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RELATIONAL AND PROFESSIONAL DELEGATION
IN CHINESE FAMILY FIRMS

This paper mainly discusses the owners’ choice between relational and professional delegation
in Chinese family firms during the transition period. Under relational delegation, owners delegate
the tasks to their kindred; and under professional delegation, owners delegate the tasks to non-kin
professional managers. Our theoretical analysis shows that under some conditions it is optimal for
owners to choose relational delegation, while under other conditions it is optimal for owners to
adopt professional delegation.
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L3saubuaii ITi

POJIMHHE I IIPO®ECIVHE NEJET'YBAHHA
B KUTAMCBKNX CIMEMHUX ®IPMAX

Y cmammi pozeasanymo eubip eaacnukie mixc poounnum i npogheciiinum deaezyganuam y
Kumaiicokux cimetinux gipmax y nepexionuii nepioo. Y pasi poounnozo dene2y6anHs 6.4aCHUKU
nepeoaromo yxeda.ieHHs piuleHb c8oim poouuam, a 6 pasi npogheciiinozo denezy8aHHs 64AACHUKU
nepeoaroms ynpaeainnHa npogeciiinum memnedxncepam, saxi ne € podunamu. Iloxazano, wo 3a
desaKux ymog 041 6AACHUKIE ONMUMAALHUM € POOUHHE 0eae2y8aHHA, mMoodi AK 6 IHUUX yM08aAX
ONMUMAALHUM € npoeciiine Oeae2yBaHHs.

Karouoei caosa: poounne denezcysanus,; npogheciiine oenecy8anHs; MOPANbHULL PUSUK,; NPUHYUNAGA-
acenm; cimeiina gipma.
Dopm. 18. JIim. 26.

3subuaii 1Tu

POJICTBEHHOE U IIPO®ECCUOHAJIBHOE JTEJTETUPOBAHUE
B KUTAMCKUX CEMEMHBIX ®UPMAX

B cmamve paccmompen 6vibop 6aadeavues medxncoy poocneeHHbIM U nPoheccuoHalbHbIM
deaeeuposanuem 6 Kumaickux cemeliHblX ¢pupmax e nepexoomwtii nepuod. B cayuae
POOCmeeHH020 Oene2upoeanus 61adeibubl nepeoardm NPUHsmMue pPewleHull  CeouUM
PpoOcmeeHHUKaM, a 6 cayuae Npo@heccuoHatbHO20 Oene2uposanus 61adeablubl nepeoaron
ynpaeaeHue npogheccuoHa1bHbIM MeHedHcepam, He Agasouumcs poocmeennuxamu. Ilokaszano,
YUMo npu HeKOMOPHIX YCA0BUAX 0451 64a0eableé ONMUMAALHOIM A645€mcs POOCMEEHHOe
deaezuposanue, 6 mo épems Kax 6 Opy2ux ycA08UAX ONMUMAAbHbIM A8AeMCA NPodeccuonaibHoe
deaezuposanue.

Karouesvie caosa: poocmeennoe deneauposanue; npogeccuonanrbHoe denecuposarue; MOpanbHulil
DUCK,; NPUHYUNAN-A2eHm; cemelinas upma.

1. Introduction. China's private-owned enterprises, especially family firms, play
an important part in endogenously promoting China's economic growth performance
(Whyte, 1995; Anderson et al., 2003; Allen et al., 2005; Pi, 2010). But during China's
transition from the planning track to the market one, a lot of institutional problems
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turn up, such as a lack of effective manager market (Pi, 2010). Family firms need
managerial abilities when they grow bigger and bigger. On the one hand, owners trust
their family members, and always delegate important tasks to them. However, these
family members often lack managerial abilities and cannot fulfill the delegated tasks
well. On the other hand, owners distrust hired non-kin managers, although they may
have more managerial abilities and can perform the delegated tasks better. In order to
assign their family members to appropriate positions and bring them to their compe-
tence, owners often provide them with on-the-job training. It is trust between owners
and their family members that makes the internal monitoring mechanism of family
firms almost unneeded. However, some family members are not qualified for their
positions even if they have high priority in promotion and training. In this circum-
stances owners have to delegate some important tasks to non-kin managers. At the
same time, it is distrust between owners and non-kin managers that makes the inter-
nal monitoring mechanism of at family firms needed. Distrust results from the imper-
fectness of the manager market, where non-kin managers often betray owners with-
out any formal punishment if they choose to leave their current positions. The intro-
duction of internal monitoring mechanism is costly, so owners have to make a trade-
off. In fact, this trade-off can be generalized into the owners' choice between rela-
tional managers and professional ones. According to Zhang and Ma (2008), this kind
of choice is "largely determined by the relative strength of impetus factors and imped-
iment factors".

In the light of the definition in Wikipedia, "Delegation is the assignment of
authority and responsibility to another person to carry out specific activities".
Delegation theory is an important and active academic area in mainstream econom-
ics. There are many original papers which developed the theory of delegation to the
extent of its maturity. Delegation is thought of as a double-edged sword. That is to say,
delegation entails both the benefit and the cost to a principal. As far as the benefit of
delegation is concerned, many studies were undertaken from different perspectives.
Holmstrom (1984) argues that the benefit of delegation is to allow a principal to
employ agents' specific knowledge. Williamson (1985) and Grossman and Hart
(1986) hold that delegation can induce agents to make specific investment. Baliga and
Sjostrom (1998) and Laffont and Martimort (1998) highlight that delegation can
serve as an effective arrangement to deal with the agents' problem of collusion. Rajan
and Zingales (1998) and Baker et al. (1999) deem that delegation can act as a com-
mitment device to loosen monitoring on an agent. Aghion et al. (2004) hold that del-
egation can be used to check agent's intention to cooperate. However, the delegated
agent may abuse his power, which will do harm to principal. There are many studies
which try to find different solutions to reduce the cost of delegation. Corts and Neher
(2003) and Alonso and Matouschek (2007, 2008) concentrate on the role of princi-
pal's effective commitment to deal with agent's strategical behavior. Lohmann and
Hopenhayn (1998), Narayanan and Davila (1998) and Foss and Laursen (2005) cen-
ter on the role of principal's monitoring or control systems. Currarini and Feri (2006)
and Marino (2006) focus on principal's alternative choice to delegation which is con-
tingent on constraint conditions.

Analogous to Lohmann and Hopenhayn (1998), Narayanan and Davila (1998)
and Foss and Laursen (2005), this paper also introduces the monitoring mechanism
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when owners choose professional managers. However, when owners choose relation-
al managers, there is no monitoring mechanism in family firms. This paper also con-
ducts a comparative institutional analysis, which is not between delegation and its
alternative just like in Currarini and Feri (2006) and Marino (2006), but between dif-
ferent modes of managerial delegation. There is a paper that is closely related to ours
in that it makes a trade-off between different modes of managerial delegation (Das,
1997), but it centers on delegation of quantity or price setting power to managers by
owners, which is essentially different from ours. For the sake of expositional simplic-
ity, throughout the paper the owners' choice of relational managers is called relation-
al delegation, and the owners' choice of non-kin professional managers is called pro-
fessional delegation.

The rest of the paper is organized as follows. Section 2 is the basic setup. Section
3 provides the model of relational delegation. Section 4 offers the model of profes-
sional delegation. Section 5 conducts a comparative analysis of the outcomes derived
from two different models. Some concluding remarks are made in Section 6.

2. The Basic Setup. In this section, we follow Innes (1990) and Laffont and
Martimort's (2002) analytical framework. It is assumed that the delegated relational
or professional manager is risk-neutral. If he exerts effort level e€{0, 1}, the firm's
added-value will be V with probability (e), and V with probability 1 — n(e), where
0 <m(e) < 1. When the delegated manager's performance is good, he can get a bonus;
however, when his performance is bad, he will not be punished. That is to say, he is
protected by limited liability. When he exerts no effort, his effort cost is Wo= 0. The
following mathematical definitions should be noted, n( 1) = 71, ©(0) = 1o, AT = 101 —
>0, AV=V-V >0, where the subscripts 0 and 1 represent € = 0 and e = 1, respec-
tively.

There are two modes of delegation that owner of family firms can choose from,
either relational delegation, or professional delegation.

When relational delegation is adopted, owner delegates the task to a relational
manager, who is always trusted. We use the superscript R to denote relational delega-
tion. When it is under relational delegation, if relational manager exerts effort, then
his effort cost is ¥ = W+ = ¥ > 0; however, if a relational manager does not exert
effort, then his effort cost is Wo = Wo" > 0. The reason why we set Wo® > 0 is that there
is some kind of spiritual and psychological cost when a relational manager shirks,
which is similar to Pi (2000, 2011a, 2011b). We assume that Wo® > W, which means
that for a relational manager, exerting effort without pricks of conscience brings more
disutility than shirking with some interior guilt to an owner. In this case, n(e) is set
equal to p(e) in order to separate it easily from the case of professional delegation. That
istosay, p(1) =p1, p(0) = po, Ap = p1 — po> 0.

When professional delegation is adopted, an owner delegates a task to a profes-
sional non-kin manager, who is probably distrusted by an owner. We use the super-
script P to denote professional delegation. When it is under professional delegation,
if a professional manager exerts effort, then his effort cost is ¥+ = ¥+" =W > 0; how-
ever, if he does not exert effort, then his effort cost is Yo = Wo* > 0. The above
assumptions are similar to those in traditional literature. In order to control profes-
sional manager, an owner has to adopt a monitoring mechanism, which costs ¢ to an
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owner. This monitoring mechanism can detect manager's shirking behavior with
probability p, and the caught manager will be fined f. In this case, n(e) is set equal to
g(e) in order to separate it easily from the case of relational delegation. That is to say,
a(1)=q1,9(0) =qo, Ag=qr—qo>0.

Although p1, po, g7, and qo are all exogenously given, their relations can be
explained by their real-life implications. When a professional manager is more able or
has more useful specific knowledge than a relational manager, his success probabili-
ties may be higher than those of a relational manager. That is to say, g7 > pr, and qo
> po. However, when a professional manager is less able or has less useful specific
knowledge than a relational manager, his success probabilities may be lower than
those of a relational manager. That is to say, g <p1, and qo < po.

Throughout the paper, for the sake of expositional simplicity, just like in Pi
(2011a), we call Wo" the uneasiness cost, ¥ the exertion cost, ¢ the monitoring cost,
and pf the expected punishment cost.

The timing of the principal-agent game is as follows.

(1) At t=1, the owner of the family firm offers a take-it-or-leave-it efficiency
wage contract {f, lT} to the manager, either relational or professional. Here, we sett>
t>0, and t can be seen as a bonus.

(2) At t=2, the owner of the family firm chooses whether to inecentivize the
manager or not.

(3) At t=3, the manager chooses an effort, which is equal to 1 or 0.

(4) At t=4, the family firm's added-value is realized.

(5) At t=5, the signed contract is enforced.

3. Relational Delegation

When it is under relational delegation, the owner's programming problem will

be: .
max py(V 1) +(1-p)(V - 1)
s.t. pit +(1=p)t =¥ 2 pot +(1-po)t -7 (1)
p,t+(1-p)t—¥ =0 Q)
t=0 (3)

(1), (2), and (3) are the relational manager's incentive compatibility, participation,
and limited liability constraints, respectively. In order to neglect the relational manag-
er's participation constraint when he exerts no effort (namely, p,t +(1-p, )t - ¥¢ >0),

L AN e S Y-y Y-y? w
we assume that —— < min{ 9 —}or min{ 0 —}<—% <max{ o 1.
Po Ao p, Py Py Ao b,

According to the standard incentive theory, it is easy for us to find that constraint

(3) is binding and that constraint (1) is binding when ¥ > &‘POR , and that constraint

p
(2) is binding when y < Pry#, ’

Po
Solving this programming problem, we obtain:
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1t w2 Prwf then

Po
20 )
_ R
ot A;PO 5)
If ¥ < PLwh then
Po
t" =0 (6)
N b4
=" ™
1

The superscript R* stands for the second-best state under relational delegation.
t7"is the manager's efficiency wage under relational delegation.

If¥Y 2> &‘I’f , then the owner's equilibrium utility will be:

Pa
. — Y-y vyl
UL =py(V ———2) +(1-p,)V = p,(AV ———2) 4V ®)
If¥< &‘P: , then the owner's equilibrium utility will be:
Po
UE =PV =)+ (1-p,)V = pAV —¥+V ©)

4

Throughout paper, we use the subscript O to denote the owner of the family
firm.
P (\P — \P(;? )

For the sake of simplicity, we assume that ApAV >max{ , ¥}, which

can ensure that the owner always chooses to incentivize the relational manager.
4. Professional Delegation
When it is under the professional delegation, the owner's programming problem will be:

maxq,(V ~-c)+(1-q,)(V -t ~c)

s.t. qit +(1-q,)t =¥ 2 qot +(1-qo)t - pf (10)
gt +(1-g,)t-¥ >0 (11)
t>0 (12)

(10), (11), and (12) are the professional manager's incentive compatibility, participa-
tion, and limited liability constraints, respectively. In order to neglect the professional man-
ager's participation constraint when he exerts no effort (namely, qof +(1-gy)t—pf=0),
we assume that 2% < min{u,i} or min{Lpf,i} <P max{\ll;pf,E .

4o Ag q, AQ g, q Aq q
According to the standard incentive theory, it is easy for us to find that constraint

(12) is binding and that constraint (10) is binding when ¥ > a pf, and that constraint
q
(11) is binding when ¥ < q—1pf- 0

0
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Solving this programming problem, we obtain:
If ‘Pz%pf, then

0

t” =0 (13)
« W—pf
t7 = A (14)
1t W <34 pf, then
o
t" =0 (15)
¥
t” 0 (16)
1

The superscript P* stands for the second-best state under professional delega-
tion. t” is the manager's efficiency wage under professional delegation.

If ¥> a4 pf , then the owner's equilibrium utility will be:

Qo
Ug =a,v-"Pia-gw-c=guv-*hiy . 1D
If ¥< a0 pf, then the owner's equilibrium utility will be:
Qo
UE =V -+ (1-q,V ~c =qAV ~W+V —c (18)
\ (¥ - pf)
For the sake of simplicity, we assume that AGAV = maX{%Tp,‘P},Whichcan

ensure that the owner always chooses to incentivize the professional manager.

5. Comparative Analysis

In this section, we will conduct a comparative analysis of the equilibrium out-
comes under different modes of delegation.

By comparison, it is easy for us to obtain the following 6 propositions.

Proposiion 1: When w8 > 9t of i w < % pf and (p, —G,)AV +c 20, then

o A 0
it is optimal for the owner to choose relational delegation; if ¥ <%Pf and
0

(p;—q,)AV +¢ <0 then it is optimal for the owner to choose professional delegation.

Proof: When Prws s D or it w < 91 o and (p, —g,)AV +¢ >0, then from

Pa Ao Ao

(9) and (18), we obtain: U5 —U§" =(p, —g,)AV +¢ >0.

When &‘P(f >ipf if ‘P<ﬂpf and (p,—q,)AV +c <0, then from (9) and
Po 4o Qo

(18), we obtain: U —~UL" =(p, —q,)AV + ¢ <0.

From Proposition 1, we know that when the uneasiness cost is high enough rel-
ative to the expected punishment cost and at the same time the exertion cost is low
enough relative to the expected punishment cost, if the monitoring cost is high
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enough, then the owner tends to choose relational delegation; and if the monitoring
cost is low enough, then the owner tends to choose professional delegation.

Proposition 2: When Prw? 5 9 o i 91 o <y < Prg ang (p, —q,)AV -
Po 0 0 o

¥ —pf + ¢ >0, then it is optimal for the owner to choose the relational delegation;

Y —pt

-¥+q,

it I pf <w<Prwf and (p,-g,)AV-¥ +q, +¢<0, then it is optimal for the
own%r to chooseothe professional delegation.
Prooft When Prwf s 9o it G pr < Py ang (p,-g)av-w+

o 0 0 Po
VY- pf . .
Pl 4 ¢ 20 then from (9) and (17), we obtain: US -Uf =(p,—q,)AV - +

+4q,

Y — pf
Ag
When Prgf s 3 e it 9 pr<w < P and (p,—g,)AV - +q,

Po 0 0 Po

then from (9) and (17), we obtain: US" —UJ" =(p, —q,)AV - ¥ +q,

+4, +c20.

Y=ol <o

\P_pf+c<0

From Proposition 2 we know that when the uneasiness cost is sufficiently high
relative to the expected punishment cost and at the same time the exertion cost is
moderate, if the monitoring cost is sufficiently high, then the owner tends to choose
relational delegation; and if the monitoring cost is sufficiently low, then the owner
tends to choose professional delegation.

. Pigr G . Pi wr Y-y
Proposition 3: When =¥/ > "L pf if ¥>—L¥[ and (p,—q,)AV - p, 9
¥ of Po Do Po . ap -

+¢ 20, then it is optimal for the owner to choose relational delegation; if

+

+q,
f— H f—
¥ > &‘I’f and (p, —q,)AV —p, Y- +q, ¥ pf +¢ <0, then it is optimal for the
Po Ap Aq
owner to choose professional delegation.
— R —
Proof: When &‘P(f >&pf if ‘Pzﬁ‘{’o” and (p, —@,)AV -p, Y%, +q1U+020,
Po Qo Py Ap Aq
R
then from (8) and (17), we obtain: UZ -UZ" =(p, —g,)AV - p, \P:PO +q, ‘I’A—pf +¢20
o q
— R —
When &‘I‘f >3 pf if ‘1’2&‘{‘5 and (p, -q,)AV —p, ¥ +q, ¥ pf+c<0,
Py 4, Pq Ap Aq

R
then from (8) and (17), we obtain: US" -U>" =(p, -q,)AV - p, LP:PO +q, LPA_ Pl c<o.
D aq

From Proposition 3 we know that when the uneasiness cost is high enough rela-
tive to the expected punishment cost and at the same time the exertion cost is high
enough relative to the uneasiness cost, if the monitoring cost is high enough, then the
owner tends to choose relational delegation; and if the monitoring cost is low enough,
then the owner tends to choose professional delegation.
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Proposition 4: When 9t pr > Prg# it @ < Pryh ang (p,—q,)AV +¢ >0, then
qO pO 0
it is optimal for the owner to choose relational delegation; if ¥ <&‘I‘(f and

0
(p; —g,)AV +c <0, then it is optimal for the owner to choose professional delegation.

Proof: When 31 pf > Py it w < Pry# ang (p, —q,)AV +¢ 20, then from
Qo o o
(9) and (18), we obtain: ug* —ug* =(p,—q,)AV+c=>0

When 9t pf > Py it w < PLyl and (p,—g,)AV +¢ <0, then from (9) and
qO pO 0
(18) we obtain: UJ —UE" =(p,—q,)AV +c<0.

From Proposition 4 we know that when the uneasiness cost is sufficiently low
relative to the expected punishment cost and at the same time the exertion cost is suf-
ficiently low relative to the uneasiness cost, if the monitoring cost is sufficiently high,
then the owner tends to choose relational delegation; and if the monitoring cost is
sufficiently low, then the owner tends to choose professional delegation.

Proposition 5: When 91 pf>Prw# it Prgs <w 9 o ang (p, —q,)AV -
A’ Py Py o

v -y]

-p, +Y¥ +c¢ >0, then it is optimal for the owner to choose relational delegation;

_ R
if 2o <w <9 pf and (p,~q,)aV -p, T-%

+W¥ +¢ <0 then it is optimal for
0 0
the owner to choose professional delegation. .
Y-¥
Proof: When 2 pf > Pryfit Pry? <p < 91 of and (p,~q,)AV - p, L4020,
P p %

0 0 0 0

_whR

then from (8) and (18), we obtain: UZ" —U5" =(p, —q,)AV —p, \PA\PO +¥+c20.
p R

When &pr&‘{’g if &‘I‘fs‘lkipf and (p1—q1)AV—p1W;:° +¥+c<0,

qO pO 0 qO

_ R
Y- +¥+c¢<0.

then from (8) and (18) we obtain: U§ —U§ =(p,; —q,)AV —p,

From Proposition 5, we know that when the uneasiness cost is low enough rela-
tive to the expected punishment cost and at the same time the exertion cost is mod-
erate, if the monitoring cost is high enough, then the owner tends to choose relation-
al delegation; and if the monitoring cost is low enough, then the owner tends to
choose professional delegation.

R

Proposition 6: When ﬂpf > &\{109 if ¥> ﬂpf and (p,—q,)AV —p, Y-%

qO 0 qO
Y — pof . . . .
o +c¢ >0, then it is optimal for the owner to choose relational delegation;

+

+q,

L 4 ¥ — pf
if ‘Pz%pf and (p, —q,)AV - p, Ap" +q, qu +¢ <0, then it is optimal for the
0

owner to choose professional delegation.
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- H —
Proof: When &pfzﬂll’oﬂ if \Pzipf and (p1—q1)AV—p1\IJ o +q1u+czo,
4o Po Qo Ap Aq
[a— R -—
Y- +q1qj LAY
Aq
R
When 9 pf > Prw it w95 o and (p,—q,)AV —p, 101 g Y =P
4, Po 4, Ap Aq
- R -
then from (8) and (17) we obtain: U] - g*:(p1—q1)AV—p1\PA:° +q, \PA pf+c<0.
q

then from (8) and (17), we obtain: US —U{" =(p, -q,)AV - p,

+c<0,

From Proposition 6 we know that when the uneasiness cost is sufficiently low
relative to the expected punishment cost and at the same time the exertion cost is
sufficiently high relative to the expected punishment cost, if the monitoring cost is
sufficiently high, then the owner tends to choose relational delegation; and if the
monitoring cost is sufficiently low, then the owner tends to choose professional del-
egation.

6. Concluding Remarks. In this paper, we mainly discuss the owners' choice
between relational and professional delegation in Chinese family firms. In order to
maximize their utility functions, in the principal-agent game owners will make
their choices according to the backward induction, which is a process of reasoning
backwards in time. Our theoretical analysis shows that under some conditions it is
optimal for owners to choose relational delegation, while under other conditions it
is optimal for owners to choose professional delegation. Specifically, there are 6 dis-
tinct cases that we should pay close attention to. Whatever the case may be, the
monitoring cost plays a very important role in determining the owners' choice of
delegation modes. That is to say, when the monitoring cost is sufficiently high, it is
optimal for owners to choose relational delegation; however, when the monitoring
cost is sufficiently low, it is optimal for owners to choose professional delegation.
One the one hand, different cases may mean different choices. On the other hand,
different cases may imply the same choice. What is important is that in different
cases the critical values of monitoring cost may be greatly different or just identical.
In a word, the choice of delegation modes in Chinese family firms is condition-
dependent.
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