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Web 2.0 Tracker Franticindustries.com has compiled a "Best of" list for the five simple dead ways to store online files. If it is not ridiculously simple to use, then it is not on this list.From Dropboks to Justupit, these services could not be easier to go on. For the most part, you don't even need to register for an account - just jump into and start loading
away. What is missing from this list? Please share the comments. 5 simple ways to memorize your online files [FRANTICindustries.com] By the end of this chapter, students should be able to: describe how non -financial companies meet their external financing needs. Explain because the obligations play a relatively important role in the external
funding of US societies. Explain because most of the external loans take place through financial intermediaries. Define the costs of transactions and explain their importance. Define and describe asymmetrical information and their importance. Define and explain the adverse selection, moral gamble and agency problems. Explain because the financial
system is strongly regulated. Learning objective how can companies meet their external financing needs? So far we have long discussed financial markets and we have learned to calculate the prices of the various types of financial securities, including securities and bonds. Moving markets are important, especially in the US economy. But it can be
remembered from chapter 2 "the financial system" that the financial system connects savers to savers or investors to entrepreneurs in two ways, through markets and through financial intermediaries. It turns out that the second channel is more than the first. In terms â €, banks, insurance companies and other intermediaries â ™ are more important
than the markets tuo-kcehC tuo-kcehC ?otnivnoc ies noN .ilanoizutitsi irotatserp irtla ni e ehcnab ellen esuihc etrop a eneivva ,aivattut ,elaer enoiza'lled etrap roiggam aL .itnerapsart etnemavitaler onos ©Ãhcrep aidem iad enoiznetta ¹Ãip eraritta da onodnet itacrem I .iranoizagilbbo e 8.1 "Sources of external financing for non -financial companies in
four economically and financially developed countries", which illustrates the sources of external financing for non -financial companies in four of the most advanced economies in the world: United States, Germany, Japan and CanadaIn none of these countries the stock market (i.e. shares) provides more than 12% of external funding. The loans, coming
from banks and non -bank financial companies, provide most of the external funding in three of these countries and the majority in the fourth, the United States. The bond market provides the rest, about 10% of the total external funding (excluding the commercial credits granted during the exchanges, such as when suppliers send their goods, then
they combine 15 or 30, or when customers, such as libraries For academic magazines, they pay goods or services before their supply), except in the United States, where the obligations provide about a third of the external funding of non -financial companies. (As we will learn later, the US banking system was historically relatively weak, which
explains because the bond market and loans by non -bank financial companies are relatively important in the United States. In short, more companies have found useful to contract Loans from life insurance companies or sell bonds rather than obtaining bank loans.) Figure 8.1 Sources of external financing for non -financial companies in four
financially and economically developed countries as observed above, the data reported in Figure 8.1 â "Funding sources external for non -financial companies in four financially and economically developed countries »do not include commercial credit. Most of the companies are small and most small businesses finance most of the Activities by drawing
on loans from their suppliers or, sometimes, by their customers. Most of these funding, however, ultimately, come from loans, bonds or actions. In other words, the companies that extend the commercial credit act, in a certain sense, as non -banking intermediaries, channeling equity, obligations, and e e to small businesses. Cié makes sense because
suppliers usually know more about small businesses of how banks or individual investors do. And the information, â €, â ™, is fundamental. It should also be noted that the figures relating to the proper capital are somehow misleading since, once sold, an action provides a loan forever, or at least until the company falls or regains it. The above figures
do not explain this, therefore a bank loan lasting 1,000 dollars renewed every year for 20 years would count as $ 20,000 of bank loans, while the sale of $ 1,000 of shares would only continue as 1,000 dollars. Despite this distortion of the methodology, it is clear that most external funding does not come, in fact, from the sale of actions or bonds. In
addition, in the less developed countries economically and financially, an even greater percentage of external financing reaches non -financial companies through intermediaries rather than markets. How do the facts highlighted in figure 8.1 "sources of external financing for non -financial companies in four economically and financially developed
countries"? Why are banks and other loans sources of external financing more important of the actions and bonds? Why indirect finance, through intermediaries, exceeds direct finance, through markets? For this reason, because most of these loans are guaranteed pledge of some activities, such as land or financial securities, for the reimbursement of
a loan. Why are loan contracts so complex? Why are only the major companies able to raise funds directly by selling securities and bonds? Finally, why are financial systems around the world one of the most regulated economic sectors? These questions can be resolved in three ways: transaction costs, ehcna ehcna onossoP .eiracnab non eiraiznanif
inoizutitsi e ehcnab ad ititserp erenetto onossop e enimret ognul ¹Ãip a inoizagilbbo e elaicremmoc atrac ,inoiza erednev onossop Ãteicos el ,onretse otnemaiznanif id eznegise orol el erafsiddos reP .oroval id 'op nu Ãredeihcir ,aivattut ,inimret ert itseuq onacifingis asoc erageipS .redir-eerf led amelborp li e acirtemmisa trade credits from suppliers
and customers, but most of these funds ultimately come from loans, bonds, or shares. Most external financing comes from lending, with bonds and shares second, except in the United States, where bonds provide about one-third of external financing to corporations non-financial assets. Bonds play a relatively more important role¹ in the external
financing of US companies because the US banking system Ã© has been historically weak. This weakness led the companies to to obtain more¹ loans from non-bank financial institutions, such as life insurance companies, and also to issue more¹ bonds. Training Objective Why is most external financing channeled through financial intermediaries?
Minimum Efficient ScaleThe smallest¹ a business can be and remain efficient and / or profitable. in the financial system, it is larger than most individuals can² invest. Someone with $100, $1,000, $10,000, even $100,000 to invest would have difficulty to make any profit at all, let alone the risk adjusted return in progress. This is because© most of its
profits would be consumed in transaction costs such as bank and brokerage fees, spread dealers, legal fees, and the opportunity cost of its time, and liquidity losses and diversification. Many kinds of bonds come in $10,000 increments and are therefore out of the question for many small investors. A single share of some companies, such as Berkshire
Hathaway, costs thousands or tens of thousands of dollars and thus Ã is also out of reach. Most shares cost much less, but transaction fees, even after the online trading revolution of the early 2000s, are still quite high, especially if an investor were to diversify by buying only a few shares in many companies. Financial markets are efficient enough to
make arbitrage opportunities rare and fleeting. Those who make their living by engaging in arbitrage, such as the D. E. Shaw hedge funds, do so primarily by exploiting economies of scale. They need super-fast computers (read “expensive”) and nerd employees (read “expensive”) Â”expensiveÂ”) ot sreworrob suoremun ot sdnuf ÂÂÃ¢srednel
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000,1$ a no tnecrep 100. gnikam tiforp tÂÂÃ¢now uoy ,elpmaxe rof ,05$ fo eef egarekorb talf a htiW .stsoc dexif hgih fo esuaceb snoitcasnart elacs-egral ni egagne ot deen osla yehT .meht no smargorp operate operate custom (read the negative impact of any default settings. Although the child industry is currently growing, the peer-to-peer concept is
not yet proven and there are powerful reasons to doubt its success. Even if the concept is successful (and could give his Thomas Friedman "the world is flat"), it will strengthen only the point here made about incapacitance most people to invest profitably without help. Financial intermediaries can clearly provide such help. They have done so for at
least a millennium (yes, a thousand years, perhaps more¹). A key to their success ³ their capacity to keep the credit information that has created a secret. Bankers have incentives to find out who the best borrowers are because it is difficult for others to steal that information. Insurers cannot simply wait for another insurer to discern their asset from
bad risks and thus exploit the information. The free guide, in other words, Ã is minimal in traditional financial intermediation. Another key ³ the capacity financial intermediaries to achieve a minimum efficient scale. Banks, insurers and other intermediaries pool the resources of many investors. CiÃ² allows them to diversify cheaply because they
instead of buying 10 shares of $10 from XYZ and paying $7 for the privilege (7/100 = .07) can buy 1,000,000 shares for a brokerage commission of perhaps $1,000 ($1,000/1,000,000 = .001). In addition, financial intermediaries must not sell assets as often as individuals (Ceteris paribus, of course) because they usually can make inflow payments such
as deposits or premium payments. Their cash flow, in other words, reduces their liquidity costs. Individual investors, on the other hand, often find it necessary to sell assets (and bear the associated costs) to pay the bills. As specialists, financial experts are also experts in what they do. That doesn’t mean they are perfect – far from it, as we learned
during the financial crisis that began in 2007 – but they are certainly Efficient in accepting deposits, making loans or insuring risks of you or I will ever be (unless we work for a financial intermediary, in which case we will probably become incredibly efficient in one or at most a handful of functions). This expertise covers many areas, from database
management to telecommunications. But Ã is very important in reducing asymmetric information. Asymmetric information is the devil incarnate, a scourge of humanity second only to scarcity. Joking aside, Ã is a crucial concept to understand if you want to understand why the financial system exists and why© is, for the most part, heavily regulated.
Asymmetric information makes our markets, financial and otherwise, less efficient than it would otherwise be by allowing the party with superior information to take advantage of the party with less information. Where asymmetric information is large, resources are not put to their most appreciated uses¹ and Ã is possible to make outsized profits by
cheating others. Asymmetric information helps to provide markets, including financial markets, the bad representative they have acquired in some quarters. Intermediaries and financial markets can reduce or mitigate asymmetric information, but they can no longer¹ eliminate it than they can end scarcity. Financial markets are more transparent than
ever, but dark corners remain. Government and market participants can and have forced companies to disclose important information about their revenues, expenses, and the like, and even follow certain accounting standards. As one CEO of a famous Wall Street Journal cartoon put it, "all these regulations take the fun out of capitalism." But at the
edges of every rule and regulation there is ample space to play shyster. When the managers found out they couldn't orol orol ,orol ,oipmese da ,)"iladneiza inoiza elled enoizatulav e itneiciffe itacrem ,ilanoizar evitattepsa" 7 olotipac len oserppa omaibba emoc ,inoiza elled izzerp i idniuq e( ilitu ilgus inoisiverp el eralopinam Retrodate stock optionsin
this context, a form of compensation given to managers, managers and sometimes other employees to reward them for the increase in the share price of their company. Retroding the options, the managers were able to profit from their stock options, even if the prices of the shares have decreased (or have not increased much) to enrich themselves at
the expense of the shareholders and other corporate stakeholders. What is the precise nature of this great asymmetrical evil? It came out that this devil, this cerberus, has three heads: opposing selection, moral gamble, and the problem of the main agent. We cut each head in turn. Main aspects to be taken into consideration the costs of transactions,
asymmetrical information and the problem of free rider explain because most of the external funding is channeled through intermediaries. Most people do not control sufficient funds to invest in profitiously, given that fixed costs are high and variable costs are low in most financial sectors. In other words, buying 10 shares costs almost as much as
buying 10,000. Furthermore, individuals do not engage in sufficient transactions to be skilled or expert to it. Financial intermediaries, on the contrary, reach a minimum scale of efficiency and become quite expert in what they do, while remaining far from being perfect. Transaction costs are all costs associated with the completion of an exchange. The
transaction costs include, by way of example, the intermediation commissions, the spreads for dealers, the banking commissions, the legal costs, the research, selection and monitoring costs and the cost of the time dedicated to investment activities. They are important because they reduce basic profits, eliminating or reducing them considerably in
the case of private individuals and businesses that have not reached a minimum scale of Transaction costs are one of the reasons why institutional intermediaries dominate external finance. Learning Objectives What are the problems caused by asymmetric information and, in particular, by unfavourable selection and how can they be mitigated?
Adverse Adverse It is pre -contractual asymmetrical information. It occurs because the potential borrowers and inspired more risky have the most large incentive to obtain a loan or insurance. The classic case of adverse selection, the one that reported the phenomenon to the attention of economists in 1970, is the market for "lemons", that is to say
cars inclined to break. The history of lemons, with adequate changes, applies to everything, from horses to ties, lemons (fruit), to construction services. This is because the story of Limons is simple but powerful. People who offer lemons on sale know that their cars smell. Most people trying to buy cars, however, cannot say that a car is inclined in a
fault. They could kick the tires, take it for a short lap, look under the hood, etc., all without discovering the truth. The seller has superior information and in fact it has an incentive to increase asymmetry by placing a patch on any obvious problems. (For example, it could carefully heat the car before showing it, putting the high quality petrol in the
tank, clean the oil stains in the road and so on.) It could even explain that the car was owned by his Poor deceased grandmother, who used it only to guide in church on Sunday (for services) and Wednesday (for the bingo), and which was meticulous care. The unfortunate buyer, the story, offers the average price for used cars of particular brand,
model, year and mileage for sale. The happy seller (and greedily if you want to be moralistic about it) accepts. One day, a week, a month or a year later, buyers learn that he paid in excess, that the car he bought is a lemon. He complains about his relatives, friends and neighbors, many of whom tell similar horror stories. A consensus shows that all
used cars are lemons. Of course, some used cars are reality “Capestri”, very reliable means of personal transport. The problem is that peach owners cannot credibly inform buyers of the quality of the car. of the car. can honestly say that the car was owned by the poor deceased grandmother who used it only to go to church on Sundays (for services)
and Wednesdays (for bingo) and who took care of it meticulously. But it sounds very similar to what the owner of the lemon says. (Actually, we just copied and pasted from above!) Thus the asymmetric information remains and the unfortunate buyer offers the average price for used cars of particular make, model, year and mileage for sale. (Another
copy and paste work!) But this time the seller, instead of accepting the offer, gets offended and storms away (or at least declines). So relatives, friends and neighbors Â Â buyers are half right ÂÂnot all used cars for sale are lemons, but the ones that are bought are lemons! Now appears our hero, the used car dealer, who is literally a dealer in the
same sense that a stock dealer is: buys from sellers at a (offer) price and then sells to buyers at a higher (demand) price. Earn your profits or spread by facilitating the market process by reducing asymmetric information. Compared to the average person, he is an expert in assessing the true value of used cars. (Or your business is big enough that you
can hire these people and afford to pay them. See the section on transaction costs above.) So it pays more for peaches than for lemons (ceteris paribus, of course) and the used car market starts to operate at a much higher level of efficiency. Why, then, is the stereotype of the used car salesman not very complementary? That the guy in Figure 8.4
“Shady used car salesman” looks more typical of the guy in Figure 8.5 “Used car salesman not so shady”? I can think of several explanations. The used car dealership market can be too competitive, with many This gives dealers incentives to look for rentals (by ripping away customers) and disincentives to establish long-term relationships. Or the
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to pay much for insurance because they know that the probability that will undergo a loss and will make a complaint is low. Risky risky people The companies, however, will pay very high rates for insurance because they know they will probably suffer a loss. Anyone who offers insurance only on the basis of the finirÃ premium with the end smelly
stick, just like the lender rationing only on price. Like used car dealers, financial facilitators and intermediaries seek to profit by reducing adverse selection. To this end, they specialize in distinguishing goods from inadequate credit and insurance risks. Their main weapon here is called screening and Ã what all these forms and questions are when
applying for a loan or insurance policyÂ Potential lenders want to know if you pay your bills on time, if your income less expenses Ã is large and stable enough to serve the loan, if you have any guarantee that could protect them from loss, and the like. Potential insurers want to know if you have filed many claims in the past because© ciÃ² may indicate
that you are awkward; not very careful with your assets; or worse, a sniper making a life insurance statement. They also want to know more¹ about ownership insured in such a way as to  insure for too much, a safe incentive to ignite a fire or cause  accident. They also need to understand how much risk it involves, how much probability it is of a
certain type of car in the event of an accident, the probability that a house with wooden frame burns to the ground in a given area, the possibility a Rolex watch is stolen, and so on. Credit protection insurance policies promise to make payments to people who find themselves unemployed or incapacitated. Whenever I am required to purchase such
insurance, I (Wright) always ask how the insurer passes the adverse selection because there are never any questions or premium programs, just a fixed rate. Why© mi I care because I am  a person I know that if I lived a more dangerous lifestyle¹ or was employed in a more volatile industryÂÂ I would blow politics. Given my current However, I think
he will most likely become unemployed or incapable, so I feel a lot of urgency to buy such a policy at the same pace as some boy or girl who is going to go skydiving instead of going to work. I want to subsidize them or deal with a company that knows the first thing about insurance. Financial intermediaries are not perfect examiners. They often make
mistakes. Insurers like State Farm, for example, have underestimated the likelihood of a massive storm like Katrina hitting the Gulf Coast. And subprime mortgage lenders, companies that lend to risky borrowers on their home collateral, have grossly miscalculated the probability that their borrowers would default. Competition between lenders and
insurers leads them to lower their control standards in order to carry out the sale. (In a famous Wall Street Journal cartoon, a father clearly no longer asks a worried mother how their son’s imaginary friend has been pre-approved for a credit card.) At some point, however, the adverse selection always finds itself headlong, forcing lenders and
insurance providers to improve their screening procedures and to raise their standards once again. And, on average, they do a lot better than you or I could do by acting alone. Another way to reduce adverse selection is the private production and sale of information. Before the 1970s, companies like Standard and PoorÃ¢Âs, Bests, Duff and Phelps,
FitchÃ¢Âs and MoodyÃ¢Âs compiled and analyzed company data, assessed the risk of their bonds, and then sold that information to investors in huge books. The problem of the free-riderTry to skip a ride without paying for it. More technically, it is a behavior in which one party takes more than its fair share of the or does not pay its fair share of the
costs, of a certain activity. However, it has eliminated that business model. In particular, the advent of cheap photocopying has led people to buy books, photocopy them and sell them at a fraction of the price price. Bond classification agencies may charge. (Free cyclists had to pay only the variable costs of publishing; rating agencies had to pay large
fixed costs for compiling and analyzing data.) Then half in the 1970's, bond rating agencies began to give their valuations away to investors and instead charged bond issuers for the privilege of being valued. The new model greatly reduced the effectiveness of the assessments because the new provision quickly led to an inflation assessment similar to
grade inflation. (Pleasure flows in cash. Instead of pleasant investors, agencies have begun to please issuers.) After every major financial crisis, including the 2007 subprime mortgage casino, academics and former government regulators of Lambaste credit for their poor market performance and highlight the inducements flaws built into their
business model. So far, little has changed, but encrypted databases may allow a return to the investor payment model. But then another form of free guidance would arise because investors who have not registered with the database would observe and imitate the operations of those investors known to have subscriptions. Because of the marketrelated unmanned pilot problem, banks and other financial intermediaries have incentives to create private information about borrowers and insured persons. This helps to explain why Trump bonds and stock markets. The adverse selection can also be reduced by contracting groups instead of individuals. Insurers, for example, offer health and group
life insurance policies to employers because Ã© ciÃ² reduces adverse selection. Chronically ill or terminally ill people usually do not seek work, so the most part¹ of the population Ã is excluded from the insurance pool. In addition, Ã ¨ easier¹ for insurers to predict how many claims a group of people will present for a certain period of time that predict
the probability that a specific individual will a complaint. Tables of life expectancy, life, accurately predict how many people will die in a given year but not which particular individuals will perish. Governments can no more legislate away adverse selection than they can end scarcity by decree. They can, however, give markets and intermediaries a
helping hand. In the United States, for example, the Securities and Exchange Commission (SEC) tries to ensure that corporations provide market participants with accurate and timely information about themselves, reducing the information asymmetry between themselves and potential bond- and stockholders. Like sellers of lemons, however, bad
companies often outfox the SEC (and similar regulators in other countries) and investors, especially when said investors place too much confidence in government regulators. In 2001, for example, a high-flying energy trading company named Enron suddenly encountered insurmountable financial difficulties and was forced to file for bankruptcy, the
largest in American history at that time. Few saw Enron¢ÃÂÂs implosion coming because the company hid its debt and losses in a maze of offshore shell companies and other accounting smokescreens. Some dumbfounded investors hadn¢ÃÂÂt bothered watching the energy giant because they believed the government was doing it for them. It
wasn¢ÃÂÂt. Key Takeaways Asymmetric information decreases the efficiency of financial markets, thereby reducing the flow of funds to entrepreneurs and injuring the real economy. Adverse selection is precontractual asymmetric information. It can be mitigated by screening out high-risk members of the applicant pool. Financial market facilitators
can also become expert specialists and attain minimum efficient scale, but financial markets are hampered by the free-rider problem. In short, few firms find it profitable to produce information because it is easy for others to copy and profit from it. Banks and other intermediaries, by contrast, create proprietary information about their borrowers and
people they insure. Objective What is moral hazard and how can it be mitigated? Moral hazard is post-contractual asymmetric information. It occurs whenever a borrower or insured person (an authorised borrower or insurance policyholder, not a simple applicant) engages in conduct contrary to the interests of the lender or insurer. If a borrower uses
a bank loan to buy lottery tickets instead of Treasury, as agreed with the lender, this is a moral hazard. If an insured leaves the front door or car door open or leaves a candle lit all night unattended, it is a moral hazard. It is also a moral hazard if a borrower fails to repay a loan when he has the means to do so, or if an insured driver fakes an accident.
We call this behavior moral hazard because it has long been thought to indicate a lack of morality or character, and in a way it is. But thinking about the problem in that way doesn’t help mitigate it. We all have a price. How high the price is cannot be easily determined and can change, but if you offer enough money, every human being (except
perhaps Gandhi, prophets and saints) will engage in immoral activities for personal gain, if given the opportunity. It’s really tempting to put other people’s money at risk. As we have learned, the greater the risk, the greater the reward. Why not borrow money to put at risk? If the rewards come, the principal and interest are easily refunded. If the
rewards do not come, the borrower is defaulting and suffers but little. Once upon a time, as they say, borrowers who did not repay their loans were thrown in jail until they paid. Three problems finally closed that case. First of all, it’s hard to make money to repay your loan when you’re in jail! original was that the borrower had the money but would
not cough it.) Secondly, not everyone fails on a loan because of moral hazard. Bad luck, a soft economy and/or poor execution can turn the best business plan into pulp. Thirdly, lenders are almost as guilty as borrowers for derujni ,esruoc fo ,tahT .esu deulav ylhgih tsom rieht ot meht tup ton dluoc dna meht evresed ton did taht smrif ot tnew secruoser
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tsom dna ,sdrow rehto ni ,elpoep tpmet tÂÂÃ¢noD .tsenoh nam tsenoh na speek ,seog egada dlo na ,rood dekcol A .ti etagitim ot yrt ot spets ekat tÂÂÃ¢nod yeht fi growth. One way to solve the problem would be to allow banks to engage in underwriting or research, but not in either case. CiÃ² would make banks less profitable, as both solutions create
economies of scale. (Ã that's why the Ibanks have embarked on the business of selling research.) Oneother solution is to create a Â"Chinese wallÂ" at internal bank between the research and subscription departments. This apparent reference to the Great Wall of China, which despite its imposing Ã Ì was repeatedly violated by the invaders
Â"barbariansÂ" with the help of the insiders, also belies the weakness of this strategy. If the wall is so tall that it is impenetrable, then the economies of scale are reduced to the point of vanishing. If the wall is low or porous, then the conflict of interest may reappear. Rational expectations and transparency could be helpful in this regard. Investors
now know (or at least might/should know) that banks can provide partial research reports and should therefore remain cautious. Government regulations could be helpful  requiring Ibanks to fully and accurately disclose their interests in  companies which they study and evaluate. This increased transparency would then allow investors to discount
rosy forecasts that seem to be driven by banks' underwriting interests. The 2002 Global Legal Settlement, brokered by Eliot Spitzer (then New York State Attorney General and New York State Governor until he came across a small moral hazard problem!), prohibits spinning, requires investment banks to break the ties between underwriting and
research, and imposes a $1.4 billion fine on the ten largest banks. main weapon against moral hazard" monitoring, which Ã" a fanciful term to pay attention! No matter how well they have screened (reduced opponent selection), creditors and insurers cannot contract and forget. They must ensure that their clients do not use superior information about
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higher the Ã Ì the equity (market value of the assets the lower market value of the liabilities ), the lower Ã Ì the probability default, which could trigger bankruptcy proceedings that would reduce or even zero the borrower's equity. This Ã is the reason why, among , it is sometimes claimed that you have to have money to borrow money . That's literally
not true, of course. CiÃ² which Ã is true Ã¢ that owning free and debt-free assets makes it much easier¹ to borrow. Likewise, insurers learned long ago that they should insure only a fraction of the value of a ship, car, house, or life. That's why they insist on franchise or co-insurance. If you don't miss anything if you totalize your car, you could try that
trip late at night on icy roads or sign up for a demolition derby. If an accident costs you $500 (deductible) or 20% of the damage costs (co-insurance), you'll think twice or three times before you do something risky with your car. When it comes to reducing moral hazard, financial intermediaries are at an advantage over individuals. Monitoring is not
cheap. Indeed, economists sometimes call it a "costly state auditÂ". Economies of scale give an advantage to intermediaries. Monitoring is also not easy, so specialization and experience  make financial intermediaries more efficient¹ than individuals in reducing moral hazard. If nothing else, financial intermediaries can afford to hire the best legal
talent to scare the devil of would-be fraudsters. Borrowers can no longer be imprisoned for default¹ but can go to prison for fraud. Anti-fraud statutes are a way the government helps to cut the head of  asymmetric  Cerberus. Financial intermediaries also enjoy control advantages over markets. The Bondholder A cercherÃ to take a free ride on the
Bondholder, which will Bondholder C is happy to pay the cost of state verification, and everyone hopes that Bondholder C will pay the cost of state verification. Status. farÃ dirty work. Finally, no one can control  issuer  bonds. Key aspects The moral hazard Ãlâasymmetric post-contractual information. The moral hazard be mitigated by monitoring the
counterparties after award of contract. Educational objective What are agency problems and how can they be mitigated? The problem of principal agent Ãunâimportant sub-category of  moral hazard which involves an  asymmetric post-contractual information of a specific type. In many, indeed, most cases, managers (owners) have to appoint agents
(employees) to conduct some or all of their business on their behalf. The shareholders of the companies for example, they hire professional managers to manage their business. These managers hire other managers, who in turn hire supervisors, who then hire employees (depending on the hierarchy of  companys). The main-agent problem arises when
one of these agents does not act in the best interest of the client, for example when employees and/or managers steal, unhook, misbehave towards clients or otherwise cheat the owners of company. If you've ever had a job, you've probably been guilty of such activities yourself. (Admit you did, but Ã better not go into details!) If you've ever been a
boss, or better yet an owner, you've probably been the victim of agency problems. (Wright Ã was on this side too, as when he was eight years old and his brother told him that their lemonade booth had revenues of only $1.50 when in fact he brought in $10.75. Hey, it was a lot of money back then!) As pointed out by author of this manual and many
others, the investment banksoften underestimate initial public offerings (IPOs). In other words, they offer the shares of the early stages that decide to list on the stock exchange for little money, such as The great first day Â «Popsâ» or â â "bumpsâ" in the price of actions in aftermarket (the secondary market). The prices of the shares of a new
company are difficult business, but the underestimation was was to have been honest errors, which one would think would be too high about half of the time and too low the other half. All sorts of reasons were proffered for the systematic underpricing, including the fact that many shares could not be ¢ÃÂÂflipped¢ÃÂÂ or resold for some weeks or
months after the IPO. Upon investigation, however, a major cause of underpricing turned out to be a conflict of interest called spinning: ibanks often purposely underpriced IPOs so that there would be excess demand, so that investors would demand a larger quantity of shares than were being offered. Whenever that occurs, shares must be rationed
by nonprice mechanisms. The ibanks could then dole out the hot shares to friends or family, and, in return for future business, the executives of other companies! Who does spinning hurt? Help? Be as specific as possible. Spinning hurts the owners of the company going public because they do not receive as much from the IPO as they could have if the
shares were priced closer to the market rate. It may also hurt investors in the companies whose executives received the underpriced shares who, in reciprocation for the hot shares, might not use the best ibank when their companies later issue bonds or stock or attempt a merger or acquisition. Spinning helps the ibank by giving it a tool to acquire
more business. It also aids whoever gets the underpriced shares. Monitoring helps to mitigate the principal-agent problem. That¢ÃÂÂs what supervisors, cameras, and corporate snitches are for. Another, often more powerful way of reducing agency problems is to try to align the incentives of employees with those of owners by paying efficiency
wagesWages higher than the equilibrium or market clearing rate. Employers offer them to reduce agency problems, hoping employees will value their jobs so much they will try to please owners by behaving in the owners¢ÃÂÂ interest., commissions, bonuses, stock options, and the like. Caution is the watchword here, though, because They will do
exactly what they have incentive to do. Do not recognize that the human trait, seemingly universal, has had negative consequences for some organizations, as it has been done in business schools through easy-to-understand cases. In one story, a major ice cream retailer decided to help its employees by allowing them to consume, free of charge, any
mistakes they might make in the course of serving customers. What was supposed to be a sensitive (no waste) little perk environment has turned into a major problem as the hips of the employees swollen and profits have shrunk because the hungry employees have found it easy to make delicious frozen mistakes. Oh, you said chocolate. I thought you
said my favorite flavor, mint chocolate. Sorry because I’m on a break now.Ã¢ÂÂ) In another story, a debt collection agency reduced its efficiency and profitability by accepting a change in the way it compensated its collectors. Initially, collectors received bonuses based on the collected dollars divided by the dollars awarded to be collected. Thus, for
example, a collector who brought $250,000 of the million owed on his accounts would receive a larger bonus than a collector who collected only $100,000 of the same denominator (250/1,000 = .25 > 100/1,000 = .10). Collectors complained, however, that it was not fair for them if one or more of their accounts failed, making collection impossible. The
collection agency executives agreed and began to deduct the value of the bankrupt accounts from the collectors' denominators. Under the new incentive system, a collector who brought $100,000 would receive a larger bonus than his colleague if, say, $800,000 of his accounts declared bankruptcy (100/[1,000¢ÂÂ 800 = 200] = 0.5, which is >
250/1,000 = 0.25). Soon, the collectors they turned into bankruptcy consultants! The new scheme inadvertently created a perverse incentive, that is, an incentive diametrically opposed to  " interest" of the collection agency, which was to collect as a Dollars possible, not to help debtors file for bankruptcy. In a competitive market, pressure from
competitors and incentives from managers would soon rectify such incidents. But when the management incentive structure is out kilter, often larger and deeper problems appear. When managers are paid with stock options, for example, they are given an incentive to raise stock prices, which they do almost invariably, sometimes making their
companies more efficient but sometimes, as investors in the U.S. stock market in the late 90s learned, through accounting Legerdemain. Therefore, corporate governance lay great and requires constant attention from shareholders, business consulting firms and government regulators. A liberator problem, however, makes it difficult to coordinate the
monitoring activities that keep agents online. If the management of the shareholders A watches, the shareholders B do not have to, but will still reap the benefits of monitoring. Same with Shareholders A, who sits around hoping that Shareholder B will do the dirty and expensive work for monitoring executive pay and benefits and the like. Often no
one ends up monitoring managers, who raise their salaries to obscene levels, relax, go to empire building or all three! This governance puzzle helps to explain why the sale of securities is such an unimportant form of external financing around the world. Governance becomes less problematic when the shareholder is actively involved in management.
This is why the investment banker J. P. Morgan used to put “his people” (presidencies of J. P. Morgan and Company) on the boards of directors of companies in which Morgan had large positions. A similar approach has long been used by Warren Buffett’s Berkshire Hathaway. The of risk capitals also insist on taking on a certain management control
and having the further advantage that the Equity of Startup companies does not, in fact, cannot be able to trade. (It does so only after it holds a hypoofffering of shares to investors with the help of a one direct public offering [After offering shares to investors without  aid  an investment bankd.]). So other investors cannot let go of its costly state
scrutiny. Recent interest in private equity, funds invested in companies private (as opposed to publicly traded), derives from this dynamic and will to avoid costly regulations such as Sarbanes-Oxley. Investment banksare not the only companies financial services to have recently suffered from conflicts  interest. The Companies auditing firms that
carry out audits (confirm accuracy andadequacy of) company financial statements and provide tax, business strategy and other advisory services have experienced difficulties to reconcile conflicts inherent in being creators and inspectors of enterprises. The auditors were too lenient in the hope of winning or maintaining  business  consultancy
because they could not criticize very well the plans put in place by their own consultants. One of the five big accountancy firms, Arthur Andersen, actually Ã collapsed after the market and the SEC found that its review procedures had been compromised. How do you reduce this kind of conflict interest? In that case, merely informing investors about
the problem probably wouldn't work. Financial statements must be fair—the free rider problem ensures that no investor has  incentive  personally check them. The traditional solution to this problem Ã was the auditor and no better solution was found. But the question is: How to ensure that auditors do their jobs? One response, enacted in the
Sarbanes-Oxley Act of 2002 (also known as SOX and Sarbox), is toset up a new regulator, the Public Company Accounting Oversight Board (PCAOB) to oversee the activities of  auditors. The law has The balance of the century increased (but it is still small compared to the large scheme of things), has made illegal for the accounting companies
simultaneously offering revision and non -review services, and has increased criminal expenses for crime. The most controversial provision of the SOX requires corporate executive officers (CEOs) and corporate financial officers (CFOs) to certify the accuracy of company financial statements and requires boards to establish unpaid audit committees
composed of external directors, i.e. directors who are not members of management. The jury is still out on SOX. So far, a consensus has been reached that Ã is too heavy a weapon, which costs too much in view of its benefits. Government regulators seek to reduce asymmetric information. Sometimes they do. Often, for Ã², it is not Ã¢ cosÃ. The
asymmetry of the information Ã is such a serious problem that their efforts are likely to continue, whether or not all companies like it. The agency's main problems are a special form of moral hazard involving employers and employees or other principal agent relationships. Agency problems can be mitigated by closely aligning the incentives of agents
(employees) with those of the principal (employer). The regulations are essentially attempts by the government to subdue the asymmetric information cerber. Some government regulations, such as anti-fraud laws, are clearly necessary and highly effective. Others, however, such as parts of Sarbanes-Oxley, could increase the cost of doing business
without corresponding earnings. Allen, Franklin and Douglas Gale. Comparison of financial systems. Cambridge, MA: MIT Press, 2001. Demirguc-Kunt, Asli and Ross Levine. Financial structure and economic growth: a comparison of banks, markets and development. Cambridge, MA: MIT Press, 2004. Laffont, Jean-Jacques and David Martimort.
Incentive theory: the Principal Agent model. Princeton, NJ: Princeton University Press, 2001.
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