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Abstract

This paper challenges the view that a stakeholder management (SM)
strategy constitutes a competitive advantage. Idiosyncratic relationships
with stakeholders are causally ambiguous. This a mbiguity makes SM
strategy difficult for competitors to imitate, but also increases managerial
discretion and internal disagreement about p olicy. In particular, SM
strategy (1) f acilitates agent opportunism; (2) impairs sanctionin g
mechanisms and thus increases monitoring costs; (3)1essens decision-
makers’ risk propensity, leading to stra tegic inertia; and (4) increases
strategic-environmental complexity and uncertainty and therefore agent’s
compensation and incentives.
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INTRODUCTION

Stakeholder management theory, increasingly prevalent since its formalization by
Freeman (1984), holds that s ystematic attention by executives to all parties who ma y
affect and be aff ected by the firm’s behavior is critical to firm success. S takeholder
management (SM)— defined here as proactive management ofissu es and claims
relevant to groups of stakeholders —is believ ed to help redu ce the pressure and
uncertainty of the task environment through implicit long-term contracts that enable
cooperation and coordination between the organiz ation and its stakeholders (Freeman,
1984; Jones, 1995). Jones (1995), taking a resource-based view of the firm (Barney,
1986; Peteraf, 1993; Teece, Pisano, & Shuen, 1997; Wernerfelt, 1984), claims that those
idiosyncratic relationships will constitute a reputational resource for the firm. That is,
by addressing stakeholders’ claims today, a firm can e ffectively build a reput ational
advantage that it can further exploit over time. Causal ambiguity is then argued to help
sustain this advantage by creating imitability barriers for rivals (Lippman & Rumelt,
1982; Reed & DeFillippi, 1990).

We challenge this sanguine perspective. We argue that causal ambiguity has a dark
side, in the sense that it also impedes the focal firm’s managers in leveraging resources
for competitive advantage (King & Zeithaml, 2001; Powell, Lovallo, & Caringal, 2006).
The firm has limited information on stakeholders’ preferences and does not know with
any precision how those relate to corporate reputation and, ultimately, to performance.
What matters to some members of a stakeholder group might not be significant to
others; conflicts are an inevitable mechanism through which c oalitions compete to
resolve internal inconsistencies and establish what the group should pursue (Coff, 1999;
Cyert & March, 1963; Eisenhardt & Zbaracki, 1992; Nara yanan & Fahey, 1982).
Stakeholders’ preferences are not absolute, but relative (Buysse & Verbeke, 2003). And
they are not relevant per se; they become strategically relevant only when brought to top
management’s attention (Dutton & Ashford, 1993). Finally, tastes are not stable. Buysse
and Verbeke (2003), for instance, ar gue that stakeholder salienc e changes frequently,
depending on individual issues which are likely to change across time.

Our major argument is that causal ambiguity will make moral hazard more likely to
manifest itself (Carson, Madhok, &  Wu, 2006; Coff, 1999; Ouchi, 1980). Under
ambiguity, control and incentive mechanisms are likely to be ineffective given the
uncertainty of task programmability and outcome measurability (Eisenhardt, 1989), so
that managers gain discretion (Hambrick & Finkelstein, 1987; Hambric k & Mason,
1984). They can use SM to chang e the power structure within the firm and reinforce
their dominant position ( Coff, 1999). Our final contention is that even a good strategy
can be unsuc cessfully implemented when internal systems of governance (incentives
and monitoring) are weakened by ambiguity about the objectives to be p ursued and by
the difficulty of assessing performance associated with that strategy. In short, we
respond to Mackey, Mackey, and Barney’s (2007:820) call for “new theory [which is]
required to explain why firms might pursue socially responsible actions that reduce the
present value of their cash flows”.
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STAKEHOLDER MANAGEMENT THEORY

Stakeholder theorists conceive the firm as part of a wider, open system where it is
interdependently linked to many groups of individuals “who can affect or be affected by
the achievement of the o rganization’s objectives” (Freeman, 1984: 46). Donaldson and
Preston (1995: 73) posit that each o f these groups has a right to be treated “as an end in
itself, and not as a m eans to some other end.” For these r easons, a stakeholder “must
participate in determining the future direction of the firm in which it has a stake” (Evan
& Freeman, 1988:97). Freeman (1984) suggests thata firmthats  ystematically
considers all stakeholders’ interests will outperform rivals. However, defining who is a
relevant stakeholder remains a practical issue.

Mitchell, Agle, and W ood (1997) propose that to g et its claims accom modated, a
stakeholder must be salient to manag ers, and to be salient to manag ers, a stakeholder
must have pow er, legitimacy, and urgent claims. That means a m anager must know
“who really counts” among stakeholders. Moreover, managers should have enough
discretion to decide which claims to accommodate and which interests must be pursued
in particular contingencies. The endogenous and changing form of stakeholders’
salience (Hall & Vredenburg, 2005) makes management’s task hardly definable ex-ante
and the causal relation with the firm’s performance difficult to establish.

Frooman (1999:193) addresses the issue of “managing potential conflict stemming
from divergent interests” by taking a resource dependence approach. The firm relies for
resources onthe external environment, and the party that controls resources can
influence the firm’s strategies. Stakeholders can either withhold a resource or continue
to supply it but with strings attached. The firm, by knowing how much interdependency
exists between it and the stakeholder, should be able to react effectively. SM could thus
be conceived as a reactive strategy to cope with changes in the task environment and
guarantee the firm the re sources it needs (Pfeffer & Salancik, 1978; Thompson, 1967).
The goal is quite cle ar: avoiding disruptions in resource exchange. But how do
managers know how to reach it? Can they react to a stakeholder’s action if they cannot
accurately assess how it will affect the firm?

In a different vein, J ones (1995) posits that SM increases  efficiency by building
reputation. Reputation is achieved through policies and decisions that give stakeholders
the impression that the firm is a trustable partner. Hence long-term relational contracts
will replace formal contracts, saving transaction and governance costs. Notwithstanding
the benefits of relational contracts, namely enhanced flexibility and the reduction of
bureaucratic costs, Carson et al. (2006) find that relational contra cting proves
ineffective to constrain opportunism under a mbiguity. In their words, “ambiguity
reduces sanctions against opportunism (i.e., punishments), thereb y increasing its
likelihood of occurrin g. Similarly, under ambiguity, some cooper ative acts will be
incorrectly sanctioned as opportunistic, reducing incentives for coop eration” (2006:
1060).

Furthermore, reputation may not have the same meaning (and symbols) for the firm
as for a specific stakeholder. Even ethical behavior can b e misinterpreted because of
divergent interests and different points of view. This is more likely to occur under
causal ambiguity, as th e parties in the relational contract face uncertainty about the
benefits they can generate in the exchange relationship (Carson et al., 2006; Dyer &
Singh, 1998).
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Divergent stakeholders’ interests, diffi culty in individualizing and addressing
stakeholder salience and claims, and uncertai nty in establishing idiosyncratic and
trustable relationships explain why, once formed, these relationships may be difficult to
imitate, giving the firm an advantage. On the other hand, causal ambiguity also impedes
the replication and leverage of critical resources within the firm (King & Zeithaml,
2001; Powelletal., 2006; Szulanski, 1996). Its potential advantages are thus
questionable.

The effect on managerial discretion is clearer: options available to managers increase
under SM. Eisenhardt (1989) ar gues that in situations where task prog rammability and
outcome measurability are uncertain, managers are not constrained to execute a specific
task or judged strictly by a fixed index. The range of possible actions, bot h substantive
(resource allocation and the like) and s ymbolic (language and personal actions aimed to
alter or reinforce standards, norms, values, etc. ), is greater under SM, widening the
“zone of acceptance” of managerial discretion (Hambrick & Finkelstein, 1987: 374). As
determinants of managerial discretion, Hambrick and Finkelstein (1987) specify, among
others, the organization’s legitimacy and internal political conditions, and the manager’s
power base and tolerance of ambiguity.

As SMisa imed, among other things, at increasing the f irm’s legitimacy, by
engaging in SM executives may broaden their discretion. When internal political control
resides in the hands of powerful shar eholders orag roup of non- share-owning
stakeholders, managers may act only in ways these groups accept. By engaging in SM,
managers can use ambiguity to change the power structure within the firm and create or
reinforce a dominant position (Coff, 1999). Throug h coalition building, a manager can
actually become a referent point for different groups of stak eholders and occupy a
central position within t he network. Such a manager “f aces only limited barriers in
exercising discretion be cause, by force of personal reputation, he or she is able to act
where many others would not even get the opportunity” (Hambrick & Finkelstein, 1987:
388).

Managers in an ambiguous and high-discretion context “will also earn more than
their counterparts in low-discretion firms beca use higher pay levels a re needed to
compensate these CEOs for bearing this greater risk™ (Finkelstein & Boyd, 1998: 181).
Moreover, higher discretion and (social) r eputation help managers to evade one of the
external mechanisms for controlling agency problems: the labor market. When they can
influence this market (fori nstance by coopting the business press or “securi ng”
financial analysts’ endorsement (e.g. Farrell & Whidbee, 2002; F arrell & Whidbee,
2003), they may create an exaggerated perception of their own value, further increasing
their discretion. Thus,

Proposition 1: Managers in a firm committed to stakeholders enjoy higher power
and discretion because of the causal ambiguity surrounding the relationship between
SM and cor porate performance.

Jensen (2002) sugg ests that managers should have a crite rion for disting uishing
stakeholders who affect the long-term value of the firm from those who are strategically
irrelevant. Berman et al. (1999) and Hillman and Keim (2001) have fou nd empirical
evidence that only primary stakeholders (employees, customers, suppliers, competitors)
have an impact on financial performance and that their claims be accommodated only
when they have strategic value to the firm.
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One explanation of these results may rest on the governance mechanisms of the firm.
Although shareholders may believe that SM enhances valu e, they may be reluctant to
give managers full discr etion without hold ing them accountable fo r it. C oombs and
Gilley (2005), in their st udy on the r elation of SM and CEO compensation, found that
generally the board of directors tends to “punish” CEOs (in terms of compensation) for
initiating an SM policy, perhaps because the board cannot see unambiguously that SM
improves firm performance. Thus an SM strategy, though promising in terms of long-
term value creation, might fail to generate the expected gains because of the internal
governance problems likely to arise throughout its execution. The main pr oblem stems
from the increase of agent opportunism, monitoring costs, and unc ertainty because of
the causal ambiguity underlying SM. We now turn our attention to these issues.

THE AGENGY COSTS OF CAUSAL AMBIGUITY

Strategic management studies have generally framed causal ambi guity within the
resource-based view of the firm (King & Zeithaml, 2001; Lippman & Rumelt, 1982;
McEvily, Das, & McCabe, 2000; Mosakowski, 1997; Powell, L ovallo, & Caringal,
2006; Reed & DeFillippi, 1990). When the firm’s resources and capabilities are tacit,
complex, and specific, rivalscannots ee how theser esources cause superior
performance (Barney, 1991; Peteraf & Barney, 2003). Thus causal amb iguity creates
effective barriers to imitation (Reed & DeFillippi, 1990).

This argument rests ultimately onthe assumption that causal ambiguity is
asymmetric: the focal firm understands the lin ~ k between its competencies and its
performance better than its rivals do. Howe ver, as Reed and DeFillippi themselves
stated (1990: 90-91), it ma y well be that “ambig uity may be so great that not even
managers within the firm understand the relationship between actions and outcomes. [ In
those circumstances] it may be impossible to utilize competencies for advantage.” King
and Zeithaml (2001:7 9) found that ¢ ausal ambiguity “may impede mobility of
competencies within an org anization, obstructing efforts to susta in competitive
advantage”; and McEvily et al. (2000: 294) maintain that “while ambiguity slows the
diffusion of superior practices and technologies across firms, it impedes the creation of
new knowledge within the firm. The netef fect on the persistence o f advantage is
unclear.” Furthermore, in a causall y ambiguous environment manag ers’ self-serving
bias is more likel y to manifest itself. Under these conditions, man agers could
overestimate their abilities and the firm’s capabilities, and neglect competitors’
qualities, harming sustainable performance in the long run (Powell et al., 2006).

The relationship between SM and firm performan ce is loose, at best, and executives
may easily misattribute importance to courses of action that, in fact, may have no effect
at all on the successful implementation of SM. Moreover, if stakeholde r groups are
divergent in the ir interests, and executives’ perception of those inte rests is hig hly
ambiguous, executives will be very uncertain about the relative importanc e of strategic
factors.

Ambiguity is not simply about asymmetric information and lack of proper cause-
effect relationship measures. It goes beyond that. It is more about a loose understanding
of phenomena, a lack of certainty in evaluating the possible course (and effects) of an
action. Moreover, an S M strategy creates socially constructed belief systems that
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“provide highly leveraged environments for exploiting self-serving biases” (Powell et
al., 2006: 188). Accordi ngly, we p ropose here that high causal ambiguity about the
performance effects of an SM strategy will amplify agency costs for the following
reasons: (1) the likelihood of agent opportunism increases; (2) sanctioning mechanisms
are less effective, resulting in greater monitoring costs; (3) decision-makers’ risk
propensity decreases, leading to strategic inertia; and (4) a gent’s compensation and
incentives increase as a consequence of higher strategic-environmental complexity and
uncertainty.

Employees’ and managers’ effort will be diverted from an organization’s objective
when it becomes mo re unclear (Barney & Hesterly, 1996). When it is difficult to
establish cause-effect relationships, it is hard to j udge how much of an o utcome is due
to the agent’s effort and capabilities and how much is owing to unpredictable events and
factors. In those circumstances, principals are reluctant to sanction the agent, whois
then freed to pursu e self-interest (Carson et al., 2006; Ouchi, 1980). B ecause of the
causal ambiguity of the SM-performance relationship, the board of directors fa ces a
higher informational di sadvantage in understanding and monitoring management
actions (Finkelstein & Boyd, 1998). Monitoring costs rise—perhaps in vain, given the
difficulty of unequivocally assessing management’s faults when a strategy is highly
ambiguous, like SM.

Another source of agency problems is the decision-making  process of the
stakeholder-oriented firm. Because stakeholders are interested in securing part of the
quasi-rents generated as a result of their r elationships with the firm (Sundaram &
Inkpen, 2004; Zingales, 1997), they are more likely to favor conservative or risk-averse
strategies. Also, firms engaging in SM arel ikely to be cha racterized by a highly
politicized decision-making process (Jensen, 2002), where all stakeholders’ interests
must be systematically considered. It becomes difficult to pr ioritize among
stakeholders’ interests and reach consensus on st rategies that might negatively affect
some group of stakeholders while favoring others. Risky and innovative strategies are
likely to accentuate this political problem, so top managers avoid risk. Hence,

Proposition 2: Firms committed to stakeholders are more likely to experience
strategic inertia; thus they are less likely to outperform competitors in dynamic
environments.

In this political environment it will be more costly to provide managers with the
right incentives to und ertake optimal risk. Moreover, causal ambiguity makes the
environment executives must cope with less predictable since it is both riskier and more
complex. They will then require to be compensated for bearing this greater risk and for
the capabilities and effort required to manage such a difficult situation (Finkelstein &
Boyd, 1998).

This will ultimately represent a double cost for the firm, which might, paradoxically,
face a scenario where the agent’s effort decreases while the compensation schedule
increases. Incentive mechanisms could be of l imited use as wel l, given the uncertainty
managers face about the resources that must be 1 everaged. To overcome t his, the firm
needs to buy more information; hence bureaucratic costs increase. Thus,
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Proposition 3: Agent control mechanisms are less effective and more costly for
firms pursuing an SM strategy.

GOVERNANCE STRUCTURE, MANAGERIAL INCENTIVES, AND SM

Zingales (1997: 3) defines a “governance system as the complex set of constraints
that shape the ex -post bargaining over the qua si-rents generated in the course of a
relationship.” What makes such bar gaining necessary is the incomple teness of the
contract, which does not perfectly allocate the quasi-rents ex ante. Central to the issue
is the classical agency problem: individuals making important decisions do not bear the
wealth effects their decisions produce (F ama, 1980; Fama & Jensen 1983a,b; Jensen &
Meckling 1976). But inman y companies this separation is necessa ry given that
shareholders-owners have neither managerial capabilities nor, in mostc ases, any
interest in runnin g the business: they are simply willing to invest their money into a
company that is expected to give them an ex-post surplus.

In such or ganizations, agency problems are reduced by separating management
(initiation and implementation) from control (ratification and monitoring) (Fama &
Jensen 1983a,b). Bec ause specific knowledge is diffused amon g agents, it is more
efficient to delegate management decisions to those agents. And where there are many
residual claimants who are mostly unqualified for decision roles, it is mor e efficient for
them to delegate control decisions (Fama & Jensen, 1983a). This corporate governance
system is better for principals in the sense that “the separation and diffusion of decision
management and decision control limit the po wer of individual d ecision agents to
expropriate the interests of residual claimants” (Fama & Jensen, 1983a: 309).

Besides internal mechanisms, there are three external systems for controlling agency
problems: the stock market, the market for corporate control (takeovers), and the labor
market. The stock market, by pricing common stocks and transferring them at low cost,
exerts pressure to orient corporate decisions toward the interests of residual claimants.
A similar effect is produced by takeovers (Jensen, 1986): when managers are not acting
on behalf of principals, the latter can circumvent existing managers and the board by a
direct offer to purchas e stocks orb y campaigning to elect new dir ectors. The job
market, by properly reflecting the v alue of h uman capital, is claimed to induce
managers and ex ternal directors to provide the “optimal” effort, know ing that their
market value depends on their past and current performance (Fama, 1980; Jensen &
Meckling, 1976).

The corporate governance literature has focused on aspe cts of the governance
structure that may influence incentives and monitoring, and hence the optimal allocation
of resources. Particularly relevant for our purpose are (1) ownership structure; (2) the
effectiveness of markets as ex ternal monitoring; (3) the allocation o f risk among the
company’s members; and (4) the optimal allocation of residual right of control. Each of
these is discussed in turn.
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Ownership Structure

Because the sepa ration of ownership and mana gement (Fama & Jensen 1983a,b;
Jensen & Meckling 1976) is the first and most im portant source of agency problems, it
i1s straightforward to assume that ownership structure indeed alter s managerial
incentives to make sp ecific investments in ef fort, skills and knowledge, a ssets, and the
like. A classical example of how a change in the ownership structure can influence the
incentive to make a specific investment is the Fisher Body case (Klein, Crawford, &
Alchian, 1978). The auto body manufacturer Fisher Body refused, in the early 1920s, to
relocate its plant close to General Motors’ plants because doing so would have reduced
its ability to supply other car manu facturers and weakened its bar gaining power with
GM. GM solved the problem by buying Fisher Body.

However, vertical and horizontal integration usually imply higher organizational
complexity, rigidity, and (potentially) costs. Thus there is a trade-off between agency
costs and those derivin g from managing the higher complexity of the integrated firm;
only when the first are | arger than the second mi ght it be efficient to integ rate the two
structures. Transaction costs analysis claims that the firm is a better governance system
than the market for the exchange of those resources that have high transaction costs
(Coase, 1937; Williamson, 1981, 1985, 1991).

Numerous studies (amo ng others, Daily & Dalton, 1994; De ya-Tortella, Gomez-
Mejia, DeCastro, & Wiseman, 2005; R yan & Schneider, 2002) h ave analyzed the
impact of the concentration and the composition of a firm’s ownership, the main idea
being that the more diffuse ownership is, the lower will be shareholders’ ability to
influence and control mana gers. A strai ghtforward prediction is that with in firms with
diffused ownership agency problems will be more pronounced because managers enjoy
higher discretion and power (e.g., Berle & Means, 1932). In this case, managers may be
more prone to engage in SM, in order to secure greater visibility and legitimacy, and to
reinforce their power through a network of connections with government administrators,
local community leaders, institutions, and the like. Thus,

Proposition 4. Managersin firms with diffused ownership are more likely to adopt
SM policies as a way to strengthen their power.

On the other hand, we should wonder why a shareholder with neither the will nor the
ability to inf luence managers would inve st in a firm where executives are not
accountable for financial performance. Fundamentally, this type of shareholder aims to
get a surplus out of the mone y he/she invests into the firm. The invest or might be
interested in the long-term strategy of the firm incidentally, to th e extent that this
strategy will inc rease the firm’s market value. But a firm where managers spend
available resources on uneconomic projects just to reinforce their own power might well
be penalized by the market, and managers would then have fewer resources to spend.
Therefore, financial performance could moderate the adoption of SM strate gy within
firms with dispersed ownership.

Proposition 4a: For firms with diffused ownership, financial performance will
moderate the strength of SM policies management is willing to adopt in order to
enhance its power.
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In firms where ownership is mor e concentrated, controlling shareholders are
influential, and usuall y are members of th e board of dire ctors (La Porta, Lopez de
Silanes, & Shleifer, 1999). It might be argued that they can and will punish managers
who spend the firm’s resources in unprofitable activities (Coombs & Gilley, 2005).

On the contrary, we argue that shareholders with a large block of stock are usually
interested in the long-term value of the company (Johnson & Greening, 1999; Neubaum
& Zahra, 2006), bec ause they cannot sell all the shares the y hold on the spot market
without suffering a loss (stock price generally decreases when a large number of shares
are put on the market). They may therefore recognize SM as a value-enhancing strategy
and be willing to p rovide managers with the necessary discretion (Hambrick &
Finkelstein, 1987) to im plement it. Graves and Waddock (1994), building on Chaganti
and Damanpour’s (1991) finding of institutional investors being risk-averse, argue that
institutional investors, which usually holda relevant percentage of shares, might
consider corporate social performance (CSP) as a risk-reducing measure and favori t,
ceteris paribus. J ohnson and Greenin g (1999), suggesting that long -term-oriented
institutional investors might believe that social performance would af fect financial
performance over time, found that pension funds appeared to induce firms to assume a
more responsible position toward environmental and people issues. Neubaum and Zahra
(2006), arguing that lon g-term investors who favor CSP are more likely to establish
stronger relations with management in o rder to influence it, found a significant and
positive relationship between long-term institutional ownership and CSP.

For their part, mana gers have a strong interest in persuadin g large shareholders that
SM will enhance value, since it wil 1 increase their discretion and, in turn, their
compensation; Finkelstein and Boyd (1998) found that CEO compensation is positivel y
related to managerial discretion.

Proposition 5: Managers in firms with concentrated ownership are more likely to
adopt SM policies as a way to gain more discretion, claiming that they enhance value
in the long term.

Some blockholders mig ht well be long -term-oriented yet consider SMarisk y
investment with hig hly uncertain return, i.e., a cost. They might focus on financial
performance as the only transparent measure of their investment and therefore prevent
managers from makin g risky investments not strictl y related to corpo rate financial
value. And, of course, not all large shareholders are long term oriented. Johnson and
Greening (1999) found that investment mana gement funds have an ind irect negative
effect on people and environment/product qualit y dimensions of CSP, while Neubaum
and Zahra (2006) detected a negative relationship between short-term investment funds
(mutual funds and investment banks) and CSP activism.

Moreover, it might also happen that, although large shareholders could see SM as
beneficial to corporate performance, they would not allow managers to implement it
because that would increase information asymmetry between principal and agent and
weaken their residual right of control. They might then penalize managers who initiated
social activities (Coombs & Gilley, 2005). Thus,
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Proposition 5a: Managers in firms with financially oriented controlling
blockholders are less likely to adopt SM policies that are not strictly oriented toward
financial value.

External Monitoring

In agency theory, the market is believed to monitor managerial beh  avior (Fama,
1980; Fama & Jensen, 1983a,b; Jensen, 1986). The argument goes as follows. Internal
control mechanisms can be costly or inadequate in monitoring managers. In such a
situation, it will be more efficient to use incentives to align the agent’s interests with
those of the principal (Tosi et al., 1999). When industry performance varies, managers
may attribute their failure to unpr edictable changes inthe m arket; but if markets
function efficiently, managers can use this strategy only in the short term. In the long
term, competitors, changes in customers’ preferences, and financial and equity markets
will pressure the firm to become more efficient and competitive; inefficient firms will
fail. Therefore, even if internal governance is ineffective, the market — in the long term
— will discipline managers. Takeover bids are generally thought to be one of the forms
of external monitoring (Jensen, 1986). An inefficientl y managed firm is g enerally
undervalued on the stock market and could be an investment opportunit y for external
investors, who might bid for the company at a price higher than the current one but less
than its potential valu e, and th en restructure the firm and pu rsue more profitable
activities in order to generate a surplus on their initial investment (the takeover bid).
Takeovers are generally seen as positive by shareholders, who are paid a higher price
than they would get under the current mana gement. But for managers the takeover
represents a threat to their jobs and benefits. Hence, the thre  at of a takeover should
induce them to run the firm efficiently.

For firms adopting an SM strategy, we challenge this logic. First, as in any takeover,
managers will try to persuade the board and shareholders that the offer does not reflect
the true potential value of the firm; and given the information asymmetry between agent
and principal, in some ¢ ases, managers’ allegations may be successful. In the case of
firms adopting an SM str ategy, managers will argue that the stock market does not
reflect the value of this strategy, or that it does so only partially: the future value of the
company will be higher than the bid offer because the firm’s activities will benefit from
cooperation with its stak eholders. Second, the takeover will impair the implementation
of the SM strateg y and thus destro y existing value. Changes in ownership and
management might disrupt the established impl icit contracts with stakeholders, who
might lose confidence in the mutual commitment. This is a strong argument that both
managers and stakehold ers could use to oppose the bid. Therefore, tak  eovers are no
longer a credible threat to firms that have adopted an SM strategy.

Proposition 6: Firms adopting SM policies are more likely to resist takeover bids;
and thus, management is more likely to become entrenched.

Jensen (1986) notices that a conflict of interests between shar eholders and managers
takes place when organizations generate free cash flows but have low growth prospects.
“In these or ganizations the pressures to waste cash flows b y investing them in
uneconomic projects is most serious” (J ensen, 1986: 324). J ensen suggests that firm
debt limits managers’ discretion to use free cash flow, and the threat of fai lure to make
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debt service payments pushes organizations to be more efficient. Hence, debt plays an
important role in c ontrolling managerial power and discretion. Firms with high debt
have as primary objectives efficiency (reducing costs) and financial performance (value-
enhancing activities). Such firms ar e likely to boost financial p  erformance by
redeploying into short-term strate gies part of the resources they could otherwise have
invested in long-term ones such as SM. On the other hand, when firms have low debt,
managers may use slack in resources to enhance their own value, increasing their power
and discretion through SM.

Proposition 7: Managers in firms with relatively low debt and/or with slack in
resources are more likely to adopt SM policies as a way to strengthen their power.

Risk Allocation

A stakeholder-oriented firm should be more concern ed about lon g-term value
creation for stakeholders in general than about s hort-term market v alue for financial
investors. Accordingly, the board o f directors may be induced to set alon g-term
compensation schedule, like a stock option plan, in order to alig n managers’ interests
with those of stakeholders. Notwithstanding the potential incentive value of such plans,
given the ambiguity generated by SM, the y will further increase the difficulty of
assessing managers’ contribution to f irm performance and will widen ma nagers’
discretion on short-term operations (on whose success they will not be judged). Also,
managers whose compensation is linked to stock option plans ma y take more than
optimal risk when forecasting sure losses.

The Behavioral Agency Model (B AM) developed by Wiseman and Go mez-Mejia
(1998) challenges the widely held assumption that managers are risk averse, and rather
proposes that they are in fact risk loving when they foresee sure losses. According to the
loss aversion hypothesis of prospect theory (Kahneman & Tversky, 1979), what drives
decision making under risk is a ps ychological factor called the certainty effect. The
inclination to overweight certain outcomes relative to those tha t are merely probable
favors risk aversion in the domain of gains and risk seeking in the domain of losses. The
BAM has been used, am ong different applications, to show that family firms, contrary
to general wisdom, are risk loving when the family’s control of the b usiness — the
socioemotional endowment - is at risk (Gomez-Mejia, Haynes, Nuiez-Nickel,
Jacobson, & Moyano-Fuentes, 2007), and that stock option plans, as a vari able form of
compensation, may fail to align incentives and may even pervert them (Deya-Tortella et
al., 2005). If the BAM model is correct, managers who expect compensation losses will
take excessively risky decisions in order to recover the losses. This will je opardize the
firm’s stability and hence its relations with its risk-averse stakeholders, and reduce the
potential benefits that could have been derived from SM. That is, SM may indirectly
weaken internal mechanisms of governance by creating incentives to pursue objectives
other than its own. When this is the case, even a g ood strategy can be u nsuccessfully
implemented.

Proposition 8: The adoption of long-term compensation plans as an incentive for
implementing SM will increase managerial discretion and risk tolerance. As a result,
long-term valueis less likely to be enhanced and stakeholders' interests are less likely
to be met.
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Residual Right of Control

From an agency theory perspective (Fama, 1980; Fama & Jensen, 1983a,b; Jensen &
Meckling, 1976), the organization is a nex us of contracts amon g owners of factors of
production and nonowner stakeholders, with the owners bearing the residual financial
risk —ther isk that expected payments will n ot compensate inflows of resources.
Therefore, shareholders are the residual claimants in whose interest the firm, implicitly
or explicitly, should be managed (Fama & Jensen, 1983b). The assumption is that other
stakeholders who provide assets—knowledge, skills, andthel ike—have their
investments protected by specific contracts, so they donotn eed a residual right of
control over the firm (Grossman & Hart, 1986).

This argument has bee n challenged b y some authors (Rajan & Zingales, 1998;
Zingales, 1997) who argue that, since contracts are incomplete, there is no reason to
state a priori that provid ers of funds need more protection than, for instance, providers
of human capital. Instead, these challengers offer a different explanation of why the
residual right of control should be assigned to shareholders. As Zingales (1997: 13) puts
it,

A satisfactory explanation of why the residual right belongs to the
shareholders can only be obtained in atheor y of the firm that
explicitly accounts for the existence of diff erent stakeholders and
models the interaction b etween contractual (e.g., ownership) and non
contractual sources of power (e.g., unique human capital
investments)....the residual rig ht of control over an asset alwa  ys
increases the share of s urplus captured by its owner (who hast he
opportunity to walk away with the asset), but it does not necessaril y
increase her marginal incentive to specialize. If, as it is likely, a more
specialized asset has less value outside the relatio nship for which has
been specialized, then specialization decreases the owner’s outside
opportunity and, thus, her share of the quasi-rents. Owning a physical
asset, then, makes an agent more reluctant to specialize it. As a result,
the residual right of control is best allocated to a group of agents who
need to protect their investment against ex-post expropriation, but who
have little control on how much the asset is specialized.

Allocating the residual right of control to shareholders will protect them from ex-post
expropriation without altering their incentive to provide the optimal amou nt of capital.
In contrast, giving such control to other stakeholders would decre ase their mar ginal
incentive to specialize their investment into the firm. Sundaram and Inkpen (2004: 354)
hold a similar view, na mely that non-shar e-owning stakeholders are risk averse and
therefore would deter m anagers from taking risky decisions. Moreover, as Hansmann
(1996) has proposed, a governance system is more inefficient the hi gher the divergence
of interests amon g principals. Hence, a strategy of stakeholder cooptation (Pfeffer,
1972) may be notan efficient device for corporate governance. While potentially
enforcing some commitment for continued support from stakeholders, this strateg y will
increase their bargaining power and the divergence of interests, creating more ambiguity
about the firm’s objectives.

11
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To the extent that a firm is a set o f specific investments (Rajan & Zingales, 1998;
Williamson, 1980), corporate governance should give stakeholders incentives to
optimally specialize the asset they supply to the firm. Thus,

Proposition 9: Allocating the residual right of control to stakeholders would not
ameliorate agency problems, and would reduce stakeholders (and managers)
marginal incentive to make specific investments.

CONCLUDING REMARKS

SM theory’s assumption that SM will naturally establish trust and therefore lead to a
cooperative equilibrium is questionable once one considers the diver gent incentives of
the actors involved in the relation. Some authors, in a different context, notice that trust
may rather provide an incentive for free-riding, even within the special relationship
among members of family firms (Gomez-Mejia et al., 2001; Schulze, Lubatkin, Dino, &
Buchholtz, 2001). In particular, Schulze et al. (2001: 100) argue that altruism as well as
opportunism may alter t he incentive structur e so that “man y of the a gency benefits
gained (e.g., commitment) are offset by self-control and moral hazard.” Interestingly, in
a study on social structure and competition in in terfirm networks, Uzzi (1997) found
that trust does not always increase competitive advantage. Governance by trust may
rather create constraints: “The sam e processes by which embeddedness creates a
requisite fit with the cur rent environment can pa radoxically reduce an or ganization’s
ability to adapt” (Uzzi, 1997: 57). In a different vein, Carson et al. (2006) found that
relational contracts are not robust to opportunism.

According to the resource-based view (Barney, 1986; Peteraf, 1993; Teece et al.,
1997), the firm’s competitive advantage derives from idiosyncratic resources that are
heterogeneous, rare, and difficult to imitate. Corporate reputation and legitimacy to
operate in the market are cert ainly among those resources. The organization’s
accumulated “stock™ of reputation (Dierickx & C ool, 1989) may be je opardized by
failure to meet stakeholders’ expectations. Therefore, a st rategy of stakeholder
orientation might be seen as a flow-investment necessary to maintain the legitimacy
(Thompson, 1967) that allows the firm to ex change resources in the market. SM could
also be re garded as a d ynamic capability (Teece et al., 1997) crucial for matching
internal resources with the changing task environment. Yet the same causal ambiguity
that makes reputation extremely valuable for the firm and difficult for competitors to
imitate can incre ase the divergence of opinion upon which SM policies should be
pursued, potentially generating conflict as well as managerial discretion.

Jensen & Meckling (1995) suggest that strate gic plans redu ce information
asymmetries, hence moral hazard, by promoting the alignment of interests among the
firm’s agents through sharing the firm’s objectives and val ues. But we contend that
even a good strategy may accentuate the agency costs associated with information
asymmetries and moral hazard when the strategy’s goal is clear but the causal relation
between its policies and firm performance is highly ambiguous. As Barney and Hesterly
(1996: 122) posit,
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When performance ambiguity reaches very high levels, then neither
the measurement of market mechanisms nor bureaucratic monitoring
can insure that employees’ efforts will be directed towards the
organization’s goals. Under these circumstances, clan governance is
most efficient. Clan governance requires intensive people processing
(Ouchi, 1979)orso cialization (Ouchi, 1980) and long -term
associations within the firm to serve as an ef fective means of control.
These activities are more costly than market and bureaucratic control,
however.

The clan mode of control (Ouchi, 1980) requires reciprocity, legitimate authority,
and common values and beliefs. The m echanism that re gulates its fu nctioning is
tradition. It is then probably the most appropriate governance structure to promote the
stakeholder society. We should remark, though, that it is hard and costly to achieve this
form of governance, given the incentive members have to pursue their o wn objectives
rather than those of the “clan.” Although trust establishes norms and ex pectations, and
lowers the perceived risk of ex change, it increases the opportunity for abuse through
opportunism (Schulze etal., 2001). Thisism  ore likely to happ en under causal
ambiguity (Carson et al., 2006; Powell et al., 2006).

Hill & Jones (1992), in their Stakeholder-Agency Theory, maintain that institutional
structure can solve monitoring problems. Institutions economize through scale in
gathering information in order to monitor management. In the case where they can
coordinate the claims of diffused stak eholders they can even influence management’s
behavior. The problem is not solved, however, for those stakeholders making  specific
investments into the firm. The threat of withholding their resources is not credible. As a
consequence, in the short run mana gers can leverage the powe r differentials and
strengthen their own power.

Tirole (2001) argues that adopting a flat schedule for managerial compensation could
be one way of avoiding the moral h azard associated with SM and promoting a
stakeholder society. This is consistent witht he economic literature on optimal
contracting under high outcome variability, causal ambiguity, and subjective evaluation
(MacLeod, 2003; Milgrom & Roberts, 1992). A fix ed-wage contract shifts the focus to
the behavioral side of mana gement’s performance. But, as Eisenhardt (1 989) posits, a
behavior-based contract is approp riate when managers’ task is programmable. We
argued throughout our analysis that this isnot the case with SM strateg y. We are
basically left with an “incentive trap” effect. An out come-based contract could
motivate managers to pursue a long-term value creation strategy, such as SM. But in the
meantime, given the difficulty of measuring the outcome and its high causal ambiguity,
such a contract could create a perverse incentive and increase moral hazard. On the
other hand, a fix ed-wage contract could reduc e managers’ opportunism, but it mig ht
also reduce their effort by not rewarding the higher complexity and un certainty SM
requires.
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