which occurs with probability of 1 — 7,. The same logic applies to the case when

y™ is selected. Hence, M = m,,m. Therefore, the expected mismatch distortion is,
mom (B [SS(m], Simm)] — E[S|S[mm], Sm])| ) 5(5,5™™) < 0

The inequality is due to the average size of large firm is strictly greater than the average size of

small firm.

6 Proof of Proposition 8

Proof. The existence of assignment distortion is shown in Lemma 13, and the distortion arises

only for VS € [S[N D], S[m]), and this is shown in Lemma 12. O

7 Proof of Lemma 14

Proof. Suppose that firm of size S is currently matched with the incumbent CEO ~ who is
entrenched in reputation maintaining incentive. Assume that the expected matched level of repu-
tation in period 2 is 7. Recall that for FAS > 0 to create incentive, it shall satisfy the following

two conditions.

EAS < E[Y(S,9™) — @3(v™) = Y(S,4") + @3(+')] = F(S,7)

Extra

EAS > —— %
— Pr(lly)
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where Extra = c—(uws(y)—w™)—Pr(h|y) (E@s(y")]— B[y (+)]) + (1—Pr(mly)) (Elas(y™)] -
E[@s(4")]). The first condition requires that ex ante severance takes place in expectation. The
second condition is to create incentive upon the presence of severance pay agreement when
Extra incentive is required due to reputation maintaining incentive. To have FAS > 0 in equi-

librium, the feasibility condition requires F(S,~y) > Jif”(';"”j)

Notice that F (S, 7) increases with S.

F(S,7) = EIAY(S,7) = (" = 7') F3"S[m]]
= S( B[R] - (1= v")EIF"] - B[R] + (1 = 1) B[Fi]) - (" = 1) E[F}")S[m)

= S(v"EIFy] - +'EIR]) = (v =+ BIF)S[m]

where E[Fi] = E[F3|y!]. Since v > 4!, E[F] > E[F!]. Thus, as firm size S € [S[m], S[h])
increases, the likelihood of severance upon a poor performance is more likely. Notice also that
the efficient level of £ AS is found at a level that makes (IC) binding. That is, as long as the

feasibility is satisfied, EAS* = £*%. Notice that,

= Pr(h|y)(Elos(v")] = El@s(y)]) + (1 = Pr(m|y))(Bl@s(v™)] = El@s(v)])

:Pr(l|fy)AfymE[F§”]S[m]—Pr(h!’y)< > AviE[Fé]S[i])
ie{h,hl,lh}

where A~ denotes the difference between v¢ and the right below of ~¢. Thus,

EAS™ = £ (ﬁfay_) ) (ay"E(Fy)S(m] - % 2. AVEIR)S i)
i€ {h,hl,lh}
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For EAS* to be feasible,

F(5.7) > BAS* & §(v"E[F) ~'E[F)) — A" B[FS[m] > EAS®

(Pr(y)~ (C — (wi(y) —w™) = Pr(h|y) Zie{h,hl,lh} AVZE[F?QS[ZD + 2Ay"E[F"]S[m]
&S5 >

YE[F] = A E[F]

— SEAS

Therefore, those sufficiently large firms S € [max{SEAS S [m]}, S [h]) can credibly use the
severance pay as insurance to create incentive in period 1.
Now, I proceed the market volatility condition to claim that if the market volatility is too

high, then the feasibility cannot be satisfied. Recall E[F}].
E[F;] = Pr(lly")Pr(m|y") — 02p<2(vi(1 —ag) + az) +as(l—9") - 1)

To see if F(S,v) < EAS* can occur given that EAS* > 0, rewrite FAS* with respect to o2

EAS* = —02p<A7mS[m]u(7m) — 1;?;((?”3)) Z AViS[i]u(Vi))

¢ — (wa(y) —w™) m
+ Pril) + Ay S[m|Pr(h|y)Pr(m|y)

Z’z S AYS[i|Pr(lly)Pr(mly')
where u(v') = 2(7/(1 — ag) + ag) + az(1 — +*) — 1. Observe that,
EAS* >0 o® < oF48
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where

o215 = [p( ) D) $ s

S Sl Pr(ui) Pr(mby) - GG Y Ay SPr (ki Primy)

Rewrite (.9, ~) with respect to o2,

F(8,7) = =o*p(7"u(r™)8 = 5'u(+)S = Ay u(y™)S[m))
+ S (v Pr(hly) Pr(mly) =+ Pr(hly") Pr(mly'))

— Ay"S[m]Pr(h|y)Pr(m|v)
Similarly, observe that,
EAS* > F(S,7) & o > o'FAS

where

-1

o"FAS = [p(vmuwm)é’ —'u(y")S = 284 S[mlu(y™) + ZZ((?B)) > AY'S [ﬂ@@’)ﬂ

% (S[yPr(aly) Pr(mly) = ' Pr(hly) Pr(mly) | =229 S[m) Pr(bly) Pr(m])

_c— (wa(y) —w™) | Pr(h|y)
Pr(llv) Pr(lly)

> AYS[Pr(hly ) Prmly))
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FEAS <

Therefore, as long as o o459 FAS* cannot be used when the market volatility is,

FEAS

o < o? < oPAS,

FEAS < O.EAS

To finalize this argument, the parameter space such that o should exist. This is

indeed true if,

S|y Sim)Pr(hly) Primly) = +'SWPr(hly") Pr(m|yh)| = AymS{m)Pr(hly) Pr(m|y) -

D
S[rmutym) = Au()| = Ayru(ym) =T
<
T
where D = “Z0E 4 Ay S[m] Pr(hly) Pr(mly) = Fq2) 3 Ay S[i Pr(h|y') Pr(mly),
T = Ay™u(y™)STm] — B 3 Ay STilu(y?). 3

8 Proof of Proposition 9

Proof. Recall that firms will retain the CEO upon the poor outcome instead of replacing him and

paying severance pay, if

Y3(s,7") —ws(7') > Ys(s,9™) — w3(y™) — EAS
& wy(7Y™) —ws(V) > Ya(s,9™) — Ya(s,9') — EAS

& (Y"F" =+ Fy)S[m] > (Y"F5" —~'F3)S — EAS
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Recall that ' = Pr(h|y)Pr(m|y) = asp(y(1 — a3) + a3)(1 — a3) and observe that,

YMF — A FL = asp(1 — a3) (7™ — 7)) (az + (1 — az) (Y™ +41))

Thus, the distortion occurs if,

b — EAS
S = S T a7 = es+ A= a7

This is more likely as a3 goes to extreme, and the small firms are more sensitive with respect to

this. More formally, given that v™ + 4! < 1

i <a3p(1 — 043>('ym — "yl)(Oé;g + (1 - 043)(7m + ,.)/l)))

8063
= —3a3p(Y" =) (1 =™ =) = 2a3p(Y" =) (1 = 29" = 29') +p(v" =) (V" + )
— _p<,ym . ’Yl) (3043(1 _ fym _ ’Yl) + 20&3(1 i Q,Ym _ 271) i (/}/m + ’7l>>

= —p(r =) (as(303 +2) = (77 +9){ (01 + DBas + 1)})

= —p(y" =) H(a3,7™ + 1)

Observe that H (a3, ¥™ + +') is monotone increasing in az. i.e.

. 1 1 1 1 —2y™ — 24
H(os, A" +9') > 0if ag > -4 /1 - = =¢>0
(02,77 +7) > Oif ag 3¢'+u—7m_¢y T—ym = 30— —) "

H(as,y™ + ") < 0 otherwise.
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Thus, % (ag,p(l —az) (Y™ =) (az+ (1 —az)(y™ + ”yl))) starts from positive up until az = &,
then turns to negative onward. i.e. (agp(l —az)(Y" =) (az + (1 — az)(y™ + vl))> is single
peaked and goes to 0 at the extreme, thus confirming that S”(as3) blows up at the boundary.

Now, the presence of distortion is clear from the proof of Lemma 14 and the proof above. ]
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Appendix C

Appendix for Chapter 3

C.1 Discussion on existing literature

The fundamental research goal of this paper is to understand the association between CEO ap-
pointments, the pay and firm performance, in particular, the missing link between the outsider
pay premium and the firm’s unsatisfactory performance. To achieve this goal, this paper con-
siders CEO appointments as mechanism to solve contract incompleteness inherent in firm speci-
ficity: internal promotion as a tournament mechanism and external hiring as a multitask mecha-
nism. Thus, this section is dedicated to review these two strands of literature, tournaments and
the multitask agency literature.

As originally investigated in Lazear and Rosen (1981) and Green and Stokey (1983), a rank-
order tournament has been analyzed as an implementation device to incentivize agents to work.
Lazear and Rosen (1981) has shown that the tournament scheme can perform identically as the

piece rate scheme under the condition of no common shock and agents’ risk neutrality, and fur-
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ther explained why the prize level is convex increasing in ranks. Meanwhile, Green and Stokey
(1983) has examined the tournament scheme in a setting where agents are subject to idiosyncratic
and common shock and identified the conditions under which the tournament dominates the piece
rate scheme. Since then, accounting, economics, finance, and the strategic management literature
have studied tournaments to understand executive compensation and found theoretically consis-
tent results. (O’Reilly III et al. (1988); Rees (1992); Main et al. (1993); Eriksson (1999); Kale
et al. (2009)).

The follow-up literature on tournaments has discovered other positive and negative aspects
of tournaments. As a negative aspect, the tournament mechanism can be problematic as a moti-
vating device due to collusion and/or sabotage(Lazear and Rosen (1981); Dye (1984)). However,
other incentive devices overcoming this negative aspect are also suggested. For example, Chen
(2005) has shown that external hiring might resolve such sabotage incentive of internal employ-
ees. In his model, sabotage is costly to employees, so the principal’s commitment to use external
recruitment with target promotion level reduces the marginal benefit of sabotage since this neg-
ative activity cannot affect external candidates. Meanwhile, as the present paper will point out,
Malcomson (1984) has highlighted another benefit of a rank-order tournament that overcomes in-
formation asymmetry between an employer and an employee. When the outcome is subjectively
assessed by the employer, thus failing at creating work incentive ex ante, a rank-order tourna-
ment recovers the employees’ work incentive given that the employer fixes the total promotion
level, thus tournament prize level, upfront. In a rather different context, Fairburn and Malcomson
(2001) has also a similar feature with the present paper in that they connect the unverifiable per-

formance measure to the tournament scheme. In their model, promotion is subject to bribes by
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subordinates to influence the performance assessor i.e., the manager. By linking the manager’s
pay to the outcome after promotion, it reduces the manager’s incentive of accepting bribes and
manipulating the performance assessments.

Conceptually, the internal promotion in this paper has an analogous effect of renegotiation
in Hermalin and Katz (1991). Hermalin and Katz (1991) has verified that renegotiation can
be beneficial if there is informative but unverifiable signal about the agent’s action. This is
because, based on the interim signal, the principal can offer a new contract that is mutually
beneficial. Thus, the presence of renegotiation with respect to the unverifiable signal induces the
agent’s effort. Similarly, the internal promotion (i.e., a tournament) based on unverifiable firm-
specific skill can successfully motivate subordinates to invest in the first period. However, the
difference between Hermalin and Katz (1991) and this paper is that the renegotiation combined
with unverifiable interim information induces the agent’s effort, while the internal promotion in
this paper is a device to overcome such unverifiableness of the skill.

The multitask agency literature, another main strand of related research to this paper, has
emphasized the issue of multidimensionality of tasks (Holmstrom and Milgrom (1991); Holm-
strom (1999); Dewatripont and Tirole (1999); Dewatripont et al. (2000) for survey; MacDonald
and Marx (2001)). As Holmstrom and Milgrom (1991) has highlighted, the multidimensionality
might be problematic due to effort substitution. In particular, the effort substitution is mainly
attributed to the precision of performance measure: the problem arises if the precision of perfor-
mance measure for each task differs. That is, if the wage is sensitive to outcomes of tasks, then
an agent would want to exert his effort on more precisely measured tasks rather than exerting

effort on noisily measured tasks. In this circumstance, Holmstrom and Milgrom (1991) have
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found that, depending on the principal’s desired effort level and the functional form of agent’s
effort cost, the incentive scheme might be high-powered or low-powered on a better measured
task. As an extension, MacDonald and Marx (2001) have developed an applied model of effort
substitution to understand the convex shape of CEO pay. Since the agent might specialize on one
task among many to save his effort cost, which makes the moral hazard problem more severe,
the optimal reward for medium outcome must be low enough so that the agent has no incentive
to exert the effort only on his specialized task, and the optimal reward for full success must be
high enough to induce high effort on every task.

However, unlike these traditional multitask agency literature, this paper highlights a hidden
characteristic of multitask under the hierarchical structure, namely attention getting competition.
As this paper will show, under the sequential team production setting, the presence of effort
substitution by a superior in period 2 can motivate subordinates in period 1. The superior’s
discriminating effort strategy with respect to unverifiable skills thus resolves both subordintes’
moral hazard and the principal’s ex post opportunism.

In terms of a general framework, Chan (1996) and Harris and Helfat (1997) relate to this paper
in that they compare internal promotion to external hiring. Chan (1996) has shown analytically
how external hiring reduces work incentive attributed to internal promotion and finds how a firm
can regain the lost work incentive. Chan (1996) has suggested a competitive handicap can be
another incentive device to recover the lost tournament incentive: external recruitment occurs
only if the quality of external candidate is significantly high. Meanwhile, Harris and Helfat
(1997) has empirically investigated pay difference between internally and externally appointed

CEOs, and connects the pay premium to different skill sets of those CEO candidates. However,
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both of these papers are silent about subsequent firm performances: Chan (1996)’s main focus is
about tournament incentive per se, not about the pay premium; Harris and Helfat (1997)’s focus
is to examine the relationship between CEO types and initial cash compensation.

From a methodological point of view, the present paper’s approach based on tournaments
and multitask agency is not new. However, deviating from the existing literature, this paper
offers a novel explanation using these two traditional theories to understand CEO appointments
and subsequent firm performance. By considering CEO selections as organizational incentive
devices, this paper is able to explain how organizations motivate their employees to acquire firm-
specific skills, thereby filling the missing link between the CEO pay premium and unsatisfactory

subsequent performance.

C.2 Proofs

A.1 Proof of Lemma 16

Proof. Since f'(-) > 0, the first order condition implies that

f’(61 + ml)f(ﬁg + mg) — f(91 + m1>f/(¢92 -+ m2> <0= 91 + ma 7£ 62 +1—m

Since f(+) is concave increasing, 61 +mq < Oy +1—my. Let Dif f = 01 +mq— (O +1—my) =
2m, + 6; — 05 — 1. Observe that %C”(-) < 0. Thus, as d increases, C'(-) decreases, implying
that the required Dif f between the two tasks becomes smaller. i.e., m; decreases. Similarly,

given the required difference, say ¢, as 5 increases, m; must increase to be equal to ¢. ]
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A.2  Proof of Proposition 12

Proof. Since E[X|m| o< f(0; + m)f(62 + 1 — my)(Xss — Xg). Since f(-) is concave, the
probability of X g5 — X g obtains the maximum at m such that #; + m = 63 + 1 — m;. Due to
UB

Lemma 2, as d decreases, the required slack makes m{'? increase. i.e., ; +m{? > 0, +1—mlB

for sufficiently small d. Then,

F(01 +mYB(@)f(0 +1 —mUB(d)(Xss — Xg) < f(01 +mP)f(Oa +1 —mP)(Xss — Xs)

Thus, all else equal, as d decreases (thus mng increases), or as X gg — Xg increases, the external

hiring performs better than the internal promotion.

O
A.3 Proof of Proposition 13
Proof. Fix Xgg — 2Xg so that both external hiring and internal promotion coexist. Then,
oEH < 1P O/(m?a 1— miB) 2
C(mf, 1 —m{) f'(6r +mf)
C”(m[{B—dé’l,l—m[{B)< 1 N 1 )
C(m{P —dboh, 1 —m{P) \ f(0r +m{P) ~ f'(0y+1—m{")

Observe that 6; +m?P + 0, +1—mP = 0, + mVP + 6, +1—mYB. Since f(-) is strictly concave

increasing, f’(-) is also concave. Thus,

2 1 1 1 1

PO+ mB) ~ Fl o mP) Pl L mP) o ml®) O L) =
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Equality holds if m? = mY{5. First, consider ; = 0, = L. Then, m¥ = m{® = 1/2. This

— 1 4

. . 2
implies that FlrmP) — TOrmlP)

f’(02+11— vy Since C(1/2,1/2) < c+ C(1/2,1/2), this
mi

confirms that if 6; = 6, = L, vP# > oIP.

A.4 Proof of Proposition 14

Proof. Due to Proposition 13, there exists d* such that for d < d*, v¥# < v!P(d). Due to
continuity, there exists d < d* such that [I(m{?(d)) < I(m?P). Thus, for d < d, external
hiring dominates internal promotion. Consider d, d such that d < d* < d. Due to Lemma 2,
mYB(d) > mYB(d). This implies that E[X |m{B(d)] < E[X|mY{?(d)] because as compensation

cost is higher for d than d. Therefore I1(m?) < II(mY2(d), but vZH > v!P. O
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