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Agency	theoryexplains	the	relationship	between	agents	and	principals.	A	principal	relies	on	an	agent	to	execute	certain	business	or	financial	transactions	on	their	behalf	and	to	represent	their	interests	without	regard	forself-interest.	Common	principal-agent	relationships	include	shareholders	and	management,	financial	planners	and	clients,	financial
advisors	and	clients,	and	lessees	and	lessors.	Agency	theory	attempts	to	explain	and	resolve	disputes	between	principals	and	their	agents.Principals	rely	on	agents	to	execute	financial	transactions	for	them	without	regard	for	the	latter's	self-interest.The	difference	in	priorities	and	interests	between	agents	and	principals	is	known	as	the	principal-agent
problem.Conflicts	of	interest	may	arise.Common	principal-agent	relationships	include	shareholders	and	management,	financial	planners	and	clients,	financial	advisors	and	clients,	and	lessees	and	lessors.	Principals	delegate	decision-making	authority	to	agents.	Financial	decisions	made	by	the	agent	affect	the	principal.	Differences	of	opinion,	and	even
differences	in	priorities	and	interests,	can	arise.	Agency	theory	assumes	that	the	interests	of	a	principal	and	an	agent	do	not	always	align.	This	is	referred	to	as	the	principal-agent	problem.	Financial	planners	and	portfolio	managers	are	agents	on	behalf	of	their	principals	and	are	given	responsibility	for	the	principals'	assets.	A	lesseemay	be	in	charge
of	safeguarding	assets	that	do	not	belong	to	them.	Even	though	the	lessee	is	tasked	with	taking	care	of	the	assets,	the	lessee	has	less	interest	in	protecting	the	goods	than	the	actual	owners	have.	Companies	may	seek	to	minimize	disputes	between	principals	and	agents	through	corporate	policy.	These	conflicts	may	present	normally	ethical	individuals
with	opportunities	formoral	hazard.	Agency	theory	addresses	disputes	that	arise	with	a	difference	in	goals	or	a	difference	in	risk	aversion.	Company	executives	may	wish	to	expand	a	business	into	new,	high-risk	markets.	However,	this	could	pose	an	unjustified	risk	to	shareholders	concerned	with	the	long-term	growth	of	earnings	and	share	price
appreciation.	Incompatible	risk	tolerance	levels	may	exist	for	a	principal	and	an	agent.	Shareholders	in	a	bank	may	object	that	management	has	set	the	bar	too	low	on	loan	approvals,	thus	taking	on	too	great	a	risk	of	defaults.	The	principal	often	lacks	information	about	how	an	agent	performs	for	them	and	must	trust	that	the	agent	acts	ethically.
Agents	may	be	motivated	through	corporate	governance	to	act	in	unison	with	the	principal's	interests.	To	determine	whether	or	not	an	agent	acts	in	their	principal's	best	interest,	the	standard	of	"agency	loss"	is	a	commonly	used	metric.	Agency	loss	is	the	difference	between	the	optimal	results	for	the	principal	and	the	consequences	of	the	agent's
behavior.	Incentives	may	be	offered	to	corporate	managers	to	maximize	the	profits	of	their	principals.	Stock	options	awarded	to	company	executives	have	their	origin	in	agency	theory.	These	incentives	seek	to	optimize	the	relationship	between	principals	and	agents.	Other	practices	include	tying	executive	compensation	in	part	to	shareholder	returns.
However,	these	practices	may	also	endanger	long-term	company	growth	by	boosting	short-term	profits.	This	can	often	be	seen	in	budget	planning,	where	management	reduces	estimates	in	annual	budgets	so	that	they	are	guaranteed	to	meet	performance	goals.	Agency	loss	drops	when	the	agent	and	principal	hold	similar	interests,	want	the	same
outcome,	and	the	principal	has	insight	into	the	level	of	service	they	are	receiving	from	the	agent.	The	principal-agent	problem	arises	when	an	agent	acts	in	a	way	that	is	contrary	to	the	best	interests	of	the	principal.	It	can	occur	in	any	situation	in	which	the	principal	delegates	direct	control	over	an	asset	to	another	party,	or	agent.	For	example,	a
house	buyer	may	suspect	that	a	realtor	they've	engaged	to	help	them	find	a	home	is	more	interested	in	a	commission	than	in	the	buyer's	concerns.	By	definition,	an	agent	uses	the	resources	of	a	principal.	For	example,	a	principal,	say,	an	investment	management	firm	client,	engages	a	financial	advisor	to	invest	their	money.	The	principal	has	entrusted
money	to	that	financial	advisor	and	their	firm,	but	has	little	or	no	day-to-day	input	in	investing	it.	In	this	instance,	the	financial	advisor,	or	agent,	is	the	decision-maker	but	is	incurring	little	or	no	risk	because	any	losses	that	result	from	their	decision-making	will	be	borne	by	the	principal.	The	relationship	between	agents	and	principals	is	explained
through	agency	theory.	Agents	must	represent	the	best	interests	of	the	principal,	but	differences	in	opinion	may	occur.	A	common	principal-agent	relationship	is	that	of	a	client	and	financial	advisor.All	BlogsCorporate	Finance	ResourcesAgency	TheoryCorporate	Governance	and	BoardsAgency	Theory	and	CostsAgency	TheoryAgency	CostAgency
ProblemCorporate	Fraud	and	ActionsCorporate	ActionCorporate	FraudGhost	EmployeeCorporate	Governance	and	BoardsBOOT	CAMP	-	Financial	Modeling	(6	Hrs)Boot	Camp:	LEARN	Financial	Modeling	in	Just	6	Hours!Table	Of	ContentsAgency	theory	refers	to	a	principle	that	focuses	on	the	relationship	between	principals	and	their	agents.	The
principal	is	a	superior	entity,	and	they	delegate	work	to	the	entity	known	as	agents.	Michael	C.	Jensen	and	William	Meckling	popularized	the	agency	theory	concept.You	are	free	to	use	this	image	on	your	website,	templates,	etc..	Please	provide	us	with	an	attribution	linkIn	a	business	scenario,	shareholders	are	the	principals,	and	company	executives
are	the	agents.	In	a	political	context,	elected	representatives	are	the	agents,	and	their	constituents	are	the	principals.	The	theory	points	to	the	conflict	of	interest	and	priorities	between	principals	and	agents.	Conflict	occurs	when	they	are	engaged	in	achieving	a	specific	goal	and	agents	act	on	behalf	of	the	principal.Agency	theory	definition	portrays	it
as	a	principle	that	focuses	on	the	relationship	between	principals	and	their	agents.	Michael	C.	Jensen	and	William	Meckling	popularized	the	concept.A	company's	board	of	directors	and	the	CEO	is	an	example	of	a	principal-agent	relationship	where	the	board	of	directors	is	the	principal,	and	the	CEO	is	the	agent.It	can	be	applied	to	resolve	disputes
between	principals	and	agents.	However,	it	also	has	disadvantages	like	narrow	focus	and	a	limited	set	of	presumptions.The	agency	theory	analyses	the	issues	and	solutions	surrounding	task	delegation	from	principals	to	agents.	The	principals	appoint	the	agents	to	perform	specific	duties.	Agents	are	given	authority	to	complete	the	duties	or	work
assigned.	The	issues	arise	because	of	conflicting	interests	and	information	asymmetry	between	the	principal	and	agent.	The	theory	discusses	setting	up	agency	relationships	to	minimize	the	likelihood	of	disputes	and	other	problems	between	agents	and	principals.The	types	of	agency	theory	can	be	positivist	and	principal	agency	theory:Positivist
studies	have	concentrated	on	defining	scenarios	in	which	the	principal	and	agent	are	likely	to	have	divergent	aims	and	then	detailing	the	governance	frameworks	that	restrict	the	agent's	self-serving	or	self-interest	conduct.	For	example,	the	agent	is	more	likely	to	operate	in	the	principal's	best	interests	when	the	agreement	between	the	principal	and
agent	is	outcome-based,	or	the	principal	has	information	to	verify	the	agent's	actions.	The	principal-agent	researchers	focus	on	the	principal-agent	relationship	and	interaction	to	create	the	ideal	contract	between	the	principal	and	the	agent.	Also,	a	behavior-based	contract	is	the	most	effective	since	the	principal	purchases	the	agent's	conduct	in	this
situation.	Also,	Because	the	agent	is	thought	to	be	more	risk-averse	than	the	principal,	an	outcome-based	contract	would	unduly	pass	the	risk	to	the	agent.Some	of	the	important	types	are:In	this	relationship,	the	company	executives	serve	as	the	agents	and	the	shareholders	as	the	principal.	Investors,	in	this	case,	are	the	shareholders	who	fund	the
companies	run	by	company	executives.	Furthermore,	the	actions	taken	by	the	company's	management	will	determine	the	potential	impact	on	the	investment.	Therefore,	the	firm	management	must	make	wise	decisions.The	CEO	(agent)	serves	the	board	of	directors	(principal).	The	board	of	directors	would	support	the	CEO	if	he	can	make	profitable
decisions.	On	the	other	side,	the	relationship	between	the	board	of	directors	and	the	CEO	might	be	problematic	if	the	choice	made	by	the	CEO	hurts	the	company's	financial	situation.The	fund	manager	is	the	agent,	while	the	investor	is	the	principal.	The	investor	gives	the	fund	manager	a	fee,	a	percentage	of	the	fund's	average	assets	under
management	(AUM).	In	this	scenario,	the	fund	manager	allocates	the	money	per	the	investor's	preferences.	If	the	fund	manager	can	assist	the	investors	in	gaining	profits	above	average,	they	can	develop	a	close	relationship.	Alternatively,	if	the	fund	manager	reports	a	loss	or	profits	lower	than	expected,	the	relationship	between	the	investor	and	the
fund	manager	would	be	affected.Let	us	look	at	the	agency	theory	examples	to	understand	the	concept	better:Employees	are	agents,	while	employers	are	the	principals	in	agency	theory.	Employees	are	hired	in	a	company	to	work	toward	the	organization's	goals.	However,	the	increasing	number	of	corporate	scams	affects	employer	and	employee
relationships.	Employees	violate	the	organization's	ethics,	which	results	in	significant	financial	and	reputational	damage.	Sometimes	the	damage	done	by	corrupt	employees	is	irreversible,	and	an	organization	ultimately	has	to	wind	up	the	business.The	way	a	country's	government	functions	is	among	the	most	prevalent	examples	of	agency	theory.	The
people	choose	political	representatives	to	govern	the	nation	in	a	way	that	best	serves	their	interests.	Representatives	of	various	political	parties	promise	voters	that	they	will	bring	reforms	in	line	with	the	interests	of	the	country's	citizens.	However,	voters	feel	deceived	when	their	elected	officials	do	not	fulfill	guaranteed	promises.	Here,	the	electorate
serves	as	the	principal	and	chooses	the	public	servants	as	their	agents.Let	us	look	at	several	advantages	and	disadvantages	of	the	agency	theory	in	corporate	governance:It	resolves	the	disputes	between	the	agents	and	the	principals	The	incentives	motivate	the	agents,	reducing	losses	to	the	firm	or	the	organization.	Another	strategy	to	cut	agency	loss
is	compensating	agents	according	to	performance.	Conflict	is	less	likely	to	arise	if	there	is	transparency	between	the	principals	and	the	agents.Its	limited	behavioral	presumptions	and	theoretical	focus	are	one	of	its	drawbacks.	A	larger	spectrum	of	human	motivations	is	ignored	by	agency	theory	since	it	primarily	emphasizes	self-interested	and
opportunistic	human	behavior.	Procedures	defending	shareholders'	interests	may	interfere	with	implementing	strategic	choices	and	limit	collective	activities.	Hence,	control	mechanisms	recommended	based	on	agency	theory	are	not	only	expensive	but	also	commercially	unsuccessful.	The	theory	has	been	criticized	for	oversimplifying	organizational
conflict	and	for	the	mathematical	complexity	necessary	to	find	answers	to	the	agency	problem.Agency	theory	focus	on	the	relationship	between	principals	and	agents.	According	to	the	steward	theory,	a	steward	maximizes	and	safeguards	shareholders'	wealth	through	corporate	performance.	Stakeholder	theory	prioritizes	the	interconnected
relationships	between	a	business	and	its	stakeholders,	like	customers,	suppliers,	employees,	investors,	and	communities.	In	financial	management,	one	of	the	most	important	theoretical	frameworks	that	governs	the	relationship	between	the	key	stakeholders	of	an	organization	is	Agency	Theory.	Ill	explain	what	this	theory	entails,	how	it	applies	to	real-
world	financial	decision-making,	and	why	it	holds	a	central	place	in	the	field	of	corporate	finance.	I	will	also	discuss	its	relevance	to	investors,	managers,	and	shareholders	and	how	it	shapes	business	governance	structures.	Agency	Theory	primarily	deals	with	the	conflicts	of	interest	between	two	parties:	the	principal	and	the	agent.	The	principal	is
typically	an	individual	or	group	who	delegates	decision-making	authority,	while	the	agent	is	the	party	tasked	with	making	decisions	on	the	principals	behalf.	In	the	context	of	financial	management,	the	principal	often	refers	to	shareholders	or	investors,	and	the	agent	refers	to	corporate	managers	or	executives.	The	core	premise	of	Agency	Theory	is
that	because	the	principal	and	agent	have	different	goals,	it	creates	room	for	misaligned	interests,	also	known	as	the	agency	problem.	A	classic	example	of	this	occurs	in	a	corporation	where	the	shareholders	(principals)	hire	a	manager	(agent)	to	run	the	business.	The	shareholders	expect	the	manager	to	act	in	the	companys	best	interestsmaximizing
profits	and	shareholder	value.	However,	managers	may	prioritize	personal	goals,	such	as	increasing	their	salary,	gaining	personal	benefits,	or	pursuing	their	career	interests,	which	may	not	align	with	shareholders	objectives.	Agency	Theory	has	its	roots	in	economics	and	was	formalized	by	scholars	Michael	Jensen	and	William	Meckling	in	their
landmark	paper	in	1976,	titled	Theory	of	the	Firm:	Managerial	Behavior,	Agency	Costs,	and	Ownership	Structure.	They	introduced	the	concept	of	agency	costs,	which	arise	when	an	agents	actions	are	not	aligned	with	the	principals	interests.	These	costs	can	be	direct	(such	as	monitoring	costs)	or	indirect	(such	as	loss	in	firm	value).	While	Agency
Theory	was	initially	focused	on	corporate	governance,	it	has	since	extended	its	applications	across	various	sectors,	including	banking,	investments,	and	public	administration.	It	has	become	a	foundation	for	understanding	corporate	control,	executive	compensation,	and	risk	management	in	financial	decision-making.	Agency	costs	are	the	direct	and
indirect	costs	that	arise	due	to	the	misalignment	of	interests	between	the	principal	and	the	agent.	There	are	three	primary	types	of	agency	costs:	Monitoring	Costs:	The	expenses	incurred	by	the	principal	to	monitor	the	agents	actions.	For	example,	shareholders	may	hire	auditors	or	implement	reporting	requirements	to	ensure	that	the	manager	is	not
taking	excessive	risks.	Bonding	Costs:	The	costs	incurred	by	the	agent	to	guarantee	that	their	actions	are	in	line	with	the	principals	interests.	This	could	include	performance-based	bonuses	or	contracts	that	align	the	agents	interests	with	the	principals.	Residual	Loss:	This	is	the	reduction	in	firm	value	that	results	from	the	agents	actions	not	perfectly
aligning	with	the	principals	goals.	Even	with	monitoring	and	bonding	costs,	there	may	still	be	a	loss	in	firm	value	due	to	the	agency	problem.	Lets	take	a	simple	example	to	illustrate	these	costs.	Suppose	a	shareholder	(principal)	owns	100%	of	a	companys	shares	and	appoints	a	manager	(agent)	to	run	the	company.	The	shareholder	expects	the
manager	to	act	in	the	shareholders	best	interest.	However,	the	manager	may	prefer	to	make	decisions	that	benefit	him	personally,	such	as	expanding	the	company	at	the	cost	of	higher	personal	compensation.	Example	of	Agency	Costs:	Monitoring	Costs:	The	principal	pays	$10,000	for	an	external	audit.	Bonding	Costs:	The	agent	agrees	to	a	bonus
structure	based	on	firm	performance	worth	$15,000.	Residual	Loss:	The	managers	personal	preferences	reduce	the	companys	profitability	by	$5,000.	In	this	scenario,	the	total	agency	costs	would	be	$30,000	($10,000	monitoring	+	$15,000	bonding	+	$5,000	residual	loss).	This	would	reduce	the	shareholders	return	on	investment,	demonstrating	the
negative	impact	of	agency	problems.	Several	strategies	exist	to	mitigate	the	agency	problem,	reducing	agency	costs.	These	mechanisms	aim	to	align	the	interests	of	the	agent	and	the	principal,	creating	incentives	for	managers	to	act	in	the	best	interest	of	shareholders.	Incentive	Compensation:	One	of	the	most	common	ways	to	align	the	agents
interests	with	those	of	the	principal	is	through	performance-based	compensation.	This	includes	stock	options,	bonuses,	or	profit-sharing	schemes.	By	linking	compensation	to	company	performance,	managers	have	a	direct	financial	incentive	to	increase	shareholder	value.	Ownership	Structure:	Another	way	to	align	interests	is	through	ownership.
When	agents	(managers)	own	a	significant	portion	of	the	companys	shares,	their	financial	interests	are	more	closely	tied	to	the	performance	of	the	company.	This	reduces	the	agency	problem	as	the	manager	now	bears	a	portion	of	the	financial	risk.	Monitoring	and	Auditing:	Principals	can	mitigate	the	agency	problem	by	implementing	stronger
monitoring	systems.	For	example,	regular	audits,	managerial	reviews,	and	performance	evaluations	help	ensure	that	agents	are	acting	in	the	best	interest	of	shareholders.	Moreover,	having	independent	directors	on	the	board	can	provide	objective	oversight	of	management	decisions.	Corporate	Governance	and	Regulatory	Compliance:	Proper
corporate	governance	structures	are	essential	in	addressing	agency	problems.	A	well-structured	board	of	directors,	effective	internal	controls,	and	transparent	reporting	mechanisms	can	provide	the	necessary	checks	and	balances	to	ensure	that	managers	do	not	act	in	ways	that	harm	shareholders.	In	financial	management,	Agency	Theory	plays	a
crucial	role	in	shaping	investment	strategies,	corporate	governance,	and	risk	management	decisions.	Lets	break	down	how	it	influences	decision-making	in	these	areas.	Investors	are	often	concerned	with	how	corporate	management	allocates	resources.	Agency	Theory	suggests	that	when	managers	act	in	their	self-interest,	they	may	make	suboptimal
investment	decisions	that	benefit	them	but	are	detrimental	to	shareholders.	For	example,	a	manager	might	overinvest	in	a	risky	project	that	promises	personal	rewards	(e.g.,	career	advancement)	while	ignoring	the	risk	it	poses	to	shareholders.	To	mitigate	such	risks,	investors	use	tools	like	financial	performance	metrics,	capital	budgeting	techniques,
and	due	diligence	to	assess	whether	management	is	making	the	right	decisions.	Agency	Theory	emphasizes	the	need	for	investors	to	carefully	evaluate	how	well	the	companys	incentive	structure	aligns	the	interests	of	management	with	those	of	shareholders.	Corporate	governance	is	a	system	of	rules,	practices,	and	processes	by	which	a	company	is
directed	and	controlled.	Agency	Theory	strongly	influences	corporate	governance	practices,	especially	in	large	publicly	traded	companies.	The	goal	is	to	ensure	that	management	acts	in	the	best	interest	of	shareholders.	For	example,	shareholder	voting	rights,	board	composition,	and	executive	compensation	structures	are	all	designed	to	minimize
agency	problems.	Managers	may	have	different	views	on	risk	compared	to	shareholders.	While	shareholders	may	be	risk-averse	and	focused	on	stable	returns,	managers	might	be	inclined	to	take	greater	risks,	seeking	personal	rewards	through	aggressive	business	expansion.	This	conflict	of	interest	often	creates	what	is	known	as	divergence	in	risk
preferences.	Risk	management	strategies,	such	as	the	implementation	of	hedging,	diversification,	and	clear	policies	regarding	risk-taking,	are	essential	tools	to	manage	the	potential	conflicts	arising	from	differing	risk	preferences	between	managers	and	shareholders.	Agency	Theory	underlines	the	importance	of	monitoring	and	incentivizing	managers
to	ensure	that	they	do	not	take	unnecessary	risks	that	could	harm	shareholder	value.	Lets	consider	the	case	of	a	publicly	traded	company	such	as	XYZ	Corp.	XYZ	is	listed	on	the	stock	exchange,	and	its	shareholders	are	interested	in	maximizing	their	return	on	investment.	The	CEO	of	XYZ	Corp.,	while	acting	as	an	agent	for	the	shareholders,	might
have	different	objectives,	such	as	maximizing	their	personal	compensation	or	building	an	empire	of	acquisitions	to	enhance	their	career.	To	illustrate	how	Agency	Theory	plays	out,	lets	assume	that	XYZ	Corp.	has	a	choice	between	investing	in	a	new	product	line	or	acquiring	another	company.	The	shareholders	may	prefer	the	product	line	investment,
which	offers	a	steady	return	with	lower	risk.	However,	the	CEO	may	prefer	the	acquisition,	as	it	could	lead	to	a	larger	company	and	a	higher	salary,	even	though	it	may	involve	more	risk.	If	the	agency	problem	is	not	addressed,	the	CEO	might	choose	to	pursue	the	acquisition,	even	though	it	is	not	in	the	best	interest	of	shareholders.	To	align	the	CEOs
incentives	with	those	of	the	shareholders,	XYZ	Corp.	could	offer	a	compensation	package	that	includes	performance-based	bonuses	tied	to	the	companys	stock	price	or	profits,	ensuring	that	the	CEOs	personal	goals	are	aligned	with	the	companys	success.	Agency	Theory	is	a	vital	framework	for	understanding	the	dynamics	between	principals	and
agents	in	financial	management.	It	helps	explain	why	conflicts	of	interest	arise	between	shareholders	and	management,	leading	to	inefficiencies	and	financial	risks.	By	understanding	the	causes	and	costs	of	agency	problems,	businesses	and	investors	can	take	measures	to	align	the	interests	of	all	parties,	ensuring	that	management	decisions	reflect	the
goals	of	shareholders	and	contribute	to	the	overall	success	of	the	organization.	The	relevance	of	Agency	Theory	extends	beyond	corporate	governance	into	areas	such	as	investment	decision-making	and	risk	management.	By	using	mechanisms	like	incentive-based	compensation,	ownership	structures,	and	rigorous	monitoring,	organizations	can
mitigate	agency	costs	and	improve	financial	outcomes.	As	the	financial	landscape	evolves,	the	application	of	Agency	Theory	will	continue	to	be	a	key	factor	in	maintaining	effective	governance	and	sustainable	business	practices.	It	reminds	us	that,	at	its	core,	financial	management	is	about	aligning	incentives,	fostering	trust,	and	ensuring	that	all
parties	involved	work	towards	the	same	goals.	Agency	theory	is	an	economic	principle	that	explores	the	relationship	and	conflicts	between	principals,	such	as	shareholders,	and	agents,	such	as	executives	or	managers,	who	are	hired	by	the	principals	to	perform	certain	tasks	on	their	behalf,	but	may	have	divergent	interests	and	access	to	asymmetric
information.	It	analyzes	issues	that	arise	from	this	arrangement,	including	risk	sharing,	information	reliability,	and	incentive	alignment.	Agent's	Interests	and	Principal's	ObjectivesThe	crux	of	the	principal-agent	problem	lies	in	the	potential	misalignment	between	the	agent's	interests	and	the	principal's	objectives.	As	the	person	(or	entity)	carrying	out
tasks	on	behalf	of	the	principal,	the	agent	might	have	unique	perspectives,	preferences,	or	goals	that	do	not	necessarily	match	those	of	the	principal.	For	instance,	while	a	companys	shareholders	(principals)	might	desire	increased	long-term	value,	the	management	(agents)	might	prioritize	personal	short-term	gains.	Potential	ConflictsConflicts
between	principals	and	agents	can	surface	in	a	variety	of	ways.	One	commonly	observed	form	is	moral	hazard,	a	situation	where	the	agent	is	inclined	to	take	greater	risks	because	the	consequences	will	largely	impact	the	principal.	Another	conflict	can	arise	from	adverse	selection,	a	scenario	that	occurs	if	the	agent	utilizes	their	superior	knowledge	or
expertise	to	promote	self-interest	above	the	welfare	of	the	principal.Mitigation	StrategiesTo	overcome	such	conflicts,	different	measures	can	be	implemented:1.	Appropriate	Incentive	StructuresBy	aligning	the	agent's	rewards	with	the	performance	of	their	tasks,	their	motivations	can	be	more	closely	matched	with	the	principal's	objectives.	The
incentives	could	include,	for	example,	profit	sharing,	performance	bonuses	or	promotion	opportunities.2.	Contracts	and	MonitoringA	contract	binding	the	agent	to	act	in	the	principal's	best	interest	can	be	useful.	However,	enforcement	can	be	both	tricky	and	costly.	Here	monitoring	mechanisms	come	into	play,	although	they	also	involve	transaction
costs.	Improving	transparency	and	making	information	more	accessible	can	help	reduce	disparity	in	knowledge	between	the	principal	and	agent.	This	could	mean	comprehensive	reporting,	regular	audits	or	open	communication	channels.4.	Stakeholder	EngagementFinally,	principals	can	engage	more	directly	and	frequently	with	agents	to	bridge
understanding	gaps.	This	active	participation	can	help	both	parties	to	comprehend	each	other's	concerns	better.While	there's	no	universal	solution	to	the	principal-agent	issue,	a	balanced	combination	of	the	strategies	mentioned	will	help	to	minimize	potential	conflicts	in	agency	relationships.	One	of	the	fundamental	elements	in	agency	theory	is	trust
that	is	garnered	between	the	principal	and	the	agent.	The	basis	of	the	theory	rests	on	the	effectiveness	of	these	two	parties	working	together	to	achieve	a	common	objective.Trust:	A	Crucial	ComponentTrust	may	be	considered	a	crucial	component	in	this	relationship	primarily	because	it	acts	as	a	buffer	against	any	information	asymmetry	or	conflicts
of	interests	that	could	potentially	arise.	Often,	principals	are	unable	to	fully	monitor	all	activities	of	the	agents.	Here,	trust	serves	as	the	substitute	for	exhaustive	inspection	or	verification,	and	as	a	tool	to	alleviate	adverse	selection	or	moral	hazard	problems.When	trust	exists	in	the	relationship,	agents	are	more	likely	to	act	in	the	best	interests	of	the
principal.	They	are	less	likely	to	take	opportunistic	actions,	that	is,	actions	that	generate	profits	for	themselves	at	the	expense	of	the	principal.	Trust-worthy	agents	are	less	likely	to	shirk	responsibilities	or	to	misuse	resources.	They're	likely	to	provide	honest	information,	deliver	on	promises,	and	are	generally	more	reliable.Influence	on	OutcomesThe
direct	correlation	between	trust	and	performance	outcomes	is	also	noteworthy.	As	the	level	of	trust	increases,	so	does	the	level	of	cooperation	between	the	principal	and	the	agent.	This	results	in	a	higher	likelihood	of	achieving	the	joint	objectives,	and	positive	returns	for	both	parties.	Especially	in	long-term	relationships,	trust	can	contribute	towards
agent	commitment,	thereby	facilitating	ongoing	collaboration	and	mutual	benefits.Trust,	Risk	and	Incentive	MechanismsTrust	can	also	moderate	the	level	of	risk	in	the	principal-agent	relationship.	When	trust	is	high,	the	perceived	risk	associated	with	the	delegation	of	power	to	the	agent	is	diminished.	This	can	save	the	principal	from	the	need	for
extensive	control	systems	and	complex	incentive	mechanisms	aimed	at	monitoring	and	influencing	the	agent's	behaviors.Conversely,	a	lack	of	trust	can	lead	to	heightened	perceived	risk,	higher	control	costs,	and	potentially	negative	impacts	on	the	dynamics	of	the	relationship	and	its	outcomes.In	conclusion,	trust	in	agency	theory	is	vital	not	only	as	a
means	of	reducing	potential	self-serving	behaviors,	but	also	as	a	catalyst	for	productive	cooperative	behaviors,	thus	impacting	performance	outcomes.	Under	the	influence	of	agency	problems,	decision-making	often	gets	detoured	from	the	best	route.	A	keen	perspective	brings	incentives	into	view	as	a	powerful	tool	in	combating	such	monetary
dilemmas.	Incentives	are	a	vital	part	of	the	equation	when	discussing	agent	behavior	and	its	relation	to	the	principal's	objectives.Role	of	IncentivesIncentives	in	the	financial	world	are	often	structured	as	rewards	or	bonuses	tied	to	performance.	They	are	designed	to	drive	agents	towards	actions	that	yield	the	most	value	for	the	principal.	However,	one
must	remember	that	not	all	forms	of	incentives	are	effective	and	must	be	tailor-made	to	fit	the	situation.For	instance,	if	an	agent's	remuneration	is	tied	to	the	short-term	performance	of	a	firm,	it	might	induce	the	agent	to	embark	on	high-risk	ventures	in	hopes	of	quick,	significant	gains,	putting	the	firm	in	a	dangerous	position.Aligning	Incentives	with
the	Principal's	GoalsMaintaining	a	congruence	between	the	rewards	of	an	agent	and	the	aims	of	a	principal	forms	a	core	solution.	By	aligning	incentives,	the	agent's	pursuits	automatically	lean	towards	what	is	best	for	the	principal.	This	refers	to	the	process	of	structuring	rewards	such	that	the	agent	is	motivated	to	make	decisions	that	are	beneficial
to	the	principal.	Consider	a	scenario	where	a	company's	CEO	the	agent	is	offered	stock	options	as	a	part	of	his	incentives.	This	crafts	a	scenario	where	the	CEO's	personal	wealth	becomes	directly	tied	to	the	company's	performance.	Now,	if	the	CEO	aims	to	increase	personal	wealth,	he	needs	to	make	sure	the	company	performs	well,	thus	aligning	his
interests	with	those	of	the	principals.Minimizing	Agency	CostsWhen	the	agent's	incentives	align	with	the	principal's	objectives,	the	risk	of	agency	problem	reduces	significantly,	effectively	compressing	the	agency	costs.	The	cost	of	agent	monitoring,	bonding,	and	potential	residual	losses	sum	up	agency	costs.	The	steeper	the	alignment	of	the	agent's
rewards	with	the	principal's	objectives,	the	lower	these	costs.A	word	of	caution	though	incentive	design	should	also	take	into	account	the	agent's	risk	aversion.	It	becomes	a	balancing	act,	ensuring	the	agent's	incentives	do	not	drive	reckless	behaviors	while	also	keeping	them	motivated,	serving	to	set	the	stage	for	healthier	relations	between	the
agent	and	the	principal.	This	positively	impacts	the	overall	performance	of	the	firm,	leading	to	a	possible	surge	in	efficiency	and	profitability.	With	the	reduction	of	potential	conflict	areas,	firms	can	then	direct	their	focus	onto	growth	and	development	strategies.	With	a	deep	understanding	of	the	agency	theory,	it	becomes	crucial	to	delve	into	the	idea
of	agency	costs.	Agency	costs	are	essentially	the	expenses	borne	by	a	business	entity	to	ensure	that	each	party	involved	in	a	transaction	acts	in	accordance	with	the	established	idea	of	"rational	economic	behavior."	These	costs	are	typified	as	costs	arising	from	the	divergence	of	control,	interests,	or	goals	between	the	principals	(the	owners	or
shareholders)	and	the	agents	(the	managers	or	decision-makers).Impact	on	Organizational	EfficiencyThe	inefficiencies	in	an	organization	can	often	be	traced	to	these	very	agency	costs.	The	presence	of	agency	costs	indicates	a	deviation	from	shareholders	interests	by	the	managers,	leading	to	reduced	value	gains	for	shareholders.	The	extra
expenditures	required	to	monitor	activities,	set	up	contracts,	and	enforce	those	contracts	can	significantly	strain	an	organizations	resources	and	efficiency.For	instance,	to	ensure	conformity	with	business	goals	and	shareholder's	interests,	a	company	might	install	surveillance	or	reporting	systems	to	monitor	managerial	decisions	and	activities.
Likewise,	a	business	might	need	to	hire	experts	to	enforce	contracts,	making	sure	that	managers	comply	with	the	terms	and	policies	set	by	shareholders.	These	control	activities,	while	strengthening	the	alignment	between	the	principals'	and	agents'	interests,	lead	to	increased	agency	costs	and	reduced	overall	efficiency.	It	is	a	demonstration	of	the
trade-off	between	control	and	efficiency	at	play.Reducing	Agency	CostsReducing	agency	costs	is,	therefore,	a	vital	organizational	pursuit,	which	can	lead	to	enhancement	of	operational	efficiency.	It	revolves	around	aligning	the	interests	of	principals	and	agents.One	way	of	achieving	this	alignment	could	be	through	the	use	of	performance-based
incentives.	By	tying	a	portion	of	the	managers	compensation	directly	to	the	companys	success,	managers	are	likely	to	act	in	ways	beneficial	for	the	company	and	its	shareholders.Another	method	can	be	the	implementation	of	a	better	corporate	governance	structure.	This	would	involve	policies	and	procedures	to	ensure	accountability,	fairness,	and
transparency	in	a	company's	relationship	with	all	its	stakeholders.Lastly,	fostering	an	environment	that	strongly	discourages	misaligned	behaviors	and	decisions	can	also	be	useful.	This	could	be	achieved	through	a	strong	cultural	shift,	promoting	transparency,	accountability,	and	dedication	to	shared	goals.In	conclusion,	while	agency	costs	are	an
inevitable	facet	of	agency	theory,	efficient	management	of	these	costs	can	not	only	promote	organisational	efficiency	but	can	also	improve	shareholder	wealth	in	the	long	run.	Role	of	Agency	Theory	in	Corporate	GovernanceAgency	theory	plays	a	fundamental	role	in	corporate	governance.	This	theory	guides	the	relationship	between	principles,	such	as
shareholders,	and	agents,	such	as	executives	or	managers.	Trust,	risk,	and	the	separation	of	ownership	and	control	are	crucial	considerations	in	this	regard.Impact	on	Board	StructuresIn	terms	of	board	structure,	agency	theory	impacts	its	design	significantly.	The	theory	suggests	a	need	for	boards	that	are	independent	and	able	to	monitor
management	effectively.	This	gives	rise	to	more	non-executive	directors,	with	their	primary	responsibility	being	to	oversee	executives'	actions,	thus	mitigating	agency	problem.Some	corporations	adopt	a	two-tier	board	structure	to	further	decentralize	power.	This	structure	separates	the	board	into	a	supervisory	board,	which	includes	non-executive
directors,	and	a	management	board	comprising	executive	directors.Effect	on	Executive	CompensationAgency	theory	also	has	a	profound	effect	on	executive	compensation.	Pay	packages	based	on	this	theory	are	designed	to	align	the	interests	of	managers	with	shareholders.	This	is	achieved	through	the	implementation	of	performance-based	incentives.
These	incentives	can	take	several	forms,	such	as	stock	options,	bonuses	tied	to	the	company's	financial	performance,	or	profit	sharing.The	formation	of	compensation	committees,	typically	comprised	of	independent	directors,	is	another	common	practice.	These	committees	are	tasked	with	setting	and	reviewing	executive	pay,	thus	ensuring	pay
correlates	with	company	performance	and	enhances	value	for	shareholders.	Regarding	shareholder	rights,	agency	theory	underscores	their	importance.	Shareholders,	as	principals,	have	the	right	to	vote	on	significant	corporate	decisions,	like	the	appointment	of	directors	or	approval	of	significant	transactions.	Agency	theory	also	advocates	for
shareholders'	rights	to	information.	As	it	supports	transparency	and	accountability,	it	encourages	regular	and	open	communication	with	shareholders.	This	includes	the	disclosure	of	financial	results,	executive	pay	schemes,	and	other	material	information	shareholders	need	to	make	informed	decisions.Hence,	it's	clear	that	agency	theory	guides	many
facets	of	corporate	governance,	shaping	how	corporations	are	organized	and	managed.	The	intersection	of	agency	theory	and	corporate	social	responsibility	(CSR)	provides	considerable	complexities.	As	we	previously	discussed,	agency	theory	revolves	around	the	relationship	between	principals	(such	as	shareholders)	and	agents	(such	as	managers),
both	of	whom	may	hold	different	objectives.Principal's	Perspective	on	CSRFrom	a	principal's	standpoint,	engaging	in	CSR	practices	can	be	viewed	as	a	key	driver	for	sustainable	business	growth.	By	adopting	ethical	standards,	companies	can	establish	a	stronger	reputation	and	relations	with	consumers,	thereby	fostering	longer-term	profitability.
Indeed,	principles	are	often	more	likely	to	support	green	initiatives,	philanthropy,	and	worker	rights,	viewing	these	as	means	to	safeguard	their	investments	by	ensuring	the	firm's	sustainability	and	social	acceptance.	Conflicts	in	the	Agent's	Pursuit	of	ProfitHowever,	conflicts	can	still	arise.	For	example,	a	manager	might	prioritize	short-term
profitability	to	secure	their	own	interests,	potentially	conflicting	with	the	CSR	goals	set	by	principals.	This	could	lead	to	decision-making	that	overlooks	certain	aspects	of	CSR,	focusing	more	on	immediate	financial	gain.	Cutting	corners	on	environmental	standards,	forgo	social	investments,	or	compromising	on	employee	benefits	are	some	potential
manifestations	of	this	conflict.	The	Delicate	Balance	in	Agency	Theory	and	CSRTherefore,	the	implications	of	agency	theory	on	CSR	policies	highlight	the	delicate	balancing	act	between	the	short-term	interests	of	agents	and	the	long-term	sustainability	objectives	of	principals.	This	balance	is	integral	for	companies	that	aim	to	satisfy	shareholder
expectations	whilst	also	meeting	their	social	and	environmental	responsibilities.	Managers	must	be	cognizant	of	this	balance	and	consider	both	profit	and	CSR	to	act	in	the	best	interests	of	their	principals.	Adopting	a	comprehensive	perspective	that	includes	profitability	with	responsibility	could	potentially	bridge	this	gap,	aligning	both	agent	and
principal	ambitions.	As	such,	this	relationship	indicates	the	need	for	clear	communication,	transparency,	and	mutual	understanding	of	the	company's	ultimate	objectives	and	strategies.	Risk	management,	an	integral	element	in	any	business	or	corporate	decision-making	process,	plays	a	paramount	role	in	resolving	agency	conflict.	Principals,	or	the
owners	of	the	business,	and	the	agents,	or	the	managers	they	hire,	may	sometimes	find	their	interests	misaligned	due	to	the	inherent	nature	of	the	principal-agent	relationship.	The	response	to	these	frictions	lies	in	robust	risk	management	strategies.Risk	Management	Techniques	to	Minimize	Agency	ConflictStrategic	risk	management	can	streamline
the	interests	of	principals	and	agents,	bringing	them	onto	the	same	page.	Several	techniques	captivate	this	approach:HedgingHedging	is	a	strategic	tool	utilized	to	curb	market	risk.	By	securing	alternate	investment	options	designed	to	offset	possible	losses,	firms	ensure	that	their	exposure	to	unwanted	risks	is	minimized.*	Hedging,	while	shielding
the	firm	from	market	risk,	also	establishes	a	more	secure	environment	for	agents	to	operate.	This	alignment	of	incentives	augments	the	incentive	for	risk-averse	agents	to	act	on	behalf	of	the	principal.DiversificationDiversification	is	another	fundamental	risk	management	tool	that	minimizes	agency	conflicts.	It	involves	broadening	the	investment
portfolio	to	integrate	a	wide	range	of	assets,	therefore	reducing	the	exposure	to	any	single	investment	risk.*	From	an	agents	perspective,	diversification	mitigates	personal	employment	risk.	By	diversifying	the	principals	portfolio,	they	not	only	minimize	the	financial	risk	but	also	minimize	the	potential	for	job	loss	due	to	poor	firm	performance.	As
such,	diversification	aligns	the	agent's	personal	risk	preferences	with	the	principal's	financial	objectives.Incentive-Based	CompensationIncentive-based	compensation	structures	are	strategically	designed	to	align	the	interests	of	principals	and	their	agents.	These	could	include	profit-sharing,	stock	options,	and	performance-linked	bonuses.*	Profit
sharing	and	stock	options	lead	agents	to	base	their	decisions	on	the	long-term	success	of	the	company,	as	their	own	financial	gain	is	directly	tied	to	company	performance.	This	mitigates	the	agency	conflict	by	aligning	the	agent's	actions	with	the	principal's	interests.Through	these	structured	risk	management	strategies,	the	interests	of	principals	and
agents	can	be	harmonized,	substantially	minimizing	agency	conflict.	While	there	may	be	other	factors	influencing	agency	conflict,	strategic	risk	management	most	directly	addresses	this	challenge,	working	towards	creating	a	collaborative	and	unified	platform	where	both	parties	can	work	in	unison	towards	collective	gains.	Information	asymmetry
plays	a	pivotal	role	in	agency	theory.	Essentially,	it	refers	to	a	situation	in	which	one	party	involved	in	a	transaction	possesses	more	or	better	information	than	the	other.	Such	disparity	in	information	can,	however,	pose	significant	challenges.A	primary	concern	lies	in	the	possibility	of	creating	a	moral	hazard.	This	scenario	occurs	when	the	agent	can
take	advantage	of	their	superior	information	to	act	in	ways	that	are	beneficial	to	them,	even	if	they	prove	detrimental	to	the	principal.	For	instance,	a	real	estate	agent	might	convince	a	buyer	to	purchase	a	property	at	a	higher	price	than	its	actual	market	value	to	earn	higher	commission,	leveraging	their	detailed	knowledge	about	the	property's
worththe	buyer,	who	is	at	an	informational	disadvantage,	is	none	the	wiser.Similarly,	information	asymmetry	can	also	give	rise	to	adverse	selectiona	situation	wherein	an	individual	uses	their	superior	knowledge	to	make	choices	that	negatively	affect	the	other	party.	To	illustrate,	an	insurance	firm	might	attract	a	disproportionate	number	of	high-risk
clients	if	it	lacks	sufficient	information	to	appropriately	assess	and	price	the	risk	associated	with	each	client	accurately.	Meanwhile,	clients	with	lower	risk	profiles	might	seek	more	competitive	rates	elsewhere,	leaving	the	insurer	with	a	pool	of	riskier	policies.In	both	moral	hazard	and	adverse	selection	scenarios,	the	principal	is	at	risk	of	financial
harm	because	they	cannot	effectively	monitor	or	anticipate	the	agent's	actions.	Therefore,	reducing	information	asymmetry	is	recommended	to	curtail	these	potential	issues	and	optimize	the	principal-agent	relationship.	Agency	theory	involves	principles	and	agents	in	a	relationship	that	binds	their	relationship	based	on	the	principals	interests.	The
agents	carry	out	the	tasks	delegated	by	the	principals.	However,	it	is	also	common	for	agents	to	diverge	from	the	principals	interests,	initiating	a	conflict	of	interest.	So,	how	does	agency	theory	outline	organizational	conflicts?	And	how	does	it	define	the	relationship	between	the	agents	and	the	principals?	Keep	reading	this	article	to	find	out	your
answer.	Agency	theory	deals	with	the	principles	that	pay	attention	to	the	relationship	between	principals	and	agents.	According	to	this	theory,	there	are	two	entities	the	principals	and	the	agents.	The	principal	is	a	superior	entity	that	delegates	specific	tasks	among	the	agents.	These	roles	can	change	across	different	settings	like	business	and	politics.
In	business,	the	shareholders	are	the	principals.	In	the	political	context,	elected	representatives	are	the	agents,	and	their	constituents	are	the	principals.	In	the	corporate	sector,	the	agency	theory	points	to	the	term	conflict	of	interest.	If	the	agents	are	not	acting	according	to	the	interests	of	their	principals,	then	there	might	be	internal	conflict	inside
the	organization.	Conflict	of	interest	can	stem	from	incompatible	desires.	The	result	is	usually	financial	loss	or	the	loss	of	the	principals.	Undoubtedly,	the	agency	theory	is	something	one	should	keep	in	mind.	Go	through	this	article	if	you	want	to	learn	about	it.	The	agency	theory	or	the	principal	agency	theory	deals	with	the	process	of	task	delegation
among	the	agents	by	the	principles.	This	theory	also	explains	the	issues	and	solutions	regarding	task	delegation.	William	Meckling	and	Michael	C.	Jensen	popularized	the	agency	theory.	According	to	this	theory,	the	principals	delegate	specific	tasks	to	their	agents	with	the	necessary	authority	and	autonomy	to	finish	the	job	in	time.	Conflict	between
the	agents	and	the	principals	is	familiar	but	unwanted.	Such	issues	or	conflicts	usually	arise	because	of	the	agents	and	principals	conflict	of	interest.	Another	reason	can	also	be	information	asymmetry.	The	agency	theory	exists	to	minimize	the	possibility	of	conflicts	of	interest	or	information	asymmetry.	It	promotes	building	a	relationship	between	the
agents	and	the	principals.	Multiple	studies	have	focused	on	detailing	different	scenarios	under	which	the	agents	may	diverge	from	the	principals	interests.	These	studies	also	outline	different	governance	frameworks	that	would	restrict	the	self-serving	intentions	of	the	agents.	It	also	ensures	that	the	agents	always	align	themselves	with	the	principals
interests.	For	example,	the	agent	can	usually	operate	in	the	best	interest	of	the	principals	if	the	agreement	between	them	is	based	on	an	outcome.	Also,	the	agent	can	work	in	the	best	interest	of	the	principals,	with	the	principals	having	information	to	verify	the	agents	action.	The	expert	principal-agent	researchers	focus	on	the	principal-agent
interactions	and	help	create	an	ideal	contract	between	them.	The	most	effective	contract	between	the	agents	and	the	principals	is	the	behavior-based	contract.	The	principal	purchasing	the	agents	conduct	in	the	situation	is	the	reason	behind	it.	The	agent	is	also	presumably	more	risk-averse	compared	to	the	principals.	That	is	why	an	outcome-based
contract	easily	passes	the	risk	to	the	agent.	The	agency	theory	is	really	helpful	for	keeping	an	effective	contract	between	the	agents	and	the	principals.	Here	are	different	types	of	relationships	under	the	agency	theory	The	most	common	agency	theory	relationship	outlines	shareholders	of	a	company	and	the	company	executives	in	a	principal-agent
relationship	contract.	The	investors	of	the	company	or	the	shareholders	are	the	principals.	The	agents	are	the	company	executives	who	run	the	company	and	are	funded	by	the	principals	(shareholders).	The	management	of	the	company	can	make	a	remarkable	impact	on	investment.	Hence,	the	farm	management	needs	to	make	a	wise	and	apt	decision.
Another	type	of	agency	theory	relationship	is	visible	between	a	CEO	and	the	board	of	directors.	In	this	case,	the	CEO	is	the	agent,	and	the	board	of	directors	is	the	principal.	The	board	of	directors	is	there	to	support	the	CEO	if	they	are	able	to	make	profitable	decisions.	The	flip	side	of	this	agency	theory	relationship	suggests	that	the	CEO	can	initiate
a	conflict	of	interest	by	following	their	own	interest,	which	hurts	the	companys	financial	health.	If	you	are	familiar	with	the	mutual	fund	landscape,	then	you	know	the	role	a	fund	manager	and	an	investor	plays.	According	to	agency	theory,	the	fund	manager	is	the	agent,	and	the	investor	is	the	principal.	The	fund	manager	is	an	individual	who	receives
a	commission	based	on	the	average	asset	under	their	management	(AUM).	The	outcome-based	relationship	here	prompts	the	fund	manager	to	work	according	to	their	principals	interest	(increasing	profit).	But,	if	they	were	to	report	loss	or	less	profit,	then	the	principal-agent	relationship	is	affected.	Here	are	some	common	advantages	and
disadvantages	of	the	agency	theory	Thanks	to	the	agency	theory,	it	is	possible	to	resolve	lots	of	differences	and	disputes	between	the	agents	and	the	principals.	The	incentives	motivate	the	agents,	which	reduces	the	losses	of	the	agencies	or	the	farm.	Compensating	agents	based	on	their	performances	can	help	cut	agency	losses.	With	more
transparency	between	the	agents	and	the	principals,	there	remains	less	room	for	conflicts	of	interest.One	of	many	drawbacks	of	the	agency	theory	lies	in	its	theoretical	focus	on	the	agent-principal	relationship.	The	theory	ignores	a	vast	spectrum	of	human	intentions	by	emphasizing	solely	opportunistic	and	self-interested	behavior.	In	the	case	of	a
shareholder-executive	relationship,	an	approach	based	on	shareholders	interest	can	limit	the	use	of	strategic	choices	and	collective	activities.	Many	have	criticized	the	theory	for	the	oversimplification	of	organizational	conflicts.	Also,	its	emphasis	on	the	need	for	mathematical	complexity	to	identify	agency	problems	and	solve	them	is	also	criticized.
Going	through	the	relationship	types	under	agency	theory	gives	you	a	tour	of	the	real-world	implementation	of	this	theory.	It	has	its	merits	and	drawbacks,	but	the	theory	helps	understand	and	identify	different	issues	within	an	organization.	It	uses	the	principals	interest	as	the	base	and	identifies	the	agents	incapability	or	unwillingness	to	carry	out.
Hence,	a	conflict	of	interest	arises.	Read	Also:	Agency	theoryexplains	the	relationship	between	agents	and	principals.	A	principal	relies	on	an	agent	to	execute	certain	business	or	financial	transactions	on	their	behalf	and	to	represent	their	interests	without	regard	forself-interest.	Common	principal-agent	relationships	include	shareholders	and
management,	financial	planners	and	clients,	financial	advisors	and	clients,	and	lessees	and	lessors.	Agency	theory	attempts	to	explain	and	resolve	disputes	between	principals	and	their	agents.Principals	rely	on	agents	to	execute	financial	transactions	for	them	without	regard	for	the	latter's	self-interest.The	difference	in	priorities	and	interests	between
agents	and	principals	is	known	as	the	principal-agent	problem.Conflicts	of	interest	may	arise.Common	principal-agent	relationships	include	shareholders	and	management,	financial	planners	and	clients,	financial	advisors	and	clients,	and	lessees	and	lessors.	Principals	delegate	decision-making	authority	to	agents.	Financial	decisions	made	by	the
agent	affect	the	principal.	Differences	of	opinion,	and	even	differences	in	priorities	and	interests,	can	arise.	Agency	theory	assumes	that	the	interests	of	a	principal	and	an	agent	do	not	always	align.	This	is	referred	to	as	the	principal-agent	problem.	Financial	planners	and	portfolio	managers	are	agents	on	behalf	of	their	principals	and	are	given
responsibility	for	the	principals'	assets.	A	lesseemay	be	in	charge	of	safeguarding	assets	that	do	not	belong	to	them.	Even	though	the	lessee	is	tasked	with	taking	care	of	the	assets,	the	lessee	has	less	interest	in	protecting	the	goods	than	the	actual	owners	have.	Companies	may	seek	to	minimize	disputes	between	principals	and	agents	through
corporate	policy.	These	conflicts	may	present	normally	ethical	individuals	with	opportunities	formoral	hazard.	Agency	theory	addresses	disputes	that	arise	with	a	difference	in	goals	or	a	difference	in	risk	aversion.	Company	executives	may	wish	to	expand	a	business	into	new,	high-risk	markets.	However,	this	could	pose	an	unjustified	risk	to
shareholders	concerned	with	the	long-term	growth	of	earnings	and	share	price	appreciation.	Incompatible	risk	tolerance	levels	may	exist	for	a	principal	and	an	agent.	Shareholders	in	a	bank	may	object	that	management	has	set	the	bar	too	low	on	loan	approvals,	thus	taking	on	too	great	a	risk	of	defaults.	The	principal	often	lacks	information	about
how	an	agent	performs	for	them	and	must	trust	that	the	agent	acts	ethically.	Agents	may	be	motivated	through	corporate	governance	to	act	in	unison	with	the	principal's	interests.	To	determine	whether	or	not	an	agent	acts	in	their	principal's	best	interest,	the	standard	of	"agency	loss"	is	a	commonly	used	metric.	Agency	loss	is	the	difference	between
the	optimal	results	for	the	principal	and	the	consequences	of	the	agent's	behavior.	Incentives	may	be	offered	to	corporate	managers	to	maximize	the	profits	of	their	principals.	Stock	options	awarded	to	company	executives	have	their	origin	in	agency	theory.	These	incentives	seek	to	optimize	the	relationship	between	principals	and	agents.	Other
practices	include	tying	executive	compensation	in	part	to	shareholder	returns.	However,	these	practices	may	also	endanger	long-term	company	growth	by	boosting	short-term	profits.	This	can	often	be	seen	in	budget	planning,	where	management	reduces	estimates	in	annual	budgets	so	that	they	are	guaranteed	to	meet	performance	goals.	Agency	loss
drops	when	the	agent	and	principal	hold	similar	interests,	want	the	same	outcome,	and	the	principal	has	insight	into	the	level	of	service	they	are	receiving	from	the	agent.	The	principal-agent	problem	arises	when	an	agent	acts	in	a	way	that	is	contrary	to	the	best	interests	of	the	principal.	It	can	occur	in	any	situation	in	which	the	principal	delegates
direct	control	over	an	asset	to	another	party,	or	agent.	For	example,	a	house	buyer	may	suspect	that	a	realtor	they've	engaged	to	help	them	find	a	home	is	more	interested	in	a	commission	than	in	the	buyer's	concerns.	By	definition,	an	agent	uses	the	resources	of	a	principal.	For	example,	a	principal,	say,	an	investment	management	firm	client,
engages	a	financial	advisor	to	invest	their	money.	The	principal	has	entrusted	money	to	that	financial	advisor	and	their	firm,	but	has	little	or	no	day-to-day	input	in	investing	it.	In	this	instance,	the	financial	advisor,	or	agent,	is	the	decision-maker	but	is	incurring	little	or	no	risk	because	any	losses	that	result	from	their	decision-making	will	be	borne	by
the	principal.	The	relationship	between	agents	and	principals	is	explained	through	agency	theory.	Agents	must	represent	the	best	interests	of	the	principal,	but	differences	in	opinion	may	occur.	A	common	principal-agent	relationship	is	that	of	a	client	and	financial	advisor.The	relationship	between	business	owners	and	business	management	gets
complicated	when	they're	not	the	same	people.	One	approach	to	understanding	it	is	agency	theory:	Managers	are	agents	for	the	owners	and	are	obligated	to	represent	their	best	interests.	Types	of	agency	problems	arise	when	managers'	self-interest	conflicts	with	that	of	the	owners.Agency	theory	describes	members	of	business	management	as	agents
who	serve	the	interests	of	the	shareholders.	Agents	increase	the	value	of	the	owners'	investment	in	return	for	which	the	owners	reward	the	managers.	In	practice,	agent	and	owner	interests	don't	always	align.Article	continues	below	this	adAgency	theory	took	shape	in	the	1970s,	according	to	Encyclopedia	Britannica.	The	theory	defines	the	agent-
principal	relationship	as	an	implied	or	formal	contract	in	which	the	principal	hires	the	agent	to	look	out	for	the	principal's	interests.	In	business,	for	example,	the	investors	in	a	company	expect	management	to	provide	a	good	return	on	the	investors'	money.Agency	theory	says	both	principals	and	agents	act	in	their	own	self-interest,	which	can	work	for
their	mutual	benefit.	Top	management,	for	example,	is	motivated	by	high	pay	or	corporate	perks.	To	keep	these	things,	they	maximize	the	shareholders'	returns.	Owners	are	motivated	to	reward	capable	executives	because	they	generate	profits.Article	continues	below	this	adAn	agency	problem	between	managers	and	shareholders	can	develop	when
managers	have	different	knowledge	and	perspectives	than	owners	have,	according	to	the	eFinance	Management	website.	Managers	may	decide	that	the	company's	health	requires	retaining	earnings	rather	than	issuing	large	dividends.	The	owners,	who	don't	have	the	same	in-depth	knowledge	of	the	company's	position,	may	think	the	managers	have
failed	and	demand	an	explanation.Risk	is	another	of	the	causes	of	agency	problems	because	agents	and	principals	often	assess	risk	differently.	Fin2Learn	website	says	shareholders	may	be	willing	to	tolerate	greater	risk	than	managers	because	of	the	lure	of	greater	rewards.	Managers	who	don't	see	the	same	gains	from	risky	moves	may	be	more
cautious.Other	types	of	agency	problems	develop	not	from	different	knowledge	but	from	different	agendas.	Rather	than	maximizing	the	shareholders'	interests,	managers	may	adopt	policies	that	benefit	their	own	bottom	line.Article	continues	below	this	adThe	Corporate	Finance	Institute	describes	two	main	methods	for	keeping	agents	acting	in	the
principals'	interest	rather	than	their	own.	One	is	to	draw	up	an	explicit	contract	spelling	out	what	the	agent	is	obligated	to	do.	The	second	is	to	reward	them	financially	when	they	deliver	by	offering	stock	options	or	bonuses.These	are	not	perfect	solutions,	though.	Managers	may	prioritize	meeting	benchmarks	that	generate	rewards	from	the	owners,
even	if	this	hurts	the	company.	For	example,	the	ToolsHero	management	website	says	managers	may	focus	on	solving	problems	or	boosting	metrics	that	earn	bonuses,	ignoring	other	matters	that	are	just	as	important.This	is	why	principals	often	spend	money	monitoring	their	agents.	An	in-depth	audit	isn't	cheap,	but	it	can	detect	many	types	of	agency
problems.	Protecting	their	interests	may	also	impose	a	cost	on	agents,	such	as	requiring	them	to	take	out	a	surety	bond	against	their	failure.	As	long	as	the	costs	are	less	than	the	benefits	both	sides	gain	from	the	agency/principal	relationship,	the	added	security	is	worth	it.

What	is	agency	theory	in	corporate	finance.	What	is	agency	theory.	What	is	agency	theory	in	financial	management.	What	is	agency	theory	in	business.	What	is	agency	theory	in	accounting.	What	is	agency	theory
in	business	finance.	What	is	the	agency	problem.


