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5 The problen of moral hazarcl arises when the princip"t cannot otui" tne asentr *ti^

between the interests of ihe managers and of the sharehotders. This in tum may give rise ra

the problem of moral hazard.5

There seems to be a widespread agreement thar the potentiat exists for a divergence of

the interests ol owners and managels. Such a divergence could only exist if the monitoring

and reporting Focesses did not fully report all altemative choices available ro managers and

their decisions. It is inevitable that the agency cosrs of complete moniroring would usually

increase to apoint at which fufther moniioring costs were unlikely to be justified by the expected

benefirs. lr is rhercfore now widely accepted that the repofts (to shareholders and capital markels)

emanating from listed companies do not usually provide a complere picture of management's

options and decisions, so rhar there exisls a situaiion of infomarion asymmetry (IA) berween

managen and shaftholders. Witbin the contexr ol an agency relarionship. tA generally refers

to situations in which the agen! has more information abour the firm rhan rhe principal.

Once IA is acknowledged, then the porenrial for rnanagement obj ecrives other than the MSW

also has to be accepted as a possibility. One area in which such conflict may arise is ihe capiral

budgetingdecision.Logically.capitalbudgetingdecisionsshoutdhavetheobjectiveofmaximising

the wealth created within the firm if it i s to benefit rhe contributors of its resources. In conj unction

with the consideration of retum to the firm, capiral budgeting process has also been concemed

with the nsk to which the fi1m is exposed. civen the dominanr pamdigm where rhe prescribed

objective function is MSW, porrfolio and capiral rnarkei theories suggesr rhat rhe risk relevanr

in a capital budgeting decision is rhe marker-wide risk thar affects all firms in rhe economy

which is defined as systematic risk risk that is specific to rhe fjrm (unsysrematic risk) is considered

inelevant. Clearly rhis srance n based on the perspective ofdiversified shareholders. tt toltows

I 5::;:e

.?:r.if1,1 ::

: {F.

and'theaqentmarhawanincenttuetoactinamannerwhichis.li,ffercntfromwhatwas
agreedinthe ehplolnent cont ract ( Scapens, 1990, p. I50). Sone other definiti.,ns of,,nont
hazard' (see [Pautr, 1968, p. 535]) arc speciJ'ically in the contert of dn insure*ins tee
relationship, which b an agenq relationship (see StrcnE and Walker, t987, pp. 166-167).
One de|'intion listed br PauD is that of Buchanan (1964) which can be put in the context
ol a genercl aqencJ relationship to rcad: "MorcI hdzatd is e.rery deliation (on the paft oJ
the age t )fton corre.t human behariour th.tt ma! pose a problem fot a pnncipat". Erdnples
of studies in the rtnance literuturc rclotin? to morul hazard include Stislit. and Weds (1981)
who dereloped nodels that take .ataunt of morcl haza which leods to equilibiun crcdit
rationing: Guxentag and Hefine (1984) ||ho considercd the presence of moral hazad in
the bornwer's selection of iwestment Drci.c^.
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to tne agent wlile several exampies ofagency relarionship canbeciied, the one beiween owners
and manager can be regarded as mosr important (and cause grear concem) from an economjc
and business point of view. In a company, shareholders and board of directors delegale mosr
decision mating aulhority to rnanagers. Indeed, Strong and Waiker (1987) are of rhe opinion
uat:

"From an economic point of view Fobabty rhe mosr important agency relationships
fie the conractual relationships berween the managers and the various classes ofourside
nvestors m large public cornpaniej.. (p. 167)

Agency relarionships have special features and chajacteristics rhat aft porentially probtemaric
Indeed, the atiention that has been given to sDch features and characreristics by the aca{iemic
circle has given rise ro a body ofknowledge widely known as the ..agency 

theory.j. ceneratly,
the theory.epresenrs an attempt ro analyse rhe agreemenrs and contrors rhat could iead towards
principai-agen! goal congruence. The several strands thal have emerged from rhe agency-rheoretic
literature include examinarion of optimal contracrual (insurance) scheme (Spence and Zeckhauser
197 1), analysis of pdncipal-agenr problem (Ross, 1973 ).6 analysis of agency cos.r (Jensen and
Meckling. 1976) and rhe efficiency of rhe corporate form given the existence of managerjal
labour market (Fama, 1980). Nonerheless, the discussion of fte agency theory has been ap
proachedalong two distinctlines, lhe principal_agen!tirerarure and the posirive agency literature

Gee Jensen and Smirh, 1985: Shong and Walker, 1987). The fomer artemprs to presc.ibe
opnmum incenrive schemes for an agency contracting paities with conflicting inlerest. Thus
lt is normarive in nature, generally mathematical and non,empiricatly oriented. The latter
basically concems itseifwith attempts to explain rhe effect of certain factors (e.g. contracting
environment,3 moniroring and bonding techniquet on organisational forms that su lve (Jensen.

1983). Thus it attemprs ro ..explain why certain types of organisational form tend to dominate
certain areas of economic activity.. (Strong and Walker, 198?, p. 193); therefore, the literature
is generally non,mathematical and empirically orienred.

6 fl" 
"tt""*nthe publication oJ these two papers.

A.Ben.r ca in.lude the noaircring erp?nditut?\ t4 *e principat. and bondnR e.rp?aditures(by.rhe ascntt ot a conrc ptu, lhp ft.iduat tas, 
"niit ,r itte ,atue o1 "",;,, i,,; d*;

-enforceme 
t cost erceeding the benejits.

' Examp.les of.contractine enrna nents a/e capital intensiry, degrce of speciatisation of assets.capital markets, i formation cost an(l internat and exemat iabour natt "t
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the fact that the management (co.rtrol) of most large firms is divorced from their ownership.r2

Since then there has been much speculation about the objectives hetd by these managers wirh

regard to the operation of the fims; for example, whether such managers are as concemed abour

profit naximisation as an owner-entrepreneur would be. In this regard the economics aliscipline

has, since 1959, offered at least three theories (of the firm) that concem managerial behaviour

in relation to the fiIms' objectives. Baumol's (1959) theory of sates rcvenue, for exampte

maintains that managers obtain satisfaction from prestige and power. Since these anribures are

correlated more closely with sales volume, gro*rl of sales revenue inevilably becomes their

pnmar..), objective. Marris (1964) also nores rhe high conelation of executive remunerario!

with sales volume and suggests that managers seek to maximise rhe balanced rate of growth

of sales volume and the growth of its capital supply. Wittiamson (1964) suggests rhat managers,

having considerable amount of discretion. maximise their utility functjon by empire_buitding

and indulge in what he called "expense prcference".r3

The quoted economics theo.ies have Fovided attematives ro the generaly accepred MSW
theory of the firm. Ir offers plausible picrurcs of managers as being self-interested personal

utility maximisers. Nonetheless MSW is usualy regarded by finance theorists as rhe appropriate

objective function, in particular when making capital budgering decisions. Such a srance

apparentty disregards the more realisric view thar a targe modem firm can be descnbed as h

"large group of contracting parties who join forces for multifarious reasonj' (Witliams and

Findlay, 1983, p.4l) and varied objectives. This ..coalition" of panies (see Cyerr and March

1963) includes capital suppliers. managen, non,managemenr employees, suppliers of other factor

inputs and customers. The shareholders can be regarded as subset of the suppliers' category;

hence lalge modem firms cannot be depicted as a .tcaled-up 
version of rhe enrrepreneurial

fim" (Williams and Findlay, 1983, p.40).Irfollows rhat managers should not pul shareholders,

interests before rhose of other participants simply because they (the shareholders) are assumed

to deserve the primacy of place. The lack of direct conrrol on the part of rhe shareholders.

Thk fact was subsequentb rei'{orced by Larner (teAO, otO1wne," ne found tnat 169 of
th? sane Brcur ot 200 fims wcre nanagcn? , ontrott"d, whitc onty lve her" connoltei
bj a najoriry ownership group.
" E:tpense prckrcnce" is aco cept intrcduced bywi ianson that refen to expenditurcs git)in|
nse b nanaeerial satisfacrion (utility) because they supposedtj reltect povjer, status and
prcstiqe. tor ctanplp lavi\h atfi.c ah onaoda oa.
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an efficient investmenr portfolio. These randate into a preference for higher rerums fo. a giver-

l€vel of risk or for lower risk for a given amounr of retums. The ideas implicit in Markowir,

were incor?orated within the CAPM framework. which suggesr that the onty relevanr risk ro

the shareholder is the market.elated risk called systemaric risk (see Sharpe, 1964). Risk that

is peculiar to a panicular invesrment is considercdro be inelevant as it wilt be diversified away

via the investment porrfolio.

Nevertheless. ir is the professional managers who run today's iarge, complex organisations,

making routine and strategic decisions. Cenerally. rhese managers work in one panicutar firm
at a time and it is very Likely that they have pur a considerable amount of their human capital

mvestment in the firm. That means lhe performance of theh firms are crucial to them as it may

very well affect their current as well as future remunention and careers; as Fama (1980) purs

it:

"[T]he rental rates of their human capital signalled by the managerial labour marker are

tihely to depend on lhe success or failule of.he firm,,. (pp. 291-292)

While we can reasonably assume managers to be rationat and risk averse, their wealth portfolios,

including the discounted value of their future income arising from their human capiral, me

generally undiversified when one considers the proportion of their income drawn from rhe fift,
and other sources. Therefore it is doubtful thar these managers can ever be expected to reat
risk in capital investment decisions the way it is theoretically prescribed, which is solely frorn

a diversified shareholdefs' perspective. To require a rnanager to evaluate capital investments

based entirely on the CAPM, which is MSW oriented, is asking him to ignore tbe roral dsk
of the project ro the firm; yer he is personally exposed to much of the total risk since he is

not as diversified as the shateholders. In this respect J€nsen and Smirh (1985) maintain that:

"lMlanagers rypically have a nontrivial fraction of their wealth in firm-specific human

capital and thus e concemed about the variability of total finn value ...'.. (0. 103)

Obviously a rational risk-averse manager would not be expected to expose himself ro risk any

more than necessary (in fact Swaim [1966] had indicated that managers are generaly not risk

takers). Consequently one c,rn reasonably expect self-seeking, risk-averse managers to deviate

from th€ usually Fescribed Msw-based CAPM approach to capital Foject seiecrion. An
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Eremgen, 1973; Schall et a1., 1978; Moore and Reichert, 1983; Pike. 1982, 1983a), and also

probability of loss (Schall et a1.. 1978). Even though lhe rrend has been the increased usage

of sophisticated capital budgeting techniques. such as rhe NPV and IRR methods (see cirman

and Fonester, 1977: Pike, 1988), the studies did not usually identify the derivation of the crirerion

Jqte (e.g. see Schail et al., I 978). t3 I! seems that empirical evidence does not lend much suppo.

to the conyentional CAPM approach in capital budgering amlysis (e.g. pike, 1988). In fact recenr

anicle, .everel) que\rion dre CAPM dpDricabrl y (cee Fana and I rench. l902r shrt\r {motL

and Moiezer ( 1984) did not find bela analysis to be a popular approach adopred by UK invesrmenr

analysts.

5. Emerging 4lternarive Modcls

From the theoretical perspective, the underlying objecrive of MSW in capital budgering

iiselfhas been challenged. Grinyer ( 1986) suggests thar a sarisficing approach to capital budgering

analysis is more appropriate considering the film is bur a nexus of rhe inlerests of ihe owners

of vfiious resources requird for ils ope|arion. He argues that managers are unLikely ro accepi

the MSW objecrive funcrion and instead more likely to iake accounr of rhe roral rjsk of the

firm in making capital budgeting decision. Nevertheless. crinyer (i986) fuder argues that as

rational individuals managers prefer more cash ro less cash.re He. rherefore, offers an altemarive

objeciive funclion, the naximisation of monetary surplus (MMS), in place of the MSW. The

MMS basically "aims to maximise the wealth creared within the firm but is sufficiently flexible

to pemit a variety of manageneni objectives" (crinyer. 1986, p. 319). Essenlially the MMS

approach involves the cornputation of the NPV of cash flows. The NPV based on the CAPM

is calculated by discouniing the cash flows using a rate that incoporares rhe risk free rate plus

risk (systenatic) prcmium. The discount rate under the MMS approach is the rare of retum

required by investors for the same risk classizo a separate evaluation of the specific risk ro

Sc hall et al. ( 1 978) founA, in their suneJ a d dnalysis o.f capital budgeting nethoits in the
U.S. that several methods were used to determine the discount rute; howet)er anly 8qb use
x risk-free rute plus a prcnium Jot thei risk class. With rcspect to risk ass.ssnent onIJ
lEo ofthe rcspotulents calculate the coyariance afapraject's cashllow \rith the cashflows

]e Cashisthe pimary whiclefor ndxinisin? nanagers' tility. Salaries, perks and "pr4erence
expeulitures arc derired fton cash.

')a Thus MMS would not accept projects that are unacceptable under MSW but coutd rcje.:t
prcjects that would be accepted under MSW if other canstruints, such as nsk to manaSer'
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6. Conclusion

This article mal€s reference to agency theory so tha! the asymmetrical infomation

phenomenon could be advanced in the context ofmanager-ownerrelationship. The management

environment and objectives arc also discussed drawing mainly from the economics discipline

and lhe recent challenges that have been made with respect to prescribed managemenl

objectives. Moral hazard on the part of managers is b.iefly mentioned as a potential problem

where information asymmetries exist in an agency relationship. The article also Fesents a

discussion of managerial isk avercion as a rationai behaviour. Arguments and empirical

evidence are discussed as descrlptive of managerial risk-averse behaviour with respect to capital

budgeting decision cliteria. li appears that managerial risk aversion could lead to a deviation

from the conventionally prescribed objeclive function in capital budgeting. In fact enpirical

evidence does not suggest that it is employed much in practice. Managemenfs concem about

lotal risk to the firm could be a refleclion of a sef-interested utility-maxinising indivjdual.

Seemingly normative theories and the accompalying altemaiive models have now started to

emerge to accommodate expectations ofmanagers' concem for total value as wellas total risk

to the fim.

It is worthwhile to emphasise that the information asynmetry phenomenon, particularly

in the context of capital budgeling decisions, is very real. An earlier siudy suggests that managers

generally perceive that they know more than outsiders with regard lo infomarion concerning

capital investment proposals, particularly where Foposals have been considered but evenrually

rcjected (Daing, 1992). One needs only to refer to a recent case of the general public being

less informed than management. about the use of funds for capital investment. to appreciate

the existence of information asyrnmetry - a public listed company was repdmanded by the

Securities Commission (SC) for failing to prompily inlbrm its shareholders of the fact that RM 10

nillion earmarked for a business expansion had been deployed elsewhere because the original

project was aborted by management.'?3 However. one must also admit that the roles played

by Malaysian regulatory bodies, such as the Kuala Lumpur Stock Exchange and the SC, can

be instrumen|al in making nanagement's decisions more tansparenl than they are today, thus

reducing the degree of infomation asymmetry that is widely in existence.
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