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ABSTRACT

In this paper we examine the extent to which fasngonsiderations are salient to senior
executives and consider the implications for ageheypry, tournament theory, and the
design of top-management incentives. We look &ttgons in a unique data set of senior
executive preferences and seek explanations feetpatterns using a model of fairness first
advanced by Fehr & Schmidt (1999). We propose abeurof amendments to Fehr &
Schmidt’s model. We challenge some of the stantiarets of agency theory and
tournament theory, demonstrating why equity consitilens should be taken into account.

We add to the growing literature on behaviourahageheory.

KEYWORDS: fairness; agency theory; tournament tieexecutive pay
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Introduction

For over thirty years management scholars have beawily influenced in the way that they
conceptualise executive compensation by two econ@naameworks. Agency theory

(Alchian & Demsetz, 1972; Eisenhardt, 1989; Jerg&dmeckling, 1976; Ross, 1973; Spence
& Zeckhauser, 1971) postulates, inter alia, thairarer to motivate executives (agents) to
carry-out actions and select effort levels thatiathe best interests of shareholders
(principals), boards of directors, acting on belékhareholders, must design incentive
contracts which make an agent’s compensation ageriinon measurable performance
outcomes. Tournament theory (Connelly, TihanygdBr & Gangloff, 2014; Lambert,

Larkin, & Weigelt, 1993; Lazear & Rosen, 1981; RosE982) extends the agency model by
proposing that principals structure a company’s agament hierarchy as a rank-order
tournament, thus ensuring that the highest-periogragents are selected for the most-senior
management positions. Tournament theory postulhétexecutives compete for places in a
company’s upper echelons via a sequential elinonatburnament. It predicts that
compensation is an increasing convex function addgent’s position in the management
hierarchy, with increases in remuneration betweesl§ in the hierarchy varying inversely in
proportion to the probability of being promotedhe next level. By implication, the
compensation of the CEO, ranked highest in thenmaent, will typically be substantially
more than the compensation of executives at themghkest level.

Both agency and tournament theories make standartbmic assumptions about human
behavior: agents are rational, self-interestedrantdseeking; their utility is positively
contingent on pecuniary incentives and negativehtiogent on effort; there is no non-
pecuniary agent motivation (Besley & Ghatak, 2008)ither theory takes into account
equity considerations (Bowie & Freeman, 1992; QlRdWain, & Crystal, 1988). However,

in recent years a number of management scholassddwanced a new version of agency
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theory based on more realistic assumptions abdavier (Pepper & Gore, 2012, 2014;
Pepper, Gore, & Crossman, 2013; Rebitzer & Taybd,1; Sanders & Carpenter, 2003;
Wiseman & Gomez-Mejia, 1998). The intention hasbieeconstruct a better theoretical
account of executive compensation and agent matgivaflo date, this approach, known as
behavioural agency theory, has focused on attittalask, time preferences and intrinsic
motivation. Scholars have known for some time fambess is also a key factor in
determining whether employees are motivated by thegy, especially when comparisons are
made with the compensation of other team membeksr({@f & Yellen, 1990; Clark &
Oswald, 1999), (Card, Mas, Moretti, & Saez, 201&kin, Pierce, & Gino, 2012; Nickerson
& Zenger, 2008). Some management scholars (e.gne@dMejia & Wiseman, 1997;
Schlicht, 2008; Wade, O'Reilly, & Pollock, 2006yae that fairness is equally germane to
senior executives as it is to other workers. Havegmpirical evidence about top managers’
attitudes to fairness has historically been limited

In this article we ask to what extent are fairnesssiderations salient to senior
executives? We examine the implications for agehegry and tournament theory and
consider how the design of top-management incentivight be affected. In the first section
we review the literature on fairness from multipkrspectives, before constructing a
theoretical framework in which we define ‘fairngsand ‘envy’, after Varian (1974, 1975)
and Baumol (1986). We combine these definitiortk @&iutility function which reflects
fairness and incorporates factors for ‘envy’ andiltg after Fehr & Schmidt (1999). The
second and third sections describe the researdiooh@bgy and the results of the empirical
study. We look for patterns in a unique data setesiior executives’ preferences collected
from around the world and seek explanations fosetmatterns using a model of fairness
proposed by Fehr & Schmidt (1999). The fourth sectiscusses the results and tests these

against the general proposition that ‘fairness engt{Isaac, Matthieu, & Zajac, 1991). The
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discussion section proposes a number of amendrteeRtshr & Schmidt’s model of fairness,
speculates on the role of greed, and examinesgheisance of the model for agency theory,
tournament theory, and the design of top-manageteant incentives. The concluding

section incorporates comments on the paper’s liraita and contribution.

Theoretical antecedents: Fairness, social comparisse and organisational justice

Fairness has a normative dimension (i.e., ‘whatighbe done’?) and an ethical component
(i.e., ‘what is just’?). There is an extensiverkieire on the relationship between fairness and
incentives in various scholarly traditions, incluglimoral and political philosophy (Bowie &
Freeman, 1992; Cohen, 2008; Grant, 2002; Nozick319974; Rawls, 1971|1999, 2001),
legal studies (Adler, 2012; Kaplow & Shavell, 200&)cial psychology (Adams, 1965; Blau,
1964; Deutsch, 1975b; Festinger, 1954; Homans, ;1S84enthal, 1976), economics
(Baumol, 1986; Isaac et al., 1991; Rabin, 1993jararl974, 1975; Zajac, 1995) and
management (Folger, 1998; Folger & Cropanzano, 12081; Greenberg, 1982; Greenberg
& Colquitt, 2005a; Greenberg & Cropanzano, 2001irdk 1989). Rawls and Nozick debate
the possible trade-off between equal distributioiheealth among persons, and distributions
which incentivise activities that enhance the tatahlth of society. Rawls asserts the
‘difference principle’, postulating that making eegter index of primary goods available to
more advantaged groups is justified in so far adlds to the index of less advantaged groups
(Rawls, 2001: 61-63). Nozick challenges Rawls fiiibertarian perspective with
entitlement theory (sometimes known as the ‘Wila@iberlain’ argument, after the iconic
American basketball player), contending that a@ergho acquires a holding of goods in a
just manner, by means of a legitimate transfer,fesd someone who was previously
properly entitled to the goods comprised in thddimg, is therefore justly entitled to those

goods, even if he or she becomes inordinately Wwealé a consequence (Nozick, 1973: 57).
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The difference principle provides the ethical jissition for low-powered, muted, or as
Roberts (2010) calls them, ‘weak’ incentives. Hetitent theory provides ethical support for
high-powered, wealth-creating (‘strong’) incentive&sohen (2008: 87-91) contests both the
difference principle and entitlement theory, prapgsnstead an egalitarian ethos which
argues that economic efficiency in a fair socidtgidd not require some members to be
provided with inequality-generating rewards. Gr@02) views incentives as potentially
coercive, so that the fairness, or otherwise, oéimives is an inherently problematic issue.
Bowie & Freeman (1992: 50-51) call for the devel@mtinof a specific theory of fairness that
is appropriate to principal-agent relationships.

Festinger (1954) takes a different approach, wittioe: ethical overtones, with social
comparison theory. He argues that we each havie@tdrmeasure our abilities and
opinions; that, in the absence of objective medranj we evaluate ourselves in comparison
with other people; and that, given a range of fidesieferents, someone close to our own
abilities or opinions will be selected for compans Adams (1965) incorporates an
assessment of differential inputs into the soamahparison process, building on the work of
Homans (1961) and Blau (1964). Deutsch (1975mtpaiut that distribution logics are
values-dependent and proposes that equity, as egppofquality or need, will be the
dominant principle of distributive justice only wieeeconomic productivity is the primary
goal. Alternatively, where maintaining harmoni@egial relations is a common goal,
equality will be the dominant logic, and where aedf is the primary goal, need will be the
guiding principle. Meindl (1989) develops thisdinf thought in a managerial context,
arguing that differential equity-based allocati@ne more desirable when workers are not
operating in tightly-coupled teams, but less dédfdration will be appropriate when the focus
is on team-production. In other parts of the mansae literature ‘fairness’ is often used

interchangeably with ‘justice’ (Greenberg & ColquR2005b). After an early focus by
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management scholars on distributive justice (Ddt$875a), an extensive organisational
justice literature has developed, incorporatingcegts of procedural justice, interactional
justice, and, increasingly, attempts to integratgtigie justice dimensions (Colquitt,
Greenberg, & Zapata-Phelan, 2005). Aspects of asgaanal justice other than distributive
justice are beyond the scope of this paper.

Varian (1974, 1975), and later Baumol (1986) mail@at comparison the basis of an
economic theory of fairness. Fehr & Schmidt (199@pose a model which, while making
no reference to Varian or Baumol, neverthelesslgrpllows the structure of their
definitions. Isaaet al (1991) advance what they call a ‘positive thedrganomic fairness’,
which they use to derive political and legal prptes. Other economists (e.g., Andreoni &
Miller, 2002; Bolton & Ockenfels, 2000; Charnes$é&bin, 2002; summarised in Fudenberg
& Levine, 2012) propose economic theories of fasmehich are essentially variations on
Fehr & Schmidt, but which allow for, inter aliaff@rential wealth effects and concave utility
functions.

In order to provide the analytical framework foe tarticle we make a number of
observations at this point. First, in this paperhage adopted Lindenberg’s ‘method of
decreasing abstraction’, commencing with a sim@mework and, in successive stages,
incorporating additional assumptions as necessathi@basis that: ‘a model should be as
simple as possible and as complex as necessangdghberg, 1991: 117). Secondly, as
stated above, one of the main objectives of thgepés to challenge parts of agency theory
and tournament theory. Although widely adopted anagement scholars (Connelly et al.,
2014, Eisenhardt, 1989) and highly influentiallwe design of corporate governance
frameworks (Daily, Dalton, & Cannella, 2003), these both essentially economic models.
Therefore, we have deliberately adopted an econoroitel of fairness as our starting point

with a view to ‘challenging the economic paradigoni within’. Thirdly, we recognise that,
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in the context of a values-laden concept like &$8) normative and positive distinctions
become intertwined. Hume's law (an ‘ought’ cartmederived from an ‘is’) does not
proscribe the converse (i.e., there is no reasgnamhis’ cannot be derived from an ‘ought’).
Fairness cognitions influence fairness beliefs,cwhin turn affect fairness perceptions, thus
motivating fairness behaviours. ‘Should’ judgensgifolger & Cropanzano, 2001) involve a
degree of what Mackenzie (2007) calls ‘performéyiviThus, there is a de facto connection
between normative and positive dimensions, justgythe multi-perspective approach that

we have adopted in this paper.

Analytical framework
Varian (1974, 1975) and Baumol (1986) both promaselar definitions of fairness and
envy, which we summarize as follows. For two induals X (he) and Y (she):
A distribution of goods is called fair if X prefelngss own bundle of goods x to the
bundle of goods y obtained by Y, that is, if X doe$ envy y, AND if Y prefers her
own bundle of goods y to the bundle of goods xiakthby X, that is, if Y does not
envy x.
A distribution of goods is said to involve envy Kyf the bundle of goods y obtained
by Y if X would rather have y than the bundle obdge x obtained by X AND to
involve envy by Y of the bundle of goods x obtairgdX if Y would rather have x
than the bundle of goods y obtained by Y
These definitions are essentially mirror imagesyrlare typically sparse definitions of
the kind favoured by economists (Hausman, 1992 iinportant to note that, as defined,
X’s envy focuses on the bundle of goods y, notett@omic agent Y, and that, in the same
way, Y’s envy focuses on x not X; X and Y consuityotheir own preferences and decide
whether they would rather have the other persomglle of goods rather than their own. X is
not required to know about Y’s preferences, ang Mat required to know about X’s

6
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preferences; nor is the other person’s identitguaht (Baumol, 1986). Rawls (1971|1999 :
466-7) calls this ‘benign envy’ rather than ‘envpper’.

Fehr & Schmidt (1999) propose a model of fairnebglvfollows the structure of these
definitions and which has become a standard irtio®omic literature. Assume that two
players dislike inequitable outcomes. They expeedeelings of inequity if they end up
worse-off than other players in the game; let Ulstbs ‘envy’. They also experience feelings
of inequity if they end up better-off than otheaygrs in the game; let us call this ‘guilt’. If
the two players are identified as X and Y, then Misity function in respect of a monetary
paymentx, can be stated as follows:

Ux(V) = W —axmax [( — W), 0] —Bx max [(«— ), O] (1)

L J L J
T T

Factor for envy Factor for guilt

where y, is the value of the monetary payment made to Xwgrithe value of the monetary
payment made to Y. The second term in the utilityction, i.e.px max [y — W, 0], which
applies if Y is paid more than X, represents efhe third term, max [\ — v, O], which
applies if X is paid more than Y, represents giilie relative weighting of envy and guilt is
provided by the factorg, andy, so thaty is the coefficient for envy an} is the
coefficient for guilt. Fehr & Schmidt assume that- 0 and that & B« < 1. No upper
constraint is placed auy, but they acknowledge that there may be a smatibau of subjects
for whom By < 0. We return to this point later. They also mtieassumption thak > B,
i.e., that envy weighs heavier than guilt so thatekperience of inequity will be greater if
they are worse-off than Y, and less if they aredvaiff (Brown, 2001; Ezzamel & Watson,
1998)

From Equation 1 we derive the general principle tlagrness matters’ (Isaac et al.,
1991), in the sense that preferences are perctoveel unfair by some agents, who therefore

make alternative choices which are not consistétht thve standard economic calculus. This

7
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general proposition is tested empirically, alongwva number of specific predictions which

are identified below.

Research methods

We now turn to the empirical study. The data wexdngred by an international research firm
from its global panel of independent senior exe®stin 2011 using a questionnaire designed
by the authors. A sample-frame was selected frap#nel by identifying potential survey
respondents, based on a list of pre-selectionrierifearnings, job title, company size etc.), to
ensure that only ‘senior executives’ as definedtierpurposes of the study were included
within the sample. We define ‘top-management teand ‘senior-executive team’ (hence
‘senior executives’) as the group of very senionagers who are responsible for specifying
and executing a firm’s strategy, who through tlagiions are capable of affecting the
company’s profits, share price, reputation and mtgplositioning (Carpenter, Geletkanycz, &
Sanders, 2004; Hambrick & Mason, 1984). Individaaltations were issued by email to
everyone in the sample-frame. Of 12869 relevant@tikees on the database, 756 agreed to

take part in the survey, a response rate of 6%.nfdia@ demographics are set out in Table 1.

A low response rate is not unusual in internatiauaveys (Harzing, 2000) and is
common in attitudinal studies of managerial el{festtigrew, 1992); it is to be expected that
these two factors will compound. In the presesecaareful examination of the sample
demographics showed that a wide range of ageyrs@hes, company types, company sizes,
industries and countries were represented in timpkea A series of* tests for goodness of fit
were used to test for differences between the despbdgr profile of the sample-frame and the

sample; (t-test were not possible in this caseumxaample-frame means were not available).
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The overall result wag (df =62, n =756) =2.57, p < 0.005, indicating andfigant degree of

fit. At individual factor level the results werelj titley? (df =9, n =756} 1.85,p <.001; age

¥’ (df =6, n =756) =.011p <.005; gendey® (df =1, n =756).017 p <.25; country?® (df =25, n
=756)=.055; p < .005; industryf (17 df =17, n =756).637,p <.005. The results indicate,
with a high degree of probability, that the sampées representative of the sample-frame.
Therefore, we were able to conclude that self-sieledias (Cascio, 2012) was unlikely to be
a problem in this case.

The sample was segmented into three earnings b$888;000 and under (n = 506);
$350,000 - $724,999 (n = 178); $725,000 or more {2). Separate questionnaires were
issued to participants in the three earnings bitackath monetary amounts in each of the
three questionnaires proportionate to each paatntip income level. For convenience, we
report the findings in the main body of the paperdference to the amounts set out in
guestions covering the bracket for executives egri850,000 and under, which we refer to

as ‘the base case’.

Problem 1

The first part of the study involved two pairs ofegtions which examined the impact of
equity comparisons using an ultimatum game sceii@uoh, Schmittberger, & Schwarze,
1982). An unusual feature was that participanteweyrited to assume the roles of both
proposer and responder in turn, although the qureslid not take the form of a repeated
game. The first pair of questions involved a rekdi small amount at stake (referred to

hereafter as the ‘endowment’) of $5,250 in the ltzse.

In an experiment two people are brought togethersdh X (he) is given $5,250 and is
told that he can split this in any way he likeshaterson Y (she). Person Y can accept

or reject the offer. If Y accepts the offer thermXd Y both get their money. If she
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rejects the offer then neither X nor Y get to kéepmoney. Both parties are aware of
the amount involved and the terms of the arrangénbeih are anonymous to each other

and cannot negotiate over the outcome.

Participants were asked: (1) if you were persohdy much would you offer person Y? (2)
If you were person Y, what is the minimum offer ywwauld accept from person X?
Questions (3) and (4) were identical to questidn®(d (2), except that the amounts
available to share between the proposer and resparate increased in proportion to the
three earnings bands to $45,000, $165,000 and 327 Tespectively.

According to the standard economic model (Henricil.e2001) the proposer should
offer a nominal sum, which the responder shoulgrepared to accept, on the principle that
something is better than nothing. However, Fehrc&ridt (1999) postulate that, assuming
that the total amount at stake (which we referstthe@ ‘endowment’ and signify by E) equals
1, then the majority of offers will be approximatelqual to 0.5; that there will be no offers
greater than 0.5; that very low offers are likalybe rejected (and hence are rarely made);
that the probability of rejection decreases in rsegoroportion to the size of the offer; and
that offers of 0.5will always be accepted. Fehr & Schmidt go on ttertbat these patterns
are observable in a number of previous empiricadiss and that the regularities hold good

regardless of the amount of the endowment (Fehcténgdt, 1999: 826-827).

Problem 2
The second part of the study was based on a pramiginally designed by Shafir, Diamond
& Tversky (1997) which examined the importance lasd@ute rewards compared with

rewards relative to salient others. The amountsrted here again refer to the base case.

Jean is invited to join the senior management teb@ompany J with a total reward

package worth $187,500. Jacques, a contemporagani's with comparable expertise

10
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and experience, is invited to join the senior managnt team of Company Q with a total
reward package of $195,000. Subsequently Jeaowiscthat the average total reward
package of her peers in Company J's managementisehh80,000. Jacques discovers
that the average total reward package of his ppe&Zempany Q’'s management team is
$202,500. All other things being equal, who da tfaink is likely to be more highly
motivated? Possible answers: (A) Jean; (B) Jacq@@<sihey are likely to be equally
motivated.
In this case, the standard economic model prethatsan agent would choose the higher
absolute amount over the lower absolute amount(Bg Exceptions to this general rule are
possible if the agent views the situation as aatggegame, with the lower relative reward in
round 1 signalling the possibility of both highd&salute and higher relative rewards in later
rounds; see Nowak, Page & Sigmund (2000). Howenehe present case the question was
framed in such a way that it gave no indicatiort tha game would be repeated. What
predictions follow from Fehr & Schmidt's model deys upon who, Jean or Jacques, or their
peers in Company J and Q, is treated as the pah@ferent, and the relationship in each
case between the respective coefficients for emvgnd guilt,. A decision matrix is set out

in Table 2.

In the top left-hand quadrant we are comparing’3aaility function: U(v) = $187,500 —
0;$7,500 with Jacques’s utility function: U(v) = $1080 —3,$7,500. It can be seen that if
Bq< 1 +0j, then Jacques is more motivated, arfi} i 1 +o;, then they are equally
motivated. Only if3q > 1 +a;, is Jean more motivated. In the top right-handdgarst we are
comparing U(v) = $187,500¢; $7,500 for Jean, with U(v) = $195,00@$7,500 for

Jacques. Jacques will be more motivated unlessokif$icient for envy is significantly more

11
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than that of Jean i.eig>1 +0;. Similarly, in the bottom left-hand quadrant, Jaes|will be
more motivated unless his coefficient for guilsignificantly more than Jean’s i.8,>1 +

Bj. In the bottom right-hand quadrant we are comaldifv) = $187,500 $;$7,500 for Jean
with Ug(v) = $195,000 -6 $7,500 for Jacques. In this case Jean will be murtévated if
Jacques’s envy is significantly greater than Jeguilt i.e.,aq > f; + 1; otherwise Jacques
will be more motivatedl'he way the question is constructed makes theetityhéind and

bottom-right hand quadrants the most logical franfagference for respondents.

Results

Problem 1

The results of the first part of the study areagtin a scatter diagram. Figure 1 shows the
distribution of maximum offers and minimum accepts The smaller endowment in
guestions (1) and (2) is identified asdhd the larger endowment in questions (3) ands(4)
identified as & For the purposes of comparison, the monetary atsaffered by X and
accepted by Y were normalised by converting theim firactions of & and E, such that &
x<1land Xy<1, where x is the maximum amount offered by X gmlthe amount
accepted by Y. There was a strong correlation (.p&.01) between the two distributions.
The mean amount offered was .43 in the case ddrttaler endowment and .41 in the case of
the larger endowment. The mean amounts acceptexr.4kin the first case and .38 in the
second case. Standard deviations for both offedsaaoeptances were .21 in the case of the

smaller endowment and .22 in the case of the lagdowment.

FIGURE 1 ABOUT HERE

A number of distinct patterns of responses candsemved in Figure 1. A cluster of

points (9.66% in the case of the smaller endowntgnand 14.68% in the case of the larger

12
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endowment, B can be seen just above the origin representiagvely small maximum
offers (x< 0.1), matched by similarly small minimum accept&nfy< 0.1). This is the
standard economic rational choice: the proposerefi nominal sum, which the responder is
in turn prepared to accept. A much larger clusepresenting 42.33% of the sample fer E
and for 41.53% B occurs around the point where the maximum amofiated and
minimum amount accepted is between 0.4 and 0.3yingpan absolute standard of fairness
on the part of participants who expected the stalke shared equally between X and Y. This
cluster cannot be explained by rational choice mhed significant number of responses are
on the line which proceeds at an angle of 45°tistaat the origin and ending at the centre
point [0.5, 0.5], indicating that equal amounts laeeng offered and accepted. Excluding
amounts already counted in the previous two caiegjahese represented an additional
6.48% of the sample for;Eand 4.10% for E It implies that relative fairness was importamt t
participants: their expectation was evidently tkatnd Y should expect to receive the same
amount, whether acting as proposer or respondbaguagh not necessarily as much as half of
the endowment. As well as being fair in an int@tsense, this is also a logical response in
circumstances where the proposer assumes thagpernder has the same utility function.
Other points on the two charts are more widelyelispd. A number of participants
(15.34% for & and 14.29% for B were prepared to offer up to 40% of the endowrizunt
would accept less. This constitutes a risk averstrategic choice. Evidently the proposers
wanted to be reasonably certain that the respondmukl accept their offers, by allowing for
the possibility that the responders’ minimum acaapeé levels were higher than their own.
Conversely, some participants (6.48% feraad 6.75% for B wanted up to 50% of the
endowment, but offered less than the minimum amthet were prepared to accept,
indicative of risk-seeking - attempting to retaihigher proportion of the endowment by

betting that the responder would be prepared tea smaller amount. These results are

13
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also consistent with Fehr & Schmidt's model. Howewenumber of participants (a total of
19.71% for & and 18.65% for £ confounded Fehr & Schmidt’s prediction that n@ on
would offer more, nor accept less than one-hathefendowment. For the purposes of
subsequent analysis we consider this conflictirtg datwo parts. First, data for which the
minimum acceptance is greater than 0.5 fundamgrtatitradicts Fehr & Schmidt’s theory:
because W0.5) = 0.5 > Y(y) where y > 0.5, regardless of the levels of eang guilt, an
offer of half the endowment should always be aca#ptSecondly, data for which the
maximum offer is greater than 0.5 but the minimwoeptance is less than 0.5 is not
predicted by the Fehr & Schmidt model, because Bebchmidt anticipate that an offer of
0.5 will always be accepted, so there is no logioftering more. However, the result is not
inconsistent with the model provided<y0.5: a possible explanation is that proposers arko
very risk averse, imagining that responders migiverhigh minimum acceptance levels,
choose to make apparently excessive offers. Wefibrer distinguish between data points
where y > 0.5 regardless of the value of x, whiohtradicts Fehr & Schmidt's model, and
data points where x > 0.5, y < 0.5, which are remtassarily incompatible with Fehr &

Schmidt. These data are summarised in Table 3.

TABLE 3 ABOUT HERE

Problem 2

In the second part of the study, Jean, the exexutieeiving the lower absolute but higher
relative amount was chosen by 345 participantb. Jacques, the executive receiving the
higher absolute sum was chosen by 234 particig@tt®% of the total sample), with 177
participants (23.4%) expressing the view that JeahJacques would be equally motivated.
Comparable, but more pronounced, discrepancieseieetwelative and absolute amounts
were reported by Shafat al, (1997). The standard economic model is unabéxpdain

these results: according to the rational choiceutat an economic agent should always
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choose a higher absolute amount over a lower afgsainount. Fehr & Schmidt’'s model, on
the other hand, is capable of providing an explanat

To see this, we can use the results of Problemestimate envy coefficients (which we
refer to asy coefficients) for participants in the survey imer to make predictions about
their preferences for Jean or Jacques in ProbldmtBe ultimatum game, if the offer by X is
declined by the responder Y, then the resultingydf both players is zero, i.e.,x(0) =
Uy (0) = 0. If the offer is accepted, ther () > 0. Therefore, an individual’s minimum
acceptance will be the point at which ) = 0. Given that Y(0.5) = 0.5 in all cases, the
minimum acceptance will be in the range 9< 0.5. From Fehr & Schmidt, we know that in
this range Y(y) =y —a (1-2y), so that if Y(y) = 0, thern =y / (1-2y). We assume, based on
the way that Problem 2 is framed (with each paréint individually considering the cases of
both executives) that participants will attribubeJean and Jacques the same coefficients for
envy and guilt. We know from Table 2 thatpik 1 +f3, then Fehr & Schmidt’'s model
predicts that Jacques will be regarded as being@ mativated, regardless of his frame of
reference. Jean will only be selected i 1 +f although, even in this case, Jacques will still
be chosen if Jean and Jacques view each othefeasnts, rather than their company peers.
Therefore, we would expect individuals selectingnJ® have higher coefficients than
participants choosing Jacques. We would also expeak order correlation between
scores and participants selecting, respectivaist, flacques; secondly, indifference; and,
thirdly, Jean.

The mean minimum acceptances and impli@defficients are set out in Table 4. These
are derived from the responses to the ultimatumegi@amE and E for respondents selecting
Jean or Jacques. Because we are using Fehr & Sthmiadel to estimate coefficients for
each respondent, we include only data for survetyggaants whose responses to the

ultimatum game are consistent with Fehr & Schmidt.
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Table 4 shows that participants choosing Jean a@gques do on average have higher
coefficients. In the case of the smaller endowmiiiet mean implied score for those
selecting Jean is 1.51, compared with 1.17 fordlub®osing Jacques. In the case of the
larger endowmenty coefficients are 1.16 and 0.89 respectively. Asdjpted there was a
significant rank-order correlations@ .081, p < .05, n = 664 for the smaller endownaerat
rs = .088, p < .05, n = 665 for the larger endowmerte number of participants selecting
Jean witho coefficients greater than 2.0, as predicted by BeBchmidt, is 182 out of a total
of 306 (59.48%) in the case of the smaller endowvijraard 178 out of 300 (59.33%) in the
case of the larger endowment. Conversely, the nuoflqgarticipants choosing Jacques with
a coefficients< 0.1 is only 39 (12.75%) in the case of the smatetowment and 52
(17.33%) in the case of the larger endowment. Algonot a proof, these findings are
consistent with Fehr & Schmidt’s fairness model. ¥denments further on these results

below in the discussion section.

Discussion

The results show the inadequacies of the standambenic model in providing explanations
for these phenomena, and that Fehr & Schmidt’s imedeuch better able to explain the

data. In the first problem, fairness theory accedot around 88% of the data (87.83% far E
and 87.96% for B, compared with the much small proportion whiclexplained by the
rational choice model (9.66% for Bnd 14.68% for B. In the second problem, over 45% of
survey participants (306 out of 664 participantthe case of the smaller endowment and 300

out of 665 in the case of the larger endowment)encioices which indicate a very strong
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preference for fairness. The results demonstratiesémior executives are concerned about
fairness to a significant extent, thus answerimgfitst part of the research question.
However, Fehr & Schmidt's model is not able to expMwhy, in the first of the two
research problems, around 12% of participants chaore than 50% of the endowment. Nor
is it able to explain why, in the second problenoyenthan 100 participants with
coefficients > 2.0 choose Jacques and not JearhwyB9 (k) and 52 (k) participants withu
< 0.1 choose Jean and not Jacques. We addressrthttees below under the sub-heading of
‘greed’. Three further issues are raised by thers@problem. The first concerns context: it
is a relevant factor that Jean and Jacques arentetibers of senior management teams;
Company J and Company Q will presumably be moeraésted in maximizing the total
utilities of their management teams than the singjlgies of individual team members. The
second is the question of identity. The exampleerakclear that the identities of the parties
are relevant to their preferences: Jean may eragués as well as Jacques’s total reward;
Jacques may be jealous of his peers in Companyw@glaas their level of earnings. The
third is the issue of their respective contribusiore., the ability and effort which Jean and
Jacques supply to their employers in return foir tiesvards. Jean may be less envious of
Jacques if she senses that he receives a largard@wreturn for greater ability or greater
effort. Jacques may be less jealous of his peérs iEcognises that their contributions to
Company Q are greater than his. We address thasesibelow under the sub-heading
‘refining the fairness model’, before commentingtba implications of our findings for

agency theory, tournament theory, and the desigopsimanagement team incentives.

Greed

Table 5 shows how in problem 2 the proportion sglgclean and Jacques differs between
low envy @ < 0.1) and high envyu(> 2.0) groups. Setting aside the proportion of ifedént
responses, which is fairly consistent across thegoaies, there is a significantly higher
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propensity to select Jean in the high envy grougpwa have already noted, this is consistent
with Fehr & Schmidt’s theory, as the requiremeq® f; + 1 is almost certainly satisfiefl:=

1.0 implies an agent would be as happy having ngtas everything, which seems highly
implausible and is why Fehr & Schmidt impose thedibon 3 < 1.0; indeed any result
wheref > 0.5 would appear to be unlikely, as it would ymihat increasing guilt outweighs

the marginal utility of wealth.

However, it will be observed that 27-28% of exeeesiin the high-envy group still
select Jacques, which is not predicted by Fehr Bn8dt. This might be because some
participants take the view that Jean and Jacquesyalregard each other as their primary
reference points, in which case Jacques will alviseyselected. At the other end of the
spectrum, while preferences for Jacques are mesafant than for the high envy group, as
predicted, there are still a large number of redpots in the low envy group (39 fog &nd
52 for &) who select Jean. Under Fehr & Schmidt's modé&s, ¢hn only be explained by
assuming that there is a sufficient proportion arftigipants for whonfs < 0, so that the
conditionog > B + 1 is still satisfied even astends to zero. Fehr & Schmidt (1999: 824) do
recognise the possibility tht< 0, which they refer to as ‘status seeking’. Wefgr to
describep < 0 as ‘greed’, recognising that for some peopéeselfish desire for personal
reward trumps any desire for fairness. Roberts601222-23) defines greed in terms of
wants, needs and entitlements. In its broadesesgmeferred by Robertson) greed occurs
where wants exceed needs. In a narrower sensef@eby us) greed occurs where wants
exceed both needs and entitlements. There is alszeral quality to greed (Robertson,
2001: 14-19), so that including greed in the maslebnsistent with views expressed by

Elster (1996) about the importance of recognisimggon as a factor in economic
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calculations. Therefore, we propose that greedldhwe incorporated into the fairness
framework by allowing < 0, in which circumstances the coefficient forig{ > 0)

becomes a coefficient for greqéi€ 0). While, prima facie, this is not a majortiga of the
data, the number of senior executives participatinge study for whon < 0 is not
insignificant, so tha > 0 cannot be assumed in the way it is by Fehr &n8dh(1999: 824).
We do not pursue this phenomenon further in theeatipaper, but note the impact of greed

on executive pay as an item for further research.

Refining the fairness model

The analysis to this point provides empirical enickein support of the proposition that
fairness matters to senior executives as it daesther workers, albeit that the presence of
negative means that in some circumstances the effects maydre muted. Fehr &
Schmidt’'s model, despite its relative simplicityddmgh level of abstraction, has proved to be
an effective framework for explaining the data.ow¢ver, Fehr & Schmidt focus on the
impact of differential reward outcomes, and thesgjo@s in our study imply no difference in
the extent to which rewards are deserved. In daldraw inferences from the theory for
senior executive incentive design, the model néethe refined to allow for the possibility of
differential inputs and hence for the possibilltpt differential levels of reward might be
perceived to be fair.

Akerlof and Kranton (2000) argue that the identityan economic agent (e.g., X in
terms of the initial definitions of fairness andrgnn this paper) affects his utility function
and should therefore be taken into account in to@@mic calculus. The identity of a
referent (e.g., Y) may also affect the utility ftioa of X: i.e., X may envy Y rather than just
y. The choice by both Varian and Baumol of the werdry’, a characteristically emotive
term, is potentially significant. In the preseantext, this means that envy is a phenomenon
which involves both a comparison of two bundlegadds (x and y) and an emotional
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reaction (of X to Y); X envies Y (the person) anfthe bundle of goods); to ignore the
emotional component runs the risk of misunderstamthe phenomenon. In Rawlsian terms
this is ‘envy proper’ rather than ‘benign envy’ (Ra, 1971|1999: 467).

Allowing for the fact that the identity of the tvewonomic agents is a relevant factor, we
must also recognise the possibility that X and Y mmake differential contributions (e.g., in
terms of their ability and effort) prior to receig x and y, and that his perception of these
differential contributions might be taken into agnbby X as he weighs the extent to which
he envies or does not envy the bundle of gooddaimdxd by Y. To allow for this we
incorporate equity theory (Adams, 1965). Adams a&ixysl equity in the context of social
exchange in terms of X’s perception of the costsiginputs (i.e., what X must do to obtain
x) and the value of his outputs (i.e., the bundlgamds x obtained by X as a reward) versus
the perceived cost of Y’s inputs (i.e., what shestrlo to obtain y) and Y’s perceived outputs

(i.e., her bundle of goods y); formally:
Oxy . 7 Ox
(£): (%) 2)
where Q are the outputs of the first agent, X, e.g., bisipensationlis the first agent’s
inputs e.g., his ability and effort,/@re the outputs of the second agent, Y, amsiier

inputs. Inequity is perceived by X to exist-ﬁf{} # (?—;’ ). I ( %) < ((I)—;) he feels envy and if

(% )> (%) he feels guilt (Adams, 1965).

Incorporating the concept of identity and the Adaraso into Fehr & Schmidt’s utility
function enables us to generate a new versioneofdinness model. It assumes that X will
assess both the identity of, and the contributimvided by, X, to earny and by Y to earn
vy. We represent this as follows:

Uy(V) = - oxmax [(5F - ), 0] -Bemax (g - &), 0] (3)

! ) \ J
Al \f

Factor for envy Factor for guilt / greed
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where U(v) is the utility of the payment to X, Vs the value of the payment as perceived by
X, vy is X’s perception of the value of the payment tacyis the contribution made by X in
return for v, ¢, is X's perception of the contribution made by Yr@turn for v, ay is the
coefficient for envy, such thag > 0, andBy is the coefficient for guilt, such thatOp, <1,
or greed in case thif < 0.

We recognise that the Equation (3) may not betbtrsolvable because perceptions are
involved: X’s perceptions ofyyc,, vy and ¢ may be different from Y’s perceptions gf ¢,
vy and g; the equation is therefore not as mathematicedigtable as Fehr & Schmidt’s
original model. Festinger recognised this typerobem with social comparisons in the way
that he talked about evaluations being ‘unstalfles{inger, 1954; Corollary 11A). However,
we contend that the framework is analytically squhédt it helps to explain the importance of

equitable payment, and that this is more impotiaah mathematical tractability.

Top-management team perspective
The fairness model provides important insights theooptimal design of incentives in teams.
Two seminal works on teams by economists are Maks&€hRadner (1972) and Alchian &
Demsetz (1972), although in both cases the focas isformation sharing. Holmstrom
(1982) studies moral hazard in teams, with a paerdocus on free-riding and internal
competition, again primarily from an informationoeomics perspective. Lindenberg & Foss
(2011) and Foss & Lindenberg (2012) examine theiceiship between group agency,
motivation, and joint production, but not specifigahe part played by fairness. Henderson
& Fredrickson (2001), Siegel & Hambrick (2005) dfaedrickson, Davis-Blake &Sanders
(2010) comment on the implications of pay dispeasitn top-management teams, citing
evidence that collaboration diminishes when largg gisparities exist.

It is evident from our study that perceived faimesll affect team motivation. If we
make the not unreasonable assumption that indivtdaen members treat other members as
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key referents (Trevor & Wazeter, 2006), then ieilsitively easy to demonstrate by
mathematical deduction that the combined totaitytf team members is maximised when
the Adams’ ratio is in equilibrium. To illustratiei$, consider a team with two members.
Their individual utilities are calculated by sulsting them, in turn, for X and Y in the

fairness function given by Equation (3). Assumihgttthe two team members feel envy and

guilt in equal measure, }C’E :Z—’; , then envy and guilt cancel each other outhdfmever,g

> Z—)’; org < Z—)’; , then total team utility will be reduced by soomnbination of envy and

guilt. A formal proof is provided in the Appendikhe proof assumes+ 3 > 0, which is
consistent with Fehr & Schmidt’s original assumptiélternatively, iff < O (see above
under the sub-heading of greed) then the conssalhholds if x| > B|, i.e., envy weighs
heavier than greed. Tournament theory would IsgilEonsistent with scenarios wheie|

la|, but firms may not wish to encourage a culturgrekd. This argument supports the
proposition that fairness matters in top-managerneams. It is consistent with the findings
of Henderson & Fredrickson (2001) (better firm pemfance is observed where equity
considerations within top-management teams areheediggainst tournament-like
incentives), Siegel & Hambrick (2005) (in technatagly-intensive companies greater pay
dispersion within top-management teams is harnof@ifin performance) and Fredrickson,
Davis-Blake & Sanders (2010) (social comparisonsragtop-management team members

mean that greater pay dispersion is negativelyaelt firm performance).

Conclusions

This study has demonstrated that fairness considesaare salient to senior executives. It
provides evidence that the prevalent currently-lvedt of senior executive pay practices,
which emphasises the importance of high-powereeniies and pay-for-individual-
performance, underestimates the role and signigean fairness. It can be inferred from this
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that, in order to maximise the total motivationt@b-management teams (which, according to
behavioural agency theory, is causally connected suiperior business performance; see
Finkelstein, Hambrick, & Cannella, 2009; and Pepp&ore, 2012), companies should
design incentives which take account of equity merations.

We contribute to the literature on fairness, agetmyrnaments and executive pay in
various ways. First, we propose various modificaito the model of fairness proposed by
Fehr & Schmidt (1999), allowing for differential mibutions by agents, and recognising
that, in some circumstances, ‘greed’ may have teubstituted for ‘guilt’ (i.e., by admitting
the possibility of3 < 0). We contend that this revised fairness madphrticularly relevant
to (behavioural) agency theory, thus respondirttpéccall for the development of a specific
theory of fairness that is appropriate to principgént relationships (Bowie & Freeman,
1992: 50-51). Secondly, by demonstrating the extemthich fairness considerations are
salient to senior executives, we provide suppartfiicisms of agency theory (e.g., those
advanced by Bowie & Freeman, 1992) and tournanneary (e.g., O'Rellly et al., 1988)
who argue that standard versions of these thedoemt take equity into account. This is
especially pertinent in multi-agency situations,dgample where shareholders wish to
optimise the performance of top-management tedmthis way, we add to the growing
literature on behavioural-agency theory (Pepperde32012, 2014; Rebitzer & Taylor,
2011; Sanders & Carpenter, 2003; Wiseman & GomepalME998), which is endeavouring
to enhance the explanatory and predictive powagehcy theory by combining ideas from
the economics and management literatures and byparating a more realistic set of
behavioural assumptions.

The approach which we have taken in this papebbar exploratory, looking for patterns
in the data and seeking explanations for thosepegttin existing theory, before integrating

the theory and findings to construct new theorywlBg, 1999). In this sense it does not
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offer a formal proof of the main propositions, andre empirical research is in order.
Furthermore, although Fehr & Schmidt’'s model exanore of the data in the empirical
study than standard economic theory, it does nplia@xeverything; an account of why some
participants in the ultimatum game will only accepire than 0.5 of the endowment is still
required. We also need to clarify why in Problesoihe participants with low coefficients
choose Jean. We have speculated that a possidEnasipn lies in relaxing one the
constraints imposed by Fehr & Schmidt, allowfhg 0, thus converting guilt into greed. In
extremis, this proposition might have implicatidas some of our other conclusions;

however, we do not pursue this possibility furtimethe current paper.
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Table 1 Demographics
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Variable All participants
n =756
f % f %
Indicative total earnings Industry sector (continued)
< $350,000 505 66.9% Energy, Utilities & Mining 23 .0%
$350,000 > w > $725,000 178 23.6% Engineering &sdauction 53 7.0%
> $725,000 72 9.5% Entertainment & Media 22 2.9%
Job title Financial Services 37 4.9%
Chairman 61 8.0% Forestry, Paper & Packaging 121.6%
CEO/President/MD 293 38.8% Government & Public &ect 10 1.3%
CFO/Treasurer 64 8.5% Healthcare 34 4.5%
ClO/Technology Director 90 11.9% Hospitality &ikere 22 2.9%
Other C-level Executive 72 9.5% Industrial Mé&aoturing 54 7.2%
Vice-President/Director 144  19.0% Insurance 23 3.0%
Head of Business Unit 5 0.7% Metals 14 1.9%
Head of Department 11 1.5% Oil and Gas 17 2.2%
Senior Manager 3 0.4% Pharmaceuticals 15 2.0%
Other Senior Executive 13 1.7% Retail & Consume 60 7.9%
Age: Technology 69 9.1%
Under 39 194 25.7% Transport & Logistics 26 3.4%
40-44 142  18.8% Other 76 10.1%
45-49 143  18.9% Country
50-54 115 15.2% United States 123  16.3%
55-59 80 10.6% United Kingdom 34  45%
60-64 51 6.7% France 35 4.6%
65 + 31 4.1% Netherlands 55 7.3%
Gender Switzerland 40 5.3%
Male 619 81.9% Germany 31 4.1%
Female 137 18.1% Spain 30 4.0%
Industry sector Russia 45 6.0%
Aerospace 12 1.6% Poland 30 4.0%
Defense 6 0.8% Brazil 52 6.9%
Asset Management 9 1.2% Mexico 28 3.7%
Automotive 14 1.9% China 51 6.7%
Banking & Capital Markets 38 5.0% India 31 4.1%
Business services 55 7.4% Australia 31 4.1%
Capital & Infrastructure 17 2.2% Middle East 75 .9%
Chemicals 20 2.6% South Africa 31 4.1%
Communications 18 2.4% Other 34 4.4%
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Table 2 Predicted results in the second problem accordirigehr & Schmidt, 1999

Jacques treats Jean as his principdlacques treats his peers in Company Q

referent

as his principal referents

Jean treats
Jacques as her
principal referent

Jean treats
her peers in
Company J as her
principal referents

Jacques will be more motivated,
unlessBy> 1 +q

Jacques will be more motivated
unlessy>1 +p;.

Jacques will be more motivated
unlessog>1 + o;

Jean will be more motivated
if aq>p; + 1, otherwise Jacques
will be more motivated

Table 3 Results of the two-part ultimatum gain

Results categories

Small Endowment

Large Endowment

n % n %

Rational choice option

Small x and y X,y<0.1 73 9.66% 111 14.68%
Fair options

Absolute fairness 0.4<x,y<0.5 320 42.33% 314 41.53%
Relative fairness Other cases of x=vy 49 6.48% 31 4.10%
Risk adjusted options

Risk averse, ¥ 0.5 x>y, X,y 0.5 116 15.34% 108 14.29%
Risk seeking, ¥ 0.5 X <Y, X,y< 0.5 49 6.48% 51 6.75%
Risk averse, y > 0.5 X>y,y>05 57 754% 50 6.61%
Total consistent with Fehr & Schmidt 664 87.83% 665 87.96%
Greed X<vy,y>0.5 92 12.17% 91 12.04%
Total 756 100.00% 756 100.00%
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Table 4 Estimating Jean and Jacques’s coefficients for envy

Problem 1: minimum amount accepted

Problem 2: Smaller endowment Larger endowment

partici pants n Mean S_td._ Implied n Mean S_td._ Implied
choosing... deviation o deviation o
Jacques 196 0.35 0.18 1.17 206 0.32 0.20 0.89
Indifferent 162 0.38 0.17 151 159 0.34 0.20 1.08
Jean 306 0.38 0.16 151 300 0.35 0.19 1.16
Total 664 0.37 0.17 1.40 665 0.34 0.19 1.05

Table 5 Distribution of results in Problem 2

Minimum amount accepted in Problem 1

Smaller endowment Larger endowment
a coefficient  Jean  Jacques Indifferent  Total Jean Jacques Irgliffe Total
a<0.1 39 31 20 90 52 50 35 137
0.1<a<20 85 59 41 185 70 48 29 147
a>2.0 182 106 101 389 178 108 95 381
Total 306 196 162 664 300 206 159 665
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Mininum Acceptance (Smaller Endowment)

Minimum Acceptance (Larger Endowment)
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Appendix Proof of the importance of fairness in a team cdante
I.  Assume that+ >0, i.e., either that, p > 0 or, if§ <O, thatd| > B|
II. Given that:

() X andY are members of a two person team T, Ti:X, Y)

(i) X’s utility function is: U(V) = vy - a, max [(Z—i - ), 0] -Bemax [(3* - g), 0]

(iii) Y’s utility function is: U(v) = vy - oy max [( < - ‘C’—z), 0] - B, max [(Z—i - =), 0]

(iv) We want to maximise team utility, i.e.,() = U, (v) + Uy(v)
lll. Let () =3and ‘C’—z) =¢
IV. We know (from I.) that:

U(V) = Ve 0 Max [6-3),0] — B, max [6-6),0] + v, — ay max [6-6),0] — By max [-5),0]

V. If we assume that> 9, then:

() Udv) = V=0 (e-8) +vy — By (e-9)

(i) UV) = Vet v — iy (-5) — By (6-5)

(i) Uv) = (et %) — (0 + By) (e-)

Therefore, because.{f,) > 0 and £-8) > 0, then:

(iv) (Vx+ V) > (Wt W) — (o + By) (e-0)
VI. If, alternatively, we assume that ¢, then:

() Udv) = %—Bx (8-€) + vy - ay (6-¢)

(i) Udv) = et vy — Py (8-€) - ay (5-¢)

(iii) U(v) = (%+ ) — oy +By) (5-¢)

Becaused,+p,) > 0 and §-¢) > O, then:

(iv) (vx+ ) > (%t W) — (@ +By) (5-€)
VII. If, as a further alternative, we assume thate, therefore:

(i) Becaused—98)=(0-¢)=0

(i) Then U(v) = v+ vy

v

VIIl. Thus U (v) is maximised whef = ¢, i.e., wher(%) = (&) QED.

C
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