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, In.this [i'a'per we incorporate occupational choice between an entrepreneur and a worker into t
:_evasion. For that purpose we cannot ignore the labor market since wage rate obviously affects this
vpccupitional choice. In addition many authors ( for instance, Marrelj (1984), Marreli and Martina
(1988), Yaniv (1988), and Slemrod and Yitzhaki(2002)) argue that wage earners’ possibilities of tax

evasion are greatly limited and entrepreneurs may be tax evaders.

2

We take this argument into
consideration, we assume that an entrepreneur can become a tax evader and a worker cannot.

And we analyze not only the effects on tax evasion but also on total output in the economy, because
if the government succeeds in decreasing tax evasion but at the same ti
economy, its policy might not be desirable.

me decreases total output in the
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' Abstract

i L ive i via an
A public sector executive agency system induces a grealer effort from an executive agent -
i i i Vi
ncentive payment scheme at the cost of public scctor decentralization. We show that the level o
. I . . enc
‘tevenue the agent oblains from a market determines the welfare superiority of excculive agency

systems relative to bureaucratic systems.
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ht to promote an executive agency system in which authority and responsibility are delegated as

. i cost
as possible to middle and junior public sector managers who are accountable for meeting their cos

cheme for an executive agent.” ' - e
-In this short paper, we characterize executive agency systems and examine their benefits and costs.

We would like to thank Aidan Hollis, Soshiro Ohsumi and the participants in.lhe Contract Theory Workshop and the
l Government Governance Workshop (International Institute for Advanced Studies) for helpful comments.

! The Corresponding Author:

. Keizo Mizuno, ) ) o
School of Business Administration, Kwansei Gakuin University,

T 1414185 Uegahara, Nishinomiya, Hyogo 662-8501, Japan.
" 'Phone: 81-798-54-6181 Fax: 81-798-51-0903

Email: kmizuno@kwansei.uac.jp
' See Minoj ue (1998) for the FMI system. o .
For the dc%ailed features of the executive agency system in Japan, see Akai, Mizuno and Osano (2003‘:.  related 1o the

discuss executive agency systems, our research is !

Although no formal model has been constructed to fated t0 the
Iilcmi:fe on the scope or the authority of the firm like Grossman and Hart (1986), Hart and Moore (1990), and Ag|

and Tirole (1997).
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cffort from an executive agent by the introduction of an incentive payment scheme, while it comes at 48

the cost of public sector decentralization. In particular, when the revenue that the executive agent

obtains from a market is extremely low or high, executive agency systems are superior to (traditional)” 3

bureaucratic systems from a welfare point of view.

2. The model

There are three active players in a political decision making game: an executive agent, a parent .38

department, and Parliament. As noted in section 1, the main feature of these executive agency systems
is considered to be the introduction by Parliament of an incentive payment scheme for an executive
agent.

An executive agent (A) has a usility function #* = u” [T — C(a)), where T is total revenue to the
agent: T = py + 5(y), where y is an observable output, p is the market price of the output, and S (y)
is the incentive payment scheme. The number of participants in business seminars held at a university
is an example of the observable output y, if the executive agency system is applied to the higher
education industry. C(a) represents the agent’s disutility incurred by implementing an unobservable
effort a. (C'(a) >0 and C"(a) > 0.) We assume that the executive agent is risk averse, and the
agent’s expected utility can be represented by the associated certainty equivalent CE “

A parent department has a budget B to implement the activities b and 4. b is an activity related to
the executive agent and d is the other.’ For simplicity, we assume that b +d = B and both b and d
are publicly observable. To implement the activities, the parent department incurs a cost C™(b,d),
where C", (b,d)>0,C",; (b,d)>0,C"; (b,d)>0,and C" 4y (b,d) > 0* The level of the cost
C™(b,d) is observable, so that Parliament can reimburse it by using the transfer t”.

Parliament provides a linear incentive payment scheme S(y) = a+ By, where & and 8 are
constants, and y = f(a,b) +¢. f(a,b) represents an unobservable outcome such as the total quality
of the business seminars (the comfortableness of the facilities, the contents of the speeches, etc.), and
€ ~ N(0,0%) is a random term. Note that the level of the outcome depends not only on the effort level
exerted by the agent but also on the activity level allocated by the parent department. We assume
fila,b) >0, fila,b) >0, fo,(a,b) <0, fisla,b) <0, and fu(a,b) 2 0.°

For simplicity, the utlity function of consumer groups is represented by

u' =U(fa,b))+V(d)—M, where U'()>0, U"() <0, V'()>0, V() <0, and M represents "}

total expenditure paid by the consumers. We assume that consumers are risk neutral.
The timing of the game is as follows. Tn the first stage, Parliament offers the incentive payment
scheme S(y) = a+ By and the parent department allocates the budget between b and d. In the

second stage, after observing them, the executive agent implements an effort a. Then, the uncertainty

€ is realized, and S (y) is paid to the agent in the third stage.

‘" For example, if the agent is a university, 4 is an activity related to elementary school education,
* The subscripts represent partial derivatives.
® The last condition states a pl ity between the agent’s effort and the parent department's activity,

The first-best allocation
" Before Characterizing the equilibrium, let us prepare the first-best solution as a benchmark. We can
define the first best as an environment where the executive agent’s effort is observable and
“ontrollable, and lump-sum transfers can be employed. The first-best problem is then stated as

follows.

W= U@ b+ V() - B - C@)—C"(b,d) st b+d=8 M
bda

Note that because of the possibility of lump-sum transfers to the agent, the cost incurred by the
agent's risk-averse attitude does not appear in (1). The first-best solution is then characterized as

follows.

U@ b, - C'a*) =0 o

U'Fa™ bWy = V(B =b™) = C' +Cf =0 3)
]

3, The equilibrium

3.1 The executive agent in the second stage

Givenythe incentive payment scheme S(y) = @+ By and the budget allocation {b,d}, the agent’s

- problemSin the second stage is stated as follows.

I
maxCE* = o+ (B+p)f(a,b) - C@) —5r* (B+p) o @

where r* measures the agent’s absolute risk aversion. Note that the agent"s risk premium (the last
term in (4)) depends not only on the coefficient of the incentive scheme but also on the market price.

We then immediately have the following first-order condition.

B+p.(a'b) =C'a*) )

" where " = a(b, B; p) have the following properties.

8a* 1 da*
M ———f =—=a> =
% fo o a,>0and aq,

da* 1
3!;'=—l—)(ﬂ+p)fnb20. 6)

where D = (B + p)f,, — C"(a) < 0. Itis easily seen that a, = a;; = ag,.

3.2 Parliament and parent department in the first stage
In the first stage, Parliament and the parent department determine S(y) = a+ 8y and {b.d},

~'simultaneously and independently.

" Consider the parent department’s problem. We assume that the parent department is concemed

“about the consumers’ benefits from the services it offers and the cost it incurs providing the services.
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Table 1: Welfare Comparison (B = 5)

BU
FB EA
p=0.1 p=0.2 p=0.5 p=1.0 p=1.1 p=L5 p=2.0
a 1.0 0.5 0.0787 0.1648 0.4615 1.0 1.0963 1.3846 1.5
b 2.0 2.0 1.575 1.6484 1.8462 2.0 1.9934 1.8462 L5
EwW 29.0 28.625 28.631 28,636 | 28.635 28.5 28.445 28.135 27.625
Table 2: Welfare Comparison(8 = 10)
BU
FB EA g
p=0.1 p=0.2 p=0.5 p=1.0 p=1.1 p=L.5 p=2.0
a 2.6667 3.5022 0.21 0.4396 1.2308 | 2.6667 | 2.9236 3.6923 4.0
b 5.3333 | 7.5022 | 4.1995 | 4.3956 | 4.9231 | 5.3333 | 53156 | 4.9231 4.0
EW 5.6667 | 3.4049 3.3489 3.6912 | 4.5962 | 5.1667 | S5.0812 | 4.0962 2.0 }

properties to a* = a(b, B; p).

Anticipating his behaviour, the parent department allocates B between b and d offering the transfer 3

t in the first stage. The parent department’s problem is summarized as follows.

max U{fa" b))+ V(B —b)—B ~C"(b,B —b)— |1 +pfla*,b)] (13)

. ] - 3
5.t CE* =1 +pfta",b) - Cla") =5 ripo’ 20 a4

Note that the parent department’s objective function is exactly the same as the consumers’. This is a
good aspect of the bureaucratic system: a centralization of public sector governance. We also see that
the parent department has the one and only one incentive tool that induces the agent’s effort: the level
of related activity b . This is a fault of the system.

Using the property that f should be determined in order for CE 4= 0, we have the following first- . §

order condition with respect to the activity b.

Ufa" . b"Yfoa) + £} -V B -b—C +C' = C'(a")a) =0 (15)

4.2 Comparison of an Executive Agency System and a Bureaucratic System

Let us compare the levels of expected welfare under the two systems. The benefit of the executive '

agency system is that it has two incentive variables (i.e., 8 and b) 1o induce an appropriate level of

effort from the executive agent, although it comes at the cost of the decentralization of the

government’s governance. On the other hand, the bureaucratic system has the benefit of centralization -

and the cost of having only one incentive variable &. These benefits and costs can appear explicitly

when the market price of the observable output y changes. Let us see this point by a numerical

On Executive Agency Systems = 109 —

’g used in section II Suppose again that U{f) =35+f(a,b), Vd)=d = B-—b,
)= 0.5.(b2 +d?+ bd), Cla) = 0.5a>, and f(a,b) = 0.5ab . Tables | and 2 summarize the
g for the cases of B = 5 and £ = 10,

Jhien B = 5, as the market price is high (p = 1), the executive agency system achieves higher
od welfare than the bureaucratic system. On the other hand, when B = 10, as the market price is
ely Tow (p = 0.1) or high (p = 2.0), the executive agency systein achieves higher expected
btlum the bureaucratic system. From these numerical examples, we leam that the level of
@ ﬁe that the executive agent obtains from a market, associated with the budget level, determines
welfare superiority of the exccutive agency system because of the effectiveness of the incentive

iient variable B to induce the agent’s effort.

Concluding Remarks

ijs short paper characterized executive agency systems and examined their benefits and costs. We
;w:d that the main benefit of executive agency .systems is to induce an appropriate level of effort
man executive agent by the introduction of an incentive payment scheme, while it comes at the
of public sector decentralization. When the revenue that the executive agent obtains from a
t'is extremely low or high, executive agency systems are superior to (traditional) bureaucratic

jstams from a welfare point of view.
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