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AGENCY THEORY: ITS REELEVANCE 10 TANZANIA'Y
ECONOMIC BESTRUCTURING

fuzya f faden (Boom, MSe CPA (T

lbserace: Tanrania's CUrtELL testructuring programmae éiails not unly private swnership b alsn 3 dispersion
af owletship uf companizs 1o 2 wider public of privace encrcpreneurs. This paper wses agency d'n-.ur}r o
examine the conrraial eelationships betweew wations patties in diese privacized companiss. An cxposition
ot agengy problem wul costs b= made and ways f recduce them are suppeseed and acalyzed. The relevance of
the theoey to the rmmoweing programme is alse examined. The paper analpses how P.ll.‘i.ra,uz.a_t:un is poing
to define the agoney relarionships, thecshy cnabling the gpplicaion o agency rhm:y if1 the operations of

these companics.

This will puweoaliy benefic borh invescors and misoanagement i these companiss by

providing investment vppermnities and cheaper sources of capiral respectively.

IMIEODUCTON

Reversale of past socialization of the means of
production are now taking place worldwide. In
developing councrics this is due to internal
pressure for more democracy, external facrors
such as Tnernational Moncwary Fund (IMF) and
the World Bank cenditions, and the
disintegration of the communist block.
Tarzaniy, which lad established a centrally
ranrralled eronotmy, s ra an eception in his
Tespect.

Like most Altican countres the countne has
inL?OduCErj an :Eﬂnﬂmic TC;DT_I-I'I Prﬂ'grﬂm
backed and monitored by World Bank and IME
Tamzania s emnbarked on privatizacdan of oo
than 400 public corparstions, wlich have been
owned and controlled by the zovernment sinee
late sixties and eatly seventies {Jaire, 1994},

THE PRCHCESS

The Parascatal Secrer Reloem Cemmission,
{PSRC) normally negedistwes with porencial
private buyers or co-wwners of the public
coeporarions. By Apeil 2006, TSRO had Ssold
203 public corporations.! The Dav e sakaam
Sk Bxelange (TSE) Lo also been ssablished

' Toorueer, in Accownging and Tinangs a1 the Tnscire of
Finance Manapgement

L Financial Times af Aprik 265h 2p00,

and a fow companies have already been listed.
Sevcral licensed brokersge companics {agencs}
lsave alver been adrdued as members,

Tanzania Cxygen Limitsd (TOLY sold i
7. 9milliva shares in 1997798 and was listed on
13* April 1998, Tanrania Brewenies Limired
(TRL} oftered over 23 million shares to che
public in May!June 1998, Subsequently th=
company was listed ia the DSE on 4% Augnsc
1998, Taneania 1 Packess fTATERA) offered
its shares to the public from 11% Cerober 1999
and wae subsequently listed as well. The East
Aftican Thevelapment Bank {EADIE) bonds are
also listed in the howzte Reporie show that 3
number of other companies are abour e fzsue
their prospectuses in order to go public.?

The sale of public corporations by the PSEC
w individual investors and private companiss
will lead o private ownership ol these
corpararions. With the inrensification of issue
of shares through the DSE by the companies in
order to be Visted, there &2 poing o be a
dispersion of ownership of the companies o a
wider public of private entreprencurs.  Privare
ownership of large companies and particularly
secisiries trading rhrough the stock markets is
a new phenomenon to most of Tanzanians.

Drespite efforts by the Capital Markess anid

? Bianial Tisaes of Apeil 260 2000,
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Securiries Authoriey (CMSA) and the DSE w
educate the public, there are many Tanzanjans
wheo do not know whac shares are, and do not
Lrnow the mechanisms of shate trading.  Bwer
those who have beer exposed to a limieed
knorwledgs of share trading would lilke 1o knew
what is guing ro be the relanionship between
investors and management ol Vigse companies.
Seme ate still skeptical ol buying che shases
hecause, fater aifa, they think the companics
will srill be concralled by rhe state, as was the
cage before privatiztion.

This paper cohcentrares on the relarionship
berween shareholders and manugement, and
between bondholders va onc hand and
shareholders phis management on the other

The rewt of the paper is organized as follows:
Section two analyses the ageocy reladonships
and problems. Section three examines agency
casts, classificacion of these costs. their
manifestations and suggesis cquilibrinm.
Sectien four suggests solurions to agency
problems. [n section five the suggested solurions
to agency problems are analyzed, reluing them
to Tanzanlass siruation.  Secrion six discusses
the relevance of ugency theory o fanzania.
Finally the seventh secdion provides a summary
and conclusion.

AGENCY THEORY

In privately owned firms, management and che
owners of these firms are the same people.
Management operates the firm to sarisfy is own
goals.? As 4 company moves frem private o
public ownership, the shareholders and
rmanagement become separare groups. [he
sharcholdees clecr the boad of direcrors, whe
then selecr managers. Management is charged
with the day to day running of the conpany.
The separation of awnership and the
dispersion of cwnership in a company mean
thac it is the management that effeccively
suntrols the firm, The management is expeeted

3 Sae Block and Hir (L9ES: 6)

to manage che firm in the shaceholders’ interest.
Tr is necessary for the control of a large vompany
to be delegared o a small number of dircctons,
It would be impossible, for example, for cvery
sharcholdler in 2 large company such as TBL 1o
become invalved in its day-Lo-day managenacnr.?
Tanzanyn investors, cucrently buying shares
in privatized companies or these seeking a
quetation on the DSE, need o ask chemscles
whether the managements in chose companics
are poing to aet in shacchalders” intetest. Brealsy
and Myers (2000] polnts our rhat:
For 1 long time econotaises nsed oo agsame
withaue gquestiviing thar =] players acted For
the common goad hue in the past 20 vears
econoknss have lad 3 lor more 1 say abual e
pussible confice of imerest and how comparies

oy to overcotas such confliors. Theese ideas are
cosllectively kenorero as ageney dheory.”

Investors invest in companics with the aim of
getring financini gain, which can come cither
feom dividends or from capital gains.
{ividends are the distriburions of profis to
investars, and the decislon to distribute
dividends lies with the management of a
company. Capiral gain it the increment io the
value {price] of the shares of the company, which
happens when the markets expectaions about
the company ate hveurable.

The distribution of dividends andfor che
existence of capital gains increase the
sharcholders’ wealth. This is the shareholders
inrerest we are interested in, and in which
management is expected 10 act

The Relationships Detween Yariows Partics i
2 Company

At this juncture, an analysis of the contracrual
celationships Lerween charchalders, manage-
ment and lenders & appropriate, To de this ir is
importanc to begin with a couple of quesrions,

Wlhen shareholders engage and axpecr

{ See Dunn J., (1990 3]
5 See Rrealey aned Myers [20000: 1003}
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malagemenc e act in their (sharzholders)
inrerest, will ir always happen like thar?

[0 manapers hawe ctheir cwn inreresr, which
may differ with those of shareholders, or will
manzgement necessarly act in he lest interest
of the ghare]mid:rs? Can rhe:.r [rarsuae r]'l-:ir awn
goals at the stockhaolders’ expense? What is che
cxisting relationship between the sharcholders
and the wanagemenc and bepween the company
ard rhase parcies lending money ta the
conlpany?

AGENCY RETATHIKSHIP

The relationzhip berween investurs and
management is called agency relationship.

Agency relationship has been defined as:

A ronrract wndet which one or more persons
lprincipal{s]) ergape anovther person fan agenc)
e pechenn sume service on their behalf which
inrvedves dtlt‘gt[illg some decision making

authority 1o the apenc (Jensen and Meckling
VPG G0N

Such a relationship cxists whenever there is s
principai-agent relationship (not only berween
sharcholders and manzzement}. There is alss
such a relarionship bevween the company
{shareholder plus manugemenm) versus
Lenlhalders ic, those who have pravided deli
capital o the company.

Agency Probizm

The famous ecomomis, Adam Smith, in the
following statzment pointed sur the existence
ol agency problem as early as 1776:

The diveciors of such a [joirestoc) compantes,
hiwever, being the managers racher of ather
P‘d:ﬂpi-.’:’s money than of their mvn, ir canear el
be expectad char they sheuld wards over it with
the same anxious vigilanee with which rhe
pATtneTs i a privare copargng ﬁmlu-:mE}- witlods
over their gom. Like the sewands of 4 dieh man,
they are apt toconsider ateention to small marters
15 ot for theiz masrer's hanmyr, and eIy msil:}-
give themsalves 3 digpensation From having it
Megligence and profiesion, ther=fare, mus always

provail, mvae we less iodhe management of el
a campany. (Adam Sraith, T Weald of Murions,
1776 7020,

In all ageney relarianships there is o possilsli
of conflicts of intwcrest between the principal
and dreapeni. Such i porendal contlice is called
an agency probleny. The problem refers w the
possibility that the agent may not pursue the
inlerest of the principal. In acher words the agent
may pursne his own interest, which oy be
detrimental o the prineipal. Cosserar (1994}
relers +o chis problem az “moral hazacd®,

The way 10 agent s compensated is oaec
factor, which affects apency problem. For
cxample If you want eo sell yoyr property at a
price which ranges from Tanzamia Shillings
{I[5hs) Sm-10m amd yeu find an agent who is
well placed to find the buver, the price ar which
ihe property will ultimarely be sold will depend,
ineer afig, on [ww you remunerate this dgent.
If you pay him a fived amounr (say Trhs
M, 004, the agens may not scrive to gera higher
price (cloce 10 Tshs 10m) because the apents
incentive is to make 1 sale not necessary o per
you the best price. However, if you tell him
thar he will zet a commission of 0% of the
sclling peice, e will strive to get a price close

to Tshs 10m,

Apency Costs

The cxistence of agency problem {potential
conflicts of interest berween sharcholders and
management] implies tha the managemenr is
likely ta be forced to choose between the
stockholder's weltare and rheir own welfare.
Sharcheiders, baing aware of the possibilicy of
conflict of interest, will try to pur in place
mechanisms to protect their interests so 25 to
prevent ar miniteire agency problem.

The costs of all these saleguand: along
with the effects of management abuses. which
would et be prevented, are koown as agency
costs® Apency costs can be diczet or indivect.

& See Dheww (19960
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Dhirece agency costs may manifesr thermselves
in various ways such as when directoee anchorize
corporate expenditure, which will benetic
managernent but cost shareholders. Exarmples
of rthese ase expenditures in luxurious
consmprion and cxcessive remuneraion
packages (Ross o af 19930,

[ndirzct agency cosis can be demonscrasd
by the following =xample. Suppose o wempany
is appraising a now investment which js exprecred
tnn crere addidonzl wealth and boost the share
value bur is also a relatively tisk vndeieaking,
The shareholders (being risk takers) would wish
o take the investment (hecause of the favorable
impacr on the share value). Dirccrors may be
reluctant to take 0 because if che Investment
(project) becomes a failure they may lose cheir
jobs. T has been argued {Rags et al, 1995] thar
manapersidirectors are more risk-averse than
shareholders. Tf dirsciocs rejeer the investment
then shareholders may have lost a valuahle
apportunity. An indirect agency cost therefore
is a lost spporounicy.

AGENCY COSTS OF EQUITY ANLY AGENCY
COLTS OF DEBT

Ina company two types of apency relationchips
axise, Tlis means wo potencial conflicrs of
interest exist: the potential conflice berwzen
sharehoders and management, giving rise to
the agency costs of equily, and the potential
confice between lenders (bandhelders) on oue
hand and sharcholdess plus management un the
other, which rmnstares into agency cosss of debr.
These agency relationships and costs can be

analyzed as follows.

Agency Costs of Equity: Sharcholder
{Poincipal} Vs Management {Agent)
Relavdonship

The {putential] wmflices of ixeerest beowecn
these groups bring abour che agency cusis of
cquity, These agency costs are compaosed of 4
recidyal frse, alwe ceferred to as residual agency

risk, bonding {convacting) expeaditures v the
apet, and monitoring expenditure by the
prinsipal.

Acting on thair own sellinterese, direcuors
do not always make decisions that are optimal
for the shareholders, Assuming racional
expectations, sharcholders aoricipate this
divergence arel rechice the price they are wilting
tor pay [or the Frms slares. This reductinn in
price is the residual loss ar rhe decrease in
marker valoe of the Hirmy eauiry due 1o
discrepancy between the decixion made by the
agent andd those the principal would have made.
Vliimacely the managemenc {agen:) bears this
loss in the [orm of higher cose of capiral {Kelly,
(1943, and Cosserar {19941,

T reduce the residuat loss, \he agent may
contract to ensure {zuarantee) that the principals
interest will not be larmed c.g. contracts that
resLtict management actions, or ta provide for
retibution if such harm cexairs, Examples are
resttiction on management’s actians. Theye
ennrracts represent the bonding costs rha are
born by che ageat in the form of lose wilicy thar
they wonld have got liad their actions not been
resticred.

Tlhie priscipal may incur expenditures in
ACTEMPES To Dverses oI MORITOr Management’s
actions, Examples of monitoring costs are,
exmablishing management information (W15
systems, and paving independent auditors o
veri(y the accounts prepared by management
Major shareholders may insist en having
representation on the board of directors or in
exccutive management, These cosrs are
wlrimatchy borne by the agent as they reduce
the price received For the firm’ equiry.

Apency Cosr of Debt; Lenders {Peincipal] Vs
Management and sliarcholders {Agents)

Another possible conilict may be the conblice
of inrcrest berween bondhelders and
harcholdees plus managemens of companies
wirth debts ansstanding; in such insiznce,
decteions favourablz ro sharcholders are nor
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necessarily in the best inreresrs of bondleodders,

This & probably due ta another Eaneee of
the limited lialility company which is lick of
any dircer responsibility by sharcholders or
usinagement for the amaunt owed to both loan
arl rtracde creditors, Gor instance iFa ch:mpanfs
future g threacened it conld e sensildle fur the
Minagement (0 Invest its asets in a hph-risk
bur profitable vernore, This could be seen a5 a
gambile which if successful, mvanapers wilk have
mainained their jolis and the sharcholders will
appropriace the profic From the amble (Do,
199a). Cn the geher hand if the venpyre fils
then the shareholders and diveceors will nor be
in a berter position, as they would have been if
the enmypany hand simply collapsed without
investing in a risky gamble. Ii the venuare
proves fature however, bondholders will be che
lrsers because the assews [eoen which their claims
would bave been serded have disappeared (Roas
er @l 1993},

This relationship brings about agency cost
of debr. Agency costs of debt can alsa be
analyzedd under the same headings 23 rhose of
equity, however they manifest themselves in
different W:l}"a. Poteneisl knd:rs, l:u:ing asvahre
of che possibiliey of conflier of interest between
then and managernent, reduce the price chey
are ready ro pary for ihe fimms secunities (deln
inscruments like bonds, debentores erc), Again
this is a reduciion it the madker value of 1he
ficmz debt due ro che discrepancy hemween the
potential decisions by the agene and chose,
which the bondhelders would have made had
they been running the company. The resicduat
logs on debr is also borne by the agend in rhe
form of higher zos: of capriad.

The agenr (managetent and shareholdars)
would try to reduce the oesidual ioss by tving
tu guarziites the bondholders that they will not
pursue ineerests which are detrimenial o diem
(bondholders], Tlese bonding costs usoadly take
the form of entering inte lending agreements
(restricrive or prorective dehe covenanrs) like
setting borrowing limits for the company, or

restricting the company from issuine oiher
(enperined detyt instruments withour the coneent
of the exieting bondbolders. !t may also tke
the form of cestiicting major (nisky)” investiment
by the cumpany unless bondhalders approve
rhese invesnmenrs. T hess restrictinns ate a cost
to the agent,

Bundholders alse may puc in place some
measures o enable them monitee the pelicies,
decisions and/or activitics of the ageor. This
may cake the form of bondholder's
representation on e board of dizccrors or even
i the execarive management e

Ilhustrarion of the effects of agency®
[n linance, we value a company (or an
investment) oo the bagis of the prezent value of
cash flows it Is tikdy to gencrace in the future.
Suppoze we have a campany whose cash flovws
could be maximized ar Tshs 10 million in
perpetuizy, then ar 10%, the vompany is worth
Tshs 100 million and a 209 sharehalding would
be enritled te Tehs 20 million worth,
Assume that the owner-manager who talees
fringe benefics (perquisices), which reduce cash
How piofits by Tehs 4 million. is managing che
company. Thiz manager bears this reduction
alone. He goes on taking these "perks’ if the
utiliey derived from teem exceeds profic forgone.
Alrernavively if he sells 209 share in the
profits the net cest to fim of rhe henefirs he
epnsumes iz only 80% of Tshs 4 million {ie
Tshs 3.2 milion). This 1s likely to encourage
the manager to ever-indulge in these ‘perks’ sinee
far any shilling spent the cost o him is only
eighty certs. Potentlal {vutside) shareholders,
anricipate such potential behaviour and when
buying that company’s securities, do nor vahue
tem on the basis of profit maximization but
on the basis of expecied profit allowing lor this
7 Simith and Wasnier {1979} found thae 915 of boad
indernres resiricind tsruance of addirienal debr, 36%
restricted oergers, 36% limived sale of assors and 23%;
westricred payanenr of dividends.

£ This Mustration lias been :dapra‘l Frora Cosserat
£15rd),
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mord] harsed (Tehs 4 million), and offer onfy
Tshs 10 million for 20% share,

The ditference betwsen the porential value
of the 209 share of 1shs 20 million and dhe
willue gimn b}’ mvestoes of 18y 12 millign I[Tsh,s
& million} is the agency cost knowu &y rzsidual
fews, While business iisk entails 2 cosv of capink
of 10%, ugency cose increasss this cust to
16.7%. This increased vost ot capical is borne
by the owner-mnager. Table ! depices
aumetically the toregoing discussion,

Table 1: Demeonrration of the Moral Hazard

Expected masimum cash B pusiie Tehs L0000 000

Residuat oas imoral harard redustinn) 4 0

trpecied aniuel cash o reodi: 3000
2004, cheraf L, 20e), Gy
Capicclised at 104 b2 WO, 100
Monoaal profie Lor 208 shaes 2,090,000

MB: ehe eost of copinal, allowing lor boch busieess and
apenar bk, drool 2oz 16790, che 20% sharehiolding
fstherefare valueed at T shs. 12, midlioainstead of 20
allien

Benefits of Apency Cusis

Beth parces (invesuons and managementi benefin
feome the incurrence of bonding wnd moniroring
costs Decause these cosrs gre [ikely to teduce
the cevidual loss, in for chis is the eriven &ve
of incurring dem, Tncutrence ol agency costs
therefore allows encreprensnts to acces sources
of capital, which mighc atherwise be woa
expensive, Dn the other hand nvestors ape
provided wictk investment opportunities that
wouhl otherwise qo exist,

Using our catlier illustradian we can show
haw agency custs can benefic both the principal
and the agent. Qur company cowld POOOIALC 4
cash How profir of Tshs 10 millien and the com
of capiral allawing feor business risk of 1 0%,
Suppose now that bending costs incurred by
the enrmpatys management ate Tehs 0,5 million
reducicg the profie 0 Tshs 9.5 million, and the
monltoring costs incurred by 20% sharcholcers

iz 1shs 100,060, The sharcholders are now
likkely vo assign 1 lower value o reiidial loss.
Suppose they awsign Tshs 1,000,000, The
expecied roourn en @ 20% sharcholding will
therelore be Tshs 1.6 million: ac 10% the
capitalized value of this shareholding will be Tshs
16 million, which is higher than Tshs 12
millian.

Tahle 2: Howr Bomding Cois{M O} and Morivoring Ceres
(AT Redaece Kevidua! Lo

Wichont Widh

JELe BCURMC
Eaprered mavcash ponfic 10,000 14,0040
Legse Residuad loss {4,000 [1,000)

Bonding coscs ] 1300}

Expacred actasl cahy prefic £.000 B0
2% therend 1,200 1,700
20% share of monitoring, 13 100
Expecred ner profit 1,200 1,600
Capiratised ar 109 12,00 L6 0
Nurenal prefic 20410 3 00

Crst i‘:chita.l (LAINOHY L6.7% (2/16)/100=12.5%

The Concepr of Equilibrium in Apency
Theory

Apency costs ate incurred in vrder [0 prevens
of reduce agency problem. It was mentioned
earlier rthat agency costs could manifest
themselves in form af rhe effeces of the
minagemenc’s abuses when acring againzt ehe
iaterest af shareliolders or hondhalders. la
equilibrinm therefote the wwtal of he bonding
costs, monitoring costs ald agents lose wilicy
due to bonding and restrictive debr covenanrs

should equal the residual loss.

SUGGESTER SOLUTIONS MR THE AGENCY
FECGBLEM

The forcgoing discussion suggests thart the
principal can minimize agent’s abuses of his
agency pasition in owo ways. Une iz 1o
retitterare #n agent wmosuch a way thar his
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inrerest converge thoue af the principal, and
twe, i to monitor the apent’s decisions and
actions and redress any aouse of his positon of
trust.

Bemunerating an Apent in Order to Converge

the Agency and Principal Intcrests

Dlrectors (or managers) of companies gee
salarics, and other incentive remuncration as
managzrial compensazion, Salaries ae usually
fixerl, Additional incentive remuneration,
which may be used as a solution to agency
problems, could be casl botuses, honus shares,
slock vprions and nonpecuniary rewards Le.
PETC SIS

Cach bonuses to dirzctors may be bused on
performance,  Shates may be sold o dirscroes
to make them co-owners. Alternatively
direcoors may be given share options, thar is,
aprions o purchase sharcs ar a {lowen) fixed
prices For 4 given petind of cme. Share oprions
vy Le very uselul as an incentive for direcrors
to actin the intcresr of the sharehalders because
the higher the share value the more aroracrive
the offer.

ANATYFING SCHUTTONS TO AGENCY
FROBEEMS

Remuneration

It ha: beet argied that senuuverating direcrors
i, such a way char chelr lnrerests coincide with
slareholders s difficult (Duno, 1994), Reasons
given are many, First, performance linked
bonuses may be used (o0 penalize Sirectors for
gvents ourside cheir contrel for exampis for
rofic-linked bonuses, and sevondly, divectors
ray suffer o take advantage of movements in
incerest races and exchanpge rares, over which
they have no influence.

Agnin the direcrors’ atcention may be
precooapied with the pelormanee nresres
baile e the bonus caleulaion, and eould ignom
irvesoment in researcly, advertising and orher
leng-term investmencs becanse of the shom-tenin

negacive cffcees of those expendinures on paotic,
Thiz would rean char in the longer erm i i3
the sharcholders who will be losers,

While selling shares and giving share opuons
to directors would induce chon 1o waxinize
the value of che shaves, conllices of interes. tmay
not be eliminated.  The reason being thar the
directors would wsually own 5 smaller
proportion of shares, and would noly beas (as
sharchielders) only that smaller propertion of
the costs of their aboses like perks they give
themsebves etc, Hence their incerests wAill nou
vomplerely coincide with sharcholders in1erests.

We concludz our analysis of solutions o
agency problems by proposing that while
remuneration incencives help o reduce er
prevent agency problems it may be more wseful
to combine them with closc monitoring of
ditestors’ actions and <decisions.  Major
shatcholders (and bondholders) place dheir 17
represenratives un the board of directoes o0 on
the executive manapement of companiss in
which they have invested. A good example is
the CROB (1446) Timied, now known as CRDE
Bank, where 1JANLIA bring an influential
shareholder has representatives in the board of
direccors and in addirion, the depury-mannging
director is usoally {from, oe appoined by,
DAMIDA,

Manitoring may tske 1he form of making
uge nf independent auditors as mentiensd eaclier
ar may be through meetings witl management
1y discuss 1he company’s progoess,

Other Incentives Converging Directors’
Lnterests 1o Sharcholders

In addirian ro reavineration incentives and
monitoriag of dirccoors, tere are ncher factors
which acr as Incencives for directors o act in
the interest of the shareholders and
bandanlders, These factors  include
markerzbiliny of directors in the sahnur marloer;
poszibiliries of remaval of dirzctors dhrough
prexy, and replacement of managemene by take

rver (Fovs of ﬂ{.l!:. 1993}
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Berter perlumnnes by diveciens e terms af
P[Uﬁt,‘ 1L1rnaver i.‘l.ll.d 5']3[& "f'H.IUEi l,]ul.]l. i.rt L]l.f
short and unger s are likely to esolt in
their prumetien. Bettsr pecformance also makes
ditectirs marketable i the labour marker,
whiclt in turn would mean thar bereer performing
direcrors weuld command higher pay. Diirecters
knuowing these would be inclined to act in the
incerest of sharcholders, Companies in peed of
debr finamce would alse have an incenrive to
ace 1o the inerest of there bondhobders.

Pror performing managers risk removal
through proxy fight. This is the process by which
sharehalders in cheir gcncral meeting chonse
their proxy (members of the board of directoes)
un} :'{:p:rcs:nf thaic 'Lnrtr:-.ﬁt, the hoard in LI,
ﬂ}'rpuint execulive ::1:1r1;|g1:1|1r3nr.. 'I'his ineans fl:rr
a direcrorfmanager to maincain the posthe muse
mertform to the satisfaction of nis overseer.

Firms that stre poorly managed are mer:
arcractive as targers for acquisirions, This
happens if the pradacor thinks that she ean malkce
Retier yse of 1he Seilivies, the marker and the
imearion of rhe prey than rthe existing
maragemenr. Poor perinrming managers risk
being replaced when their company is taken
aver. Dircctors who do not act in the inrercst
af debn lwlders alse risk heing pur under
receivership hy debr holders to recover their
money shauld they detect any breach of rruse
by directors.

RELEVANCE OF AGENCY THEORY TO
TAMZANIA

Soon afrer independence anl i union berween
Tanpavyika aod Zanzibar, Le Tapzania
government intredused o centeally concealled
cenmomy. Al major 1eans ef preduetion and
vompanics were put under state conrral. Abour
Ak phus public corpurations were formed. (See
MNyerere, 1968a, 1977); (Briston, 1978):
{Briston and Wallice, 1990); and (Abayo, 1993).

Applicaticn of Agency Theory Before
Privatizarion

Mast of the state emierprises and cooperatives
cstablished in bare sixtics and early sevenries b

puur performance and were a burden ro the
gavelument and axpayers because despire being
given subsidies they could not be self- sustaining,
ﬂgi:m:}r I,'III‘:UF_'!." cah be used o m:pla.m thiz poat
performange. The operacions of agency theory
require a chearly cofined relationship berween
the principal and the agenr. One of the major
problems during chis pericd was chat the
sharcholder was not clearly defined in dhese srare
ChESIpriscs,

It was not clesr as o who was the owrer of
these enterprises, was it che taxpayers or the
governmene! Taxpayers did ner have an
orpanized body to represent cthem directly in
the running of the company. The government
had the president, the ministry and the
pazliament all having differsnt powers over the
cnt:rprist.-s anel m'ersoc]ng them. The SITROE
personal motlvation, which exists in private
entrepreneurship for constane vigilancs in Jyavar
the affairs of the company ate run, did noc exist
in thess enterprises. There wers ne cler defined
agency relationships, hence limited asplicarinn
of agency rheary.

This limitation e the applizatioa of agency
theury, coupled with the faer that during that
Lime pubilc <orparstion’s had ether non-
financial objectives {e.g. emphasis on provision
of services to citizens or o priority areas}, and
also the fact some of their directors were
appointed wnder political whitns rather than
proven manayerial competence or backgronnd
{Jairs, 1994, Luoga 1991}, fed to the fifluse of
mast of rhese enterprises. The weak agency
relationshipe had creared opportunities for
entichment despite the facr that the government
established jes state-anditing fiem. Given the
non-fnancisl objecives and appointment of
direeroors an the basis of political whims, the
Tanzania Audit Carporarion (TAC) auditing and
reporring, whatever iz quality, was muinly for
shelres.

Application of Agency theary After
Privatization

The privacization of state enierprises which
srarred in the carly nineties, and which is stil
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going on will strenprhen agency relationship in
privatized companies. This is because the
'I:Tin:.:ipal {Sh:in:fluid:r&}l will |JE clea:‘l}* dedined
and these private encreprengars will be keen o

exatoise eonstant vigilance in how rhe affaics of

the company are run, Companics will have
mazimization of shire price {profiabiliy} as
their grral and agentz {direciots) will be appainted
on grounds of compatence,

In shori, the applizadion of agency theory
in privatized comparies is likely 1o result ints
beteer perforthance.

Agency Theory and Finaocial Reporting

Financial reporting slays a majos sole o the
application of agency heory to a privatized
econony. As Cogserar, {1 9%4: 24} purs in;
- The ancsr iraparmany rolz is the detercninarcion
of conrcactual colpplianze snch as the
madttenance of cantributed capical, ivwsteent
af eoneibured caplel in accavdance with che
sammpany’s abjans and thar dividends are paid
oy mucaf digteiborive profire Asecond.. s the
provision af inferination pertinert o che
svaluacion af thy effort expend=d by iuanageaneen
in achizving e gral of investass,

ic is therefore evident thar the application of
apeney theary zequires the cxistence of adequate
financial rcporting system. Wallace and
Bristen [1993) documents thayr wany
approachas aiming at  improving  accoenring
in developing counttias bave emphasized on the
supply side of 1he zeceunting infrastracrure
racher than serenprhening the facues thas could
increase the demand side and improve the
quality of accounting informaiion.

Jairo {1994} predicts that privatizacien and
establishinent of a siock exchange in Japzania
is poing o sirenghen he denand side of the
accounting infrascructure, This dlemand (i
users of fnancial reportst is in lutn going
put pressuke on cotpotdle disclosire regubarors
{like the MNational Board of Accountants and
Aaditors, MBAA) te ensure quality contrel and
proper regulatony function.

Tliz recent changes in the demand funerien
lvive already starred 10 bear some fruits, Froen
its estzblishment in 1972 o 19494, the NBAA
had anly issucd three accounting standacds and
six accounting giaidelines (Jairo, 19941, After
the srarr of (he estallishment o the macket
LCOTIILY, Lhe I‘.‘lé'l'icld [rom 199% tg 200M, 3
number of changes in financial reporting scene
ook place. Inm 1995 the NBAA Act, of 1972
was amended 1o ke oo account changes (0
the economic covirenmene, and since then six
more accounting guidelines and auditing
puidelines, which aze more comprehensive,
have been issurd. All these are laying the ground
far thee application af agency theory in Tanzania,

SUMMARY AMND CORNCLUSIOMN

The paper has looked ar apency relationships
in lanzapian companies Before preivatization
and how these relationships ave likely to be in
a matket cconomy. The paper unveiled tha
incricacies of agency theury, discussing agency
coses ol deln and equity, illustrating how they
arise, how they can be minimized, and the
benefics, to both invesiors snd directors, of the
incurrence of agency coss,

As a selution re agency prablems it has been
suppested that enovergense oFm:magerS' mrerest
iowards those of their principal, while usetul,
could not stand-alone. These efforts should be
combined with close and effective monitoring
of divectorsimanagers decistons and acriens.
Ocher incentives forcing 4gents to act in die
interest of she principal have also been
discusses.

[t has been soncluded that lack of preper
agency relationships during I government
mwnership e1a’ blurred the definirion of the
“principal”. This coupled with the “pulslic
property i nobody's propery " arvinade, were
among the reasens for poor performanc: of’
public corporations,

Privatizadon is likely to defing clearly who
is the principal and whe is the agent, henge
CxIsrEnCe {;-F j:-mp-er agencjr r:Jatiunship and a
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mote Feasible application of agency rheory.
These partics are going tu apply vhe principles
discussed in chis paper cherchy allowing
companics to tap sources of cupiral that might
ntherwise be roo expensive becanse investors
would have penalized the valuation of :hese
companies due o agancy problem,

Lnvestors on the ather hand are going
have ampie Investoen opportuaitios. Wich che
existence of bonding agrteements and
monitating, dircctors/managets are going to
restrict eheir shirking and consumption of
perquisices.  Kanowing ehis, invesrors are going
W invest in compzanrics (s whicl tiey would not
have invested inco. This s Nkely to increase
the value af the privatized companics, wihich is
the main goal of flmucil imanagement,

Curcently, as the resroicturing process gors
on, it is important that both investors and
management of Tanzania companics ke stock
wf the relationship, which exisred, berween
dirzciaars undl che government. That relautionship,
which contribured ro poor performance of
public corporationg, should be  compared with
the relacionship, which will be there after
prvacizacion as discussed in tLis paper Prior
knowledge of the expected relanionship during
elte restruciueing phase is beneficial o bed de
Frircipal and the agenre as it will influence
favounrably the ownership structoees of
companies and soeed up movement of capiral
in the capical market,

All chis shows thae agency theory is mose
telovam o Tamesnia now and w4l be so 1o the
Tusture chan it was belowe e fiyingg down of 1
foundations of a marker econemy, Al players
in Tanzanias ecancmy (investors, management,
and cegulators) shonld therefore ger ro gripswith
tie disory and adapr its principles far che benefit
of Fanzanians,
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