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Chapter 1: Introduction 

1. Organizational architecture and agency theory 

Organizations, like buildings, have their architecture. The architecture of an 

organization refers to its internal design and has three dimensions, the allocation of 

decision rights, the reward system, and accounting information (Zimmerman 2009). 

The allocation of decision rights refers to the decision rights people across the 

hierarchy have. The reward system refers to how employees are rewarded with a main 

distinction being between a performance-based incentive contract or a fixed wage. 

Accounting information refers to the collection, dissemination, and use of accounting 

information within the organization. Some organizations, for instance, allow all 

employees access to critical accounting information, which is often labeled as open 

book accounting.  

Traditional agency theory provides powerful predictions on the design of 

organizational architecture. The theory often assumes that principals and agents only 

care about their own interests, which are mainly comprised of wealth and leisure. The 

interests of agents are, however, not always aligned with those of principals. For 

example, agents may shirk. To mitigate the problem, principals may give agents 

performance-based incentives. Traditional agency theory predicts that principals 

should use all the available performance measures that can tell whether agents are 

working in the principals’ best interest.
1
 The theory further predicts how to combine 

                                                   
1
 More precisely, traditional agency theory predicts that principals can maximize their own payoff by 

exhausting all contracting possibilities. For example, if there is one measure that is incrementally 

informative of the agents’ effort beyond all the measures in the current contract, principals can increase 

their own payoff by including the measure in the contract. The contract then is more complete after 

including this incrementally informative measure. The contract that exhausts all contracting 

possibilities is labeled as a complete contract (Maskin and Tirole 1999a). The complete contract is 

defined based on three assumptions. First, neither principals nor agents have social motivations. 

Second, both principals and agents are able to perform unlimited steps of strategic thinking (Camerer 

2003). Third, both the first and the second assumption is common knowledge to principals and agents. 
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different elements of organizational architecture. For example, the theory predicts that 

principals combine the decision to delegate with contracts that set contingencies or 

criteria to mitigate the potential dysfunctional effects that go along with such 

delegation (Jensen and Meckling 1992).  

2. Social motivations and organizational architecture 

In reality, people may care about things in addition to their own welfare, such as 

fairness, reciprocity, honesty, and so on (See Cooper and Kagel (2012) for a review of 

the literature on these motivations). I label these motivations as social motivations. In 

many business contexts, people have social motivations. For example, prior studies 

show that people have preferences for honesty in capital budgeting (Evans et al. 2001; 

Rankin et al. 2008). Firms may benefit from considering social motivations in 

designing their architecture. Many firms, however, ignore these factors (Packard 

1995). For example, General Electric used to heavily guard its tool to prevent workers 

from stealing tool. This heavy emphasize on controls is detrimental to the workers’ 

social motivations, which subsequently demotivates them (Falk and Kosfeld 2006).  

This thesis recognizes that employees can have social motivations, and will 

illustrate that accounting choices and decisions by principals may look different and 

may have to be revised when considering social motivations. For example, relying on 

a trust-based contract may sometimes turn out to be better than an incentive contract, 

as the former compared to the latter enhances the employees’ social motivations and 

subsequently their willingness to reveal private information to the firms (Chapter 3). 

Combining different elements of organizational architecture may also look different 

when recognizing that employees can have social motivations. For example, when 

                                                                                                                                                  
Note that complete contracts do not necessarily achieve the first-best outcome. For example, because 

the effort is unobservable, principals contract on the output rather than the effort. The incentive 

contract on the output, despite of being a second-best solution, is a complete contract. 
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firms decide to delegate decision rights to employees, the use of fixed wages may be 

better than performance-based contracts, as the former can maintain the employees’ 

sense of responsibility created by delegation and subsequently their motivations to 

care about the firms’ interests (Chapter 2).  

3. Double-sided information asymmetry and organizational architecture 

A subtle assumption in traditional agency theory is that principals and agents 

understand each other. Principals know that agents value and assume that agents are 

capable of thinking strategically, and vice versa. Moreover, the knowledge of the 

other party is common knowledge to principals and agents. In practice, the 

understanding of each other, especially that being a common knowledge, is not 

always easy. For example, superiors and subordinates may not be sure about whether 

the other parties value other things besides money, such as fairness, reciprocity, and 

so on. Nor are they sure about whether the other parties are able to think strategically 

(Camerer 2003). I label the lack of knowledge about the other party between 

principals and agents as double-sided information asymmetry.  

The presence of double-sided information asymmetry can explain some 

organizational architecture in practice. For example, traditional agency theory predicts 

that principals are able to motivate agents by writing a complete contract, even if 

performance information is unverifiable (Maskin and Tirole 1999a). Contracts in 

practice, however, often are incomplete. Aghion et al. (2012a) demonstrate that the 

presence of double-sided information asymmetry makes it difficult to use a complete 

contract to motivate agent. So firms may have to leave contracts incomplete. 

Firms can benefit from considering double-sided information asymmetry when 

designing their organizational architecture. For example, in a setting where employees 
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do not know whether managers are good, firms may make managers behave well 

towards the firms by making the manager behavior open to employees. In such a 

setting, managers may find it important to signal their good quality to employees so 

that managers may use their ‘good’ behavior towards the firms to signal their 

‘goodness’ (Chapter 4).  

4. Overview of the three chapters 

Chapter 2 examines the effect of organizational architecture in a capital budgeting 

setting where managers face important trade-offs between social motives (reporting 

honestly) and self-interest (rent extraction). Capital budgeting is a typical setting 

where social motivations can benefit firms (Evans et al. 2001). Based on recent 

insights from behavioral economics and self-determination theory, I suggest that 

people who feel solely responsible will behave pro-socially (Deci and Ryan 1985; 

Charness 2000). The decisions by principals, however, may ‘allow’ agents to shift 

responsibility for the final outcome. Retaining the decision rights about cost reduction 

in capital budgeting by principals compared to delegating the decision rights to agents 

in capital budgeting may ‘allow’ agents to shift some responsibility for the final 

budget to principals. I argue that the positive responsibility effect of delegation (i.e. 

enhanced sense of responsibility) can be better maintained when managers are 

compensated with a contract without any contingency, e.g. fixed wage. The results of 

my experiment show that the delegation of decision rights produces an important 

responsibility effect (Charness 2000). Specifically, only when managers receive a 

fixed wage contract without truth-telling incentives, the delegation of decision rights 

produces a positive responsibility effect which reduces the manager’s level of cost 

information misrepresentation. This responsibility effect materializes more strongly, 

when actual cost turns out to be less favorable for the principal. When managers 
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receive a contingent contract that provides rewards for truth telling, the responsibility 

effect fails to materialize. These findings have important practical implications. 

Empirical evidence provides only modest support for the positive correlation between 

delegation and the use of contingent contracts (Widener et al. 2008). Chapter 2 may 

explain the lack of strong support, because firms may be better off by combining 

delegation with non-contingent contracts in settings where social motivations are 

important. 

Chapter 3 examines the effect of organizational architecture in a setting where 

principals may have information about social norms unknown to agents. Social norms 

strongly influence social motivations. In reality, principals often have some 

information about norms in the organization unknown to agents. Principals often may 

use the information to make decisions regarding the organizational architecture such 

as decisions about the strength of the control or decisions regarding the incentives to 

align the interest of agents with the organization. This chapter experimentally 

examines some unanticipated consequences of these decisions. Specifically, we study 

how a principal’s choice of a truth-telling incentive contract affects the honesty of 

their agents’ cost reporting. Results show that this choice of truth telling incentives 

produces besides an incentive effect a negative information leakage effect compared 

to the choice of a fixed-salary contract without truth-telling incentives (Sliwka 2007). 

While the principal’s choice for a truth-telling incentive contract motivates agents to 

report more truthfully, it also leaks information about the social norm, namely, that 

other agents are likely to report dishonestly. Agents conform to this social norm by 

misreporting cost information more. The results have important practical implications. 

Managers must recognize that their decisions can leak information to their agents. 
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Such information leakage may produce unanticipated consequences for the social 

norms at play in the organization. 

Chapter 4 examines the effect of organizational architecture on the managers’ 

propensity to behave well towards the organization. The presence of double-sided 

information asymmetry implies that employees may not perfectly know whether their 

managers are good or not. This study explores the new notion that organizational 

architecture may influence the extent to which managers care about the beliefs that 

employees make about their managers. In practice, employees often have a subtle 

impact on the managers’ welfare. For employees it is important to know how the 

managers behave, as they work for the managers and often invest costly effort in 

projects that will be rewarded by their managers. For managers alike, it is important 

that they can motivate employees to provide costly effort. Recent behavioral 

economics findings suggest that managers may expect that their good behavior that 

benefits the organization, be indirectly rewarded by their employees (Nowak 2006). 

This chapter experimentally investigates whether or not organizations can make 

beneficial use of this managerial expectation to control dysfunctional behavior of 

managers. Specifically, results show that managers are less likely to engage in 

dysfunctional behavior under an open information policy, in which employees can 

observe the manager behavior, than under a closed information policy, in which 

employees cannot observe the manager behavior. The effect of the information policy 

on controlling managerial dysfunctional behavior is larger when managers have 

discretion over rewarding their employees than when they do not have this discretion. 

The results have important practical implications. Organizations can mitigate 

dysfunctional behavior of even the more selfish managers, if they redesign their 
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information and reward policies such that managers will think about how employees 

would react to their behavior. 

5. Conclusion 

Taken together, these three chapters imply that firms should consider social 

motivations and double-sided information asymmetry in designing accounting 

policies as well as their organizational architecture. When considering these two 

factors, a new set of solutions can become beneficial. First, in settings where social 

motivations are important, firms may be better off by using non-contingent contracts 

when firms have decided to delegate decision rights to employees. Second, relying on 

a trust-based contract could be beneficial in the settings where principals know more 

about social norms than agents. Third, firms can combine the use of an open policy 

with a policy that gives managers discretion over rewarding employees when there 

exists double-sided information asymmetry between managers and employees. 
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Chapter 2: When Does Delegation Produce Responsible Managers?
2
 

 

Abstract: This study experimentally investigates the effect of delegation of decision rights 

and the type of compensation contract in decision contexts where managers have 

opportunities to misrepresent private information. Prior studies in economics often argue that 

the delegation of decision rights should be combined with some form of an incentive contract 

that makes rent extraction less attractive. Our results, however, show that in order to enhance 

the manager’s sense of responsibility, the use of non-contingent contracts in which rewards 

for truth telling are absent, might be more effective. Our study documents that the delegation 

of decision rights produces an important responsibility effect (i.e. sense of responsibility) that 

make people care about the superior’s interest (Charness 2000). Specifically, only when 

managers receive a fixed wage contract without truth telling incentives, the delegation of 

decision rights produces a positive responsibility effect which reduces the manager’s level of 

information misrepresentation. This responsibility effect materializes more strongly, when 

actual cost turns out to be less favorable for the superior. When managers receive a contingent 

contract that provides rewards for truth telling, the responsibility effect fails to materialize. 

 

 

 

                                                   
2
 This chapter is based on a paper coauthored with Eddy Cardinaels (Tilburg University) 
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1. Introduction 

People who feel solely responsible tend to behave in a more ‘pro-social’ manner 

(Charness 2000). Such pro-social behavior can be beneficial in many business 

contexts, such as in the context of capital budgeting where truthful reporting is 

important (Evans et al. 2001). The decisions of companies or principals, however, 

may ‘allow’ managers to shift responsibility. Although the managers’ sense of 

responsibility is clearly important, the consequence of company decisions on the 

managers’ sense of responsibility and subsequently on the behavior of managers 

received scant attention. We examine whether company decisions can produce 

consequences on the behavior of managers, presumably due to their impact on the 

managers’ sense of responsibility. 

We study the consequences of delegating the decision rights regarding the 

implementation of cost management initiatives on the managers’ decisions to 

misrepresent private information to uninformed superiors in a capital budgeting 

context. In practice, companies can decide whether or not to delegate decision rights 

on tasks which are related to the budgeting task of managers. One of the related tasks 

could be actual cost management (Bloomfield and Luft 2006). Assuming that 

managers value only money, delegating the decision rights on managing actual cost 

should not influence the managers’ decisions to misrepresent information in capital 

budgeting. Drawing on recent findings from behavioral economics, we presume, 

however, that delegating of decision rights may produce a beneficial responsibility 

effect (Charness 2000). The managers without such decision rights may perceive that 

superiors have some influence on the budget because superiors decided on actual cost 

management. The managers without such decision rights are then able to ‘shift’ their 

responsibility for actual costs to superiors, while the managers with the decision rights 
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regarding cost management initiatives cannot avoid accepting this responsibility. The 

sense of responsibility may prompt managers to be more responsible for any adverse 

effect of information misrepresentation on the interests of superiors, resulting in lower 

information misrepresentation. Consistent with this reasoning, we further presume 

that the responsibility effect materializes more strongly when actual cost turns out to 

be less favorable for the superior. 

In practice, companies often simultaneously decide on the delegation of decision 

rights and compensation contracts for managers. The decision to delegate is often 

combined with the contracts that set certain contingencies or criteria to mitigate 

potential dysfunctional effects that go along with such delegation (Jensen and 

Meckling 1992). In capital budgeting, principals may use a compensation contract 

that offers some rewards for reporting low costs as without such a contract, principals 

might still fear large overstatement of costs. We presume, however, that the 

contingent contract mitigates the positive responsibility effect of delegation. The 

managers with the contingent contract may, however, still be able to shift 

responsibility, because the contingency in the contract may lead the managers to 

perceive that their decisions on the final budget are not fully driven by themselves but 

also by external incentives (deCharm 1968; Deci and Ryan 1985). Conversely, the use 

of a fixed salary contract, or so called trust-based contract, that leaves the decision to 

make a truthful budget request at the manager level, maintains this responsibility 

effect. We, therefore, presume that the delegation of decision rights on actual cost 

management is more likely to reduce information misrepresentation, especially in an 

unfavorable environment, when managers receive the non-contingent contract 

compared to when managers receive the contingent contract. 
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We use an experiment with a capital budgeting task. In this task, participants 

acting as managers report a cost to a superior who is less informed about costs, 

creating incentives for participants to misrepresent costs. We manipulate two 

between-subject factors. Superiors decide about whether managers receive decision 

rights on cost reduction initiatives which can influence actual cost (delegation) or 

whether they as principal retain these rights (no delegation). Superiors also decide 

about whether managers receive a fixed salary contract (i.e. non-contingent contract) 

or a contingent contract that makes misrepresentation of costs less attractive. Results 

show that delegation of decision rights on cost reduction produces an important 

positive responsibility effect. The effect of delegation matters more at high actual cost 

because the managers feel more responsible for the outcome of the superior, when 

actual cost turns out to be less favorable. This responsibility effect only materializes 

for the managers receiving the non-contingent contract. The managers receiving the 

non-contingent contract have lower levels of misrepresentation under delegation 

compared to no delegation. Additional analyses show that this positive responsibility 

effect materializes more strongly when the cost reduction initiatives chosen by 

managers perform relatively poorly. 

This study contributes to the literature on delegation by documenting a 

responsibility effect of delegation that can be beneficial in many business settings. 

Prior literature shows that in situations where the interests of managers and the firms 

are perfectly aligned, delegation of decision rights compared to no delegation may 

lead to inferior decision making (Bloomfield and Luft 2006). However, organizations 

often experience situations where the managers’ interests are not fully aligned with 

those of their firms, and where the managers’ social motivations play an important 

role. Through delegation managers may care more about their firms, because 
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companies make them feel responsible for the outcome (Charness 2000). This 

responsibility effect induces managers to behave in a more ‘pro-social’ manner. 

Specifically, when actual costs are unfavorable less information misrepresentation 

occurs in capital budgeting when delegation is used as compared to when delegation 

is not used.  

This study also contributes to the literature on how to combine decisions on 

delegation and decisions on compensation contracts. Firms should employ contingent 

contracts that partially offset dysfunctional effects that go along with delegation 

(Jensen and Meckling 1992). This prediction receives, however, only modest support 

from empirical evidence (Widener, Shackell, and Demers 2008). Our results show 

that the positive responsibility effect fails to materialize when delegation of decision 

rights are combined with the contingent contracts that make information 

misrepresentation less attractive. This may explain the lack of strong empirical 

support for combining delegating decision rights with contingent contracts. In settings 

where social motivations play an important role, companies may want to combine 

delegation of decision rights with non-contingent contracts.  

Our results are also important to practice. In reality principals often refrain from 

delegation of decision rights (Bouwens and Cardinaels 2012; Coats and Rankin 2012). 

Principals may be even more reluctant to delegate when the environment is 

unfavorable, because they fear that managers may act more opportunistically in the 

unfavorable environment. However, refraining from delegation or combining 

delegation with remedial contracts that make dysfunctional behavior less attractive 

may ‘allow’ managers to shift responsibility, resulting in less pro-social behavior 

(Deci and Ryan 1985; Charness 2000). In particular, relying on delegation and trust-
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based contracts may be better to make managers take responsibility, especially in an 

unfavorable environment.  

In this way, our study also contributes to the behavioral economics on 

responsibility effect. While prior studies show that the intervention by one external 

authority can dampen responsibility effect (Charness 2000; Charness et al. 2012), our 

study shows that responsibility effect survives only when people are free from any 

external intervention. 

The remaining of the paper is as follows. Section 2 develops the hypotheses. 

Section 3 describes the research method. Section 4 presents and discusses the results 

and section 5 concludes the paper. 

2. Theory and Hypotheses development 

People who feel that they are solely responsible for others’ welfare tend to behave in a 

more pro-social way to others (Charness 2000). Nevertheless, how firms can enhance 

the managers’ sense of responsibility, and the role played by delegation of decision 

rights and the type of compensation contract herein, has received scant attention.  

In many business contexts, the managers’ interests are not aligned with the 

interests of firms. Delegation provides managers with opportunities to exploit the 

firms. Prior work by Jensen and Meckling (1992) argues that firms who decide to use 

delegation should employ contingent contracts to prevent managers from exploiting 

the firms. In this way companies can benefit from local knowledge of the decision 

maker without incurring the cost of managers who use this knowledge to their 

advantage. This theory would predict a positive correlation between delegation and 

the use of contingent contracts. Empirical studies do not always find support for this 

theory. For example, Widener, Shackell, and Demers (2008) find no correlation 
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between the extent of delegation and the percentage of annual pay from cash bonus 

and stock option compensation. 

The modest empirical support for the positive correlation between delegation and 

the use of contingent contracts may be due to the fact that these studies do not always 

consider social motivations. The managers’ social motivations are present in many 

business contexts, especially in capital budgeting (Evans et al. 2001). In capital 

budgeting, managers often can decide on the final budget (Evans et al. 2001; Rankin 

et al. 2008). The managers who feel responsible for their decisions on the final budget 

are likely to behave pro-socially. The pro-social behavior in capital budgeting 

suggests that managers may reduce information misrepresentation, which benefits 

principals or companies. We examine whether the delegation of decision rights on 

actual cost management affects the managers’ sense of responsibility and 

subsequently the managers’ social motivations in capital budgeting and whether this 

relation is affected by the type of compensation contract. We predict that the 

delegation of decision rights produces a positive responsibility effect which increases 

the managers’ pro-social behavior, evidenced as less information misrepresentation in 

capital budgeting, especially when the environment is unfavorable. We also suggest 

that the effect depends on whether the compensation contracts contain contingencies 

or not. Our predictions contrast to the prediction in Jensen and Meckling (1992). 

Combining delegation with incentive-based contingency contracts can have 

detrimental effects for the responsibility effect. Next, we derive the hypotheses for the 

responsibility effect and we argue that the responsibility effect is more likely to 

materialize when actual cost is high, because managers have stronger social 

motivations when their decisions have larger repercussions on the superiors’ profit 
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situation (Cardinaels 2012). Then we will derive the hypotheses for the moderating 

role of the type of contract on the responsibility effect of delegation.  

The responsibility effect of delegation 

People behave more pro-socially when they feel solely responsible for an outcome 

that affects others’ welfare (Charness 2000). People, however, tend to ‘shift’ their 

responsibility to external factors. Recent evidence from behavioral economics also 

confirms that the intervention of external authority is likely to ‘allow’ people to shift 

responsibility and thus make them behave less pro-socially. Charness (2000) shows 

that participants acting as employees deliver lower voluntary efforts when their wage 

is pre-determined by a third-party instead of a random device, presumably because 

participants in the former situation are able to shift their responsibility for improving 

the employers’ welfare to the third-party. Charness et al. (2012) find that participants 

acting as employees voluntarily provide more efforts when they can decide about their 

own wage compared to when employers decide about the wage, presumably because 

participants in the latter situation feel that employers have some influence on their 

own welfare and thus should also be responsible for that. 

In capital budgeting, managers in charge of a division often do not only request 

funding for the executions of projects, but sometimes also have decision rights to 

make decisions about the issues related to the final budget request such as cost 

reduction initiatives. In other occasions, such responsibilities are still decided on firm 

level. Transferring the decision rights on cost reduction to business unit managers 

may enhance managers’ social motivations in capital budgeting compared to when 

such rights are not delegated. When such rights are retained by superiors, managers 

may feel that the superiors’ decisions on actual costs will also influence the final 

outcome so that superiors should also be responsible for the final outcome. The 
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managers’ perception of the superior’s influence may allow managers to shift some 

responsibility for the final budget request to superiors. Conversely, when managers 

have decision rights regarding the cost reduction, they are solely responsible for the 

final outcome. The increase in sense of responsibility can increase the managers’ 

social motivations (Charness 2000) and may reduce information representation. We 

label this effect as the responsibility effect of delegation.  

Whether or not the responsibility effect materializes in a capital budgeting task 

with a cost management opportunity, however, may depend on the actual cost level. 

When actual costs turn out to be high, the effect of misrepresenting cost on firm profit 

can have a larger impact on the firm’s profit situation. That is misrepresenting cost 

information by managers can make superiors lose money while reducing 

misrepresentation can help superiors to earn profit. People presumably are more likely 

to feel responsible for outcomes under the delegation condition compared to no 

delegation in particular when actual costs are high and where the effect on the 

principal’s outcome is less favorable. In this case, misrepresentations can have larger 

repercussions on the principal’s profit situation (Cardinaels 2012). We therefore 

expect that the positive responsibility effect of delegation of decision rights on 

information misrepresentation is more likely to materialize when actual cost is high.
3
 

Contract contingency and the responsibility effect of delegation 

                                                   
3
It is, however, difficult to predict whether a larger total pie (lower actual costs) increases the fraction 

of the pie managers give to superiors (less misreporting) in capital budgeting. On one hand, people may 

want to take home at least a certain amount of money. If the total pie is large, people can afford to give 

some to others while still keep enough for themselves. This reasoning would predict a positive effect of 

the size of the pie on the fraction given to others. On the other hand, people may feel that it is fine to 

give others a smaller fraction when the total pie is large, because the smaller faction of a large pie is 

already a good amount. This reasoning would predict a negative effect of the pie size on the fraction 

given. Experimental evidence shows that the size of the pie in dictator game and in capital budgeting 

does not affect the fraction people give to others (Forsythe et al. 1994; Evans et al. 2001).  
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We predict that the responsibility effect of delegation depends on the type of contracts 

firms employ. Self-determination theory predicts that the type of contracts that firms 

use can affect the people’s attribution of their behavior. When people work under a 

contract without any contingency, they perceive that their behavior is driven entirely 

by themselves. Conversely, when they work under the contract that stipulates certain 

contingencies or makes certain behaviors less attractive, people perceive that their 

behavior is likely to be driven by external factors, such as the contingencies. A 

negative side effect of such contingent contracts is that people who work under such 

contracts attribute their behavior to external factors, which may undermine their 

intrinsic motivations (deCharm 1968; Deci and Ryan 1985). There is extensive 

evidence on the effect of contract choice on the people’s intrinsic motivations (See 

Deci et al., 1999). Eden (1975) for example finds that the use of a contingent contract 

reduces the intrinsic motivations among kibbutz workers. Enzle et al. (1991) show 

that participants working under contingency-based contracts have lower intrinsic 

motivations than participants receiving no monetary reward. The extensive evidence 

is consistent with the assertion that the use of contingent contracts compared to non-

contingent contracts makes people attribute their behavior to external factors. The 

attribution of behavior to external factors implies that people may feel that they are 

not the only factor responsible for their decisions and thus are less likely to feel 

responsible for the outcome. Following this argument, we presume that the use of 

contingent contracts compared to non-contingent contracts is likely to dampen the 

people’s sense of responsibility.
4
 

                                                   
4
The direction of the main effect of contract contingency may be ambiguous. On one hand, the reduced 

sense of responsibility under contingent contract may increase information misrepresentation. One the 

other hand, contingent contract may reduce information misrepresentation, either because contract 

contingency reduces the marginal benefits of misreporting (Mittendorf 2006; Cardinaels and Yin 2013), 

or because contract contingency sets a clear goal for managers, which has some motivating power. So 

we do not formulate a hypothesis on the main effect of contract contingency. Nevertheless, we explore 
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Likewise, in capital budgeting, firms faced with the potential problem of people 

who overstate cost, can use remedial contingency-based contracts, that make 

information misrepresentation less attractive (e.g. reporting high cost is made less 

attractive). However, the other option is not to use such a contingent contract, and 

simply allow participants to report under a fixed salary contract. We presume that the 

manager’s sense of responsibility is more likely to be maintained when a firm decides 

to refrain from using a contingency-based contract. In previous paragraphs we 

presumed that the decision to delegate makes people feel more responsible for 

outcomes, which can have positive effects on their reporting behavior. We expect that 

such a responsibility effect of delegation on reporting behavior is only realized when 

managers are compensated with a non-contingent contract. In the case a contingent 

contract is used, managers perceive that their behavior is driven by external factors. 

Even if they are delegated, they are likely to shift responsibility to external factors. 

Hence we predict that the responsibility effect of delegation fades away as a result of 

the contingency. This suggests that delegation (compared to no delegation) is unlikely 

to have an effect on information misrepresentation when companies decide to use a 

contingent contract. These predictions are summarized in hypotheses H1a and H1b.
5
 

                                                                                                                                                  
whether contract contingency affects sense of responsibility in our study. We argue that responsibility 

effect is more likely to materialize when actual costs are high. The stronger responsibility effect at high 

actual costs suggests that the negative effect of contract contingency on information misrepresentation 

is more likely to outweigh the positive effect at high actual costs. 
5
Footnote 4 argues that contract contingency may affect the managers’ intrinsic motivation by setting a 

clear goal. The goal setting effect of contract contingency, however, may not interact with the 

responsibility effect of delegation. More specifically, we expect that the magnitude of the goal setting 

effect is fairly small in a capital budgeting context, as all managers, even those receiving non-

contingent contracts, know that the superiors in capital budgeting expect truthful reporting. Given the 

small goal setting effect, the interaction between goal setting and responsibility effect, if any, may not 

materialize. Nevertheless, suppose that the goal setting effect interacts with the responsibility effect, we 

would then also expect that the positive effect of delegation is stronger in the contingent contract case, 

which would bias against finding support for H1a and H1b.  
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H1a: In the case the firm uses a non-contingent contract, delegation of decision 

rights to managers compared to no delegation leads to less information 

misrepresentation.  

H1b: In the case the firm uses a contingent contract, delegation of decision rights 

compared to no delegation is unlikely to affect information misrepresentation. 

In previous paragraphs, we also argue that the responsibility effect is more likely 

to materialize when actual cost is high. As we predict the presence of responsibility 

effect of delegation under a non-contingent contract, we further predict that the 

positive effect of delegation (compared to no delegation) on information 

misrepresentation is stronger when actual cost is high, i.e. an interaction effect 

between delegation and cost level. Conversely, we predict no interaction effect 

between delegation and cost level under a contingent contract. Although actual cost 

level may have a main effect on information misrepresentation, there would be no 

difference in the managers’ sense of responsibility between the managers delegated 

and those not delegated at high actual costs, because delegation (compared to no 

delegation) does not affect the managers’ sense of responsibility under a contingent 

contract. Hence, for a contingent contract we expect no interaction effect between 

delegation and cost level. 

H2a: In the case the firm decides to use a non-contingent contract, delegation of 

decision rights to managers compared to no delegation is more likely to lead to less 

information misrepresentation when actual cost is higher. 

H2b: In the case the firm decides to use a contingent contract, there is no 

interaction effect between the delegation decision and actual cost level on information 

misrepresentation. 
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The predictions are illustrated in Figure 1. H1a predicts that, in the case of a non-

contingent contract, managers misrepresent cost less in the delegation condition than 

in the no delegation condition. This means that delegation line should lay below the 

no delegation line as is indicated in Panel A of Figure 1. H2a predicts that, in the case 

of a non-contingent contract, the positive responsibility effect is more likely to 

materialize when actual cost is high than when actual cost is low. This implies that the 

difference in the delegation line and the no delegation line is larger when actual cost 

is higher (See Panel A of Figure 1).  

Both H1b and H2b predict that, regardless of the cost level, there is little effect of 

delegation on the level of misrepresentation under the contingent contract. This 

suggests that the delegation line roughly overlaps with the no delegation line in the 

Panel B of Figure 1. 

< Insert Figure 1 here> 

 

3. Experiment 

Experimental task 

At the beginning of the experiment, participants are randomly assigned to the role of 

either superior or manager in a capital budgeting task. Participants keep these roles 

throughout the experiment. Participants play a capital budgeting task, in which 

managers submit budget requests in the form of cost reports to a superior who is less 

informed about costs (Evans et al. 2001). Before the reporting decision takes place, 

participants either in the role of superior or manager (depending on the delegation 

condition), also need to think about cost reduction plans they want to implement 

which can influence actual costs (Bloomfield and Luft 2006). Only participants in the 
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role of manager learn the realized cost reduction of the implemented plan and the 

resulting actual cost before the reporting decision takes place. Throughout the entire 

experiment, superiors merely know that costs are randomly distributed in the interval 

between 4 and 6 lira and that they need to fund each submitted report that lies within 

this interval. This task thus involves a conflict of interests between managers and 

superiors. Managers who learn the actual cost can misrepresent costs to extract extra 

rent. Such rent extraction will increase their pay-off at the expense of superiors. 

Reporting more honestly, however, would help superiors to earn profits and would 

mean that managers take social preferences into account.  

Experimental manipulations 

The experiment comprises of three stages, with four reporting rounds per stage. 

Participants make up cohorts of five, in which one superior makes decisions about 

delegation and contract choices for four managers. At the beginning of each stage, 

managers are matched with new superiors and new peer managers. The experiment 

consists of a 2 x 2 between-subject design in which we manipulate the delegation of 

the decision rights on cost reduction initiatives and contract choice. As we are 

interested in the managers’ motivations to care about superiors in our setting, we 

execute decision choices through superiors, to ensure that participants in the role of 

managers are aware that real superiors made these decisions (Brink et al. 2012). 

Superiors in each stage in fact assign the four managers to the four treatments 

(delegation vs. no delegation × non-contingent contract vs. contingent contract) so 

that each manager is assigned to one treatment. When superiors decide, they have no 

information about the four managers, neither about their identities nor on how these 
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managers reported in any of the previous stages.
67

 Once the decisions about 

compensation contracts and delegation are made, these remain the same for the four 

reporting rounds. In each reporting round participants request funding by reporting the 

unit cost for the production of 1000 units of a product they are required to produce. 

Pay-off tables displaying pay-off consequences for the superior and the manager are 

provided to all managers for the full range of reports that can be submitted. 

Delegation choice and actual costs as covariate 

Under the delegation condition, managers receive the decision rights to decide about 

cost reduction initiatives which would influence their actual costs. Under no 

delegation, superiors maintain these rights to decide about cost reduction. Regardless 

of the delegation condition, only managers know the outcome of the cost reduction 

and actual costs, superiors never learn actual costs and the outcome of the preferred 

cost reduction plan.
8
 In each round, participants choose one cost reduction initiative 

from five candidate plans (see Appendix). 

Note that we are interested in the effect of delegating decision rights on the 

managers’ sense of responsibility. Having a choice over the cost reduction initiatives 

should merely make managers feel that they have an influence on the actual cost level 

                                                   
6
 In practice, superiors often decide whether or not to delegate decision rights to their managers and 

which type of compensation contract they want use in for their managers. To make sure that managers 

are randomly assigned to treatments, superiors do not receive any information about their managers.  
7
A disadvantage might be that the decisions of superiors could produce an intentionality effect (Christ 

2013), i.e. decisions could signal trust (or distrust) to participants. We acknowledge the possibility, but 

argue that the consequence is small. We asked the managers to self-report their trust towards the 

superiors. Results show that the managers’ self-reported trust weakly correlates with their level of 

misreporting (t=-1.50, two-tailed p=0.14). Furthermore, our robustness checks show that our results do 

not change after we control for trust measures.  
8
Our theory focuses on whether managers feel responsible the final outcome of the budgeting, the 

superiors’ profit. Whether superiors know actual cost level would not influence whether managers feel 

responsible. Even if superiors know the actual cost, managers would still want to avoid hurting 

superiors if managers feel responsible for the outcome of their decisions. Charness (2000) documents 

the responsibility in a setting very similar to a dictator game. Participants acting as employees 

essentially allocate the total pie, while they know that employers know the total pie. However, since it 

is a capital budgeting task, we need to make sure that superiors are less informed about actual costs 

than managers. We achieve this by making sure that superiors do not know actual cost level. 
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and thus some control over the final outcome. We do not want to create any difference 

with respect to the outcome of the cost reduction plan across the delegation and no 

delegation condition. To ensure this is the case, we follow the procedure of 

Bloomfield and Luft (2006) in which the actual cost reduction amount of every 

initiative follows the same distribution even though the information provided to 

participants varies per initiative (See the Appendix for the information about those 

initiatives which is adapted from Bloomfield and Luft (2006)). The average cost 

reduction amount is uniformly distributed between 0 and 0.40 with increments of 0.05. 

We program the experiment to make sure that the actual cost after cost reduction is 

still within the range [4, 6]. The actual costs in every round are randomly drawn and 

independent across the different managers. After cost reduction, participants are 

required to report a cost to their superiors. The report can range from 4 to 6 with 

increments of 0.05.  

The participants acting as managers know that superiors earn a contribution of 6 

lira. Managers also know that the actual cost after cost reduction is affected by the 

cost reduction amount. When the actual cost after cost reduction is high, managers 

know that overstating the cost may have a large influence on the superiors’ profit 

situation. If managers receive decision rights on the cost reduction (as opposed to 

when these rights remain at the superior level), they may worry more about the 

superior’s profit situation at high levels of cost. We therefore feel it is important to 

enter actual cost as an important within-subject variation. We will enter actual cost as 

a covariate by a median split of the sample based on actual cost and presume that the 

responsibility effect of delegation materializes more strongly for the subsample where 

actual costs are high.  

Compensation contracts 
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The second factor is compensation contract of managers (i.e. contingent vs. non-

contingent contract) determined by superiors. Under both contracts, managers can still 

extract rent through misreporting. Such rent extraction is represented in formula (1) as 

the difference between reported cost and actual cost multiplied by 1,000, the number 

of units of a product managers need to produce. Under the non-contingent contract 

managers receive a fixed wage, which does not have a feature that makes slack-

building from misreporting less attractive. Under the contingent contract, slack 

building is made less attractive, because managers receive a contract which offers 

higher compensation for reporting lower costs.  

Managers’ payoff    =    Compensation (either contingent or non-contingent) 

+ (reported cost- actual cost)*1,000                     (1) 

If managers receive a non-contingent contract, they always receive a fixed salary 

of 500 lira. Under such a contract the superiors’ payoff is entirely determined by the 

cost managers report to superiors. If managers are granted with the decision rights to 

decide about cost reduction, such feeling of responsibility might trigger the 

responsibility effect of delegation. If managers receive a contingent contract, their 

compensation is 600*(6- reported costs). The higher the cost that managers report, the 

lower the compensation they receive. Compared to a non-contingent contract, the 

contingent contract reduces the marginal profit from misreporting. Nevertheless, 

managers under such a contingent contract may however, feel that they are not solely 

responsible for the superiors’ welfare. The superiors’ payoff is 1,000*(6- reported 

costs) – contingent compensation to managers. So managers may feel that the 

superiors’ welfare is not only determined by the reported costs, but also by the 

contract contingency. The reduced sense of responsibility may destroy the 

responsibility effect of delegation. 
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Formula 2 shows that the superiors’ payoff decreases in the managers’ reported 

cost. Superiors earn a contribution of 6 lira on the production of the managers – the 

reported costs, multiplied by 1000 units being produced. The managers’ compensation 

is subtracted from this formula. Managers are fully informed about the superiors’ 

payoff structure, i.e. they know superiors may earn zero profit or even lose money, at 

higher levels of reported costs. 

Superiors’ payoff = (6-reported cost)*1000   –    managers’ compensation (2) 

Participants and experimental procedures 

We recruited participants from an accounting course in a business studies program at 

a Western European university. In total, 150 students participated in the experiment. 

The experiment consists of three stages with four reporting decisions. To ensure that 

each manager could be matched with a different superior in each of the three stages of 

the experiment, each session contained 15 participants (three sets of 5-participant-

cohorts with one superior and four managers). In total 10 sessions were conducted. 

Participants were on average 20.81 years old and 58.33% of them were male. They on 

average have taken 2.71 accounting courses and worked for 24.6 months in part-time 

jobs and 73.3% of them reported having had some work experience. Each session 

lasted about one hour.  

Before playing the main task, participants received a ticket number, on which 

basis they could claim their pay-out. Participants never entered their name to 

guarantee anonymity. Participants then filled in some demographic information. They 

continued into a task measuring their social value orientation using the instrument of 

Van Lange et al. (1997). This should allow us to pick up some of the heterogeneity in 
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how much participants care about others (Fehr and Schmidt, 1999). 
9
 The instrument 

allows us to classify people into pro-social and pro-selves. Pro-social people care 

more about other people’s wealth. Participants then played a distracter task and then 

performed the main task (capital budgeting task). 

Participants were informed about the structure of the game. They received detailed 

descriptions on the delegation decision and the two types of contracts that superiors 

could choose from. They also received descriptions about cost initiatives (as shown in 

Appendix). To make sure that participants understood the details of the game, they 

had to perform a quiz in which they received feedback about the right answer. In the 

beginning of each stage, participants in the role of managers individually learned 

whether or not they were delegated and which type of contracts they were 

compensated with. Only participants, acting as managers, learned the actual costs, 

before reporting a cost to superiors. Pay-off tables were provided to all participants 

for different kinds of the cost reports they could report to superiors (The report can 

range from 4.00 to 6.00 lira with increments of 0.05). At the end of the experiment, 

participants filled out an exit questionnaire with several items on task understanding, 

motivation and other questions as manipulation checks. The data shows that 87.5% of 

the participants understood that participation was fully anonymous. 91.67% 

understood that there was a trade-off between their reporting decision and their 

superiors’ payoff. 

                                                   
9
Social value orientation is measured using nine questions (Van Lange et. al. 1997; Cardinaels 

2012). Participants who make at least six consistent choices can be classified. Depending on the 

choices that people consistently make, we can classify participants into different categories. 

Competitive agents are those who want to maximize the difference between their payoffs and others’. 

Individual agents always maximize their own payoff. Both these categories of agents can be classified 

as pro-self agents. Pro-social agents sacrifice a bit money to maximize the joint payoffs such that both 

parties receive a large pay-off. 



Chapter 2: When Does Delegation Produce Responsible Managers 

 

32 
 

Participants were informed that one round of play would be randomly determined 

for pay-out. Experimental liras were converted to euro at an exchange rate of 100 (i.e. 

100 lira = 1 euro). Participants acting as manager received on average a pay-out of 9.9 

euro. The superiors’ cash rewards are based on their payoffs from one of their 

managers’ production in one round. The average pay-out of superiors was equal to 

5.36 euro. 

Test variables 

The managers’ level of misreporting is the main variable of interest. As in Evans et al. 

(2001), we measure the level of misreporting as the ratio of difference between 

reported cost and actual cost to the difference between 6 and actual cost.
10

 We label 

this measure as MISREPORT. The higher this measure, the more the managers 

misreported their cost information. We have every participant play the capital 

budgeting game for 4 rounds during 3 stages. Every participant produces 12 

observations. To control for the correlation between observations within each 

participant, the standard error in all analyses is clustered on individual level.
11

 We 

compare the level of misreporting between managers under the delegation condition 

to managers in the no delegation condition respectively in the contingent contract 

condition and non-contingent contract condition. We will briefly discuss the results by 

                                                   
10

Similar as Evans et al. (2001), we set the misreporting level of observations in which participants 

underreport the cost, i.e. report a cost lower than the actual cost, to 0. The results do not change if 

observations are kept unchanged. Our results do not change if we use other measures, such as misreport 

amount and the managers’ payoff. All our analyses are conducted by clustering standard errors on each 

individual participant level. Our results do not change if we use average misreport level for each 

participant as the dependent variable. We set the misreporting level of observations in which 

participants have an actual cost of 6, the maximum actual cost, to 0 (six observations). The results do 

not change if we drop these six observations. 
11

The clustered standard error approach is designed to address the dependence of standard errors within 

each cluster, here each individual and has been demonstrated to be successful in addressing the 

problem (Wooldridge 2007; Petersen 2009). Our results remain similar if we include the individual 

subject as a random effect in the model (Koch and Schmidt 2010). The clustered standard approach 

compared to random effect method makes fewer assumptions about the distribution of the errors. 



Chapter 2: When Does Delegation Produce Responsible Managers 

 

33 
 

analyzing the delegation decision and the type of contract simultaneously in the 

results section. 

The theory predicts that the effect of delegating depends on whether actual cost is 

high or low. As mentioned we will control for actual cost using a dummy variable 

LOWCOST, which is equal to 1 if the actual cost is lower than the median value of 

the actual cost (cost lower than 4.83), and 0 otherwise.
12

 

The delegation decision is made by the managers’ superiors in the experiment. 

Despite of the decision being randomly allocated, the managers who receive the 

delegation rights might feel trusted more by their superiors, than the ones who do not 

receive delegation. The difference in the feeling of being trusted can affect how they 

act towards their superiors (Christ 2013) and thus influence their level of misreporting. 

To control for this effect, we asked the participants to rate, on a 7-likert scale, to 

which extent they perceive to be trusted by their superiors. We asked them to rate this 

perceived trust by each of their three superiors, respectively. This variable is added as 

a control variable in our supplementary analysis. 

Our theory predicts that the responsibility effect works because delegation 

enhances the managers’ social motivation, making the managers care more about their 

superiors. To gain insight into our results about how delegation affects the managers’ 

misreport level, we measured the managers’ motivation to care about their superiors 

in general in the end of experiment by asking the managers to indicate to which extent 

they agree with the statement, that I cared about my superior’s payoff in deciding how 

much to report, on a 7-likert scale ranging from ‘fully disagree’ (1) to ‘fully agree’ (7), 

labeled as CARESUPERIOR. 

                                                   
12

 Our results do not change if we use the actual cost level as covariate instead of the dummy variable. 



Chapter 2: When Does Delegation Produce Responsible Managers 

 

34 
 

4. Results 

We begin with an overview of the main results, discussing both the summary statistics 

and the hypotheses tests. We respectively perform our main analysis on a sample 

which includes all observations of the three stages and a sample that excludes the first 

stage. Our results are presumably stronger when excluding the first stage, because 

participants internalize our manipulations more after the first stage. Additional 

analyses will further control for the intentionality effect of delegation, offers 

additional support for our theory that delegation makes managers care about the 

welfare of their superior, and examines whether the responsibility effect materializes 

more strongly when the cost reduction initiative chosen by managers perform 

relatively poorly.  

Main results 

Summary statistics 

We first look at the effect of delegation in the non-contingent contract condition. 

Results in Panel A of Table 1 and Figure 2 when the actual cost is low, there is no 

significant differences between delegation and no delegation based on the sample that 

includes the observation from all stages (t = 0.98 and two-tailed p=0.33), suggesting 

that the responsibility effect of delegation does not materialize when the actual cost is 

low. When the actual cost is high, managers under the delegation condition on 

average misreport costs by 45%, representing a level of misreporting equal to 45% of 

the maximum level of misreporting. Managers under the no delegation condition on 

average misreport costs by 55%. The delegation of decision rights thus reduces their 

misreporting level by 10% (t = -1.80 and two-tailed p<0.10). This result is consistent 

with the responsibility effect hypothesis which suggests that the delegation of 
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decision rights to managers reduces their misreporting (H1a). This difference in the 

effect of delegation between the low actual cost and the high actual cost cases is 

consistent with our prediction suggesting that the delegation of decision rights 

produces is more likely to materialize in an unfavorable environment (high actual 

cost). Specifically when actual cost is high, misreporting has larger repercussions on 

the superiors’ profit situation, which makes managers care more about the superiors’ 

welfare. Delegation compared to no delegation is then more likely to reduce 

misreporting at high cost, presumably because of the stronger social motivation at 

high cost (H2a). Summary statistics further show that the responsibility effect of 

delegation is stronger after excluding the observations of the first stage. When actual 

cost is low, there are no significant differences between delegation and no delegation 

(t=0.26 and two-tailed p=0.79). When the actual cost is high, the delegation of 

decision rights again reduces the level of misreporting by 14% (t=-2.02 and two-tailed 

p<0.05).  

< Insert Table 1 and Figure 2 here > 

Results in Panel B of Table 1 and Figure 3 show the effect of delegation for the 

contingent contract with truth-telling incentives. The statistics on the full sample show 

that the delegation of decision rights to managers compared to no delegation has no 

effect on the level of misreporting, both when the actual cost is high (t=0.70 and two-

tailed p=0.48) or when actual cost is low (t=-0.84 and two-tailed p=0.41). This is 

consistent with our prediction that delegation does not affect the level of misreporting 

when superiors use a contingent contract for their manager (H1b and H2b). We also 

do not find any positive effect of delegation when we exclude the observations of the 

first stage. 
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< Insert Figure 3 here > 

Hypotheses test 

Table 2 presents the results of regressing the managers’ misreporting level on the 

delegation dummy, the low cost dummy, and the interaction term between these two 

dummies in the non-contingent contract condition. The first column presents the 

results for the full sample. The second column presents the results for the sample 

which exclude observations from the first stage (i.e. Stage 2 and 3 only). The negative 

coefficients of DELEGATION in both columns suggest that the delegation of 

decision rights compared to no delegation reduces the level of misreporting, 

consistent with the responsibility effect hypothesis H1a. The positive coefficients of 

the interaction term between DELEGATION and LOWCOST in both the two 

columns suggest that the effect of delegation on misreport level is smaller when the 

actual cost is low than when the actual cost is high. This is consistent with hypothesis 

H2a. The reduced impact of delegation at low costs suggests that delegation is more 

likely to produce a responsibility effect at high costs, because managers care more 

about the superiors’ welfare at high costs. 

< Insert Table 2 here > 

Table 3 presents the regression results for the contingent contract condition with 

truth telling incentives. Again the first column presents results for the full sample and 

second column for the sample focusing on stage 2 and 3 only. The coefficient of 

DELEGATION is positive, but insignificant in both these two columns, suggesting 

that delegation does not influence the level of misreporting. This is consistent with 

our prediction in H1b. The coefficient of the interaction term between DELEGATION 

and LOWCOST is insignificant in the first column (significant in the second column, 
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but the model is insignificant), suggesting that the effect of delegation does not 

depend on the level of the actual cost, consistent with H2b. The evidence that the 

effect of delegation does not depend on the actual cost level is consistent with our 

theory that there is no responsibility effect in the contingent contract condition. 

< Insert Table 3 here > 

The moderating effect of contract contingency on the responsibility effect of 

delegation suggests that responsibility effect is present only when we combine the 

decision to delegate and the non-contingent contract, in particular at high actual costs. 

We thus also run a full model, incorporating the three-way interaction among 

delegation decision, contract contingency, and the actual cost level, together with all 

two-way interactions and all main effects. Untabulated results show a significant 

negative interaction effect between delegation decision and contract choice (t=-1.71 

and two-tailed p<0.10 for full sample; t=-2.09 and two-tailed p<0.05 for stage 2&3 

only), consistent with the conjecture that the positive responsibility effect is only 

present when we combine the decision to delegate and the non-contingent contract. 

The three-way interaction is positively significant, consistent with our theory that the 

responsibility effect is more likely to materialize in an unfavorable environment (high 

actual cost) (t=2.06 and two-tailed p<0.01 for full sample; t=3.12 and two-tailed 

p<0.01 for stage 2&3 only). 

Supplementary analyses 

Control for the intentionality effect of delegation 

Superiors’ active decisions can signal intentions, which can affect managers’ 

perception of being trusted by their superiors (Christ et al. 2012; Christ 2013). 

Managers tend to reciprocate this perceived trust by acting in the interest of their 
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superiors and reduce their level of misreporting (Coats and Rankin 2012). We label 

this effect as the intentionality effect. We therefore repeat our main analysis by 

controlling for managers’ perceived trust. We measure managers’ perceived trust on a 

7-likert scale, asking whether or not they agree that their superiors across the three 

stages respectively trusted them. We label this variable as PERCEIVEDTRUST 

(Christ et al. 2012). 

The results in Table 4 show that managers’ perceived trust does not affect the 

manager’s level of misreporting in the non-contingent contract condition (t=-0.19 and 

two-tailed p >0.10 for full sample; t=0.69 and two-tailed p >0.10 for stage 2&3 only). 

Conversely it reduces the misreporting level in the contingent contract condition (t=-

2.26 and two-tailed p <0.05 for full sample; t=-2.08 and two-tailed p < 0.05 for stage 

2&3 only). This intentionality effect, however, does not influence our conclusions. 

After controlling for the intentionality effect, the responsibility effect still materializes 

in the non-contingent contract condition and fails to materialize in the contingent 

contract condition. Panel A of Table 4 shows that the delegation of decision rights 

reduces the level of misreporting in the non-contingent contract condition (t=-1.74 

and two-tailed p<0.10 for full sample; and t=-2.19 and two-tailed p<0.05 for Stage 

2&3 only). As shown in Panel B of Table 4, the delegation of decision rights does not 

affect the misreporting level in the contingent contract condition (t=1.22 and two-

tailed p>0.10 for full sample; and t=1.43 and two-tailed p>0.10 for Stage 2&3 only). 

In addition, the responsibility effect still materializes more strongly in an unfavorable 

environment in the non-contingent contract condition. Panel A of Table 4 shows that 

delegating has a smaller effect on the reduction in misreporting when the actual cost is 

low compared to when actual cost is high (t=2.80 and two-tailed p<0.01 for full 

sample; t=2.39 and two-tailed p<0.05 for stage 2&3 only). The effect of delegating 
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decision rights does not depend on the actual cost level in the contingent contract 

condition (t=-1.24 and two-tailed p>0.10 for all stages) when considering the full 

sample. When considering only the observations of stage 2 and 3, the interaction 

effect is significant (t=-1.82 and two-tailed p<0.10). The net effect of the regression 

shows little effect of delegation on misreporting when actual cost is low, consistent 

with H1b, but indicates delegation to even produce a slight increase in misreporting at 

high levels of actual costs. In sum, controlling for the intentionality effect of 

delegation does not influence our predictions in H1a and H1b, H2a and H2b. 

< Insert Table 4 here > 

The effect of delegation on managers’ motivation to care about superiors 

Our theory predicts that the delegation of decision rights reduces misreporting 

because the delegation increases managers’ social motivation in the non-contingent 

contract condition. To gain insights into the mechanism of the responsibility effect, 

we analyze the effect of delegation on the managers’ social motivation. We measure 

managers’ social motivation on a 7 point-Likert scale, asking whether or not 

participants in the role of manager cared about their superior’s payoff in deciding how 

much to report. We label this variable as CARESUPERIOR and measure it after the 

experiment.  

For each stage (respectively stage 1, stage 2 and stage 3) we single out the 

participants who received the non-contingent contract from their superior. We then 

regress the delegation decision made by the superior for that stage (delegation 1, no 

delegation 0) to CARESUPERIOR. Table 5 shows the regressions for managers 

receiving the non-contingent contract in stage 1, stage 2 and stage 3 respectively. Our 

expectation is that the delegation in a particular stage has a positive effect on 
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CARESUPERIOR. As CARESUPERIOR is measured as a question about care for the 

superior’s pay-off in general (without specifying the superior), the managers’ answer 

to this question can be influenced by their impressions of all the three superiors. We 

therefore control each regression for the delegation decisions made by the two other 

superiors.  

The results in Table 5 show that the delegation decision in stage 1 has a positive 

effect on care superior for people receiving the non-contingent contract in stage 1. 

The same holds for the second stage (t=2.21 and two-tailed p<0.05 for stage 1; t=2.33 

and two-tailed p<0.05 for stage 2). Table 5 shows that the delegation of decision 

rights in stage 3 does not have a significant effect on the managers’ motivation (t=-

0.67 and two-tailed p=0.51). This could be caused by the fact that participants are 

already heavily influenced by the delegation decisions in stage 1 and 2 so that their 

answer with respect to stage 3 contains some measurement error. 

< Insert Table 5 here > 

Our theory predicts that the delegation decision does not affect managers’ social 

motivations in contingent contract condition. We perform a similar analysis (not 

tabulated) on managers receiving the contingent contract in stage 1, 2, and 3. The 

results confirm our prediction. None of delegation decisions in respectively stage 1, 

stage 2, and stage 3 affects the managers’ motivations to care about superiors (results 

untabulated; t=0.22 and two-tailed p=0.82 for stage 1; t=1.43 and two-tailed p=0.16 

for stage 2; t=0.23 and two-tailed p=0.82 for stage 3). 

We also check whether managers’ social motivation as measured is related to their 

level of misreporting. We find a significant negative relation between these two 

variables even after controlling for the managers’ self-reported trust toward their 
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superiors (t=-5.32 and two-tailed p<0.01). This means that the manager who cares 

more about their superior is less likely to misreport costs. 

In sum, the analysis of the managers’ motivation provides additional support for 

our theory. The delegation decision affects the managers’ social motivation, which 

then affects their decisions. The effect materializes for managers compensated with a 

non-contingent contract which does not rely on truth-telling incentives.  

Responsibility effect of delegation and cost reduction 

Our theory argues that managers feel more responsible for the superiors’ welfare 

when they make decisions on cost reduction. If the cost reduction chosen by managers 

fails, managers may feel a stronger impulse to enhance the superiors’ welfare. This 

argument suggests that the positive responsibility effect of delegation may materialize 

more strongly when the cost reduction fails than when the cost reduction is successful. 

To test the conjecture, we partition the sample with non-contingent contract and high 

actual costs into two subsamples, successful cost reduction subsample and failed cost 

reduction subsample, based on the median split of the realized cost reduction amount. 

We regress the managers’ misreporting level on the delegation dummy on these two 

subsamples, respectively. 

The results in Table 6 show that, when the cost reduction failed (the first column), 

the delegation of decision rights compared to no delegation reduces the misreporting 

level (t = -1.71 and two-tailed p<0.10). When the cost reduction succeed (the second 

column), the delegation of decision rights compared to no delegation does not reduce 

the misreporting level (t = -1.31 and two-tailed p>0.10). In sum, the analysis of the 

responsibility effect of delegation in two subsamples partitioned based on whether the 

cost reduction is successful provides evidence consistent with the implication of our 
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theory. The delegation decision is more likely to produce a positive responsibility 

effect when managers delegated discover that the decisions they made is not 

successful. 

< Insert Table 6 here > 

5. Conclusions 

Managers’ sense of responsibility is an important determinant of their social 

motivations, which is important in many business contexts, such as capital budgeting. 

When managers feel responsible for the outcome of their decisions, they make more 

pro-social decisions. Very little research, however, examines how companies can 

influence the managers’ sense of responsibility and subsequently their decisions in 

capital budgeting. Our study shows that delegation decisions in capital budgeting can 

affect people’s social motivations, especially in an unfavorable environment. 

Specifically, the delegation of decision rights can produce a responsibility effect that 

makes people care about welfare of others. We show that the managers delegated with 

decision rights to control costs misrepresent cost information less than managers who 

do not receive decision rights to control costs, only when managers are compensated 

with a fixed salary contract which does not use a contingency for truth-telling. This 

positive effect materializes more strongly at high cost levels, where the impact of 

misrepresentation on the principal’s profit situation is stronger. This responsibility 

effect fails to materialize when the principal uses a contingent contract with truth 

telling incentives.   

Our results contribute to the literature on organizational complementarities. Prior 

studies often predict that firms should combine the decision to delegate with an 

incentive contract (Jensen and Meckling 1992). Our study, however, demonstrates 
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that in a setting where managers’ social motivations are important, a combination of 

the decision to delegate and the use of a non-contingent contract (a fixed salary 

contract) can enhance managers’ sense of responsibility and subsequently their social 

motivations. Our results provide guidance on how to combine the delegation decisions 

and decisions on compensation contracts and shows conditions for which delegation 

of decision rights induces managers to behave responsibly. In an unfavorable 

environment, firms may be more reluctant to delegate decision rights to managers, 

due to the fear that managers misuse decision rights. We show, however, that 

delegation can create more responsible managers in the unfavorable environment 

because of the stronger impact of the managers’ decisions on the superior’s profit 

situation, if superiors are willing to use a trust-based contract. To produce responsible 

managers, firm may need to delegate decision rights, in particular, in an unfavorable 

environment. 

Our results suggest several areas for future research. This study shows that 

decisions by organizations which tend to enhance managers’ sense of responsibility 

can increase managers’ social motivations. In practice, there are other decisions firms 

can take to increase managerial responsibility. For instance, firms can influence the 

managers’ span of control or companies can decide whether or not managers have 

discretion over rewarding employees. Future research can investigate the effect of 

these decisions on the managers’ sense of responsibility and subsequently their social 

motivations.  

Secondly, our results show that the decision to delegate is beneficial in settings 

where managerial dysfunctional actions can have stronger repercussions on firm 

profitability, as indicated by the covariate actual cost. This result implies that the 

stronger the impact is on the welfare of the other party, the more benefits the decision 
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to delegate can generate. In practice, various other contextual factors can affect the 

perceived impact on the welfare of others (Gneezy 2005); such as for example 

whether the decision to misrepresent hurts only one or more parties in the firm. 

Third, in this study, participants were randomly assigned to the different 

treatments. In practice, however, people in superior roles are often reluctant to 

delegate decision rights (Coats and Rankin, 2012). Not resorting to delegation, might 

be a strong signal that superiors are not willing to rely on managers being fully 

responsible, which could potentially lead to strong repercussions for the welfare of the 

organization.  

Finally, prior studies on the determinants of the delegation of decision rights often 

assume that managers focus on their own interests. In practice, managers care about 

the interests of others, including the companies they work for. Firms also invest 

resources in activities that enhance managers’ motivations to care about others, for 

instance, by reinforcing corporate identity (Heinle, Hoffmann, and Kunz 2012). Our 

studies show that the decision to delegate is likely to benefit the firms when managers 

have strong motivations to care about the company. Companies may be more likely to 

reap the benefits of delegation of decision rights when they are able to build a strong 

corporate identity. 

 

  



Chapter 2: When Does Delegation Produce Responsible Managers 

 

45 
 

References 

Bloomfield R. J., and J. L. Luft. 2006. Responsibility for cost management hinders 

learning to avoid the winner’s curse. The Accounting Review 81(1): 29–47. 

Bouwens, J., and E. Cardinaels. 2012. Decision intervention: The effect of assigned 

social status. Working paper, Tilburg University. 

Brink, A. G., J. C. Coats, and F. W. Rankin. 2012. Who’s the boss? The economic 

and behavioral implications of various characterizations of the superior in 

participative budgeting research. Working paper, Virginia Commonwealth University 

and Colorado State University. 

Cardinaels, E. 2012. Earnings benchmark and budget requests: Can controls destroy 

honesty in managerial reporting? Working paper, Tilburg University. 

Cardinaels, E., H. Yin. 2013. Thinking twice before going for incentives: Social 

norms and the principal’s decision on compensation contracts. Working paper, 

Tilburg University. 

Charness, G. 2000. Responsibility and effort in an experimental labor market. Journal 

of Economic Behavior & Organization 42: 375–84. 

Charness, G., R. Cobo-Reyes, N. Jimenez, J. A. Lacomba, and F. Lagos. 2012. The 

hidden advantage of delegation: Pareto improvements in a gift exchange game. 

American Economic Review 102(5): 2358–79. 

Christ, M. H. 2013. An experimental investigation of the interactions among 

intentions, reciprocity and control. Journal of Management Accounting Research, 

forthcoming. 

Christ, M. H., K. L. Sedatole, and K. L. Towry. 2012. Sticks and carrots: The effect of 

contract frame on effort in incomplete contracts. The Accounting Review 87(6): 1913–

38. 

Coats, J. C., and F. W. Rankin, 2012. Elicitation of information versus delegation of 

decision rights: An experimental investigation. Working paper, Colorado State 

University. 

deCharms, R. 1968. Personal causation: The internal affective determinants of 

behavior. New York: Academic Press. 

Deci, E. L., and R. M. Ryan. 1985. Intrinsic motivation and self-determination in 

human behavior. New York: Plenum. 

Deci, E. L., R. Koestner, and R. M. Ryan. 1999. A meta-analytic review of 

experiments examining the effects of extrinsic rewards on intrinsic motivation. 

Psychological Bulletin 125(6): 627–68. 

Eden, D. 1975. Intrinsic and extrinsic rewards and motives: Replication and extension 

with kibbutz workers. Journal of Applied Social Psychology 5(4): 346–61. 

Enzle, M. E., J. P. Roggeveen, and S. C. Look. 1991. Self- versus other-reward 

administration and intrinsic motivation. Journal of Experimental Social Psychology 

27: 468–79.  

Evans, J. H., R. L. Hannan, R. Krishnan, and D. V. Moser. 2001. Honesty in 

managerial reporting. The Accounting Review 76(4): 537–59. 



Chapter 2: When Does Delegation Produce Responsible Managers 

 

46 
 

Fehr, E., and K. M. Schmidt. 1999. A theory of fairness, competition, and cooperation. 

Quarterly Journal of Economics 114(3): 817–68. 

Gneezy, U. 2005. Deception: The role of consequences. American Economic Review 

95(1): 384–94. 

Heinle, M., C. Hoffmann, and A. Kunz. 2012. Identity, Incentives, and the value of 

information. The Accounting Review 87(4): 1309–34. 

Jensen, M. C., and W. H. Meckling.1992. Specific and general knowledge, and 

organizational structure. Contract Economics. Edited by L. Werin and H. Wijkander, 

Oxford: Blackwell. 

Koch, C., C. Schmidt. 2010. Disclosing conflicts of interest – Do Experience and 

reputation matter? Accounting, Organizations and Society 35: 95–107 

Mittendorf, B. 2006. Capital budgeting when managers value both honesty and 

perquisites. Journal of Management Accounting Research 18(1): 77–95. 

Petersen , M. A. 2009. Estimating standard errors in finance panel data sets: 

Comparing approaches. Review of Financial Studies 22: 435–80. 

Rankin, F. W., S. T. Schwartz, and R. A. Young. 2008. The effect of honesty and 

superior authority on budget proposal. The Accounting Review 83(4): 1083–99. 

Van Lange, P. A. M., R. Bekkers, T. N. M. Schuyt and M. van Vugt. 2007. From 

games to giving: Social value orientation predicts donations to noble causes. Basic 

and Applied Psychology 29(4): 375–84. 

Widener, S. K., M. B. Shackell, and E. A. Demers. 2008. The juxtaposition of social 

surveillance controls with traditional organizational design components. 

Contemporary Accounting Research 25(2): 605–38. 

Wooldridge, J. 2007. Econometric analysis of cross section and panel data. 

Cambridge, MA: MIT Press. 

 

 

 

 

 

 

 

 

 



Chapter 2: When Does Delegation Produce Responsible Managers 

 

47 
 

Appendix: Information about cost reduction initiatives 

The characteristics of 5 cost reduction initiatives 

Cost 

reduction 

initiative 

Mean cost 

reduction(in 

lira) 

Similarity(0-

4 index) 

% 

Successful 

Total 

user 

Implement(0-7 

index) 

A 0.25 2.20 41% 42 2.31 

B 0.24 2.92 55% 22 2.87 

C 0.17 1.64 73% 37 4.34 

D 0.22 1.32 62% 27 5.11 

E 0.20 2.48 33% 49 3.85 

 

(1) Mean cost reduction achieved through this cost reduction initiative at other firms. Other things 

equal, greater cost reduction is better. 

(2) Similarity between your factory and others that have used this initiative, rated on 1-4 scale. A 

higher rating means more similarity. Succession in cost reduction in a very different industry or 

different size of firm may not be predictive of cost success for your firm. 

(3) Percent of firm at which this initiative was judged as successful. A high mean cost reduction 

may be driven by one or two firms only, while other firms had no success at all. 

(4) Total number of firms who have used this initiative. Even if 100 percent of users of this 

initiative were successful in reducing costs, this is not informative if only one or two firms used 

the initiative. 

(5) User rating of difficulty and cost of implementation, rated on 1-7 scale. A higher rating means 

an easier and less costly implementation. 
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Figure 1: illustration of the theoretical predictions 

 

Misreport       Misreport 

 

 

 

 

 

The figure illustrates our theoretical predictions. The horizontal axes represent the actual cost level 

categories (low cost versus high cost). The full lines represent whether the managers are delegated 

or not. The vertical axes display the mean misreport level. A lower misreport level corresponds to 

higher honesty reporting level.  

F1A illustrates the predictions for those in the non-contingent contract condition. Hypothesis H1a 

predicts that the managers delegated misreport less than those not delegated, which is shown in the 

figure that the delegation line is below the no delegation line. Hypothesis H2a predicts that the 

positive responsibility effect is more likely to materialize when the actual cost is high than when 

the actual cost is low, which is shown in the figure that the difference between the delegation line 

and the no delegation line is larger at high cost than at low cost. 

F1B illustrates the predictions for those in the contingent contract condition. Hypothesis H1b and 

H2b together predict that the managers delegated misreport at the similar level as those not 

delegated regardless of the actual cost level, which is shown in the figure that the delegation line is 

close to the no delegation line.  

  

Panel B: Contingent contract Panel A: Non-contingent contract 

receivers 

Delegation 

No delegation 

Low cost High cost Low cost High cost 
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Figure 2: Mean misreport in the non-contingent contract condition 

Panel A: Mean misreport in the non-contingent contract condition with all stages 

 

Panel B: Mean misreport in the non-contingent contract condition with Stage 2 and 3 

The horizontal axes represent the actual cost level categories (low cost versus high cost). The full 

lines represent whether the managers are delegated or not. The vertical axes display the mean 

misreport level. A lower misreport level corresponds to higher honesty reporting level. N indicates 

the number of observations in each cell. Dotted arrows and associated figures represent the 

direction and the t-statistics of a two-tailed mean-by-mean comparison, clustered on individual 

level. *, ** and *** represent significance level at 10%, 5% and 1%. 
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Figure 3: Mean misreport in the contingent contract condition 

Panel A: Mean misreport in the contingent contract condition with all stages 

 
 

Panel B: Mean misreport in the contingent contract condition Stage 2&3 

 
 

The horizontal axes represent the actual cost level categories (low cost versus high cost). The full 

lines represent whether the managers are delegated or not. The vertical axes display the mean 

misreport level. A lower misreport level corresponds to higher honesty reporting level. N indicates 

the number of observations in each cell. Dotted arrows and associated figures represent the 

direction and the t-statistics of a two-tailed mean-by-mean comparison, clustered on individual 

level. *, ** and *** represent significance level at 10%, 5% and 1%. 
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Table 1: Summary statistics and comparison of mean misreport level 

Panel A: comparison of MISREPORT in the non-contingent contract condition 

Condition  Non-contingent contract condition 

  Mean
a
 

  All stages Stage 2 and 3 

  Actual cost low Actual cost high Actual cost low Actual cost high 

 Delegated 0.59 

(0.34) 

0.45 

(0.42) 

0.57 

(0.34) 

0.43 

(0.41) 

Misreport Not 

delegated 

0.54 

(0.32) 

0.55 

(0.41) 

0.56 

(0.33) 

0.57 

(0.42) 

 Difference 

(t-value) 

0.05 

(0.98) 
-0.10 

(-1.80*) 

0.02 

(0.26) 
-0.14 

(-2.02**) 

Panel B: comparison of MISREPORT in the contingent contract condition 

Condition  Contingent contract condition 

 

 

 Mean
a
 

  All stages Stage 2 and 3 

  Actual cost low Actual cost high Actual cost low Actual cost high 

 Delegated 0.48 

(0.37) 

0.51 

(0.41) 

0.50 

(0.38) 

0.60 

(0.41) 

Misreport Not 

delegated 

0.53 

(0.42) 

0.47 

(0.47) 

0.57 

(0.42) 

0.52 

(0.42) 

 Difference 

(t-value) 

-0.05 

(-0.84) 

0.04 

(0.70) 

-0.07 

(-1.37) 

0.08 

(1.35) 

a: Standard error is clustered on individual level. Standard deviation is in the bracket. The number 

of observation (N) for each condition is as follows.  

Non-contingent contract condition N for all stages (stage 2 and 3): N=187 (128) for delegated 

and low actual cost; N=171 (106) for not delegated and low actual cost; N=173 (112) for 

delegated and high actual cost; N=189 (134) for not delegated and high actual cost.  

Contingent contract condition N for all stages (stage 2 and 3): N=197 (130) for delegated and 

low actual cost; N=188 (127) for not delegated and low actual cost; N=163 (110) for delegated 

and high actual cost; N=172 (113) for not delegated and high actual cost. 

***, ** and * denote significance at 0.01, 0.05 and 0.10 levels (two-tailed).  

MISREPORT is the ratio of reported cost minus actual cost to maximum possible reported cost (6 

lira) minus actual cost. Following Evans et al. (2001), the misreport of those observations with the 

reported cost lower than the actual cost is set to 0. The misreport of the six observations with the 

actual cost of 6 lira is set to 0. 

We median-split the whole sample based on the actual cost level to generate two subsamples. The 

subsample with low actual cost is comprised of observations with the actual costs lower than or 

equal to 4.83, while the subsample with high actual cost is comprised of observations with the 

actual cost higher than 4.83. 
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Table 2: test the effect of delegation in the non-contingent contract condition 

Regression results for                                    

                      
a 

a: Standard error is clustered on individual level. 

***, ** and * denote significance at 0.01, 0.05 and 0.10 levels, two-tailed. 

MISREPORT is the ratio of reported cost minus actual cost to maximum possible reported cost (6 

lira) minus actual cost. Following Evans et al. (2001), the misreport of those observations with the 

reported cost lower than the actual cost is set to 0. The misreport of the six observations with the 

actual cost of 6 lira is set to 0. 

DELEGATION equals to 1 if the managers are assigned to the delegation condition, and 0 if they 

assigned to the no delegation condition.  

We median-split the whole sample based on the actual cost level to generate a dummy variable, 

LOWCOST, which equals to 1 if the actual costs are lower than or equal to 4.83, and 0 otherwise. 

DELEGATION LOWCOST is the interaction term between DELEGATION and LOWCOST. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Independent variable Expected sign Whole stages (t-stat) Stage 2&3(t-stat) 

Intercept  0.55 (12.49***) 0.57 (11.28***) 

DELEGATION - -0.10 (1.80*) -0.14(-2.01**) 

LOWCOST  -0.01 (-0.34) -0.01(-0.27) 

DELEGATION LOWCOST + 0.15 (2.80***) 0.16(2.42**) 

    

    0.02 0.02 

Model F-Statistic  4.29*** 3.98** 



Chapter 2: When Does Delegation Produce Responsible Managers 

 

53 
 

Table 3: test the effect of delegation in the contingent contract condition 

Regression results for                                    

                      
a 

a: Standard error is clustered on individual level. 

***, ** and * denote significance at 0.01, 0.05 and 0.10 levels, two-tailed. 

MISREPORT is the ratio of reported cost minus actual cost to maximum possible reported cost (6 

lira) minus actual cost. Following Evans et al. (2001), the misreport of those observations with the 

reported cost lower than the actual cost and those with the actual cost of 6 lira is set to 0. 

DELEGATION equals to 1 if the managers are assigned to the delegation condition, and 0 if they 

assigned to the no delegation condition.  

We median-split the whole sample based on the actual cost level to generate a dummy variable, 

LOWCOST, which equals to 1 if the actual costs are lower than or equal to 4.83, and 0 otherwise. 

DELEGATION LOWCOST is the interaction term between DELEGATION and LOWCOST. 

 

 

 

 

 

 

 

 

 

 

Independent variable Expected sign Whole stages (t-stat) Stage 2&3(t-stat) 

Intercept  0.47 (9.08***) 0.52(8.39***) 

DELEGATION  0.04 (0.70) 0.08(0.94) 

LOWCOST  0.06 (1.37) 0.05(0.97) 

DELEGATION LOWCOST  -0.10 (-1.51) -0.14 (-1.96*) 

    

    0.00 0.01 

Model F-Statistic  0.85 1.30 
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Table 4: Control for the intentionality effect 

Panel A (Non-contingent contract condition): Regression results for          

                                               

                  
a
 

 

 

Panel B (Contingent contract condition): Regression results for             

                                            

                  
a 

a: Standard error is clustered on individual level. 

***, ** and * denote significance at 0.01, 0.05 and 0.10 levels, two-tailed. 

MISREPORT is the ratio of reported cost minus actual cost to maximum possible reported cost (6 

lira) minus actual cost. Following Evans et al. (2001), the misreport of those observations with the 

reported cost lower than the actual cost and those with the actual cost of 6 lira is set to 0. 

DELEGATION equals to 1 if the managers are assigned to the delegation condition, and 0 if they 

assigned to the no delegation condition.  

We median-split the whole sample based on the actual cost level to generate a dummy variable, 

LOWCOST, which equals to 1 if the actual costs are lower than or equal to 4.83, and 0 otherwise. 

DELEGATION LOWCOST is the interaction term between DELEGATION and LOWCOST. 

PERCEIVEDTRUST is measured by asking the managers in the end of the experiment to rate, on 

a 7-likert scale, to which extent they perceive to be trusted by each of their three superiors, 

respectively. 

Independent variable Expected sign Whole stages (t-stat) Stage 2&3(t-stat) 

Intercept  0.57 (5.36***) 0.51 (4.88***) 

DELEGATION - -0.10 (-1.74*) -0.16 (-2.19**) 

LOWCOST  -0.01 (-0.34) -0.01 (-0.25) 

DELEGATION LOWCOST + 0.15 (2.80***) 0.16 (2.39**) 

PERCEIVEDTRUST  0.00 (-0.19) 0.01 (0.69) 

    

    0.02 0.03 

Model F-Statistic  3.24** 3.15** 

Independent variable Expected sign Whole stages (t-stat) Stage 2&3(t-stat) 

Intercept  0.67 (6.90***) 0.74 (6.55***) 

DELEGATION  0.08 (1.22) 0.12 (1.43) 

LOWCOST  0.05 (1.18) 0.05 (0.91) 

DELEGATION LOWCOST  -0.08 (-1.24) -0.14 (-1.82*) 

PERCEIVEDTRUST  -0.05 (-2.26**) -0.06 (-2.08**) 

    

    0.03 0.05 

Model F-Statistic  1.80 2.20* 
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Table 5: test the effect of delegation on the managers’ motivations to care about 

superior in the non-contingent contract condition 

Regression results 

for             

                                                         
a
 

a: robust standard error is used. Results remain the same if we do not use robust standard error. 

***, ** and * denote significance at 0.01, 0.05 and 0.10 levels, two-tailed. 

DELEGATION_STAGE1 equals to 1 if the managers are assigned to the delegation condition in 

stage 1, and 0 if they assigned to the no delegation condition in stage 1.  

DELEGATION_STAGE2 equals to 1 if the managers are assigned to the delegation condition in 

stage 2, and 0 if they assigned to the no delegation condition in stage 2.  

DELEGATION_STAGE3 equals to 1 if the managers are assigned to the delegation condition in 

stage 3, and 0 if they assigned to the no delegation condition in stage 3.  

CARESUPERIOR is measured by asking the managers to indicate to which extent they agree with 

the statement, that I cared about my superior’s payoff in deciding how much to report, on a 7-

likert scale ranging from ‘fully disagree’ (1) to ‘fully agree’ (7) at the end of experiment. 

 

 

 

 

 

 

 

 

 

 Managers who receive non-contingent contract in  

Independent variable Stage 1 (t-stat) Stage 2 (t-stat) Stage 3 (t-stat) 

Intercept 3.00 (6.48***) 3.06 (7.57***) 3.59 (8.32***) 

DELEGATION_STAGE1 1.03 (2.21**) 1.46 (3.38***) 0.12 (0.25) 

DELEGATION_STAGE2 1.04 (1.95*) 1.02 (2.33**) 0.36 (0.77) 

DELEGATION_STAGE3 -0.64 (-1.27) -1.02 (-2.32**) -0.31 (-0.67) 

    

   0.14 0.25 0.02 

Model F-Statistic 2.50* 5.86*** 0.36 
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Table 6: test the responsibility effect of delegation in the non-contingent contract 

condition with high actual costs conditional on whether the cost reduction is 

successful or nota 

Regression results for                            
b 

a: We restrict our analysis to the case where managers received the non-contingent contract and 

the actual cost was high, because the responsibility effect of delegation materializes more strongly 

in this case. Cost reduction failed and cost reduction succeed refer to the two subsamples where 

the realized cost reduction amount is below the median realized cost reduction amount and above 

the median realized cost reduction amount, respectively.  

b: Standard error is clustered on individual level. 

***, ** and * denote significance at 0.01, 0.05 and 0.10 levels, two-tailed. 

MISREPORT is the ratio of reported cost minus actual cost to maximum possible reported cost (6 

lira) minus actual cost. Following Evans et al. (2001), the misreport of those observations with the 

reported cost lower than the actual cost is set to 0. The misreport of the six observations with the 

actual cost of 6 lira is set to 0. 

DELEGATION equals to 1 if the managers are assigned to the delegation condition, and 0 if they 

assigned to the no delegation condition.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

Independent variable Expected sign Cost reduction faileda Cost reduction succeeda 

Intercept  0.57 (11.18***) 0.54 (10.64***) 

DELEGATION  -0.12 (-1.71*) -0.09 (-1.31) 

    0.02 0.01 

Model F-Statistic  2.94* 1.72 
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Chapter 3 

Think Twice before Going for Incentives: Social Norms and 

the Principal’s Decision on Compensation Contracts 
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Chapter 3: Think Twice before Going for Incentives: Social Norms and the 

Principal’s Decision on Compensation Contracts*
13

 

 

 

 

Abstract: Principals make decisions on various issues, ranging from the design of 

compensation contracts to the implementation of control systems. Few studies examine the 

principal’s active role in these decisions. We experimentally investigate this role by studying 

how a principal’s choice of a truth-telling incentive contract affects the honesty of their agents’ 

cost reporting. We find that this choice produces both an incentive effect and a negative 

information leakage effect compared to a fixed-salary contract without truth-telling incentives. 

While the principal’s choice of incentive motivates people to report more truthfully, it also 

leaks information about the social norm, namely, that other agents are likely to report 

dishonestly. Agents conform to this social norm by misrepresenting cost information more. 

Our results have important practical implications. Managers must recognize that their 

decisions can leak information to their agents. Such information leakage may produce 

unanticipated consequences for the social norms at play in the organization

                                                   
13

 This chapter is based on a paper coauthored with Eddy Cardinaels (Tilburg University) 
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1. Introduction 

Principals often use their authority to enforce decisions on compensation contract 

design, control system implementation, and the delegation of decision rights. 

Anecdotal evidence suggests that principals’ decisions have not only a “hard” 

influence (e.g., a change in the compensation structure) but also a “soft” influence by 

setting the “tone at the top”. This soft influence can strongly influence the norms in 

the organization (Lucas and Koerwer [2004], Tourish and Vatcha [2005], Association 

of Certified Fraud Examiner [2006]). While principals’ decisions are clearly pivotal 

(Christ, Sedatole, and Towry [2012], Christ [2013]), most research ignores their 

potential to leak information to agents about what the principals have observed of 

other agents. We examine whether such information leakage occurs and, if so, 

whether it produces consequences for the social norms which arise in the organization.  

We study the consequences of a principal’s decision on compensation contracts in 

a capital budgeting context, where the principal can choose to either rely on the 

agent’s inherent motive to report truthfully (i.e., choose a fixed wage contract) or 

implement an incentive contract that makes misrepresentation less attractive. 

Incentive contracts are often seen as effective tools for improving honest reporting. 

Recent literature shows that incentives can reduce information misrepresentation in 

capital budgeting even when people would value honesty besides the pecuniary gains 

of misrepresentation (Mittendorf [2006]). Also, in practice companies often use 

contracts that make misrepresentation less attractive (Zimmerman [2009]).  

We however, presume that the use of incentive contracts can wind up revealing 

more to agents than simply that honesty is rewarded. In organizations, principals often 

implement these contracts after some prior experiences with employees in the 

budgeting process that might justify the use of incentives. The decision to implement 
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the incentive contract may suggest to an agent how other employees in the 

organization behave, which may in turn affect that agent’s behavior.  

We use a capital budgeting game with a two-stage experiment. In the first stage 

(i.e., the Information Stage) participants in the role of principal receive information 

about agents’ reporting behavior; in the second stage (i.e., the Main Stage), they 

choose a contract for their new agents. The new contract is either a fixed-salary 

contract wherein agents have the opportunity to build in slack through 

misrepresenting costs or a truth-telling incentive contract that makes such 

misrepresentation less attractive. Our results show that the use of the incentive 

contract compared to the use of the fixed salary contract produces besides its 

incentive effect, an important negative consequence. While the use of the incentive 

contract reduces slack building (i.e., the incentive effect), it also leaks information to 

agents, namely, that people in general misrepresent costs. Agents then adjust their 

perception of the social norms at the company and conform to this norm by increasing 

their own misrepresentation of costs. We label this effect the “information leakage 

effect” of incentive contracts. Additional analyses reveal that this information leakage 

effect still materializes when we control for the fact that principals’ decisions can 

signal distrust. Moreover, this effect materializes only when principals can act on the 

observation of other agents’ past behavior. The effect is also stronger for participants 

who are more susceptible to the influence of others. 

Our research makes important contributions to the literature. First, it contributes to 

agency theory on the effects of incentive contracts. While many empirical studies (for 

a review, see Sprinkle and Williamson [2006]) have extensively examined the 

incentive effect and the self-selection effect of incentive contracts, the information 

leakage effect of incentive contracts has not yet been explored. Nevertheless, the 
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information leakage effect is clearly important. Our study documents that the decision 

to use truth-telling incentives can produce negative effects. We offer a social norm–

based explanation for this negative effect. The principal’s act of choosing the 

incentive contract leaks important information about the social norm, namely, that 

other agents tend to be self-interested. The agents who receive the incentive contract 

in turn tend to conform to this selfish norm. This information leakage effect can 

materialize in many companies, as managers have frequent opportunities to learn from 

their agents’ behavior as well as the decision rights to act on this information.  

Second, our study offers important insight into how the norms within a company 

can endogenously evolve as a consequence of principals’ active intervention. Previous 

authors tend to take these organizational norms as given and focus on how they affect 

the design and use of control systems (O’Connor [1995], Chow, Harrison, McKinnon, 

and Wu [2002], Sunder [2002], Bhimani [2003], Henri [2006]). Other studies 

examine the effectiveness of control systems by showing that higher relative wages 

among coworkers can promote social norms which reduce coworkers’ intentions to 

collude (Chen and Sandino [2012]). Little research addresses how principals’ active 

intervention in the control systems or contract designs can shape norms in the 

organization. Our study finds that the principals’ decisions on compensation contracts 

can affect the agents’ perception of organizational norms. This perception can lead to 

important changes in norms at play in the organization (Sunder [2002]).  

Third, our study has direct practical implications. In observing their subordinates’ 

behavior, superiors often receive crucial information that is tempting to act on 

immediately. Our results confirm that superiors often immediately act on such 

information: after receiving information about agents’ past reporting behavior, most 

choose incentive contracts for new subordinates. Our results suggest, however, that 
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superiors should carefully use these incentive schemes, to avoid leaking unfavorable 

information about norms through the use of economic incentives. Rather than being 

actively involved in the compensation decision which may trigger the information 

leakage effect, superiors may avoid leaking unfavorable information about norms by 

delegating the decision right to third parties, such as compensation consultants 

(Coffman [2011], Bartling and Fischbacher [2012]). Furthermore, our study suggests 

that top management should ensure that their use of incentive devices sends 

information about norms that are consistent with the norms they want to promote 

within their companies. If they want to promote a trust-based norm, relying on trust-

based contracts might in the long run be more beneficial.  

The remainder of this paper is organized as follows: Section 2 develops our 

hypotheses. Section 3 describes our research method. Section 4 presents and discusses 

our results, and section 5 concludes this paper. 

2. Hypotheses 

The use of incentive devices and control systems can produce negative effects (i.e., 

crowding-out effects) on people’s social preferences (Gneezy and Rustichini [2000a], 

[2000b]). Nevertheless, the different mechanisms through which such negative effects 

can materialize and, in particular, the role played by the principal’s active decision 

choices, have received scant attention. In practice, many principals have the right to 

make decisions about the implementation of control systems and compensation 

contracts. 

Most studies in accounting, however, compare control or incentive devices 

between subjects without leaving this choice at the discretion of the principal. These 

studies conclude that, depending on the economic context, controls may crowd out 



Chapter 3: Social Norms and the Principals’ Decisions 

64 
 

some pro-social preferences. Pro-social preferences may be eclipsed by incentives 

that change agents’ decision frames from an ethically related decision frame to a 

business-related decision frame (Tenbrunsel and Messick [1999]). Tayler and 

Bloomfield [2011] find that the strong presence of economic incentives for agents to 

contribute to a public-good game may induce participants to frame their decisions as 

business-related decisions. This framing activates self-interested norms, which 

reduces participants’ willingness to contribute to the public good. Rankin, Schwartz, 

and Young [2008] compare agents’ motivations to be honest in settings where 

principals either can or cannot reject agents’ budget proposals. Endowing principals 

with the right to reject agents’ budget proposals provides agents with some economic 

incentives to tell the truth. This, however, makes agents perceive budgeting as a 

strategic, rather than ethical, interaction. As a result agents’ motivation to behave 

honestly strongly decreases when principals have the ability to reject budget proposals 

compared to when they cannot reject budget proposals. 

Only recently, a limited number of studies in accounting have focused on the 

principal’s active role. In settings where trust in the principal is important, Christ et al. 

[2012] show that agents exert more effort when principals choose a positively framed 

bonus contract than when they choose a negatively framed penalty contract that may 

signal distrust to the agent. The negative effect materializes particularly when the 

principal’s decisions reveal his or her intentions. Christ [2013] shows that when 

controls are clearly imposed by principals, agents react negatively to the control 

system, compared to situations where intentions of using controls are more ambiguous 

or clearly do not signal any form of distrust such as when controls are exogenously 

determined.  
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None of this prior work has, however, considered situations where principals 

exercise their decision rights after they have observed the behavior of their employees. 

In many companies, the principals’ active decisions are clearly important and often go 

beyond intentions. In practice, principals learn about norms via observation of their 

employees. Principals can act on what they observe by reassigning decision rights, 

introducing incentives, or installing other forms of controls for new employees. 

Professionals often propose that principals’ decisions shape the norms in the 

organization and therefore call for a more active role of principals in promoting 

ethical norms (Committee of Sponsoring Organizations of the Treadway Commission 

(COSO) [1992], [2004]). Can principals’ decisions establish the behavior they desire? 

This study is the first to explore the notion that principals’ decisions can leak 

important information to agents about other agents’ behavior, which can affect the 

agents’ perception of social norms. We label the phenomenon as the information 

leakage effect. We investigate this effect in a capital budgeting context where agents 

face important trade-offs between pro-social motivations and economic incentives for 

pursuing self-interest. We predict that the principal’s decision to use a contract with 

truth-telling incentives can produce, in addition to the incentive effect, a negative 

information leakage effect that may change the agents’ perceptions of the norm. We 

derive our hypothesis for the incentive effect of truth-telling incentives (see 

Mittendorf [2006]) before discussing the information leakage effect.   

Incentive effect of truth-telling incentives 

In capital budgeting, principals benefit from agents who truthfully reveal their private 

information. Research has shown that in settings where agents have the opportunity to 

misrepresent information, many produce reports that are partially honest. Partially 

honest reports arise because agents face an important dilemma: they can either report 
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truthfully out of pro-social concerns for the interest of the principal, or because of 

lying aversion as a lie affects the other party’s wealth, or they can act self-interestedly 

to achieve the pecuniary gains of misrepresentation (Luft [1997], Evans, Hannan, 

Krishnan, and Moser [2001], Coletti, Sedatole, and Towry [2005]). In such settings, 

the principal can resort to truth-telling incentives to better align people’s interests with 

the principal’s interests. We focus on an incentive scheme that makes dysfunctional 

actions—in our setting, the misrepresentation of cost information—less attractive 

(Mittendorf [2006], Zimmerman [2009]). Conventional economic theory usually 

assumes that agents respond to economic incentives because the incentives align their 

interests with the principals’ interests (Prendergast [1999]).  

The question remains of whether such incentives work when agents already 

possess pro-social preferences that encourage them to work toward their principal’s 

interests (e.g., to report honestly). Compared to a fixed-salary contract, truth-telling 

incentives can reduce the marginal benefits of pursuing the narrow self-interest 

(wealth and leisure). If agents increase their wealth under an incentive contract by 

creating budgetary slack through misreporting, they receive less compensation from 

the principal for the same level of misreport, which partially offsets the benefits of 

misreporting. Thus, compared to a fixed-salary contract, the incentive contract 

reduces the marginal benefits associated with acting narrowly self-interestedly 

(Mittendorf [2006]). If agents’ pro-social motivations are not influenced by the 

incentive contract, then the reduced marginal benefits of misreporting under the 

incentive contract should encourage agents to behave more pro-socially. This suggests 

that agents will be likely to exhibit behavior more consistent with their principal’s 

interests under the incentive contract than under the fixed-salary contract. We label 

this effect as the incentive effect, which predicts that agents will misreport private 
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information less under the incentive contract than under a fixed-salary contract.
14

 This 

prediction is summarized in hypothesis 1. 

H1 (Incentive effect): Agents misreport information less when their principals 

choose a truth-telling incentive contract than when they choose a fixed-salary 

contract. 

Principal’s active decision and the information leakage effect of truth-telling 

incentives 

The decision on whether to provide incentives for agents is an important one for 

principals. This decision involves a difficult trade-off between the costs and benefits 

of providing incentives. When agents are essentially self-interested, the benefits are 

high and likely to outweigh the costs, as providing such incentives can align agents’ 

interests with those of the principal.
15

 However, when agents already possess a high 

level of pro-social preferences that motivate them to follow their principal’s interests, 

the benefits of providing incentives are small. In the latter case, principals may be 

better off relying on their agents’ motivation to report truthfully than on incentives. 

                                                   
14

 People may want to have a fair split of total pie. Different contracts may give agents different shares 

of the pie. Nevertheless it is difficult to predict the direction of the effect of the type of contract through 

fairness concern. Whether incentive contracts gives agents a larger pie than the fixed salary depends on 

two sets of factors, the parameters in the contract, and the misreporting level. The parameters of the 

experiment in this study make sure that neither contract dominates the other, in terms of giving agents a 

larger pie. When the misreporting level is low, participants earn more from the incentive contract than 

the fixed salary. Otherwise, participants earn more from the fixed salary. Ex ante, we do not know the 

average misreporting level. So it is difficult to predict the direction of the main effect of fairness 

concern. 
15

 Providing incentives may thus produce costs (cost of information leakage). By providing incentives, 

principals ‘tell’ agents that other agents are selfish, which potentially may increases misreporting. 

Principals, in reality, may or may not anticipate the type of costs. Results from our experiment, 

however, indicate that some participants acting as principals anticipated that going for incentives may 

produce negative effects on the next agent (potential cost of information leakage). If principals would 

not anticipate any costs, principals would expect to earn more by switching to incentives when having 

seen an average cost of 13.3 in the observation period. At a cost higher than 13.3, the incentive contract 

would outperform the fixed wage (in terms of profit for the principal). However, we see that principals 

switch to incentives at a much higher point, indicating that some of them factor in other considerations 

(i.e., potential cost of information leakage) before going for incentives.    
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Principals thus have to assess whether their agents are primarily self-interested or 

already possess a high level of pro-social preferences. If principals do not have any 

prior information to assess the preferences of their agents, they tend to make the 

decision based on their general trust in people (Christ [2013]). A principal’s decision 

to provide incentives or impose control, therefore, often is perceived by agents as that 

they are not trusted by the principal.  

In practice, however, principals receive information about other agents through 

prior experiences with agents or by observing agents’ past behavior. Principals can 

use this information to decide whether to provide their agents with incentives to report 

truthfully. Principals may rely on these observations to draw inferences about the 

level of pro-social preferences among agents in general (Sliwka [2007]). For instance, 

after observing many agents in capital budgeting who report very high costs, 

principals may conclude that agents in general are dishonest, and regard their agents 

as dishonest too. Conversely, if principals have observed many agents asking for 

reasonable levels of funding, they may infer that agents in general are honest and so 

regard their agents as honest too. The benefits of using economic incentives thus 

depend on whether principals infer that their agents are honest or dishonest. If 

principals infer that their agents are dishonest, then the benefit of using economic 

incentives is large and principals may choose the incentive contract. Conversely, if 

principals infer that their agents are honest, the benefits of using economic incentives 

are small and the costs likely to outweigh the benefits. Principals in this case may opt 

for a fixed-salary contract, which relies on the agent’s intrinsic motivation to report 

truthfully. 

In this way, principals’ decisions on compensation contracts can inform their 

agents about the typical behavior of other agents (Cialdini and Trost [1998]). The 
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information about other agents’ behavior indicates that such behavior is commonly 

accepted in the organization. Social norms can be defined as commonly acceptable 

behavior shared by the group of agents (Cialdini and Trost [1998]). Principals’ 

decisions on compensation contracts may thus provide agents with indirect cues about 

the social norm in the organization.
16

 Social norms prescribe appropriate behavior 

(Cialdini [2001]), and agents, faced with choosing between serving their own self-

interest and following pro-social motivations, are often uncertain about what to do. 

This uncertainty makes them vulnerable to external cues in their environment about 

the appropriate behavior (Cialdini [2001]). Agents often cannot assess the behavior of 

their peers, because such information is not available or disclosed in the organization. 

They, however, may still want to know the norm in the organization, even if their 

behavior cannot be observed by peers (Cialdini [2001]). Agents may then rely on the 

indirect cues from the principals’ decisions to infer the appropriate behavior in the 

organization. The principal’s choice of contract, therefore, may affect these agents’ 

behavior, because agents want to confirm to the accepted norm in the organization 

(Sliwka [2007], Bicchieri and Xiao [2009]).  

Specifically, in capital budgeting, the principal’s decision to provide incentives 

suggests a social norm of dishonesty. The choice of a fixed-salary contract, on the 

other hand, suggests asocial norm of honesty. Agents that receive the signal of a 

social norm of dishonesty may infer that others are dishonest and conclude that 

                                                   
16

 Our definition of norms refers to descriptive norms, which is defined as people’s perceptions of what 

other people commonly do (Cialdini [2001]). Descriptive norms guide people’s behavior by telling 

them how others behave. Another type of norm is injunctive norm, which indicates what people should 

do. It is possible that the principals’ decisions may signal injunctive norms. For example, the principals’ 

choice of the truth-telling incentives signals that principals want agents to report truthfully. The signal 

of an injunctive norm is likely to be small in capital budgeting. In capital budgeting, all people would 

know that principals expect truthful reporting from agents. So agents who receive a fixed salary 

contract instead of the incentive contract would still know that their principals expect truthful reporting. 

We, therefore, do not expect that there is a difference in the perception of injunctive norms between 

agents who receive a fixed salary contract and those with incentives. The effect of the principals’ 

decisions materializes because it affects the descriptive norm which people will have in mind. 
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dishonest behavior is acceptable, leading them to misrepresent private information 

more often. Conversely, agents that receive the signal of a social norm of honesty may 

infer that others are honest and conclude that dishonest behavior is unacceptable. 

Principals’ choice of a compensation contract, then, can leak information about social 

norms and influence the level of misreporting. We label this effect the information 

leakage effect. 

As outlined above, the information leakage effect works as follows: The 

principal’s decision to implement a truth-telling compensation contract leaks the 

information to their agents that dishonesty is the social norm in the organization. 

Agents then conclude that other agents are dishonest (H2a). To conform with this 

social norm, agents will increase their own level of misreporting (H2b).  

H2a (Information leakage effect and norm perception): Compared to the use of 

a fixed-salary contract, principals’ use of a truth-telling incentive contract sends 

a signal of a norm of dishonesty and causes agents to perceive that other agents 

are dishonest. 

H2b (norm perception and information misrepresentation): Agents who 

perceive that other agents are dishonest misrepresent information more than 

agents who perceive that other agents are honest. 

Figure 1 summarizes our hypotheses in a theoretical model. 

[Insert Figure 1 here] 

3. Experiment 

We run a two-stage experiment wherein a subordinate (i.e., an agent) reports costs to 

a superior (i.e., a principal) who is less informed about these costs. Superiors observe 

part of the population of agents after the first stage of play (i.e., the Information 
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Stage), during which all participants work under a fixed-salary contract and have the 

opportunity to build slack. In the second stage (i.e., the Main Stage) we introduce the 

type of contract the superior chooses—that is, the incentive contract or the fixed-

salary contract—as the between-subject factor. The choice of contract is at the 

discretion of participants in the role of superior. We test our hypotheses by focusing 

on the following two dependent variables: the subordinates’ perception of the social 

norm after superiors have made their choice (H2a), and the subordinates’ mean level 

of misreporting in the Main Stage (H2b and H1).  

Participants 

We recruited our participants from an accounting course in a business studies program 

at a Western European university. In total, 80 students participated in the experiment. 

The experiment consists of 16 rounds of play, divided into two stages (i.e., the 

Information Stage and the Main Stage). Each session involves 16 participants, with 

eight participants in the role of superior and eight in the role of subordinate. 

Participants were, on average, 21.46 years old, and 62.5 percent were male. They had 

taken an average of 2.01 accounting courses, had worked for 22.08 months in part-

time jobs, and 87.5 percent reported having had some work experience.  

Experimental task 

We adapt our experimental task from Hannan, Rankin, and Towry [2010]. 

Subordinates submit budget requests stating their cost of production. Superiors know 

that the report can range from 1 to 20 with increments of 1. Throughout the 

experiment, only subordinates learn the actual costs, before reporting their cost to 

their superiors. Subordinates thus have an economic incentive to misrepresent these 

costs to their superiors, who are less informed about the costs. Subordinates are given 
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pay-off tables for all potential cost reports they can generate. Like Rankin et al. 

[2008], we randomly generate eight sets of actual cost draws with eight actual costs in 

each set, one set for each subordinate in the Information Stage of the experiment. The 

same set of actual cost draws is used for the subordinate in the Main Stage, but in a 

different order.
17

 The superior must always accept the report and fund the subordinate. 

Our analyses will focus mainly on the subordinates’ behavior in the experiment. 

Figure 2 displays the sequence of events. Two participants make up a cohort. In 

each cohort, one participant is randomly assigned to the role of superior, the other to 

the role of subordinate. They maintain this cohort until the beginning of the Main 

Stage. In the Information Stage, all subordinates report under a fixed-salary contract, 

the so-called trust-based contract in Evans et al. [2001]. All participants do not know 

any information about the Main Stage in the Information Stage. Before the Main 

Stage begins, the superiors receive information about the reporting behavior of half of 

the subordinates who participated in the Information Stage. To let the superiors act on 

different social norms (i.e., honest vs. dishonest), we distinguish between two groups 

of subordinates. Specifically, we ranked all the eight subordinates in one session 

based on their mean reported cost in the Information Stage. Half of the superiors 

received information for the four highest ranked subordinates, while the other half 

received information for the four lowest ranked subordinates. Superiors only view the 

average reported cost information for the four subordinates, for the eight rounds 

individually and then in total. Subordinates are re-matched with new superiors in the 

Main Stage. Superiors then actively choose either the fixed-salary contract or the 

truth-telling incentive contract for their new subordinate. All subordinates are told that 

                                                   
17

Although the set of actual costs is held constant for each participant across the Information Stage and 

the Main Stage, actual costs may differ per participant. The average cost across the range of 

participants varies between 9 and 10.75. For the full sample the average cost is close to the expected 

value of 10 (mean = 9.92). 
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their superiors received information containing the average cost reported by half of 

the subordinates before they made their choice of compensation contract.  

< Insert Figure 2 here > 

Experimental manipulation 

The superior in the Main Stage, can actively choose between a fixed wage contract or 

an incentive contract for his or her new subordinate. The superior’s contract choice 

affects his or her own pay-off as well as the pay-off of the subordinate. The superior 

earns a contribution of 30 euro minus the subordinate’s reported costs minus the 

subordinate’s compensation (see Formula 1). If the subordinate receives a fixed-salary 

contract, then the compensation is fixed at 4 euro. If the subordinate receives the 

incentive contract, then the compensation is the difference between 20 and the 

reported costs multiplied by 0.6.  

Superiors’ payoff = 30 – reported cost – compensation to the subordinates         (1) 

For the superiors, the trade-off between these two contracts depends on the cost 

reported by their new subordinates in the Main Stage. Superiors provide less 

compensation to their subordinates at higher reported costs if the superiors choose the 

incentive contract than if they choose the fixed-salary contract. The incentive contract 

is thus more profitable for superiors when they expect subordinates to report high 

costs (i.e., when they expect more misrepresentation). The superiors thus have to 

assess whether their new subordinate will report high costs. Superiors may use the 

average reported cost they have observed from the subordinates in the Information 

Stage to make their decision. The higher the average reported cost the superiors have 

observed, the higher the reported cost they may expect from their new subordinates. 

Because the incentive contract is more beneficial at higher reported costs, the 
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superiors are presumably more likely to choose the incentive contract when they 

observed high average reported costs from subordinates in the Information Stage. 

The subordinates’ payoff consists of the compensation from their superior and the 

rent extraction they receive from misrepresenting the costs, which is equal to the 

difference between the reported costs and the actual costs (See Formula 2). 

Subordinates’ payoff = Compensation from Superior + (reported cost – actual cost) (2) 

When the superior decides to use a fixed wage, the subordinate receives a salary 

of 4 euro (compensation from superior = 4 euro). The subordinates who receive the 

incentive contract receive higher compensation from their superiors if they report 

lower costs. Specifically, the compensation from superiors in formula 2 is then equal 

to 0.6*(20 – reported cost). Compared to the fixed-salary contract, the incentive 

contract thus reduces the marginal profit to be gained from misreporting, which may 

encourage the subordinates to misreport less (Mittendorf [2006]). This incentive 

contract, therefore, provides some incentives for the subordinates to tell the truth, an 

effect we describe as the incentive effect (Sliwka [2007]). 

Because subordinates are informed of their superior’s payoff structure, 

subordinates can also assess the superior’s trade-off between the two contracts. If 

subordinates believe that their superiors use the average reported cost observed from 

other subordinates in the Information Stage to make their decision, subordinates can 

infer some information from their superiors’ choice of contract in the Main Stage. A 

choice of incentives might tell subordinates that other subordinates might have 

reported high costs and thus are likely to be dishonest. This can potentially increase 

the subordinates’ level of misreporting of their own information, which we call the 

information leakage effect of the incentive contract. Because we theorize that the 
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information leakage effect will affect subordinates’ motivation to be honest, we need 

to make sure that the trade-off between honest reporting and the self-interested 

motivation to report dishonestly still obtains under the incentive contract. In other 

words the incentive contract should not force subordinates to tell the truth. Therefore, 

the purely self-interested economic prediction under the incentive contract is similar 

to the strategy under the fixed wage, that is, complete dishonesty leads to the highest 

pay-off for the subordinates.
18

 

Note that individuals may care about others’ impressions of them. Managers who 

feel that others also misrepresent information may think that they can still maintain a 

good impression with superiors by misrepresenting information. To reduce the 

impression management effect, we maintain anonymity throughout the experiment. 

Participants know that they can neither see nor identify each other in the beginning of 

the experiment. Church, Hannan, and Kuang (2012) find that, in the capital budgeting 

setting where participant identity is anonymous, impression management motivations 

are less likely to materialize (compared to settings where they face the principal in 

person).
19

 

Experimental procedure 

                                                   
18

 We modify the optimal contract of Mittendorf [2006] by excluding the hurdle. We exclude the hurdle 

to avoid that agents’ motivation to report honestly is influenced by agents’ concerns for distributional 

fairness. Incentive contract with a hurdle may make agents feel treated unfairly, because the hurdle 

reduces the maximum share agents can collect. Contracts with a hurdle may thus reduce agents’ 

inclination to report honestly for reasons of fairness, as shown in Evans et al. [2001]. Note that this 

distributional fairness effect influences agents’ motivation to report honestly in the same direction as 

the information leakage effect, which would make it difficult for us to disentangle the information 

leakage effect from the distributional fairness effect in the data. 
19

We also corroborate the inferences from our data by controlling the subordinates’ impression 

management motivation. The motivation is measured on a 7 point Likert scale by asking subordinates 

to rate to what extent they agree with the following statement: It is important to show to my superior 

that I am honest. The inferences from our data do not change after adding this motivation as a covariate 

in our theoretical model. Second, if the subordinates receiving incentive contract in main stage increase 

misreport because they believe that superiors cannot identify their misreport, we would expect that the 

effect of contract type on information misreport change from information stage to main stage is 

stronger for the subordinates who care more about the superiors’ impression. We, however, fail to find 

that the effect of contract type depends on the subordinates’ impression management motivation level. 
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We conducted a total of five sessions. Each session lasted about one hour. Participants 

were randomly assigned to the role of either superior or subordinate upon entering the 

computer lab and kept these roles throughout the experiment. To guarantee anonymity, 

participants did not enter their name into the computer. They received only a ticket 

number to claim their payout. Participants then filled in some demographic 

information. They continued with a task that measured their social-value orientation 

using the instrument from Van Lange et al. [1997].
20

 Participants then played a 

distracter task and moved on to the capital-budgeting task.  

Participants first received detailed information about the capital-budgeting task 

and the payoff structure for both the superior and the subordinate. In the Information 

Stage, all subordinates are compensated via the fixed-salary contract. To ensure that 

participants understood the game, we had them take a quiz in which they received 

feedback on the right answer after each question. Then they played eight rounds of 

reporting decisions. Following Hannan et al. [2010], the program prevented the 

subordinates from underreporting their costs.  

At the end of the Information Stage, subordinates were told that they are randomly 

re-matched to new superiors they had never met before. In the Main Stage, 

participants received new information, mainly about the incentive contract and the 

impact of such a contract on both parties’ payoffs. They again took a quiz to enhance 

task understanding. All participants were informed that the superiors received 

information about the reporting behavior of half of the subordinates in the Information 

Stage. Superiors then actively chose one of the two contracts for their new 
                                                   
20

 We measure participants’ social-value orientation using nine questions in which participants allocate 

points to oneself and a hypothetical other (Van Lange et al. [1997]). Participants who make at least six 

consistent choices can be classified into a particular category. Competitive agents are those who want 

to maximize the difference between their payoff and others’ payoffs. Individual agents always 

maximize their own payoff. Both of these categories of agents can be classified as pro-self agents. Pro-

social agents sacrifice a bit of money to maximize the joint payoffs such that both parties receive a 

large pay-off. 
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subordinates. The subordinates were informed of their superiors’ contract choice. 

Then both parties played eight rounds of the capital-budgeting task.  

At the end of the experiment, participants filled out an exit questionnaire that 

contained several items on task understanding as well as other manipulation checks. 

The data shows that 92.5 percent of the participants assigned the role of subordinate 

understood that participation was fully anonymous and that there was a trade-off 

between their reporting decision and their superior’s payoff. Seventy-five percent of 

subordinates indicated that they derived information from the superior’s choice of 

contract in the Main Stage.
21

 This exit questionnaire also measured, among other 

things, the subordinates’ perception of others’ reporting behavior, their trust in their 

superiors, and their susceptibility to others’ influence. 

Participants were informed that one round of play would be randomly drawn for 

payout. Experimental earnings were converted to euros at an exchange rate of 1. Each 

euro earned represents one euro in cash (see also Hannan et al. [2010]). Subordinates 

earned an average of 11.41 euros, and superiors earned an average of 9.77 euros.  

Additional experiment 

In the experiment described above, the superiors actively choose a contract for their 

subordinates in the Main Stage. As a result, the superior’s contract choice can reflect 

information about their observation of others’ behavior in the Information Stage. It 

may, however, be that subordinates in general react negatively to the choice of an 

incentive contract, regardless of whether the choice has information value about other 

participants. To test the validity of this theory, we ran an additional experiment using 

                                                   
21

 The data shows that the subordinates who did not learn information from the contract in the Main 

Stage misreported less than those who indicated they had learned from the information, but the 

difference is not significant. All the results in the subsequent sections remain the same or become 

stronger if we focus only on the subordinates who agreed that they learned information from the 

superior’s contract choice (untabulated). 
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the same procedures as in the main experiment, but this time randomly determining 

the choice of the contract by the experimenter tossing a coin for each subordinate. The 

outcome of the coin toss determines which contract the superior will assign to the 

subordinate (heads = incentive contract; tails = fixed-salary contract). Because the 

contract choice is random, it should not leak information about the superiors’ 

observation of others’ behaviors in the Information Stage. Subordinates should thus 

not infer information based on the contract choice in the Main Stage.  

An additional 64 participants, recruited from an accounting course in a business 

studies program, participated in this experiment (none participated in the main 

experiment). Half of them played the role of superior and half played the role of 

subordinate. These subordinates were demographically similar to the subordinates in 

the main experiment with respect to age, gender, and work experience. These 

subordinates, however, had taken an average of 2.31 accounting courses, slightly 

more than the subordinates in the main experiment. 

Test variables 

In accordance with our theoretical model, we compare the subordinates receiving the 

incentive contract in the Main Stage with those receiving the fixed-salary contract in 

the Main Stage. As in Evans et al. [2001], we measure the level of cost 

misrepresentation as the ratio of the difference between mean reported costs and mean 

actual costs to the difference between the maximum possible reported costs and mean 

actual costs.
22

 The higher this measure, the more the subordinates misreported their 

cost information. 

                                                   
22

 We are missing one reported cost observation (the third round of the Main Stage) from one 

subordinate because of an incorrect entry. The measure of the level of misreporting for this subordinate 

includes only seven rounds. In our robustness check, to calculate our alternative dependent variable 
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We measure the subordinates’ perception of the social norm after receiving the 

contract for the Main Stage by asking them to indicate the extent to which they agree 

that others reported high costs in this experiment. We use a 7-likert scale ranging 

from “fully disagree” (1) to “fully agree” (7). We label this measure 

PERCEIVEDNORM.
23

 The higher the score on this measure, the more subordinates 

perceive that others reported high costs. This measure thus captures the subordinates’ 

perception of other subordinates’ behavior after learning their superior’s contract 

choice. 
24

 

4. Results 

We begin with an overview of our main results, discussing both the summary 

statistics and the hypotheses tests. We base additional evidence in support of our main 

results on analysis that controls for the intentionality effect (Christ [2013]) and 

analysis of the additional experiment. This section also presents supplementary 

analyses for understanding those factors that would yield stronger negative 

consequences for superiors’ contract choice. We end the section with some checks for 

robustness in which we re-present the results using an alternative dependent variable, 

                                                                                                                                                  
D_MISREPORT for this subordinate, we also drop one reported cost observation in Information Stage 

(the eighth round), which has the same actual cost as the missing observation. 
23

 The results remain the same if we use an alternative measure of norm perception by adding another 

two questions that ask subordinates about their perception of their superiors’ norm perception on the 

same 7-likert scale. Specifically, these two questions ask subordinates to indicate whether they agree 

with the following two statements: (1) My superior in stage 2 (referred to in the text as the Main Stage) 

thinks that people in general will report high cost to him/her; (2) My superior in stage 2 thinks that I 

will report high cost to him/her. We measure norm perception after participants made reporting 

decisions, which may create some noise. Participants who reported dishonestly or increased their 

misreport after observing others’ behavior a lot may rationalize their behavior by presuming that others 

were dishonest, too. To mitigate the influence of these two types of noise, we run sensitivity checks by 

controlling for two factors that influence the extent to which participants do the rationalization, namely 

1) the misreport level in information stage and 2) the change in misreport level from information stage 

to main stage. Results show that controlling for these two factors do not change our inferences. 

Specifically, controlling for these two proxies, contract type in main stage still affects the participants’ 

norm perception, and the norm perception affects their misreport level in main stage. 
24

This measure is different from the subordinates’ perception of their superior’s intention in choosing 

that contract (Christ 2013; Christ et al. 2012). Supplementary data analysis shows that the subordinates’ 

perception of their superior’s intention does not affect their perception of the social norm. 
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and in which we control in our model for the subordinates’ personal norms and their 

susceptibility to others’ influence. 

Main results 

Manipulation checks and summary statistics 

We first analyze the superiors’ choice of contract in the Main Stage. Results from our 

post-questionnaire show that the majority of superiors (75 percent) reported using the 

average cost information from the Information Stage to choose their contract in the 

Main Stage. Most superiors choose an incentive contract for the Main stage and do 

not continue with the fixed wage contract. The results also show that superiors who 

observed high costs are more likely to choose the incentive contract for their 

subordinates in the Main Stage. These results indicate that the superiors are acting on 

their past observations and in line with the norms they observed in the Information 

Stage.
25

 

We analyze the subordinates’ perception of the norm by looking at the measure 

PERCEIVEDNORM. The results in Panel A of Table 1 indicate that subordinates 

infer information from their superior’s choice of contract in the Main Stage. 

Subordinates who receive the incentive contract (34 subordinates) perceive others as 

reporting high costs in this experiment (average PERCEIVEDNORM: 6). Those who 

receive the fixed-salary contract (6 subordinates) neither agree nor disagree with the 

statement that others reported high costs in this experiment (average 

PERCEIVEDNORM: 4.5). The mean comparison shows that the difference in norm 

                                                   
25

 The results from a probit regression show a significant effect of superiors’ observed costs in the 

Information Stage on the probability of choosing the incentive contract (two-tailed p < 0.10). An 

increase in the superiors’ observed costs in the information stage by one standard deviation increases 

their probability of choosing the incentive contract by 8%. 
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perception between the two groups is significant at the 1% level.
26

 The superior’s 

contract choice thus affects the subordinate’s norm perception. 

[Insert Table 1 here] 

The correlation matrix in Panel B of Table 1 confirms that subordinates are more 

likely to perceive that other participants reported high costs if their superior chooses 

an incentive contract than if their superior chooses a fixed wage contract. Panel B 

further shows that, consistent with the predictions in the theoretical model presented 

in Figure 1, there is a positive and significant correlation between the subordinates’ 

perception of the norm and the subordinates’ level of misreporting(r=0.38, two-tailed 

p=0.01). This confirms that subordinates who perceive others as reporting high costs 

misreport more. The negative correlation between the contract type and the 

subordinates’ level of misreporting suggests that the incentive contract seems to 

produce less misreporting than the fixed wage contract does. This correlation, 

however, is not significant (r= –0.03, two-tailed p=0.85).
27

 

Hypotheses test 

Panel A of Table 2 presents the results of regressing the subordinates’ norm 

perception on the contract they received in the Main Stage. This analysis shows that 

superiors’ use of the incentive contract makes subordinates more likely to believe 

others report high costs. This is consistent with our prediction in H2a.  

                                                   
26

 Because participants in the role of superior choose the contract, we end up with unequal cell sizes. 

We therefore checked whether the subordinates who receive the incentive contract in the Main Stage 

were demographically different from subordinates who received the fixed-salary contract in the Main 

Stage. The data shows that people who receive the incentive contract have a slightly lower average age 

(20.88 years) than those with the fixed-salary contract (22.5 years), and seem to have taken more 

accounting courses (2.50 courses) than those receiving the fixed-salary contract (1.65 courses). Our 

results do not change if we include those variables as covariates. 
27

 Our results show that after controlling for the subordinates’ norm perception, the incentive contract 

(compared to the fixed-salary contract) reduces misreporting. The result suggests that the negative 

information leakage effect offsets the incentive effect. 
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Panel B of Table 2 reports the results of regressing the subordinates’ level of 

misreporting in the Main Stage on the contract received in the Main Stage and the 

subordinates’ norm perception (H2a). The positive coefficient of 

PERCEIVEDNORM suggests that subordinates who perceive that others reported 

high costs also misreport more (H2b). These results are consistent with the 

information leakage effect hypotheses (H2a and H2b). 

Consistent with H1, the negative coefficient of contract on the level of cost 

misrepresentation suggests that, compared to the fixed-salary contract, the incentive 

contract produces a weak incentive effect. Participants who received the incentive 

contract in the Main Stage misreport less than participants who received the fixed-

salary contract. 

[Insert Table 2 here] 

Table 2 presents the tests for our two hypotheses individually but does not test the 

entire model in Figure 1 simultaneously. Similar to Barton and Mercer [2005] and 

Masschelein, Cardinaels, and Van den Abbeele [2012], we perform a path analysis to 

simultaneously estimate these relations: (1) the effect of contract type on the 

subordinates’ norm perception (H2a); (2) the effect of subordinates’ norm perception 

on their level of misreporting (H2b); and (3) the effect of contract type on the 

subordinates’ level of misreporting (H1). To test our model, we regress each variable 

on all preceding variables in the model (see Panel A of Figure 3). All regressions are 

estimated jointly using quasi-maximum likelihood estimation (QML).
28

 We have a 

total of 40 observations, which, given the number of free parameters we estimate in 

                                                   
28

 Given that some of our variables are not randomly distributed because of unequal sample size, it is 

possible to have heteroskedasticity in the standard errors. The QML method does not require that the 

errors follow a normal distribution, nor does it require that the errors be identically distributed. 

Therefore, the QML method is more appropriate for analyzing our data. Untabulated results show that 

our results remain the same if we use maximum likelihood (ML), asymptotic distribution free (ADF), 

or ordinary least squares as estimation methods. 
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the path model, is a sufficient sample size for carrying out path analysis (Kline [2005], 

p. 110).
29

 

Panel B of Figure 3 displays the results. The figure displays path coefficients 

significant at the 0.10 level or less. The results support our hypotheses. Consistent 

with H2a, contract choice is positively related to the subordinates’ norm perception 

(z=2.88, one-tailed p<0.01). Consistent with H2b, we find that the subordinates’ norm 

perception increases their level of misreporting (z=3.12, one-tailed p<0.01). The more 

subordinates perceive others as reporting high costs the more they misreport costs in 

the Main Stage. We thus document an information leakage effect, namely, that the 

principal’s choice of contract leaks information about the social norm to the 

subordinates. When the superior chooses an incentive contract instead of a fixed-

salary contract, subordinates perceive that others reported high costs and subsequently 

increase their own level of misreporting. Consistent with H1, we find weak support 

for the incentive effect of the incentive contract (z= –1.61, one-tailed p<0.10). The 

incentive contract still incentivizes the subordinates to misreport less in the Main 

Stage than if they had received the fixed-salary contract. Note that all results still hold 

if we replace our dependent variable misrepresentation with the profits the superior 

realizes. Untabulated results show that superiors earn more when they choose the 

incentive contract compared to when they choose the fixed-salary contract (H1). 

Nevertheless, the gains realized from using the incentive contract are offset by the 

negative information leakage effect, which is consistent with H2.
30

 

                                                   
29

 We use the ratio of sample size to the number of free parameters in the path model for assessing 

whether the sample is large enough for path analysis. If the ratio falls below 5:1, the results obtained 

from the path analysis become doubtful (Kline [2005], p. 110). The ratio in our path models is above 

this threshold. We further calculate the goodness-of-fit statistic, using the standardized root mean 

square of the residual (SRMR). The SRMR of our model is smaller than 0.01, which suggests that our 

model fits the data very well; values smaller than 0.10 are considered favorable (Kline [2005], p. 141). 
30

The mean comparison indeed suggests no significant difference in superior’s profit between using the 

incentive contract and using the fixed salary contract. However, when estimating the full model 
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[Insert Figure 3 here] 

Additional analyses 

In all the following analyses, we show only the results from the path analysis. The 

results from testing those hypotheses individually are similar to the results from the 

path analysis and for reasons of brevity will not be tabulated. 

Controlling for intentionality effect 

The superiors’ choice of contract can signal their intentions to their subordinates 

(Christ et al. [2012], Christ [2013]), an effect labeled as the intentionality effect. For 

example, choosing for the incentive contract may signal to the subordinates that 

superiors have a low degree of trust in their subordinates. The subordinates may 

reciprocate this distrust by increasing their misreporting. To test this conjecture, we 

add three chains to our theoretical model, one from the superiors’ contract choice to 

the subordinates’ perceived trust (after superiors made their choice), one from 

subordinates’ perceived trust to their norm perception, and one from the subordinates’ 

perceived trust to their level of misreporting in the Main Stage. We measure 

subordinates’ perceived trust on a 7-likert scale in the post-questionnaire, asking 

whether or not they agree that their superiors in the Main Stage trusted them. We label 

this variable as PERCEIVEDTRUST (Christ et al. [2012]). 

The results in Figure 4 confirm our conjecture. The subordinates who receive the 

incentive contract feel less trusted by their superiors than the subordinates who 

receive the fixed-salary contract in (z = –3.61, two-tailed p<0.01). The subordinates 

                                                                                                                                                  
including the subordinates’ norm perception, the one-tailed p-values are significant at the 1% level for 

all three paths: the path from type of contract to norm perception (H2a), the path from norm perception 

to superiors’ profits in the Main Stage (H2b), and the path from type of contract to superiors’ profits in 

the Main Stage (H1). 
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who feel less trusted in turn increase their misreporting in the Main Stage (z= –2.55, 

two-tailed p<0.05).  

This intentionality effect, however, does not influence the information leakage 

path. After controlling for the intentionality effect, the information leakage path still 

materializes. The superiors’ choice of contract affects their subordinates’ norm 

perception (z=2.71, one-tailed p<0.01), and the subordinates’ norm perception in turn 

affects their level of misreporting (z=3.05, one-tailed p<0.01). Importantly, as shown 

in Figure 4, the subordinates’ perception of the superiors’ intentions does not 

influence their norm perception (z= –0.78, two-tailed p=0.44).  

[Insert Figure 4 here] 

Additional experiment 

As we mentioned above, we ran an additional experiment in which the contract is not 

chosen by the superiors but randomly determined. We predict that in this experiment 

there will be no information leakage effect. Consistent with this prediction, the results 

from the additional experiment show that the type of contract used in the Main Stage 

does not influence the subordinates’ perception of the social norm. The subordinates’ 

perception of whether others reported high costs does not differ across contract type, 

specifically, the mean perception of participants who received the incentive contract 

equals to 5.60, which is similar to the mean perception of participants who received 

the fixed-salary contract (5.67). Second, the subordinates’ perception does not 

correlate with their level of misreporting in the Main Stage. Third, path analysis based 

on the model in Figure 1 confirms this pattern. The two relations between the 

variables for the information leakage path are not significant. The one-tailed p-values 

are 0.43 and 0.15, for the relations between type of contract and norm perception and 
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between norm perception and level of misreporting, respectively. We do not find 

evidence of the incentive effect here (one-tailed p-value>0.10), presumably because in 

the additional experiment principals cannot actively induce honesty in their agents 

(Brink, Coats, and Rankin [2012]).
31

 

The results of this additional experiment reassure that the differences between the 

norm perception of the subordinates with the incentive contract and the norm 

perception of the subordinates with the fixed-salary contract in our main experiment 

are driven by the fact that the superiors can actively enforced the contract. When 

superiors are prevented from acting on their past observations of subordinates, the 

information leakage effect does not arise.  

Superiors’ contract choice and consequences  

Most superiors actively choose the incentive contract after observing the behavior of 

past subordinates.
32

 The superiors’ choice of contract, however, may yield stronger 

negative consequences if they chose an incentive contract for participants who tended 

to report more honestly in the Information Stage. To test this prediction, we divide our 

subordinates into those inclined to be more honest and those inclined to be more 

dishonest based on a median split of their average reported cost in the Information 

Stage (e.g., if the average reported cost <=17.8125, then participants are classified as 

more honest; they are otherwise classified as more dishonest). We then perform a 

multi-group path analysis that tests our theoretical model separately for these two 

                                                   
31

 We also perform a multi-group path analysis to compare the results from this additional experiment 

to the results of our main experiment. The results show that the coefficient of the path from contract 

type to subordinates’ norm perception is different across these two experiments (Wald test chi2 = 5.55, 

two-tailed p < 0.05). The coefficient of the path from contract type to subordinates’ level of 

misreporting is also different (Wald test chi2 = 3.66, two-tailed p < 0.10), consistent with the presence 

of weak incentive effect in the main experiment and the absence of such an effect in the additional 

experiment. 

32
 The majority of superiors (34 out of 40) opt for the incentive contract in our main experiment. This is 

consistent with the accountability demand documented in previous literature (Evans et al. 1994; 

Birnberg et al. 2008) and people’s preference for exercising control.  
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groups. The results in Figure 5 show that the superiors’ choice of an incentive 

contract (compared to a fixed-salary contract) significantly influences their 

subordinates’ norm perception and subsequently the level of misreporting of those 

subordinates who are on average honest. In contrast, contract choice does not affect 

the norm perception and level of misreporting of subordinates who are on average 

dishonest.  

Our results further show that the coefficient of the path from the subordinates’ 

norm perception to their level of misreporting is larger for honest subordinates than 

for dishonest subordinates (Wald test chi2=7.19, two-tailed p<0.01).
33

 This result 

implies that the negative consequence of superiors’ active contract choice is strongest 

for subordinates classified as honest (See Figure 5). Because superiors in reality often 

do not know the social preferences of the subordinates who they face for the first time, 

imposing incentive contracts based on preferences the superior has observed in the 

past can produce strong unanticipated consequences. It may in the long run be 

detrimental to the organizational norms as the motivations of honest participants in 

particular may be crowded out.  

[Insert Figure 5 here] 

Robustness checks 

An alternative dependent variable 

The choice of contract in our main experiment is made at the discretion of participants 

in the role of superior. This discretion creates a sample with two unequal sized groups 

in our experiment, i.e., 34 subordinates receive the incentive contract while 6 receive 

                                                   
33

An alternative explanation is that dishonest participants are more likely to be classified as non-

conformists than honest participants. We check the correlation between the participants’ conformity 

level (see the robustness checks section for the measurement of conformity level) and their 

misreporting level and finds an insignificant correlation (r=-0.12, two-tailed p=0.46). Besides, 

controlling for the conformity level does not change our inferences. 



Chapter 3: Social Norms and the Principals’ Decisions 

88 
 

the fixed salary contract. Comparing these two groups may, as a result, suffer from 

the possibility that subordinates with the incentive contract have different personality 

traits than those with fixed-salary contract. Their inherent honesty level might be 

different, which can contribute to the difference in the level of misreporting between 

the two groups. To rule out this possibility, we take advantage of the fact that the 

subordinates in the Main Stage also participated in the Information Stage and use the 

change in their level of misreporting from the Information Stage to the Main Stage as 

an alternative dependent variable. We label this variable D_MISREPORT.
 34

 

Personality traits are less likely to influence this alternative dependent variable. Figure 

6 re-estimates our theoretical model using this alternative dependent variable.   

Results in Figure 6 show that the negative information leakage effect still 

materializes. Consistent with H2a, the superior’s choice of contract affects the 

subordinates’ norm perception. The subordinates’ norm perception affects the change 

in their level of misreporting. Consistent with H2b, the more the subordinates 

perceive others as reporting high costs, the more their own level of misreporting 

increases from the Information Stage to the Main Stage. In addition, we also find 

support for the incentive effect (H1), as the subordinates with the incentive contract 

are less likely than the subordinates who receive a fixed-salary contract to increase 

their misreporting from the Information Stage to the Main Stage (See Figure 6). In 

sum, this analysis shows that our main results are unlikely to be affected by the fact 

that we have two unequally sized groups. 

[Insert Figure 6 here] 

Control for personal norms 

                                                   
34

We calculated the change as the percentage measure from the Main stage (based on Evans et al. 2001) 

minus the percentage measure from the Information stage. We can use this difference as an alternative 

measure, because subordinates acted on the same set of actual costs in both stages. 
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Tayler and Bloomfield [2011] find that participants’ personal norms influence their 

behavior. The subordinates’ mean level of misreporting in the Information Stage is a 

good proxy for their personal norms (PERSONALNORM) because subordinates are 

not yet affected by the choice of contract and all subordinates report under a fixed-

salary contract. We include this proxy for personal norm as a covariate in our analysis. 

Figure 7 displays the results. Our proxy for the subordinates’ personal norms has a 

positive effect on their perception of the norms of other participants. After controlling 

for this effect, the choice of contract in the Main Stage is still significant in predicting 

the subordinates’ norm perception (H2a). Hence, the effect that contract choice has on 

the subordinates’ norm perception does not seem to be driven by their personal norms. 

The coefficient of the subordinates’ norm perception on their level of misreporting in 

the Main Stage is significant (H2b), indicating that norm perception is indeed the 

driver of their level of misreporting even after their personal norms are controlled for. 

[Insert Figure 7 here] 

In sum, this analysis indicates that our measure of norm perception 

(PERCEIVEDNORM) captures something beyond the subordinates’ personal 

norms.
35

 In combination with the results from the additional experiment, these results 

reassure that subordinates derive information about the social norm from the type of 

contract that the superior selects for the subordinate. 

Susceptibility to interpersonal influence and the effect of norm perception 

Tayler and Bloomfield [2011] find that those participants who are more susceptible to 

the influence of others are more likely to conform to social norms. Following Tayler 

and Bloomfield [2011], we use the scale of Bearden, Netemeyer and Teel [1989] to 
                                                   
35

 We also repeat our main analyses using another specification of norm perception. First, we regress 

the norm perception on personal norm. Second, we use the residual from the regression to replace our 

measure of norm perception in our theoretical model. This analysis produces similar results. 
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measure the subordinates’ susceptibility to interpersonal influence. The scale 

comprises 12 questions. We combine participants’ answers to these 12 questions to 

arrive at our measure of susceptibility to interpersonal influence (Cronbach’s alpha 

0.88). Based on this measure, we create a dummy variable equal to one if participants’ 

susceptibility to interpersonal influence is above the median of the sample and zero 

otherwise. This dummy should capture whether or not subordinates are conformist. 

We add this dummy to our theoretical model to test the effect of the interaction 

between this dummy and the subordinates’ norm perception on their level of 

misreporting in the Main Stage.  

The results in Figure 8 show weak evidence of a positive coefficient on the 

interaction (z=1.31, one-tailed p<0.10). This positive coefficient suggests that, given 

equal levels of norm perception, subordinates classified as conformist will increase 

their misreporting more than those classified as non-conformists (see Figure 8). This 

result suggests that the negative consequence of superiors’ active choice of an 

incentive contract is stronger when their subordinates are more susceptible to the 

influence of others. The result that the information leakage effect depends on the 

extent to which subordinates are willing to conform to others’ behavior implies that 

the leakage of the information about norms affects the subordinate behavior through 

its influence on the subordinates’ norm perception. Again, because superiors often do 

not know whether their new subordinates are susceptible to others’ influence, 

imposing incentive contracts based on their experience with past subordinates can 

have strong negative consequences.  

[Insert Figure 8 here] 

5. Conclusion 
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Principals’ decisions can reveal crucial information about social norms in 

organizations. The decision to use incentive contracts produces not only an incentive 

effect but also a “negative” information leakage effect. Specifically, we show that a 

principal’s choice of an incentive contract over a fixed-salary contract in a capital 

budgeting setting can suggest that other agents are likely to report high costs. This 

information changes the agents’ norm perception and may increase their level of 

misreporting (i.e., information leakage effect). Further analysis shows that the 

information leakage effect remains strongly present even when we control for the fact 

that principals’ choice of contract can signal their intentions to their agents. 

Additional results confirm that the information leakage effect materializes only when 

principals can act on past observations of agent behavior. 

In practice, principals frequently decide about the use of control systems and 

incentive devices. Very little research, however, examines the consequences of 

principals’ active intervention in this process. Examining this active role of principals 

helps us to disentangle the potentially harmful consequences of their decisions. Our 

results reveal that after observing agents most principals prefer offering an incentive 

contract over continuing with the fixed-salary contract. We find that principals’ 

contract choice is influenced by their past observation of agent behavior. Although 

choosing the incentive contract increases the principals’ payoff in our experiment, it 

also produces a negative information leakage effect that offsets these gains. Because 

agents often observe and thus believe that principals know more about a company’s 

social norms, agents will study their principals’ decisions carefully. The principals’ 

choice for an incentive contract leaks information to agents suggesting that other 

agents are dishonest, which in turn alters their perception of the social norms and 

consequently their behavior.  
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Our results also contribute to the literature on norms in an organization. Although 

firms with different organizational norms use different management accounting 

systems, (O’Connor [1995], Chow et al. [2002], Sunder [2002], Bhimani [2003], 

Henri [2006]), we show that the principals’ active intervention in the design of 

management accounting system can shape the norm in the organization (Dent [1991], 

Sliwka [2007]). Our results show that principals who act on “dishonest” behavior of 

their employees also reveal important information about the social norms to other 

(new) agents in the organization. As such, principals’ decisions can shape norms and 

may slowly crowd out pro-social motivations at play in the organization. 

Our results provide guidance on use of incentive devices. Superiors should keep in 

mind that their decisions may have not only the intended “hard” impact but also some 

unintended “soft” impacts. Specifically, top management should make sure that their 

decisions send signals that match the organizational norms they intend to promote. 

Our results also offer room for testing new empirical predictions on the role of 

compensation consultants (Murphy and Sandino [2010]). By delegating the decision 

rights on incentives to these third parties, the superiors keep some distance, which can 

mitigate the potential negative impact of incentives. 

Our study suggests several areas for future research. Our results show that the 

more honest agents react more negatively to the principal’s choice for incentives 

compared to the less honest agents. One possibility is to investigate the effect of 

incentives when employees can self-select into firms. In practice, some firms heavily 

rely on high-powered incentives for their employees, while other firms deliberately 

avoid using these incentive schemes. While incentive schemes are often used to 

attract people with high ability (Chow [1983]) recent accounting scandals would 

question the effectiveness of such incentive schemes. We offer a potential explanation 
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for this other side of the coin. That is, the ethical or honest people might typically 

self-select into firms that rely more on trust or intrinsic motivation, whereas 

companies which rely on high-powered incentives may attract the less honest agents.  

Second, researchers can further explore our findings in settings that involve 

productive effort. Employees’ efforts are driven not only by the trade-off between 

salary and the cost of effort but also by the work ethics on the work floor (Ichino and 

Maggi [2000], Mas and Moretti [2009]). Because principals are often more informed 

about these work ethics, their decisions on incentive schemes can also leak 

information about the company’s work ethics.  

Third, our results show that principals’ choice of an incentive contract can change 

agents’ perception of how others behave (i.e., their norm perception). Agents who 

receive incentive contracts may expect their peers to behave selfishly, while agents 

who receive fixed-salary contracts may expect their peers to behave pro-socially. This 

change in agents’ expectations will change the way they interact with others (Sunder 

[2002]). Agents expecting selfish behaviors from their peers may choose to act in a 

selfish way toward others. For example they may reduce the effort they invest in 

projects with peers and they may be reluctant to share information with their peers.  

Fourth, interactions among agents might further create room for agents to observe 

their peers’ behavior, giving them additional signals about the norms in the 

organization (Tayler and Bloomfield [2011], Chen, Nichol, and Zhou [2012]). Such 

signals might not be necessarily consistent with the signal they receive from the 

decision made by the principal. This may open up room for further research which 

examines how agents would behave if they receive mixed signals about the social 

norms in the organization. 
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Finally, future research may investigate task features that potentially can 

strengthen the information leakage effect. In tasks which involve high ethical 

standards, people face a difficult choice between conforming to ethical standards or to 

follow their own interests. For example, when the impact of their behavior on others’ 

welfare will be immediately available to people, people may be more concerned about 

how to tradeoff own interests against behaving ethically. In such settings, people may 

rely more on norms, and the negative information leakage may more strongly affect 

their behavior (Cialdini [2001]). Whether tasks are boring or creative may also affect 

the strength of the information leakage effect. In creative task environments, firms 

often rely more on intrinsic motivation and social motivations, such as norms, trust, 

and so on, to motivate creative effort as it is difficult to define good performance 

measures. In settings where it is difficult to define performance measures and where 

intrinsic motivations are important, employees may be more inclined to follow 

descriptive norms. The introduction of (noisy) performance measures or controls for 

creative effort may potentially create a stronger information leakage effect, indicating 

that intrinsic motivation to generate creative ideas is low among employees. 
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Figure 1 

Theoretical model 

 

 

 

1.  

 

Figure 1 depicts the theoretical model. We hypothesize that the principal’s choice of 

compensation contract influences the agent’s degree of misreporting in two ways. 

First, the use of a truth-telling incentive contract has a direct effect on the agent’s 

degree of misreporting compared to the use of a fixed salary contract (H1). Second, 

the principal’s choice of contract influences the agent’s norm perception (H2a), which 

then affects the agent’s degree of misreporting (H2b).  
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Figure 2 

Experimental Design 

 

 

Experimental design: In the Information Stage, all subordinates report costs under a 

fixed-salary contract. The superiors know the average costs reported by half of the 

subordinates in the Information Stage. Half of the superiors observe the average costs 

reported by the four highest reporting subordinates, and the other half observe those 

reported by the four lowest reporting subordinates. In the Main Stage, the superiors 

then choose either a fixed-salary contract or a truth-telling incentive contract for their 

new subordinates. After observing their superiors’ contract choice, the subordinates 

continue with the same reporting task in the Main Stage. 
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Figure 3 

Empirical test of the theoretical model 

 

Panel A: Relations Estimated 

 

 

1.  

 

Panel B: Results of the Estimation 

 

 

 

1.  

 

Figure 3: Path analysis. Panel A depicts the path model, where the arrows indicate the 

predicted patterns. Panel B reports standardized path coefficients for all links 

significant at the 0.10 level or less. Specifically, ***, **, and * denote significance at 

the 0.01, 0.05, and 0.10 levels, respectively, based on one-tailed tests for signed 

predictions and two-tailed tests otherwise.  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. This variable equals 1 if the contract is the incentive contract and 0 if the 

contract is the fixed-salary contract.  

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1= “Fully disagree”, 4= 

“Neither agree nor disagree”, 7= “Fully agree”).  

MISREPORT is the level of misreporting in the Main Stage, calculated as the ratio of 

the difference between the average reported cost and the average actual cost to the 

difference between 20 and the average actual cost (Evans et al. 2001).  
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Figure 4 

Empirical test of the theoretical model controlling for the intentionality effect 

 

 

 

1.  

 

 

 

 

Figure 4: This figure reports standardized path coefficients for all links significant at 

the 0.10 level or less. Specifically, ***, **, and * denote significance at the 0.01, 0.05, 

and 0.10 levels, respectively, based on one-tailed tests for signed predictions and two-

tailed tests otherwise.  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. The variable equals 1 if the contract is the incentive contract and0 if the 

contract is the fixed-salary contract. 

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1 = “Fully disagree”, 4 = 

“Neither agree nor disagree”, 7 = “Fully agree”).  

PERCEIVEDTRUST captures the subordinates’ perception of being trusted by their 

superiors in the Main Stage. The subordinates are asked to rate whether they agree 

that their superiors trusted them in the experiment on a 7-point scale (1 = “Fully 

disagree”, 4 = “Neither agree nor disagree”, 7 = “Fully agree”).  

MISREPORT is the level of misreporting in the Main Stage, calculated as the ratio of 

the difference between the average reported cost and the average actual cost to the 

difference between 20 and the average actual cost (Evans et al. 2001).  
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0.41*** 0.46*** 

-0.35** 

PERCEIVEDTRUST 
-0.36*** -0.33** 
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Figure 5 

Multi-group path analysis (Group 1: More honest subordinates (N=20); Group 2: 

more dishonest subordinates (N=20)) 

 

Group 1: More honest subordinates (Mean reported costs in Information stage below 

median)  

 

 

1.  

 

Group 2: Dishonest subordinates (Mean reported costs in Information stage above 

median)  

 

 

 

1.  

 

The Wald test shows that the coefficients of the path from PERCEIVEDNORM to 

MISREPORT of these two groups are different (Wald test chi2=7.19, two-tailed 

p<0.01). 

 

Figure 5: This figure reports standardized path coefficients for all links significant at 

the 0.10 level or less. Specifically, ***, **, and * denote significance at the 0.01, 0.05, 

and 0.10 levels, respectively, based on one-tailed tests for signed predictions and two-

tailed tests otherwise.  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. The variable equals 1 if the contract is the incentive contract and0 if the 

contract is the fixed-salary contract.  

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1 = “Fully disagree”, 4 = 

“Neither agree nor disagree”, 7 = “Fully agree”).  

MISREPORT is the level of misreporting in the Main Stage, calculated as the ratio of 

the difference between the average reported cost and the average actual cost to the 

difference between 20 and the average actual cost (Evans et al. 2001).  
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Figure 6 

Empirical test of the theoretical model with an alternative dependent variable 

D_MISREPORT 

 

 

 

1.  

 

Figure 6: This figure reports standardized path coefficients for all links significant at 

the 0.10 level or less. Specifically, ***, **, and * denote significance at the 0.01, 0.05, 

and 0.10 levels, respectively, based on one-tailed tests for signed predictions and two-

tailed tests otherwise.  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. The variable equals 1 if the contract is the incentive contract and0 if the 

contract is the fixed-salary contract.  

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1 = “Fully disagree”, 4 = 

“Neither agree nor disagree”, 7 = “Fully agree”).  

D_MISREPORT is the change in the level of misreporting from the Information Stage 

to the Main Stage. We calculate the change as the percentage measure from the Main 

stage (based on Evans et al., 2001) minus the percentage measure from the 

Information stage. 
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PERCEIVEDNORM 
0.45*** 0.27** 

-0.37** 
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Figure 7 

Empirical test of the theoretical model with personal norm as a covariate 

 

 

1.  

 

 

 

 

Figure 7: This figure reports standardized path coefficients for all links significant at 

the 0.10 level or less. Specifically, ***, **, and * denote significance at the 0.01, 0.05, 

and 0.10 levels, respectively, based on one-tailed tests for signed predictions and two-

tailed tests otherwise.  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. The variable equals 1 if the contract is the incentive contract and0 if the 

contract is the fixed-salary contract.  

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1 = “Fully disagree”, 4 = 

“Neither agree nor disagree”, 7 = “Fully agree”).  

MISREPORT is the level of misreporting in the Main Stage, calculated as the ratio of 

the difference between the average reported cost and the average actual cost to the 

difference between 20 and the average actual cost (Evans et al. 2001).  

PERSONALNORM captures the level of misreporting in the Information Stage of the 

experiment, calculated as the ratio of the difference between the average reported cost 

and the average actual cost to the difference between 20 and the average actual cost in 

the Information Stage (Evans et al. 2001).  
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Figure 8 

Empirical test of the theoretical model incorporating people’s level of conformity to 

interpersonal influence 

 

 

 

 

 

1.  

 

Figure 8: Path analysis. The figure reports standardized path coefficients for all links 

significant at the 0.10 level or less. Specifically, ***, **, and * denote significance at 

the 0.01, 0.05, and 0.10 levels, respectively, based on one-tailed tests for signed 

predictions and two-tailed tests otherwise.  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. The variable equals 1 if the contract is the incentive contract and0 if the 

contract is the fixed-salary contract.  

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1 = “Fully disagree”, 4 = 

“Neither agree nor disagree”, 7 = “Fully agree”).  

CONFORMIST is a dummy variable, which equals 1 if the subordinate’s score on the 

measures of susceptibility to others’ influences (Bearden, Netemeyer, and Teel 1989) 

is greater than the median score for all subordinates and 0 otherwise. 

MISREPORT is the level of misreporting in the Main Stage, calculated as the ratio of 

the difference between the average reported cost and the average actual cost to the 

difference between 20 and the average actual cost (Evans et al. 2001).  
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TABLE 1 

Summary Statistics, Comparison of Means, and Correlation Table 

Panel A: Means, Standard Deviations, and Means Comparison 

 

Condition Incentive-contract receivers Fixed-salary receivers Difference 

 

 

N Mean 

(St.dev) 

N Mean 

(St.dev) 

Incentive - 

Fixed 

MISREPORT 34 0.786 

(0.317) 

6 0.811 

(0.227) 

–0.025 

PERCEIVEDNORM 34 6.00 

(1.04) 

6 4.50 

(1.38) 

 1.50*** 

Panel B: Pearson Correlation Matrix (n=40) 

 1 2 3 

(1)CONTRACT 1.00   

(2)PERCEIVEDNORM 0.45*** 1.00  

(3)MISREPORT –0.03 0.38*** 1.00 

      
 

***, **, and * denote significance at 0.01, 0.05, and 0.10 levels, respectively (two-

tailed).  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. The variable equals 1 if the contract is the incentive contract and 0 if the 

contract is the fixed-salary contract.  

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1 = “Fully disagree”, 4 = 

“Neither agree nor disagree”, 7 = “Fully agree”).  

MISREPORT is the level of misreporting in the Main Stage, calculated as the ratio of 

the difference between the average reported cost and the average actual cost to the 

difference between 20 and the average actual cost (Evans et al. 2001).  
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TABLE 2 

Hypotheses Tests 

Panel A:  Regression Results for                              
a
 

Panel B:  Regression Results for                              

            
a
 

 

a: Robust standard errors are used. Results remain the same if we do not use robust 

standard errors. 

***, **, and * denote significance at the 0.01, 0.05, and 0.10 levels, respectively, 

based on one-tailed tests for signed predictions and two-tailed tests otherwise.  

CONTRACT is the contract received by the subordinates in the Main Stage of the 

experiment. The variable equals 1 if the contract is the incentive contract and 0 if the 

contract is the fixed-salary contract.  

PERCEIVEDNORM represents the extent to which subordinates agree that others 

reported high costs in the experiment, on a 7-point scale (1 = “Fully disagree”, 4 = 

“Neither agree nor disagree”, 7 = “Fully agree”).  

MISREPORT is the level of misreporting in the Main Stage, calculated as the ratio of 

the difference between the average reported cost and the average actual cost to the 

difference between 20 and the average actual cost (Evans et al. 2001). 

  

Independent variable Expected sign Coefficient t-Statistic 

Intercept  4.50 8.54*** 

CONTRACT + 1.50 2.69*** 

        0.20  

Model F-Statistic  7.25***  

Independent variable Expected sign Coefficient t-Statistic 

Intercept  0.25 1.10 

PERCEIVEDNORM + 0.12 2.72*** 

CONTRACT - –0.21 –1.45* 

        0.20  

Model F-Statistic  3.88**  
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Chapter 4 

Information Policies, Manager Discretion, and Managerial 

Opportunism 
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Chapter 4: Information Policies, Manager Discretion, and Managerial 

Opportunism* 

 

 

  

Abstract: Employees often have a subtle impact on the manager’s welfare, as they have 

some discretion over hours they would like to spend on the job, or have access to valuable 

resources that are beneficial to the manager. This study experimentally investigates whether 

or not organizations can make beneficial use of this power of the employee to control 

dysfunctional behavior of managers in firms. More specifically, results show that managers 

are less likely to engage in rent extraction under an open information policy, in which 

employees can observe manager behavior, than under a closed information policy, in which 

employees cannot observe manager behavior. The effect of the information policy on 

reducing rent extraction is larger when managers have discretion over rewarding their 

employees than when managers do not have discretion. The results have important practical 

implications. Organization can mitigate dysfunctional behavior of (even the more selfish) 

managers in their firms, if they redesign their information and reward policies such that 

managers are stimulated to carefully think about how employees would react to their behavior. 
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1. Introduction 

Employees can influence their manager’s welfare in many subtle ways. For example, 

employees have control over resources that are valuable to managers and have access 

to private information that is useful for managers to do their planning. Employees also 

have discretion in supporting their managers by deciding whether or not to put in 

extra efforts, like working overtime. Whether or not employees want to support their 

managers may depend on how the manager acts within the company. As a result, 

managers may need to carefully consider employees’ reactions when they make 

decisions (Gibbons and Henderson 2013).  

This study investigates the unexplored notion that organizational policies that 

stimulate managers to think about these potential employee reactions may be 

beneficial for companies. I predict that consideration of these reactions can mitigate 

dysfunctional behavior of the manager towards the organization. Specifically, this 

study examines the effect of the information policy and the reward policy for 

employees on the propensity of managers to engage in rent extraction in a productive 

setting where employees can decide to exert efforts that are beneficial to managers. In 

organizations using an open information policy, employees can gather information 

about their managers’ behavior that is not directly related to employees. For example, 

firms may disclose managers’ travel budget spending and may put employees in the 

same office as their managers. In such organizations, employees are able to observe 

how fair their managers behave towards the firm (Evans, Moser, Newman, and 

Stikeleather 2012). Companies with a closed information policy prevent employees 

from gathering information about their managers’ behavior. Companies are further 

often reluctant to provide managers with discretion over rewarding their employees, 

because managers might use this discretion to their advantage. However, I argue that 
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in companies which provide discretion, managers feel a stronger need to consider how 

employees react to their decisions than in companies where the employee reward is 

determined by a specified contract.  

Relying on recent insights of behavioral economics on expectations of indirect 

reciprocity (Engelmann and Fischbacher 2009), I explore if managers anticipate that 

their employees will behave in an indirectly reciprocal way. Do they anticipate that 

employees will help managers if the managers help the organization and can 

information policies and discretion policies stimulate managers to think about these 

potential employee reactions? Prior literature has not yet shown whether people 

anticipate such indirect reciprocity, let alone, whether or not people factor this in into 

their decisions. To gain employee ‘help’ (higher employee effort), managers may 

however, have more incentives to show ‘good’ behavior (less rent extraction) to 

employees under an open information policy compared to a closed information policy, 

where managers know that their behavior is not disclosed to employees. I further 

explore if the effect of the information policy is stronger when managers have 

discretion over rewarding their employees compared to when they do not have such 

discretion. When employees are rewarded at their managers’ discretion, the 

employees’ perception of managers is more important in employee effort choice 

(Christ, Sedatole, and Towry 2012). Managers then may have stronger incentives to 

show ‘good’ behavior to the owner if they believe that employees will react to such 

behavior.  

To test these predictions, I use an experiment in which the firm consists of an 

owner, a manager, and an employee. In the first stage of the experiment, participants 

in the role of the manager play a mini-dictator game and decide whether or not to 

share money with the owner. The act of sharing money corresponds to less rent 
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extraction. Under the open information policy, participants in the role of employee 

can observe whether or not the manager shared money with the owner while under the 

closed information policy such information is not disclosed to the employee. In the 

second stage of the experiment, participants in the role of manager and employee play 

a binary-trust game, in which the employee decides whether or not to invest money 

into a project. If the employee invests in the project, the way in which the project 

output is allocated between the manager and the employee depends on the employee 

reward policy. Under the discretion policy, the manager decides how the outcome of 

the investment is split between the manager and the employee. Under the no 

discretion policy, the output of the investment is shared equally between the manager 

and the employee.  

The results of the experiment are consistent with my predictions. The results show 

that participants acting as managers are more likely to share money with the owner 

under the open information policy than under the closed information policy. These 

results are important. That is if managers would not anticipate indirect reciprocity of 

their employees, they would presumably not react that strongly to information policies. 

Second, this positive effect of the open information policy is stronger under the 

discretion policy than under the no discretion policy. The results also show that the 

managers who mainly care about their own interest respond to the information policy 

only under the discretion policy. That is granting selfish persons discretion is 

necessary to make the selfish persons shift towards showing good behavior to the firm.  

This study contributes to the literature in three important ways. First, it contributes 

to the emerging literature on managerial traits. Prior studies have shown that firms can 

benefit from hiring managers with certain traits, such as lower overconfidence and 

integrity (Schrand and Zechman 2012; Dikolli, Mayew, and Steffen 2013). This study 
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shows that firms can design policies to make managers behave with integrity. In 

practice, employees can exert some influence over managers. Firms can design 

policies to make managers think about this influence to control dysfunctional 

behavior of managers in firms. An open policy enables employees to infer their 

managers’ rent extraction behavior so that managers want to show ‘good’ behavior. In 

revealing the effect of the information policy, this study also helps to clear previous 

mixed findings about the effects of information policies (Church et al. 2012; Maas 

and Van Rinsum 2013). An open policy is more effective when employees have some 

influence over managers. The reward policy that grants managers discretion in 

rewarding their employees makes managers care more about showing good behavior; 

an open policy can thus be more effective when combined with a reward policy that 

grants such discretion.  

Second, this study adds a new line to the literature on managerial discretion. Prior 

studies focus on employee behavior by arguing that granting managerial discretion 

over employee rewards can motivate employees to work (Gibbs, Merchant, Van der 

Stede, and Vargus 2004; Hoppe and Moers 2011). Few studies have examined how 

granting managerial discretion affects the behavior of managers themselves. Prior 

work argues that discretion may produce negative consequences for employees who 

may worry about whether they will be rewarded fairly by managers (Bol 2008). 

Nevertheless, granting managerial discretion can be beneficial. Under an open 

information policy, such discretion makes managers care more about showing good 

behavior. This result has important implications for designing employee reward 

policies, because it suggests that firms can use the costly arrangement of granting 

managers discretion in a beneficial way, by combining the arrangement with an open 

information policy. 
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Third, this study contributes to the recent experimental studies on indirect 

reciprocity in three important ways. First, while prior work shows that people 

indirectly reciprocate good behavior, this study shows that people are able to 

anticipate that others have such indirect reciprocity. Second, this study further shows 

that accounting policies that make managers think more strongly about indirect effects 

of their behavior on employees can reduce dysfunctional behavior of managers 

towards the firm. So firms can design policies, such as adopting an open information 

policy, to make managers work for the firm’s best interests. Third, this study also 

shows that the effect of the open policy on making managers behave well is stronger 

when managers have discretion in determining rewards for their employees. So this 

study identifies discretion as one important factor that can strengthen the effect of 

using the managers’ expectation of indirect reciprocity to ‘control’ managers.  

2. Hypotheses 

People may believe that their good behavior towards partners can be indirectly 

reciprocated by third-parties (Engelmann and Fischbacher 2009). Nevertheless, how 

firms can use this unconventional belief about third-parties to motivate managers to 

behave in the interests of firms and, in particular, the influence of employees, has 

received scant attention. In practice, employees have many subtle ways to influence 

the managers’ welfare. 

Most studies in accounting, however, focus on solutions based on the direct 

relationship between firms and managers, such as control and incentives, without 

considering the influence of employees. These studies conclude that, regardless of 

whether controls are exogenously imposed or endogenously enforced by firms, 

controls may backfire. When controls are exogenously imposed, they may crowd out 

some pro-social preferences by changing managers’ decision frames from an 
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ethically-related decision frame to a business-related decision frame (Tenbrunsel and 

Messick 1999). Tayler and Bloomfield (2011) find that the presence of strong controls 

for managers to contribute to a public-good game may induce participants to frame 

their decisions as business-related decisions. This framing reduces participants’ 

willingness to contribute to the public good. Rankin, Schwartz, and Young (2008) 

find that endowing superiors with the right to reject managers’ budget proposals 

makes managers frame budgeting as a strategic, rather than ethical, interaction. This 

framing strongly reduces managers’ motivation to behave honestly. When controls are 

actively chosen by firms, this active choice either signals distrust or selfish norms to 

managers, which crowds out the managers’ pro-social preferences. Christ (2013) finds 

that when controls are imposed by superiors, managers are less likely to exert efforts, 

compared to situations where controls are exogenously determined. Cardinaels and 

Yin (2013) show that when superiors, after observing managers’ behavior in prior 

periods, choose a contract that provides some truth-telling incentives, managers 

perceive that others are dishonest and this perception makes managers report 

dishonestly, compared to when superiors choose a contract without truth-telling 

incentives. 

Only recently, a limited number of studies in accounting have focused on the 

presence of others, including peers and employees. They find, however, mixed 

evidence. Maas and van Rinsum (2013) show that the disclosure of the managers’ 

performance report to peers compared to no disclosure of such information to peers 

reduces the level of managerial performance overstatement. In a setting where 

employees cannot influence the managers’ welfare, Church et al. (2012) show, 

however, that the disclosure of the managers’ budget reports to employees compared 
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to no disclosure of such information to employees does not reduce the level of 

managerial information misrepresentation in the budget reports. 

None of the prior work has, however, considered situations where employees have 

influence on the managers’ welfare and discretion in exerting such influence. For 

example, employees have discretion on whether to work overtime to support 

managers in situations not specified in employment contract. In recent decades, 

employees are gaining more discretion (Stewart 1997). How can firms utilize the 

influence of employees on managers to motivate managers to behave in the firms’ 

interests? My study is the first to explore the notion that making managers think about 

the potential employee reaction can motivate managers to behave well towards the 

firms. I investigate this notion in a three party context where managers may consider 

it profitable to use their good behavior towards the firms to gain the employee support. 

I predict that an open policy where employees can observe the manager behavior 

towards the firms can make managers consider the potential employee reaction to 

their behavior and granting managerial discretion in the contract of employees can 

make managers consider the reaction more. I derive the hypothesis for the effect of 

information policies before discussing the effect of the employee reward policies. 

Information Policies and Managerial Rent Extraction 

Firms’ internal information policy determines whether employees can observe 

managerial rent extraction behavior. By adopting an open internal information policy, 

firms disclose their information about managers to employees and firms encourage 

information flow within the organization. An open policy can help employees to infer 

whether managers extract rent. First, firms often have information about managers’ 

behavior that may not be known to employees (Feltham and Hofmann 2012), such as 

managers’ on-the-job consumption and managers’ working target. Employees are 
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often in a better position than the firms are to use this information to infer whether 

managers extract rent. This is because employees often have information not known 

by the firms, such as whether managers’ on-the-job consumption amounts are 

appropriate.
36

 An open information policy that reveals information about managerial 

behavior can enable employees to infer whether managers extract rent. Second, an 

open policy encourages information flow within organizations. Examples include 

organizational design choice, such as a Chinese wall (Demski, Lewis, Yao, and 

Yildrim 1999) and office-space organization, such as common office space 

(Ethisphere and Jones Lang LaSalle 2011). A common office space for employees 

and managers encourages information flow, thus enabling employees to infer whether 

managers extract rent. Conversely, a closed internal information policy that withholds 

information and prevents information flow within organizations prevents employees 

from inferring managerial rent extraction behavior, even if managers commit that 

behavior. 

I presume that managers may anticipate that employees have indirect reciprocity; 

that is employees will react to the managers’ behavior not directly related to 

employees. It is, however, not clear whether managers anticipate that employees have 

indirect reciprocity. Prior studies show that people indirectly reciprocate good 

behavior, but have not yet shown whether or not 1) people anticipate that others 

exhibit such indirect reciprocity and 2) factor this in into their decisions towards the 

firm. The aim of my experiment is to test whether managers believe that their 

employees act based on the principle of indirect reciprocity (Engelmann and 

                                                   
36

 It is difficult for firms to elicit employees’ private information. First, employees may fear retaliation 

if they report this information to firms (Brickey 2003; Zingales 2004). Second, employees’ private 

information is often soft and thus unverifiable, which limits its value for firms. Given this 

unverifiability, employees may abuse this reporting opportunity (Near and Miceli 1996; Economist 

2006). Because employees may abuse this opportunity, firms may refrain from eliciting information 

from employees. 
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Fischbacher 2009). Managers may expect that employees ‘reward’ managers for their 

good behavior towards the firms. An open information policy, therefore, makes 

managers to think more strongly about the potential employee reaction to their 

behavior. The theory of indirect reciprocity argues that others will help people if 

people have helped third parties. Milinski, Semmann, and Krambeck (2002) show that 

the more people donate to charity, the more they receive help from others. 

Balakrishnan, Sprinkle, and Williamson (2011) find that the more employers donate 

to charity, the more effort employees provide. Based on this indirect reciprocity 

theory, employees will help managers if managers behave well towards the firms. As 

the hard work of employees can benefit managers, employees may use their hard 

work to help managers. When managers think about the potential employee reaction 

to their behavior, managers may behave well towards the firms, and thus reduce their 

rent extracting. This will likely arise, when information policies are open.  

Under a closed policy, employees cannot observe the managerial behavior 

towards the firm. Employees cannot ‘reward’ managers for their good behavior. 

Without such reward, managers may behave less well towards the firms, because their 

behavior cannot be observed. A comparison of the managerial behavior under the 

open policy with that under closed policy leads to the following hypothesis: 

Hypothesis 1: Managers are less likely to extract rent under an open policy 

than under a closed policy. 

Employee Reward Policies and the Effect of Information Policies 

In rewarding their employees, some firms rely on objective measures (e.g., so-called 

formula-based contracts). This leaves managers with little discretion over rewarding 

employees. Other firms (fully) rely on managerial discretion to determine employee 
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rewards (e.g., discretionary bonus, subjective performance evaluation) (Murphy and 

Oyer 2003; Gibbs et al. 2004). The downside of such discretion is that managers can 

keep employees’ reward low, so that managers themselves earn more (Bol 2008; 

Abernethy, Hung, and Van Lent 2013). For instance, managers can take credit for 

employees’ work. Thus employees are concerned about whether they will be 

rewarded appropriately and may provide less effort when managers have such 

discretion (Fisher, Maines, Peffer, and Sprinkle 2005). If firms believe that granting 

managers with discretion over employee contracts can reduce employee efforts, then 

they may decide to remove managers’ discretion. 

Whether or not managers have discretion over rewarding employees affects the 

extent to which managers want to gain trust from employees. When managers have 

the discretion, the employees’ trust in managers affects their decisions about how 

much effort to provide. The more employees trust managers, the more employees 

believe that they will receive an appropriate reward for their efforts and consequently 

the more efforts employees exert (Christ, Sedatole, and Towry 2012). When managers 

do not have the discretion, they cannot influence employees’ reward directly. The 

employees’ trust in managers is less likely to influence how much efforts employees 

exert (Christ et al. 2012). As a result, managers presumably care less about gaining 

the employees’ trust.  

The managerial behavior towards the firms may affect the employees’ trust in 

managers. One game-theory perspective on trust assumes that trust occurs only when 

it is in the managers’ own interest to honor the employees’ trust (e.g. Williamson 

1993). This game-theory perspective would predict that the managerial behavior 

towards the firms does not affect the employees’ trust. The managerial behavior 

cannot tell whether managers will reward employees appropriately. Even if managers 
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refrain from extracting rent, managers may still reward employees unfairly for the 

managers’ own interests. According to this reasoning, the managerial behavior toward 

their firms does not affect employees’ trust in managers.
37

 The managers’ good 

behavior toward their firms, however, may make employees trust managers although 

employees know that it is in the managers’ interests to reward employees unfairly. 

Coletti, Sedatole, and Towry (2005) show that participants do trust their partners more 

when their partners have a history of more cooperative decisions, although 

participants know that it is in their partners’ interests to behave uncooperatively in the 

current period. In my experiment, I presume that managers believe that their good 

behavior can reinforce employees trust in the manager.  

Therefore, granting managerial discretion in the contract of employees makes 

managers consider the potential employee reaction to the managerial behavior 

towards the firms more strongly compared to not granting such managerial discretion. 

As such, the employees reward policies should affect the strength of the effect of the 

information policies in reducing rent extraction. The strength of the effect of the 

information policies depends on the extent to which managers care about the potential 

employee reaction. Managers consider the potential employee reaction more when 

they receive discretion. Therefore, the effect of the information policies in reducing 

rent extraction is stronger when managers have such discretion compared to when 

managers do not have such discretion. Hypothesis 2 summarizes this prediction: 

                                                   
37

 Even if we assume that managers can have different types, trustworthy and untrustworthy managers, 

the conventional game theory predicts that the manager behavior towards the shareholders may not 

signal their trustworthiness. The monetary cost of signaling, behaving well towards the shareholders, is 

the same for both types of managers. If we assume that the total cost of behaving well, including 

monetary cost and psychological cost, is also the same for both types and the same cost information is 

common knowledge for managers and employees, employees will not take the act of the manager good 

behavior as a signal of the managers’ trustworthiness. So the manager behavior towards their firms 

does not affect the employees’ trust in managers. 
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Hypothesis 2: The effect of information policies on managerial rent extraction 

is weaker when managers have no discretion over rewarding employees than 

when managers have such discretion. 

Figure 1 summarizes the predictions in hypotheses 1 and 2. Hypothesis 1 predicts 

that managers extract less rent under an open policy than under a closed policy, which 

suggests that point (b) (Open policy with Discretion) is greater than (a) (Closed policy 

with Discretion), and point (d) (Open policy with No Discretion) is greater than (c) 

(Closed policy with No Discretion). Hypothesis 2 predicts that the effect of an open 

policy is smaller when managers have no discretion than when they do have 

discretion, which suggests that the slope of the No Discretion line is smaller than that 

of the Discretion line (see Figure 1). 

< Insert Figure 1 here > 

3. Experiment 

I run a two-stage experiment with three parties. In the first stage, a manager decides 

whether to share € 6 with the organizational owner. An act of sharing money 

corresponds to less rent extraction.
38

 In the second stage, an employee decides 

whether to invest money into a project with output that is shared between the manager 

and the employee. I manipulate two between-subject factors: information policy and 

employee reward policy. With respect to information policy, the employee either 

observes the manager’s sharing decision towards the organizational owner (labeled as 

                                                   
38

 Managerial rent extraction is the managers’ use of the opportunity endowed by shareholders to take 

actions that benefit managers at the expense of the shareholders’ interest. I use the managers’ decision 

in the dictator game to capture the two key elements of rent extraction. By not sharing money with 

owners, managers increase own welfare but hurt owners, which corresponds to the act of benefiting 

managers at the expense of the shareholders’ interest. The experiment instruction also makes managers 

aware that the money to be shared is endowed by owners. This element corresponds to the fact that the 

rent extraction opportunity is often endowed by shareholders. For example, shareholders employ 

managers and give managers decision rights so that managers have the opportunity to extract rent. In 

this way, the managers’ decision not to share money in the mini-dictator game can represent an act of 

extracting rent. 
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OPEN) before making the investment decision, or the employee does not observe the 

manager’s sharing decision (labeled as CLOSED). With respect to employee reward 

policy, either the manager has full discretion to allocate the output between the 

manager and the employee (labeled as DISCRETION), or the output is equally shared 

between the two parties (labeled as NO DISCRETION). I test the hypotheses by 

comparing the fraction of the manager’s decision to share money with the owner 

across different conditions. The lower this fraction is, the more the rent extraction 

behavior happens. 

Participants 

Participants were recruited from an accounting course in a business studies program at 

a Western European university. In total, 237 students participated in the experiment. 

All but one session contains 15 participants, with five participants in the role of 

manager, five in the role of employee, and five in the role of owner.
39

 One session 

contains 12 participants, with four in each of the three roles of manager, employee, 

and owner. Participants were on average 21.63 years old, and 55.70 percent of them 

were male. On average, they completed 2.33 accounting courses. Participants worked 

for 25.31 months in part-time jobs, and 85.90 percent of them reported having had 

some work experience.  

Experimental Task and Manipulation 

The experiment consists of a mini-dictator game (Stage 1) followed by a binary-trust 

game (Stage 2). In the mini-dictator game, the manager decides whether to share an 

endowment of € 6 with the owner (Charness and Rabin 2002). The manager chooses 

from two options: an equal-sharing option and a no-sharing option. In the equal-

                                                   
39

 To ensure that labels did not necessarily influence the behavior of participants, following Christ et al. 

(2012), manager, employee, and owner participants were referred to as Participant A, Participant B, 

and Participant Z, respectively, throughout the experiment. 
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sharing option, the manager and the owner receive € 3 each. In the no-sharing option, 

the manager leaves zero to the owner and keeps € 6 to himself. The choice of the 

equal-sharing option by the manager suggests that the manager forgoes the 

opportunity to take all the money and corresponds to less rent extraction. After the 

manager makes his or her choice, the employee observes the manager’s choice if the 

employee is assigned to the OPEN condition or does not observe the manager’s 

choice if assigned to the CLOSED condition. 

The employee has an endowment of € 4, which he or she can invest into a project 

in the binary-trust game (Berg, Dickhaut, and McCabe 1995; Stanley, Sokol-Hessner, 

Banaji, and Phelps 2011; Schniter, Sheremeta, and Sznycer 2013). If the employee 

decides to invest € 4 into the project, the project generates an output of €16 (Stanley 

et al. 2011; Schniter et al. 2013).
40

 The manager can share the output so that he or she 

benefits from higher employees’ efforts. The output is either allocated by the manager 

in the DISCRETION condition or equally shared between the manager and the 

employee in the NO DISCRETION condition (see Figure 2 for the experiment design).  

< Insert Figure 2 here > 

In the OPEN condition, the manager may consider what the employee may decide 

after observing the manager’s sharing decision. In other words, will the employee be 

less likely to invest after observing that the manager did not share money with the 

owner in the mini-dictator game? In the CLOSED condition, the mini-dictator game 

and binary-trust game are independent from each other, as the employee does not 

                                                   
40

 I choose fourfold instead of threefold in the binary trust game, because fourfold gives employees 

stronger economic incentives to invest. My theory relies on the managers’ anticipation that their 

behavior influences employees’ economic incentives to invest. To test this theory, managers must be 

able to anticipate that their employees have sufficient economic incentives to invest. 
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observe his or her manager’s sharing decision. Consequently, the manager needs not 

worry that the employee will respond to their decision in the mini-dictator game.
41

 

In the DISCRETION condition, the project output (if the employee decides to 

invest € 4) is allocated by the manager between the manager and the employee. The 

manager can return any amount from € 0 to € 16, with increments of € 1, to the 

employee. In this condition, the manager must convince the employee that the 

manager will allocate the output fairly; thus, the manager cares about his or her 

employee’s trust. In the NO DISCRETION condition, the manager does not have 

discretion to allocate the project output. The project output (if the employee decides to 

invest € 4) is equally shared, so that the manager and the employee earn € 8 each. In 

this condition, the manager does not need to convince the employee that the manager 

will be fair; thus, the manager cares less about his or her employee’s trust. 

Experimental Procedures 

I conducted sixteen sessions. Each session lasted about 40 minutes. Upon entering the 

computer lab, participants were randomly assigned to the role of the manager, the 

employee, or the owner. They maintained these roles throughout the experiment. 

Participants never submitted their names to guarantee anonymity. They received a 

ticket number to claim their payout at the end of the experiment. During the 

experiment, participants first filled in some demographic information. Then they 

performed a task that measured their social-value orientation, by using the instrument 

                                                   
41

 The benefit of using abstract games is that it directly focuses participants in the role of managers on 

the tradeoff of the costs and benefits of behaving well towards owners. The costs are to forgo some 

money, which directly benefits owners in the experiment. The benefits are potential money that the 

manager may receive from potential positive employee reaction, if managers anticipate that employees 

will reciprocate this good behavior towards the firm (i.e. increased probability that employee will 

provide effort) in the investment game. 
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of Van Lange, Otten, De Bruin, and Joireman (1997).
42

 Based on the outcome of this 

task, participants are classified as fair agents or pro-self agents. Fair agents care about 

others, while pro-self agents care about others only when external incentives force 

them to do so. Research shows that, without any external incentives to care about 

others, fair agents provide more help to others and contribute more in public-goods 

games than pro-self agents do (McClintock and Allison 1989; Offerman, Sonnemans, 

and Schram 1996). Participants then played a distracter task and moved on to the 

main task. 

In the main task, participants first received detailed information about the mini-

dictator game, the binary-trust game, their payoffs, and their counterparts’ payoffs. To 

ensure that participants understood the game, I had them take a quiz in which they 

received feedback on the right answer after each question. Then the mini-dictator 

game started. The manager chose between the sharing option or the no-sharing option 

to allocate € 6 between the owner and himself or herself.  

After the manager had made the sharing decision, the employee in the OPEN 

condition observed the manager’s decision, while the employee in the CLOSED 

condition did not. Then the binary trust game started. The employee decided whether 

to invest € 4. If the employee decided to invest, then the project output was allocated 

by the manager in the DISCRETION condition or equally divided between the 

manager and the employee in the NO DISCRETION condition.  

                                                   
42

 Social-value orientation is measured using nine questions, in which participants must allocate points 

to oneself and a hypothetical other (Van Lange et al. 1997). Participants who make at least six 

consistent choices can be classified into three different types. Competitive agents are those who want to 

maximize the difference between their payoffs and others’. Individual agents always maximize their 

own payoff and do not care about the payoff of others. These two types of agents can be classified as 

pro-self agents. Fair agents sacrifice a bit of money to maximize the joint payoffs, so that both parties 

receive a large pay-off. In this experiment, two participants make fewer than six consistent choices and 

are therefore not classified. The results are similar, regardless of whether these two participants are 

classified as fair agents or pro-self agents. 
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After the binary trust game, participants filled out a post-questionnaire that 

contained several items on task understanding and motivation. The data show that 96 

percent of the participants assigned the role of manager understood what they had to 

do in the tasks and found the task descriptions to be clear. 86 percent and 87 percent 

of managers were motivated and found the tasks to be realistic. Participants assigned 

the role of employee and owner had a similar level of task understanding as those 

assigned the role of manager.
43

 The post-questionnaire also measured managers’ 

expectations of employees’ reactions to the managers’ sharing decision in the mini-

dictator game, whether managers considered employees’ reactions in their sharing 

decision when playing the mini-dictator game, and employees’ perceptions of their 

managers. 

Experimental earnings were converted to euros at an exchange rate of one (see 

also Hannan, Rankin, and Towry 2010). In addition to their earnings in the task, all 

participants received a € 3 participation fee. Managers earned an average of € 14.62, 

employees earned an average of € 9.13, and owners earned an average of € 4.52.  

Test Variables 

The level of rent extraction is the main variable of interest. Since the choice to share 

in the mini-dictator game corresponds to less rent extraction, I define the dummy 

variable SHARE to equal one if the manager chooses the sharing option and zero if 

the manager chooses the no-sharing option. The main analysis compares the fraction 

of managers choosing the sharing option across conditions. 

The managers’ sharing decision in the mini-dictator game may depend on the 

managers’ inherent pro-social motivations. To control for this, I include a dummy 

variable, FAIRPERSON, which equals one if a manager is classified as a fair person 

                                                   
43

 Controlling for managers, employees, and owners’ task understanding does not change my results. 
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according to the social-value orientation instrument (Van Lange et al. 1997) and zero 

if a manager is classified as a pro-self (i.e., competitive and individual types).
44

 

4. Results 

I begin with an overview of the main results, discussing both the summary statistics 

and the hypotheses tests. I base additional evidence in support of my main results on 

the analysis of two subsamples that include only the pro-self managers and fair 

managers, respectively. This section also presents supplementary analyses for 

understanding the mechanisms that underlie my theory.  

Main Results 

Summary Statistics 

In the DISCRETION condition, 80 percent of the managers (16 out of 20) choose the 

sharing option when their behavior is observed by employees (OPEN condition), 

while only 21 percent of the managers (4 out of 19) choose the sharing option when 

their behavior is not observed by employees (CLOSED condition). The difference in 

percentages is significant (
2
=13.55, two-tailed p < 0.01), suggesting that, in the 

DISCRETION condition, an open policy does reduce rent extraction compared to a 

closed policy (see Table 1 and Figure 3). 

In the NO DISCRETION condition, 13 out 20 (65 percent) managers choose the 

sharing option when their behavior is observed by employees, which is significantly 

higher than the 7 out of 20 managers who choose sharing when managerial behavior 

                                                   
44

 My main results are similar if I do not add this covariate. I also use the managers’ answers to four 

questions in the post-questionnaire to capture the managers’ inherent pro-social motivations. Using one 

construct that combines these four answers (Cronbach alpha 0.86) to replace the social-value 

orientation measure FAIRPERSON as a control for the managers’ inherent pro-social motivations does 

not change my results. The results from the experiment show that the manager-participants are not 

perfectly randomly assigned to the four conditions, with respect to their inherent pro-social motivations. 

Only 14 out of 37 (38.0 percent) managers in the DISCRETION condition are classified as fair persons, 

compared to 21 out of 40 in the NO DISCRETION condition (52.5 percent,2=1.67, two-tailed 

p=0.20).  
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is not observed by employees (35 percent, 
2
=3.60, two-tailed p < 0.10) (see Table 1 

and Figure 3). This suggests that, in the NO DISCRETION condition, an open policy 

again reduces rent extraction compared to a closed policy. 

< Insert Table 1 and Figure 3 here > 

Next, I compare the effect of information policy (CLOSED vs. OPEN) on 

reducing rent extraction in the DISCRETION and NO DISCRETION condition. In 

the DISCRETION condition, the effect of information policy is an increase of 59 

percent of the choice of the sharing option when the policy changes from closed to 

open (21 percent in the CLOSED condition vs. 80 percent in the OPEN condition). In 

the NO DISCRETION condition, the effect of information policy is an increase of 30 

percent of the choice of the sharing option (from 35 percent to 65 percent). The 

removal of managerial discretion in the employee contracts reduces the effect of 

information policies by nearly half (from 59 percent to 30 percent), suggesting that 

the removal of managerial discretion attenuates the effect of information policies. 

Test of Hypotheses 

Panel A of Table 2 presents the results of regressing the percentage of the choice of 

the sharing option on two manipulations with the covariate FAIRPERSON in a probit 

regression. The positive coefficient of INFO indicates that managers are more likely 

to choose the sharing option in the OPEN condition than they are in the CLOSED 

condition (z-stat=1.98, two-tailed p < 0.05), consistent with my prediction in 

hypothesis 1. The positive coefficient of the interaction term between INFO and 

DISCRETION indicates that the effect of information policies in motivating managers 

to choose the sharing option is stronger in the DISCRETION condition than it is in 

the NO DISCRETION condition (z-stat=2.23, two-tailed p < 0.05). This result is 

consistent with my prediction in hypothesis 2. Consistent with previous literature on 
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the effect of social value orientation, I find a positive coefficient of FAIRPERSON, 

which suggests that fair managers are more likely to choose the sharing option than 

the pro-self managers are. 

Panel B of Table 2 provides a more rigorous test of hypotheses based on average 

treatment effect analysis and contrast of marginal effects analysis, as the inferences 

based on coefficients in a nonlinear regression model may be unreliable.
45

 The 

average treatment effect analysis analyzes the average change in the probability due to 

one unit change in the independent variable based on the probit regression results. 

Results show that one unit change in INFO, changing the information policy from 

CLOSED to OPEN, leads to an increase of 45 percent in the probability of the choice 

of the sharing option. This effect is significant (  =5.30, two-tailed p < 0.01), 

consistent with my prediction in hypothesis 1. To examine the interaction effect, I 

perform a contrast analysis based on the probit regression results, which derives the 

difference between the effect of one unit change in INFO in the DISCRETION 

condition and that in the NO DISCRETION condition. Results show that the 

difference is an increase of 39 percent, which suggests that the increase in the 

probability caused by changing the information policy from CLOSED to OPEN is 39 

percent larger in the DISCRETION condition than in the NO DISCRETION 

condition. This difference is significant (  =5.57, two-tailed p < 0.05), consistent 

with my prediction in hypothesis 2. 

< Insert Table 2 here > 

Detailed Analyses 

                                                   
45

 I also run a linear probability model. Results from the model are the same as those from the probit 

model. 
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My theory builds on the managers’ belief about others. The belief may depend on 

whether managers are inherently pro-self or fair. The false consensus effect predicts 

that people tend to believe that others are similar as themselves (Ross, Greene, and 

House 1977). Following this logic, I presume that pro-self managers believe that 

employees are pro-self, and fair managers believe that employees are fair. It is likely 

that the information policy does not motivate pro-self managers when it is combined 

with the no discretion policy. 

To test this conjecture, I look at the decision to choose the sharing option of pro-

self managers and fair managers in the NO DISCRETION condition, respectively. 

Results in Panel A Figure 4 show that the percentage of the choice of the sharing 

option by pro-self managers is 33 percent (3 out of 9) under the open policy and 10 

percent (1 out of 10) under the closed policy. The difference is insignificant (
2
=1.55, 

two-tailed p=0.21), consistent with my conjecture that the information policy does not 

motivate the pro-self managers when they do not have discretion over the employee 

contracts. Results in Panel B Figure 4 show that the information policy is still 

effective in making fair managers reduce rent extraction when they do not have the 

discretion over employee contracts. 91 percent (10 out of 11) of fair managers choose 

the sharing option under the open policy, while only 60 percent (6 out of 10) do so 

under the closed policy (
2
=2.76, two-tailed p < 0.10). 

The information policy may be effective at motivating pro-self managers when it 

is combined with the discretion policy. They believe that even pro-self employees 

would care about the manager trustworthiness when managers have discretion over 

rewarding employees. Pro-self managers then will show ‘good’ behavior to 

employees under the open policy. 
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To test this conjecture, I look at the decision to choose the sharing option of pro-

self managers and fair managers in the DISCRETION condition, respectively. The 

results in Figure 4 confirm this conjecture. In the DISCRETION condition, an open 

policy increases the percentage of the sharing option by pro-self managers from 0 

percent to 73 percent (
2
=13.38, two-tailed p < 0.01). The open policy also increases 

this percentage by the fair managers from 50 percent to 100 percent (
2
=5.09, two-

tailed p < 0.05).  

< Insert Figure 4 here > 

In sum, the detailed analyses confirm my conjecture that managers’ belief about 

others is the underlying driver of the effect of the information policy. Besides, those 

pro-self managers can still be induced to behave well. To induce the pro-self 

managers to behave well, firms have to give them discretion over rewarding 

employees. 

Supplementary Analyses 

Managers’ Expectations 

According to my theory, managers expect that employees “reward” managers for their 

good behavior. To provide insights into this theory, I check whether managers expect 

that the choice of the sharing option compared to the no-sharing option makes 

employees more likely to invest in the project. I look at managers’ answers to two 

questions in the post-questionnaire. The questions ask them whether or not they agree 

with two statements. Using a 7-likert scale, responses range from 1 (completely 

disagree) to 7 (completely agree), with a mid-point of 4 (neither agree nor disagree).
46

 

                                                   
46

 The two statements are (1) Compared to Allocation 1, choosing Allocation 2 (I earn 3 euro, 

participant Z 3 euro) could make Participant B more likely to invest; and (2) Choosing Allocation 2 (I 

earn 3 euro, participant Z 3 euro) is a good strategy to win trust from Participant B. 
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Untabulated results show that managers expect to be indirectly rewarded. 

Managers agree that choosing the sharing option can increase the likelihood of their 

employees choosing to invest in the project (mean=5.95 > middle point 4, t=5.33, 

two-tailed p < 0.01), and can increase employees’ trust (mean=6.15 > middle point 4, 

t=6.93, two-tailed p < 0.01). I also check if the extent to which managers hold that 

expectation is correlated with their decisions to extract less rent. Results show a 

positive link between the managers’ answers to the two questions described 

previously and the likelihood that they choose the sharing option (z=1.69 and 1.62, 

two-tailed p < 0.10 and p = 0.11, for the two coefficients, respectively).  

In sum, the experimental evidence is consistent with my theory that managers 

believe that less rent extraction motivates employees to invest and that the stronger 

this belief is, the more likely it is that managers reduce rent extraction. 

Managers’ Concerns about Gaining Employees’ Trust 

My theory proposes a mechanism comprised of two links, which underlie the 

moderating effect of employee reward policies. The first link is that a reward policy 

that grants managerial discretion over employee contracts compared to a reward 

policy that does not grant such discretion makes managers consider the employee 

reaction more. The second link is that the increase in managers’ consideration of the 

employee reaction makes the information policies more useful in reducing rent 

extraction. To check this mechanism, I look at the managers’ answers to two 

questions in the exit questionnaire. These questions ask the managers rate their level 
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of agreement with two statements, using the same 7-likert scale as in the previous 

section. 
47

 

Untabulated results show that the managers in the NO DISCRETION condition 

are, on average, less likely to consider the employees’ reaction (t=-1.76, two-tailed p 

< 0.10) in the manager’s sharing decision and are less motivated to win approval from 

the employees (t=-1.96, two-tailed p < 0.10) than are managers in the DISCRETION 

condition. These results support the first link. Untabulated results further show that 

the likelihood of managers actually choosing the sharing option is higher if they care 

more about the employees’ reaction to their sharing decision (z=2.03, two-tailed p < 

0.05) and if they want to win employee approval more (z=2.22, two-tailed p < 0.05), 

which is consistent with the second link.  

In sum, my analyses show that, compared to a no discretion reward policy, a 

discretion reward policy makes managers consider the employee reaction more and 

make an open policy more effective.  

Employees’ Investment Decisions and Beliefs about Managers 

The previous analyses show that managers expect their sharing option choice 

motivates employees to work harder. The question is whether the employees behave 

as the managers expect. I then look at the employees’ decisions to invest in the project 

and the employees’ perception of their managers. 

Untabulated results show that the manager’s choice of the sharing option seems to 

be associated with a higher likelihood of employees making the investment. 79 

percent (23 out of 29) of the employees who observe the choice of the sharing option 

decide to invest, while 64 percent (7 out of 11) of the employees who observe the 

                                                   
47

 These two statements are: (1) I considered how Participant B would react in making my first 

Allocation decision; and (2) In making my first Allocation decision, I wanted to win approval from 

Participant B. 
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choice of no-sharing option decide to invest. The difference in percentage is 

insignificant (Wilcoxon-Mann-Whitney test z=-1.36, two-tailed p=0.31). The lack of 

significance level may be due to the small sample size. 

To test whether the behavior of managers toward owners affects employees’ 

perception of their managers, I analyze the employees’ answers to two questions in 

the exit questionnaire. These questions ask employees to rate their agreement to two 

statements, using a 7-likert scale.
48

 Results in Table 3 show that employees trust their 

managers more when they observe managers’ choosing the sharing option compared 

to when they observe managers’ choosing the no-sharing option (t=1.78, two-tailed p 

< 0.10). The employees perceive their managers to be less selfish after observing their 

managers’ choice of the sharing option (t=-6.42, two-tailed p < 0.01). These results 

thus show that managers’ expectations are correct, on average, that their behavior 

toward owners can affect employee perception.  

< Insert Table 3 here > 

In sum, the analyses of the investment decisions and employee perceptions show 

that the managers’ belief about employees is largely correct. The managers’ choice of 

the sharing option is associated with a higher employee investment probability, 

although the difference is insignificant. The managers’ choice of the sharing option 

significantly increases employee trust in managers and reduces the employees’ 

perception of managerial selfishness. 

Owners’ Predictions 

In this study, I manipulate two policies between subjects. The owners cannot decide 

on the policies by themselves. The question remains, however, how the owners would 

behave if they have decision rights on these two policies. In this study, the owners are 

                                                   
48

 These two statements are: (1) I trust Participant A; and (2) Participant A is a selfish person. 
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asked to predict the decisions of the managers. The predictions of the owners may 

shed some light on this question.  

In general, owners underestimate the likelihood of managers choosing the sharing 

option. Less than one-third of the owners (25 out of 79) predict that managers will 

choose the sharing option, significantly lower than the percentage of the actual choice 

of the option (51 percent) (
2
=2.43, two-tailed p < 0.05).  

The owners seem to understand the benefits of an open policy. 40 percent (16 out 

of 40) of the owners in the OPEN condition predict that managers will choose the 

sharing option, while 23 percent of the owners in the CLOSED condition predict the 

choice. The difference in percentage is marginally significant (
2
=2.61, two-tailed p = 

0.11). I further compare the owners’ prediction difference between OPEN and 

CLOSED condition separately for the DISCRETION condition and the NO 

DISCRETION condition. The difference in the owner prediction is highly significant 

in the DISCRETION condition (
2
=8.05, two-tailed p < 0.01). 60 percent of the 

owners (12 out of 20) predict that their managers will choose the sharing option under 

an open information policy, while only 16 percent of the owners (3 out of 19) predict 

the sharing option under a closed information policy. In the NO DISCRETION 

condition, the difference in the owner prediction is insignificant (
2
=-0.53, two-tailed 

p = 0.47). 20 percent of the owners (4 out of 20) predict the choice of the sharing 

option under an open policy, and 30 percent of the owners (6 out of 20) predict this 

choice under a closed policy.  

In sum, the owners understand the benefits of an open policy in general. They, 

however, seem to have no confidence in the effect of the information policy when the 

managers do not have discretion.  



Chapter 4: Information Policies, Manager Discretion, and Managerial Opportunism 

 

138 
 

Managers’ Returns on the Investment Output 

My theory predicts that the information policy and employee reward policy affect the 

managerial behavior towards the firms. The question then is how managers behave 

towards employees. I then analyze the managers’ return of the output to the 

employees when the employees decide to invest. 

Untabulated results show that managers on average return € 4.70, higher than the 

investment cost, € 4.00. The majority of managers (18 out of 23) return at least € 4.00 

to employees. Managers return a similar amount of money across different 

information policy conditions. The distribution of the managers’ return amount is the 

same between the OPEN condition and the CLOSED condition (
2
=3.41, two-tailed p 

= 0.76).  

The results for the managers’ returns show that employees eventually earn more 

from investing in the project than not investing. The information policy does not 

affect how managers behave towards employees. 

5. Conclusions 

In this study, I hypothesize that firms can reduce dysfunctional behavior of managers 

by making them think about the potential employee reaction. In practice, the welfare 

of managers is often dependent on employees’ decisions. If employees can observe 

manager’s behavior towards the firm via an open information policy, managers may 

need to consider employees’ reactions to the managerial behavior towards the firms 

more strongly. Factors that strengthen managers’ consideration of the employee 

reaction may increase the value of such information policies. Experimental results 

provide evidence consistent with my hypotheses. Managers are less likely to extract 

rent under an open policy than under a closed policy. The effect of information 
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policies is stronger with a reward policy that gives managers discretion over 

rewarding employees, than it is with a reward policy that allows no managerial 

discretion. Additional analyses show that the information policies have a stronger 

effect on managers classified as selfish managers than on those classified as fair 

managers. This paper thus also illustrates that firms can benefit from new forms of 

bottom-up control. That is, using the presence of the employees (bottom up) can 

reduce dysfunctional behavior of managers. 

Prior studies imply that selecting managers with certain traits (e.g., less 

overconfidence, more integrity) can partially solve the agency problem with managers 

(Schrand and Zechman 2012; Dikolli, Mayew, and Steffen 2013). In addition to 

selecting appropriate managers, firms can design policies to make managers behave 

appropriately. Maas and van Rinsum (2013) and Church et al. (2012) examine the 

effect of information policies and find mixed evidences on its effect. The mixed 

findings may be due to the study setting. This study contributes to this line of 

literature on two dimensions. First, I focus on a general setting, where managers 

benefit from higher employees’ effort. This setting makes managers care about 

employees’ reactions when they make decisions even if such decisions do not affect 

employees directly. I show that an open information policy reduces rent extraction by 

managers, because managers want to use “good” behavior towards the firms to 

motivate employees to work. Second, this study shows that firms can design 

employee reward policies to strengthen the effect of the information policies. By 

granting managers discretion over the employee contracts, firms make managers care 

more about employees’ trust. Thus, an open information policy is more effective in 

reducing rent extraction when it is combined with such discretion policy. 
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This study also contributes to the literature on the determinants of managerial 

discretion in determining employee compensation. Prior studies focus on the effect of 

granting managerial discretion over employees’ effort choices (Gibbs, Merchant, Van 

der Stede, and Vargu 2004; Hoppe and Moers 2011). This study shows that granting 

managerial discretion can affect managerial rent extraction behavior by strengthening 

the effect of information policies. A reward policy that grants managers discretion 

over the employee contract makes managers want to show ‘good’ behavior more 

because the reward policy turns the manager-employee relationship into a trusting 

relationship, that is, employees must trust managers and managers must convince 

employees that they are trustworthy (Christ et al. 2012). This result is important for 

designing firms’ employee reward policies, because it suggests that firms can turn the 

costly arrangement of granting managers discretion into a beneficial instrument by 

combining the arrangement with an open information policy. 

This study suggests several areas for future research. My findings suggest that 

firms can design information and compensation policies to make managers behave 

well towards the firms. The theory and results imply that such policies can also be 

effective at making managers behave well towards other parties (e.g., peers, 

employees). In practice, managers often have decision rights that affect other 

employees. For instance, the use of a bonus pool is becoming increasingly popular, 

and managers often have discretion over how the bonus pool is divided among 

employees (Bailey, Hecht, and Towry 2011; Maas, Van Rinsum, and Towry 2012; 

Bol, Hecht, and Smith 2013). An open policy, under which employees know others’ 

bonuses, may make managers more likely to allocate the bonus pool based on the 

relative contribution of each employee, compared to a closed policy, under which 

employees know only their own bonuses.  
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Second, the supplementary analyses show that, even when employees have 

sufficient economic incentives to invest, managers still expect employees to be less 

likely to invest  when managers choose not to share money with the owner. This 

finding suggests that managers expect that employees may take actions that are costly 

to punish managers for their “bad” behavior. In practice, firms may influence the 

likelihood of such punishment. For instance, building a strong organizational identity 

can increase the likelihood that employees punish managers for extracting rent from 

firms (Heinle, Hofmann, and Kunz 2012). An open policy is likely to be more 

effective when employees’ organizational identity is stronger. Often owners in firms 

decide about such policies. Future research may want to investigate if owners, 

anticipate potential benefits of certain design choices by letting owners actively 

decide about policies that can reinforce such organizational identity.   

Third, researchers can further explore my findings in a setting where managerial 

rent extraction behavior also benefits employees. In practice, managers’ behavior may 

benefit employees too (Church et al. 2012). For example, underreporting the 

departmental target to headquarters benefits both managers and employees. Despite 

the fact that managerial rent extraction behavior can benefit employees, I argue that 

such behavior may destroy rather than enhance employees’ trust in managers. An 

open policy and a reward policy that grants managerial discretion may still be 

effective in reducing rent extraction in this setting. 

Finally, future research may investigate the effect of information policies when 

managers and employees interact with each other over several periods. Economic 

theory suggests that managers can establish their reputations when they work with 

employees over several periods. The opportunity to establish reputations may be 

enough to convince employees to work hard, so that managers do not use their good 
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behavior toward the firm to convince employees to work hard under an open policy. I 

argue, however, that an open policy may still be effective in the multi-period setting. 

First, multi-period interaction is not enough to encourage managers to build 

reputations for being fair (Arnold and Schreiber 2013). Second, even if managers 

establish reputations for being fair, those reputations may be (partially) destroyed if 

employees observe that managers behave in a self-interested manner. To maintain a 

good reputation, managers may still feel compelled to behave well toward the firm 

under an open policy, whereas they have no such incentives under a closed policy. 
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Figure 1: Predicted effects of information policies and reward policies 

 

Note: Figure 1 summarizes predictions from hypotheses 1 and 2. Points (a), (b), (c), and (d) 

represent the predicted levels of less managerial rent extraction in the Closed policy and 

Discretion, Open policy and Discretion, Closed policy and No Discretion, and Open policy 

and No Discretion scenarios, respectively. (b)>(a) and (d)>(c) are predicted by hypothesis 1. 

(b)-(a)>(d)-(c) is predicted by hypothesis 2, which implies that the slope of the Discretion line 

is larger than the slope of the No Discretion line.  
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Figure 2: Experiment design 

 

 

Experiment design: The experiment consists of a mini-dictator game in Stage 1, followed by a 

binary-trust game in Stage 2.  
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Figure 3: Mean comparison of managers’ choices 

 

Figure 3: This figure illustrates the percentage of sharing option choice by managers. The 

horizontal axes represent information policy categories (Closed versus Open). The full lines 

indicate whether managers have discretion. The vertical axes display the percentage of the sharing 

option choice. N indicates the number of observations in each cell. Dotted arrows and associated 

figures represent the direction and the 2-statistics of a two-tailed comparison of proportion of 

sharing option choices. *, **, and *** represent significance level at 10 percent, 5 percent, and 1 

percent, respectively. 
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Figure 4: Mean comparison of managers’ choices for fair and pro-self managers 

Panel A: Mean comparison of managers’ choices for pro-self managers 

 

Panel B: Mean comparison of managers’ choices for fair managers 

 

Figure 4: Panels A and B illustrate the percentage of sharing option choices by pro-self managers 

and fair managers, respectively. The horizontal axis represents information policy categories 

(Closed versus Open). The full lines indicate whether managers have discretion. The vertical axes 

display the percentage of sharing option choices. N indicates the number of observations in each 

cell. Dotted arrows and associated figures represent the direction and the 
2
-statistics of a two-

tailed comparison of proportion of sharing option choice. *, **, and *** represent significance 

level at 10 percent, 5 percent, and 1 percent, respectively. 
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Table 1: Percentage of managers who choose the sharing option in each condition 

 

 

Information Policies 

 

 

CLOSED OPEN OPEN-CLOSED(
2
) 

Employee 

Reward 

Policies 

DISCRETION 21% (4/19) 80% (16/20) 59% (13.55***) 

NO DISCRETION 35% (7/20) 65% (13/20) 30% (3.60*) 

NO DISCRETION – 

DISCRETION (
2
) 14% (0.94) -15% (-1.13) 

***, **, and * denote significance at 0.01, 0.05, and 0.10 levels (two-tailed), respectively.  

OPEN is the condition in which the employees can observe the managers’ choice of the option in 

the mini-dictator game. CLOSED is the condition in which the employees cannot observe the 

managers’ choice of the option in the mini-dictator game. 

DISCRETION is the condition in which managers allocate the output of the employees’ 

investment between the managers and the employees. NO D is the condition in which the output 

of the employees’ investment is equally divided between the managers and the employees. 
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Table 2: Tests of hypotheses 

Panel A: Probit Regression Results for  

                                                             
a
 

 

 

 

 

 

 

 

 

 

 

 

 

 

Panel B: Average Treatment Effects and Test of Interaction Effect 
 

 Effects    
Average treatment effects   

    INFO: %SHARE(OPEN) – %SHARE(CLOSED) 45% 5.30*** 

    DISCRETION: %SHARE(DISCRETION) – %SHARE(NO    

    DISCRETION) 

 

7% 

 

0.86 

   

Interaction effect   

    INFO#DISCRETION: %SHARE(OPEN, DISCRETION) –     

%SHARE(CLOSED, DISCRETION) – [%SHARE(OPEN,  

     NO DISCRETION) – %SHARE(CLOSED, NO DISCRETION)] 

39% 5.57** 

a: Robust standard errors are used. Results remain the same if I do not use robust standard errors. 

***, **, and * denote significance at 0.01, 0.05, and 0.10 levels (two-tailed), respectively.  

SHARE is a dummy that equals one if managers choose the sharing option and zero if they choose 

the no-sharing option. 

INFO is a dummy that equals one if the information policy is open and zero if it is closed. 

DISCRETION is a dummy that equals one if managers have discretion over employees’ reward 

and zero otherwise. 

INFO#DISCRETION is the interaction between INFO and DISCRETION dummy. 

FAIRPERSON is a dummy variable that equals one if managers are classified as a fair person and 

zero if they are classified as an individual or competitive person, according to the social-value 

orientation instrument (Van Lange et al. 1997). 

Average treatment effects are the average change in the percentage of the managers’ choice of the 

sharing option associated with the change in treatment, for instance, the change in information 

policy from CLOSED to OPEN, and the change in reward policy from NO DISCRETION to 

DISCRETION, respectively. 

Interaction effect is the change in the effect of information policy when reward policy changes 

from NO DISCRETION to DISCRETION. 

OPEN is the condition in which the employees can observe the managers’ choice of the option in 

the mini-dictator game. CLOSED is the condition in which the employees cannot observe the 

managers’ choice of the option in the mini-dictator game. 

DISCRETION is the condition in which managers allocate the output of the employees’ 

investment between the managers and the employees. NO D is the condition in which the output 

of the employees’ investment is equally divided between the managers and the employees. 

Independent variable Expected sign Coefficient (Z-Stat) 

Intercept  -1.48 (-3.16***) 

INFO + 1.02 (1.98**) 

DISCRETION  -0.53 (-1.01) 

INFO#DISCRETION + 1.62 (2.23**) 

FAIRPERSON + 1.84 (4.46***) 

No. of observations  77 

           0.44 

Wald 
2
  32.98*** 
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Table 3: Mean (Std. Dev.) Employees’ perception of their managers after observing 

their managers’ choices 

 

Employee perception Manager share 

(St.dev) 

Managers do not share 

(St.dev) 

Share – No share  

(t-stat) 

Trust in manager 4.24 

(1.62) 

3.18 

(1.83) 

1.06 

(1.78*) 

Perception of the 

managers’ selfishness 

2.34 

(1.42) 

5.55 

(1.37) 

-3.20 

(-6.42***) 

***, **, and * denote significance at 0.01, 0.05, and 0.10 levels (two-tailed), respectively.  

Employees’ trust in managers and perception of managers’ selfishness are measured by asking 

employees to what extent they agree that they trust their managers and that their managers are 

selfish, respectively. All questions are answered on a 7-likert scale (1=“Fully disagree”, 

4=“Neither agree nor disagree”, and 7=“Fully agree”). 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


