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A Fair Share of Profits

“Net profit participation” contracts in which writers, actors, and directors share in the net
profits of movies are common in Hollywood. For example, Winston Groom, the author of
the novel Forrest Gump, has a contract with Paramount Pictures Corp. that calls for him
to receive 3% of the net profits on the movie based on his novel. However, Paramount
claims that Forrest Gump has yet to show any profits even though it has the third-highest
gross receipts of any film in history. How can this be?

Movie studios assess a variety of overhead charges including a charge of about 15%
on production costs for production overhead, a charge of about 30% of gross rentals for
distribution overhead, and a charge for marketing overhead that amounts to about 10% of
advertising costs. After all of these overhead charges and other hotly contested account-
ing practices, it is a rare film that shows a profit. Fewer than 5% of released films show a
profit for net profit participation purposes. Examples of “money-losing” films include
Rain Man, Batman, and Who Framed Roger Rabbit? as well as Forrest Gump. Disgrun-
tled writers and actors are increasingly suing studios, claiming unreasonable accounting
practices that are designed to cheat them of their share of profits.

Source: Ross Engel and Bruce [kawa, “Where's the Profit?” Management Accounting, January
1997, pp. 40-47.
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Uil TO PRACTICE

Winter 2002 was one of the warmest winters in history for St. Louis. While resi-
dents enjoyed the relatively balmy weather, officials at Laclede Gas Company
weren’t smiling since their profits go down when the temperature goes up. The
problem is that the company has the same fixed costs (related to storage capacity,
trucks, and work crews) in a warm winter as in a cold winter. However, when
winter temperatures increase, consumption of gas for home heating decreases,
and Laclede’s revenues decline. The result is that profit takes a nosedive. To ad-
dress the “problem,” Laclede asked the Missouri Public Service Commission
(PSC) for a rate increase. However, the Missouri Public Counsel who represents
consumers before the PSC stated that he would oppose the request, noting that
“Essentially, they’re trying to pass on costs for gas they didn’t sell.”

Source: St. Louis Post-Dispatch, March 29, 2002, p. B6. “Laclede Gas Seeks to Recover Distribu-
tion Costs While Mitigating Weather on Customer Bills,” Laclede Gas Company, January 25, 2002.
“Laclede Gas Wants Compensation for Warmer Winter,” New Tribune Company, March 26, 2002.
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i® TO PRACTICE

According to a 2004 report by the Conference Board, federal and state agencies
are considering outsourcing their human resource administration functions to
private companies. One reason they pursue outsourcing is that it turns fixed costs
into variable costs. Consider the State of Florida Department of Management Ser-
vices. The HR department of this organization must provide services for 189,000
state employees. This entails having a call center to answer questions related to
benefits, an automated payroll system and related software and information tech-
nology support costs. Many, if not most, of the associated costs are fixed. This can
be risky. Suppose the work force shrinks. If costs are primarily fixed, then costs
won’t decrease. But with outsourcing, the governmental unit pays for services
they use. If the unit expands, costs will of course increase. But if the unit con-
tracts, costs will also decline. Since contractions are often associated with fiscal
problems, having costs decline can be very important.

Source: The Conference Board, Research Report E-0007-04-RR, HR Outsourcing in Government
Organizations, 2004.

tion by 12 percent.

shot is that the cost per SUV increases substantially.

sales drops.

In March of 2005, General Motors announced that it
would face a loss of approximately $846 million in the
first quarter. Part of the problem—high gasoline prices
had reduced demand for SUVs. In turn, GM cut produc-

What happens to the cost per SUV when production
is cut? Consider the fact that GM has made huge invest-
ments in computer-controlled equipment. Thus, depreci-
ation, which is a fixed cost, is high. The company also
has large fixed costs due to depreciation of plant, insur-
ance costs, and supervisor salaries. These costs remain
relatively constant when production is cut, and the up-

Since each SUV produced becomes more costly, the
profit margin (sales minus cost of goods sold) on SUV

20



Fan Appreciation i bliSiil(’fSS toda.y

Operating leverage can be & good thing when business 5 boorming but cam tum the -
on ugly when saes slacken. Jerry Colangel, the managing partner of the Arizond
Diamondbacks plofessional basehall team, spent over S100 million to sign §iX free
agents—doubling the tean’s payroll cost—on topof the costs of operating and servicing
the debt on the tean’s new stadium, With annual expenses of about $100 millon, e
team needs to average 40,000 funs per game to just break even.

Faced with a financialy risky situation, Colangelo decided to raise ticket prices by
12%. And e did it during Fan Appreciation Weekend! Atiendance for the season dropped
by 1%, turming what should have been a $20 millon profitinto a loss ofover S10 mil-
ion for the year, Note that a dropof attendance of 13% did not cut profit by just 1%~
that'sthe magic of operating leverage at work
Source; Mary Summers, “Botiom of the Ninth, Tiwo Out,” Forbes, November 1, 1999, pp. 69-10.
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* Deviations from the mean.
— Economist , 3/23/2002, Vol. 362, Issue 8265
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= Economist’s View of Behavior
(Agency Problem)

= Happy—-Is—Productive Model

= Good—Citizen Model

= Product—of-the—Environment Model
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Revised compensation plan

Original compensation plan
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» SOIEAMHE (Incentive Compensation)
= Fibers Division of Du Pont’s
= |ncentive Problem

= Optimal Risk Sharing

AB g
5 30

SOGANG UNIVERSITY



= g2 RE=HH

TSHx

m_.._ o_"._ UD

K0 &1 I+

o) KO g

100 X OF

ER=N T
oy W_u KI- I_LM
w0 ™ ok ©
oF ol <4 M_.
57 = &5 ol
K- IH o
o % rip 1
<10 R o
5 5 o <
0 ion D
30 %0 %0 JI.
K0 ~ M u|
o0 0N = B
OF OFl = =

31

I\

=
-

tradeoffsJ}



dilg ESHE

» Informativeness Principle

= Monitoring Principle

* Incentive Intensity Principle

= Equal Compensation Principle
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Informativeness Principle

= |n desighing compensation formulas, total value is always
increased by factoring into the determinant of pay any
performance measure that (with the appropriate weighting)
allows reducing the error with which the agent’s choices are

estimated and by excluding performance measures that

increase the error with which effort /s estimated (for example,

because they are solely reflective of random factors outside
the agent’s control).

» Of: AHEIINIE, ©8(deductibles & copayments)

33



Monitoring Intensity Principle

= Comparing two situations, one with b set
high and another with b set lower, we find
that Vis set lower and more resources are
spent on measurement when b is higher:
When the plan is to make the agent’s pay
very sensitive to performance, it will pay
to measure that performance carefully.



Incentive-intensity Principle

= The optimal intensity of incentives
depends on four factors: the incremenial
profits created by additional effort, the

precision with which the desired activities
are assessed, the agent’s risk tolerance,

and the agent’s responsiveness to
/ncentive.
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Equal Compensation Principle

= |f an employee’s allocation of time or attention
between two different activities cannot be
monitored by the employer, then either the marginal
rate of return to the employee from time or attention
spent in each of the two activities must be equal, or
the activity with the lower marginal rate of return
receives no time or attention.

= Ol incentives for teachers
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Biologists are helping economists to explain why humans are not always selfish.

At some point during their education, biology students are told about a conversation in a pub that took place over 50 years
ago. J.B.S. Haldane, a British geneticist, was asked whether he would lay down his life for his country. After doing a quick
calculation on the back of a napkin, he said he would do so for two brothers or eight cousins. In other words, he would

die to protect the equivalent of his genetic contribution to the next generation.

The theory of kin selection — the idea that animals can pass on their genes by helping their close relatives — is biology's

explanation for seemingly altruistic acts. An individual carrying genes that promote altruism might be expected to die

younger than one with "selfish" genes, and thus to have a reduced contribution to the next generation's genetic pool. But

if the same individual acts altruistically to protect its relatives, genes for altruistic behaviour might nevertheless propagate.

Acts of apparent altruism to non-relatives can also be explained away, in what has become a cottage industry within
biology. An animal might care for the offspring of another that it is unrelated to because it hopes to obtain the same
benefits for itself later on (a phenomenon known as reciprocal altruism). The hunter who generously shares his spoils with
others may be doing so in order to signal his superior status to females, and ultimately boost his breeding success. These
apparently selfless acts are therefore disguised acts of self-interest.

All of these examples fit economists' arguments that Homo sapiens is also Homo economicus — maximising something

that economists call utility, and bioloqists fithess. But there is a residuum of human activity that defies such explanations:

people contribute to charities for the homeless, return lost wallets, do voluntary work and tip waiters in restaurants to

which they do not plan to return. Both economic rationalism and natural selection offer few explanations for such random

acts of kindness. Nor can they easily explain the opposite: spiteful behaviour, when someone harms his own interest in

order to damage that of another. But people are now trying to find answers.
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The favoured tools for exploring seemingly odd behaviours are called pub//'c—gookm experiments and ultimatum games. In

a public—goods experiment, each member of a group of subjects is given a financlal stake and asked to use this money to

contribute to a common pool. This pool is then expanded by the experimenters ana\ redistributed to individuals in the

group.

One recent public—goods experiment was conducted by Ernst Fehr from the University of Zurich and Simon G&chter at the
University of St Gallen in Switzerland. Sets of four students were given around $20 to\participate in a group project. They
were told that they could keep any money they did not invest. The rules of the game were that every $1 invested would
yield $1.60, but that these proceeds would be distributed to all group members — in other words everyone would get 40
cents. Thus if everyone invested, each would walk away with $32, and the public good Would have been served. If,

however, only one person invested, that sucker would take home a mere $8.
The experiment was run first as a series of six rounds in which the participants were anorlymous, investment decisions
were taken simultaneously, and no two participants interacted more than once. At the end\of each round, each player was
told how other members of the group had invested and what the individual pay—offs wouldpe. In this version of the game,
people quickly learned not to invest. By the sixth round, contributions to the pool had dwinadled to nothing.

The second version of the experiment, though, gave the individuals the opportunity to punish each other financially at the

end of each investment round. At a cost of $1, a aroup member could anonymously fine another $3. Of the 240

participants in the experiment, 84% punished at least once and around 9% punished more than ten times. Most

punishment was imposed by above—average contributors (deemed co—operators) on below—average contributors (deemed

defectors or free—riders). Punishment was related to notions of fairness. the amount of punishment given was directly

related to how far a free—rider's contributions deviated from the group's average.
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And punishment had an effect. It substantially increased the amount that was invested in the public good: more

than 90% of the participants contributed more money when punishment was a possibility.

These punishments might /look spiteful. In fact, they were altruistic. This is because, at the end of each

investment round, the participants were swapped between groups so they would never invest with the same
people again. Participants were therefore paying to punish someone with whom they would not interact again.

Altruism, in other words, emerged in the second form of the game, as punishment, but not in the first.

The idea that people sometimes value "fairness" over personal gain was also suggested by an ultimatum game

run last year by Joseph Henrich, an anthropologist at the University of Michigan's business school, and his

colleagues. In an w/timatum game, a participant is given what is for him the equivalent of a day's wages, and

asked to contribute a portion of this to a second, anonymous person whom he will never meet again. The

recipient can accept or reject this offer, but if he rejects it, neither party receives any money.

The logic behind an ultimatum game suggests that, /f people wish to maximise their resources, as standard

economics assumes, a recipient will accept any offer made by a donor. Conversely, the donor will always offer

as little as possible. But that is not how things turn out. Offers are guided by notions of what is fair, as are

rejections. The researchers found that offers ranged from 22% to 58%, and offers higher than 50% were
sometimes rejected.

This evidence and the findings of public-goods experiments led the anthropologists to conclude that

acceptance and rejection were strongly linked to feelings of fairness and reciprocity in addition to material

benefits. People reward those who act in a co—operative manner and punish those who do not — even if such

behaviour costs them something personally.
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That is, of course, only a scientific confirmation of a human commonplace. And when a new phenomenon is
recognised by science, a name always helps. In a forthcoming paper in Human Nature, Or Fehr and his colleagues
argue for a behavioural propensity they call "strong reciprocity”. This name is intended to distinguish it from reciprocal
altruism. According to Dr Fehr, a person is a strong reciprocator if he is willing to sacrifice resources to be kind to
those who are being kind, and to punish those who are being unkind. Significantly, strong reciprocators will behave

this way even if doing so provides no prospect of material rewards in the future.
Turn and face the change

That does not, of course, explain how strong reciprocity evolved in the first place. The modern theory of natural
selection sees the process working on individuals: if you are "selected out" (ie, killed), your genes cannot contribute
to the next generation. Most selective pressures (predators, sexual competitors and so on) work at the individual
level. Those that might wipe out whole groups at a time, such as infectious diseases, are not susceptible to collective
action, so might as well be individual pressures. However, if what kills individuals frequently kills entire groups, but is
something that collective action might successfully combat, the unit of selection might become the group. In the
case of human beings, who (thanks to language) can collaborate in detail, a wide range of group—threatening risks —
wars, famine, environmental catastrophes and so on — might be susceptible to such collective action. Groups

containing strong reciprocators might be better adapted to survive, particularly since their behaviour coerces even the

selfish into action that favours the common good. Genes for strong reciprocity would thus spread.
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The idea of strong reciprocity explains both previously inexplicable altruistic acts and the existence of spite. That
makes it theoretically attractive. Its boosters also think that it might have practical applications. A pair of economists,
Samuel Bowles at the Santa Fe Institute in New Mexico and Herbert Gintis of the University of Massachusetts in

Ambherst, has suggested that if policymakers want to achieve certain public goods, such as the sharing of common

resources, it might be useful to provide opportunities for the public—spirited to punish the free—riders in society. This

kind of thing works in small fishing communities, where free-riders are punished by social exclusion. Extending these

sorts of penalties to society at large could pit the better side of human nature against its other half, and make things
better for everyone.
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