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Investment Decision and Organization Structures

Tae-Young Paik*

Abstract

This paper analyzes the agency cost caused by the difference in the degrees of risk
aversion of a principal and agents in the setting of an investment scale decision. Suppose
that the expected utilities of a principal and agents are linear functions of expected
payoffs and variances measuring risks. Agency costs can be avoided if the agents are paid
by fixed salaries and bonuses proportional to the revenue. The first-best investment scale
decision can be made when the agents are organized in any of following structures:
hierarchy, teams, or subcontracting. In other words, these three different organization
structures are equivalent in terms of risk-sharing among a principal and agents.

Key words: Investment scale decision, agency problem, risk-aversion, hierarchy, team,
subcontracting.
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