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Abstract

We examine relative feectiveness of two kinds of boarda, supervisory
boardanda management board’he former is a board such that controls CEO’s
opportunistic behavior directly by depriving the CEO of CEO’s control right,
whereas the latter is a board such that does not control CEQ’s opportunistic be-
havior directly but induces the CEO to make a desirable decision by board’s
advice. We obtain three conclusions: a supervisory board is more desirable if
CEO'’s objective significantly deviates maximization of shareholder value, the
CEO prefers being monitored if CEQO’s control benefit iffisiently small and
CEOQ'’s deviation from maximization of shareholder value is not significantly
small or large, and a management boardffeative even if board’s objective
also deviates maximization of shareholder value while a supervisory board is not
effective.

1 Introduction

In corporate governance research, functions of a board of directors are frequently
discussed. Although boards have various functions, the one which is especially
focused on is its monitoring function: boards try to obtain CEO’s private infor-
mation - for example, his ability, and higfert and so on - to dissolve informa-
tional asymmetry between shareholders and the CEO, to decide proper compen-
sation for the CEO and to decide whether to fire the CEO or not. There are many
papers which analyze a board as “a group of monitors (auditors)” theoretically.
Kofman and Lawage (1993) introduces two type auditors, an internal auditor
and an external auditor in their contract model. An internal auditor is an auditor
that needs no fixed cost but may collude with an agent, whereas an external audi-
tor is an auditor that needs fixed cost but does not collude with agents. Kofman
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and Lawaree show that first best is attainable by appropriate contract including
punishment for a management and an auditor with agents.

On the other hand, we can give Hermalin and Weisbach (1998) as a represen-
tative paper of corporate governance research itself. In their paper they regard a
board as an agent who obtains information about CEO'’s ability by monitoring or
automatically and uses it to decide CEQO’s compensation and his tenure, and de-
scribe the course in which independence of a board is endogenously determined
by bargaining between a board and a CEO. And Osano (2002) analyzes almost
the same case.

Raheja (2003) considers the interaction between inside directors and outside
directors. In Raheja’s model, she regards inside directors as agents who provide
private information for outside directors and outside directors as agents who ver-
ify inside directors’ information, and she considers balance of inside directors
and outside directors and the size of boards. Warther (1998) focuses on direc-
tors’ behavior in a case that they may be dismissed by CEO.

In addition to these papers, there are many papers analyzing a board that
focus on board’s monitoring function in business decisions or non-business de-
cisions. Then why are only monitoring functions of boards noticed? i

As Berle and Means (1932) noted, modern corporations separate sharehold-
ers and management. Although corporate law and systemsfédsedvarious
incentive schemes to dissolve agency problems generated by the separation of
ownership and control, they could not prevent all problems, in particular oppor-
tunistic behavior of management. Many pointed out that it was due to the pooling
of execution and monitoring. That is, because the monitor coulokb® moni-
tored at the same time, monitoring functions were significantly lowered.

The U.S. type of corporate governance system clearly separates in the sys-
tem executives, who are management that may conduct opportunistic behav-
iors, and directors, who are management that monitors executives. In Japan the
Kansayaku-kafaudit committee) system leaves a part of monitoring function to
Kansayakyauditors), but it difers from the separation of execution and monitor
because under theansayaku-kasystem botiKansayakuauditors) and direc-
tors have monitoring right.

However, are directors in the board system before the separation of execu-
tion and monitoring really in@&cient? The answer is “No”. Such a board may
have dficient aspects. It is because it is superior to boards in the separation of
execution and monitor, in the point of CEO’s incentive to reveal his private in-
formation. When directors (including executives) control CEO, they frequently
need the information such that only CEO can obtain. A board is a group of ex-
perts and therefore is superior to CEO in the point that a board can transform
CEO's information to moreféective information for decision making.

Then, CEO may not want to reveal his private information while directors
need it to make a mordfecient decision, because the revelation of CEO'’s infor-
mation may bring loss to CEO.

In the case of boards whose monitoring function is intensified, for example,
when the board obtains CEQO's information and CEO may conduct opportunistic
behavior, the board may deprive CEO of his control right and may make deci-



sions by itself with CEO’s information, but it is loss for CEO such that want
to satisfy his desire for his reputation and power or the other objective except
maximization of shareholder value. Therefore CEO does not want to reveal his
private information to the board.

On the other hand, in the case of boards under the pooling of execution and
monitoring? In this case, a board and CEO are co-operative, CEO reveals his
private information to the board and the board sends midigent information
in return to CEO (itis called “advice” in general). Then because the board never
invades CEO’s control right, CEO has stronger incentives to reveal than in the
case of a monitoring (supervisory) board.

When we consider this incentive problem, is a monitoring board always more
efficient than a board such that advise CEO? Adams and Ferreira (2005) analyze
boards taking this incentive into account.

Adams and Ferreira (2005) focus on these two roles of boards, analyze a
board as an agent which has both two functions and furthermore coasidet
board systemwhich is a board system in which a firm has two boards; one
board has only a supervisory role the other only an advising (management) role.
Their model supposes that a boardaigroup of expertas well asa group of
monitors and supposes that cooperation of a CEO, an agent who has best access
to information necessary to make decisions, and a board, an agent which is a
group of directors that has higher specialty about management, law, accounting
and so on, brings mordiixient decision. Furthermore they take it into account
that CEQ’s incentive to reveal his private information to a board, and as a result
they argue that a slightly biased board (in a sense that a board has preference
close to a CEO) is moreffcient than an unbiased board.

However, even if a board has two roles, does it play two relenly The
answer is “No”. As we state above, parts of Japanese boards cooperate with
CEOs and directors advise CEOs on business decisions, rather than exercise their
supervisory role. On the other hand, it is monitoring function of a board that is
focused on in the process in which independence of directors are strengthened in
many countries. That is, many boards which are observed in reality mainly play
only one of two roles.

Here, we call supervisory boar@ board that plays only a supervisory role
anda management boara board that plays only a management (advising) role.
Which of two boardsa supervisory boardinda management boayik efective
to protect shareholder value undehat condition? This is the main issue that
we consider in this paper.

In addition to this, we consider the following issues in this paper:

1. Which of two boards do a CEO and a board itself prefer?
2. Which of two boards are robust even if a board itself is biased?

Which of two boards do a CEO and a board itself prefén?countries that
have multiple board systems, determination of a board system that a firm adopts
is a consequence of the interaction between stakeholders, especially, directors
and a CEO, or, shareholders and the management. In either event a CEO has a
great impact on determination of a board system that the firm adopts, and there-



fore if a CEO prefers a board system whiclmat desirablefor shareholders, the
firm may adopt an undesirable one. That is, if all CEOs prefer a board which
is not desirable for shareholders and have a great impact on the determination
process of a board system that the firm adopts, the claim caffibmex that
corporate law restricts a board type that a firm adopts. In Japanese corporate law,
for example, large companies can choose a board system afamsgyaku-kai
(audit committee) systentinkai-secchilcommittee board) system and so on, but
it may be favorable that corporate law unites these multiple board systems. As
well as a CEO, a board has a significant impact on determination of a board that
the firm adopts. Therefore it is important that we consider board’s preference for
a board system that the firm adopts.

Which of two boards is more robust even if a board itself is biaskdthis
paper, at first we assume that a board maximizes shareholder’s benefit. However
this assumption is obviously unrealistic. Kaplan and Reishus (1990) partially
supports this assumption but does not totally support it. Hence we need to ana-
lyze dficiency of two boards in a situation that boards are biased given CEO’s
bias.

This paper proceeds as following: Section 2 shows concrete sketches of our
model. In Section 3, .3 shows equilibrium in a case af supervisory board
and 32 shows equilibrium in a case af management boardn these subsec-
tions, we assume that a board maximizes shareholder’s benefit (more precisely,
a board minimizes the variance of shareholder value). In subsec8ame3con-
sider conditions for whicl supervisory boardor a management boayds more
desirable for shareholders, the CEO and a board itselfadhraanagement board
(ora supervisory board In subsection 3 we examine robustness of two boards
against change of a board’s bias. And, Section 4 is concluding remark.

2 The Model

2.1 Information and Preference

The firm exists, and shareholders, the CEO and the board face a project choice
problem. A project set is denoted by a set of real numbers. Because a CEO has
the best access to the firm specific information, only the CEO can observe his
private signal, denoted /e R, which specifies a relevant set. We assumeahat
is hard information so that the CEO and the other players cannot distfihat
those that observecan do is to reveal or to conceal.

Both the CEO and the board beliegr antethaté is an uniform, supported
by a set of real numbers. A relevant set giverghy the set of three alternatives
that are considered to be the most favorable projects for both the CEO and the
board. That is, the relevant set implies that there exists an optimal project for
shareholders, denoted by 9, in the relevant set. An optimal project is one such



that maximizes shareholder valtie
Uy = —(y - €)% 1)

Therefore shareholder value is maximized and is equal to O where. The

CEO cannot find the optimal project by himself because he does not have his
expertise and other resources (for example, his time) enough to find it. Both the
CEO and the board beliewx antethate is distributed as below:

(P(e = ), Ple = &), ple = &) = (o, G, ).

whereq; > 0(i = 0,1,2) andqo + g1 + 02 = 1. For simplicity, we suppose that
©=06=3 e=1andg =3(=012).

On the other hand, the board cannot observe the CEO’s private informdation
at all as long as the CEO does not reveal it, because the board has only the limited
access to the firm specific information. However, the board can find an optimal
project, which is its private information, by spending one unit of its time if the
board receives his private information from the CEO, because directors of the
board are experts on management, finance, and law, or lfwverd knowledge
and experience in various industries and they can obtain more useful information
by an information resource.

A board is one of two type boarda;supervisory boardinda management
board A supervisory boards one that chooses a project by itself if necessary,
whereasa management boari$ one that leaves project choice to a CEO and
advises him on project choice. A supervisory board has its preference below:

2
Us(.me) = -(y- - 5 2)

wherey € R is a project chosen by the CEO or the (supervisory) board and
7 € [0,1] is its monitoring intensity.%2 is its disutility generated by its moni-
toring, which is monotone increasing and convex with respeat tdherefore
a supervisory board has the same preference as shareholders except its disutility
generated by monitoring.

On the other hand, a management board has its preference below:

Un(ae) = —(y-e) ®3)

wherea € [0, 1] is its advice to the CEO. That is, a management board has the
same preference as shareholders.

That is, preferences of two boards are almost the same as shareholders, and
this implies that we assume that a board has perfect integrity for shareholders.
This assumption is modified in& And, to neglect team production problem of
directors, we assume that a board acts as one agent.

1The equation (1) means deviation from the optimal project and therefore it is not appropriate that
we call this “shareholder value”. However, since this means loss for shareholders generated by irrele-
vant project choices, it does not matter to call this “shareholder value”.
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The CEO has his preference below:

Uc(y,i;e.0) = —(y—e+0)*+xb 4

wherei is his decision about whether he reveals his private information or not,
that is,

- 1 if the CEO reveals his information to the board
|0 otherwise,

g > 0 is a project choice biag; is a indication function such that:

1 ifthe CEO retains his control right
X = .
0 otherwise,

andb > 0 is his control benefit? The existence ob andg brings incentives

and disincentives for the CEO to reveal his private information. In the case of
a supervisory boardif the CEO reveals his private information, the board may
make an #icient decision for the CEO but monitoring intensity increases (that is,
the probability of losing his control benefit increases). On the other hand, in the
case ofa management boaydf the CEO reveals his private information, a good
advice by the board would befeient for the CEO but a bad one fiieient.
Therefore, the CEO may face tradf-between revealing and concealing his
private information. After observing his private information, the CEO makes a
decision about whether to reveal it or not.

Next, the board spends one unit of its time to observe to its private informa-
tion if it receives the CEQ’s private information and observes it after one unit
time. From this time, the game proceeds in théedent way between in the case
of a supervisory board and of a management board.

In the case of a supervisory board, the board decides its monitoring intensity
. The board can deprive the CEO of his control right with probabititgnd
then the board chooses a project by itself, whereas the CEO retains his control
right with probability 1- 7= and then he chooses a project. Although Adams and
Ferreira (2005) assume that when the CEO retains his control right the board
advises him, in our model, for simplicity we assume that a supervisory board
cannot transmit its private signal to the CEO. On the other hand in the case of a
management board, the CEO must retain his control right. Therefore the CEO
can choose a project regardless of quality of board’s advice.

2.2 Timing

We can summarize two games (ones in a case fiipervisory boardnd ofa
management boajdas the following (Figure 2.1 and Figure 2.2 show the

2Control benefit is one that the CEO gains by retaining his power, and CEQ'’s orientation toward his
power in the firm and so on composes his control benefit. On the other hand, the existence of a project
choice bias means that the CEO chooses projects that maximizes something except shareholder value,
for example, firm’s revenue, well being of employees and so on.
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game trees of the two games) :

The case of a supervisory board

period 1 The CEO observes his private sigaabith probability one and decides
whether to reveal it or not.

period 2 The supervisory board costs one unit of its time to observe its private
signale.

period 3 The supervisory board decides its monitoring intensifter that it
observes with probability one.

period 4 If monitoring is successful (with probability), the supervisory board
obtains CEQO'’s control right and chooses a project. If monitoring fails (with
probability 1— ), the CEO retains his control right and chooses a project.

period 5 The benefit is realized and distributed.

Note that monitoring intensity is determindéeforethe supervisory board ob-
serves his private signal In the case of a management board, the game is
modified as to from period 2 to period 4 in the case of a supervisory board. The
game is given as:

The case of a management board

period 1 The CEO observes his private sigAabith probability one and decides
whether to reveal it or not.

period 2 The management board costs one unit of its time to observe its private
signale.

period 3 The management board observesith probability one.

period 4 The management board decides its advice to the CEO and the CEO
chooses a project based on its advice.

period 5 The benefit is realized and distributed.

We analyze this model next section.

3 Analysis
3.1 Supervisory Board

At first we consider a project choice problem by the supervisory board and the
CEO. As the previous section says, the supervisory board can decide a project
with probabilityz. Then the supervisory board chooses a project such that min-
imizes s(i) — €)% ys(1) = e if it receives CEO’s private information, and
y5(0) = % because it minimizes an expectatiBp(ys(0) — €)] if it does not
receive the CEQ’s private information.



On the other hand, the CEO can decide a project with probabitity. IThen
he chooses a project such that minimizgs{ € + g)? but he cannot observe
Thereforey;. = 1 - g holds.

Next, we consider board’s monitoring intensity decision problem. Note that
we assume that the board decides monitoring intensity before the board observes
his private signal. The optimal monitoring intensitymaximizes:

2

EUc = ~nEd(ys()’ - 97 - (L - MEIVE - 97 - 5 ©)

subject to O< 7 < 1, and by the first order condition ayg = % — g, we obtain
the optimal monitoring intensity:

(1) = oy + & 6)
7(0) = ¢° (7)

whereo?, = E[(e-3)?] = %. Becaus&.[(y5(1)—€)?] = 0 andE([(y5(0)-€)?] =
Ecl(e - 3)%] = o%,, we obtain the following lemma:

Lemma 3.1. If g > O, the monitoring intensity is strictly positive.

Lemma 3.2. The monitoring intensity when the CEO reveals his private infor-
mation is always strictly larger than the one when the CEO does not reveal it.

The former lemma argues that the board always monitors the CEO, regardless
of whether to observe CEQ's private information or not, if CEO’s object deviates
from maximization of shareholder value. This is because project choice by the
board is always better than one by the CEO in the situation of the existence
of project choice bias and the board decides monitoring intensity based on the
difference of benefit between in a case that the CEO chooses and a case the
board chooses. The latter lemma may seem todaterintuitivein ordinary
terminology. However, we use the word “monitoring” in Adams and Ferreira’s
sense. That isnonitoringin this paper does not mean the board’s audit behavior
of CEQ’s private information but itsffort to take CEQO'’s control right from him,
and E[(y5(1) - €)?] > Ec[(y5(0) — €)?] implies that the project choice by the
board brings more benefit to itself when the board receives the CEQ'’s private
information than when the board does not. Hence the latter lemma is intuitive
rather than counterintuitive.

Now which revealing or concealing does the CEO choose? The CEO enjoys
board’s dficient decision but possibility of losing his control benefit increases if
the CEO reveals, while the board does not makefAnient decision but pos-
sibility of obtaining his control benefit increases. Obviously, the necessary and
sufficient conditior?® for which the CEO reveals is:

EcUc(i = 1) > EUc(i = 0), 8

3We assume that the CEO conceals when he igtierdint between revealing and concealing.
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whereE Uc(i) = —n(i)Ec[(y5(i) — € + 9)%] + (1 - n(i))(-0%, + b). Therefore by
calculation we obtain:

Proposition 3.1. In the case of a supervisory board,

1. the CEO always reveals his private informati@ito the board whei® <
b < %, and

2. the CEO never reveals his private informatipto the board whetv > %

Proof. See Appendix.

At the same time we obtain the following corollary:

Collorary 3.1. The CEOQ's decision about whether to reveal to the supervisory
board or not is independent of his project choice bias.

We explain interpretation of proposition23in the latter half of the next sub-
section.

3.2 Management Board

A management boarns a board such that advises the CEO on a project choice
and leaves a project choice to the CEO, rather than monitors him. In this case, the
board has incentive to distort its informatian,strategically because its strate-
gic distortion of information may be able to lead the CEQ’s project choice to
desirable direction for the board. On the other hand, the CEO knows that the
board has incentive to distort its information to him strategically. Although the
equilibrium in such a situation is given in Crawford and Sobel (1982) and Adams
and Ferreira (2005) applies it to the relationship between the management board
and the CEO, we consider the case of discrete type 4paca, e} and discrete
message spack(we assume thaf\| = 3) to obtain analytical solutions. Figure
3.2.1 shows the game tree of the advising game.

First we define the equilibrium.

Definition 3.1. A Perfect Baysian Nash Equilibrium for the advising game con-
sists of family of advising ruleg(a|€), such thatzizz0 g(ale) = Lforalle €
{e0, €1, €}, and a project choice function for the CEO, denotefh), such that:

O (a)for eacte € {e, &1, &}, if (@ |€) > 0then

a € argmax-[y(a) - ¢]* )
O (b)for eachae A,
2
ye(@) € argmaxy” ~(y - & + g)*p(e | a) (10)
Y i

O wherep(e |a) = % That is, the CEO has the belief about the board’s
i=0 G
advising rules based on Bayes rule.



Now we define
o? = E[E(lq'(al o) - )]
whereq®(a €) is an advising rule in equilibrium givemando? € {0, 2, 3}.

Definition 3.2. Given g’, an equilibrium is calledhe most informativeéf the
profile of advising rules, a project choice and belief minimizégiveng'.

We can interprethe most informative equilibriuras “the equillibrium in
which the board gives the modtective advice to the CEO” and we focus on the
kind of equilibrium. Next we obtain the following proposition by the definition
of the most informative equilibrium:

Proposition 3.2. There exist PBNEs such that are the most informative under
giveng and they have the following property:

(1) (The case ofy < 1) O
(a) The board choosea|ey) =1, g(@’ | e1) = 1 and q(@” | e2) = 1 where
aza +za’.
(b) The CEO chooseg:(a) = —g, yc(&@) = % —gandyc(@)=1-g.
(c) o2 =0.
(2) (Thecaseoff <g< 3) O
(@) The board choosega|e) = 1,q9(a" |e1) = (@' | e2) = u andq(@”’ | 1) =
q(@’ | e2) = u wherea # a andy is an arbitrary number belonging
to[O, 1].
(b) The CEO chooseg:(a) = —g andyc(&') = yc(@’) = % - 0.
(€ o2=25
(3) (The case ofy > 3) O
(@) The board choosea| &) = w1, d(al &) = 2 andg(al 6) = 1-pu1—u2
fori =0,1,2, whereu; andu, are a profile of real numbers such that
satiefiequ; > 0, up > 0anduy + up < 1.
(b) The CEO chooseg(a) = 3 —g forallac A

2 _1
(C) Oe=%

This proposition states that the more biased CEO’s choice is, the mdiie ine
cient the board’s advice is. Next, we consider the CEO’s decision problem about
whether to reveal his private information or not. CEO’s expectational utility at
the time when the CEO decides whether to reveal or not is given as:

EUc(i=1)=-02+b (12)

andE.Uc(i = 0) = —0%, + b < -2 + bfor all g, we obtain the next proposition:

Proposition 3.3. In the case of a management board, the CEO always reveals
his private informationg, to the board regardless of valuestoandg.
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This proposition argues that the CEO is always cooperative to the board in the
case of a management board. There are two reasons for this: First, the board’s
advising behavior brings nafect on the CEO’s control benefitbecause the
CEO can always choose a project regardless of whether the board advises or not.
Second, the board’s advice is useful relative to the case of no information even
if the CEO is too biased. Therefore, since the board’s advice always brings no
undesirable #ect on the CEO, he always reveals.

On the other hand, in the case of a supervisory board the CEQ’s information
revelation to the board brings positivfect and negativefiect on the CEO.

For explanation, we analyze the necessary affittgent condition for revelation
again.

EcUc(i = 1) - EUc(i = 0) = 2(1) oy — (x(1) - x(0)) ¢ ~ (n(1) - n(0)) b
(12)

The first term (1) 0%, is the benefit that the CEO gain when he reveals. The
board intensifies its monitoring if the CEO reveals, and this gives him an incen-
tive to reveal because the informed board can makeffasient decision when
the CEO reveals. The second term and the third term are the CEQO'’s cost by rev-
elation. The second term stems from the CEQO’s project choice bias. Since the
board chooses a project without considering the CEO’s benefit when the moni-
toring succeeds, givena project that the CEO chooses is biasedjlisom one
that the board chooses. And this bias generates the second term. Furthermore,
the third term, £(1) — #(0)) b, is the loss of the CEO’s control benefit by the
increment of monitoring intensity.

However, since a part of the first term perfectiysets the second term, only
the relationship betwedmando?, is essential for the CEO's decision as Propo-
sition 31 states.

3.3 Which Board Is Better?

In the subsection.? and 32, we analyzed actions of the CEO, the supervisory
board and the management board. As a result, we found that a supervisory board
intensifies monitoring when it receives CEQ’s signal, and that a CEO may not
reveal his private information to a supervisory board whereas he always reveals
it to a management board. Next we consider which board each shareholder, the
CEO and the board itself prefer.

Let EUk(j; 1) be playerk’s (expected) utility k € {V,C, S, M}) in the case of
j—type(]j is a supervisory board&(V) or a management boartMG)). The CEO
reveals in equilibrium in the case of a management board while by proposition
3.1 there are equilibria, ones in which the CEO reveals and the other in which
the CEO does not reveal, in the case of a supervisory board.

First we consider shareholders. The necessary afitisat condition for
which shareholders prefer a supervisory board to a management board is:

EUs(S Vi) = (i) Ecl(ys(i) - €)°] = (1 - n(i)) (0 + &°)
> —(02 + g% = EUs(MG).
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By this condition, we obtain the following propositions:

Proposition 3.4. In each the equilibrium in which the CEO reveals or the one in
which the CEO conceals, there exigtgi) € (0, +o0) such that:

(1) shareholders always prefer a supervisory board if and ontyf gs(i) for
i=0,1,

(2) shareholders always prefer a management board if and olxify < gs(i)
fori =0, 1.

Proof. See Appendix.

This proposition argues that the intuition many people has that a supervi-
sory board is better to protect shareholder’s interest is not necessarily correct
(See Figure 3.1). In corporate governance literature in US and many European
countries, the intensification of independence of directors, especially the incre-
ment of the ratio of independent directors, is often emphasized only because a
non-independent board is considered to be unable to monitor the E&stively.
However, this argument neglects the CEQO’s incentive to reveal his private infor-
mation which is useful for project choice and the fact that the board can advise
the CEO even if it does not monitor him. For explanation of this point, first we
analyze €ect of the variation off on shareholder value.

In the case of a supervisory board, increment of the project choice bias im-
plies that of monitoring intensity, because increment of the project choice bias
decreases shareholder value by direct bias of the CEQO'’s project choice when the
board fails to monitor. Therefore, increment of the project choice bias brings
the positive &ect and the negativefect on shareholder value and néeet is
positive for stficiently large bias.

On the other hand, in the case of a management board increment of the
project choice bias has only negativieets on shareholder value: the one is
an dfect that distorts the board’s advice, and the other is the increment of the
direct bias of the CEQ's project choice.

Hence, for small bias a supervisory board is relatively less desirable for
shareholders because the monitoring intensity of the supervisory board is low
and then the CEO chooses anffi@ent project with high probability, and for
large bias a supervisory board is more desirable because increment of the moni-
toring intensity prevents the CEO’s iffieient project choice.

Next we consider the optimal board for CEO. One may think that the CEO
always prefer a management board since a supervisory board may deprive the
CEO of his control benefit. The following proposition argues that this intuition
is not necessarily correct

Proposition 3.5. In equilibrium, there existb < (0, (—15) such that:

Q) ifb< b, there exist&(b) = (g (b), Gc(b)) such that the CEO always prefers
a supervisory board to a management board # G(b) and otherwise the
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CEO always prefers a management bo4rdand

(2) if b > b, the CEO always prefers a management board to a supervisory
board.

Proof. See Appendix.

This proposition is significantly important that it shows there exist cases in
which the CEO itself prefers being monitor¢8ee Figure 3.2). Then, why
does the CEO prefer being monitored? The most important point for this is that
the when the CEQ's control benefit isfBaiently small, a supervisory board can
make the mostfécient decision of the supervisory board, the management board
and the CEO. When the project choice bias ifisiently small, the monitoring
intensity is low and the advice is not distorted much. However, increment of the
project choice bias distorted the advice very rapidly. On the other hand. incre-
ment of the project choice bias does not intensify monitoring rapidly, and the
project choice by the supervisory board fE@ent because it observes its private
information. But if the project choice bias isflaiently large, the supervisory
board decides a project with high probability and then the loss for the CEO that
occurs by that the boarhooses project is significantly large. Hence there exist
cases in which the CEO itself prefers being monitored. Figue3lshows that
the relationship betwedmandg and the CEO’s benefit.

Finally we consider the optimal board for the board itself. A board’s prefer-
ence is the same as shareholders, except disutility accompanied with monitoring
in the case of a supervisory board. One may think the board itself prefers a su-
pervisory board because supervision accompanies with disutility. However the
following proposition argues that this is not correct:

Proposition 3.6. In each the equilibrium in which the CEO reveals or the one in
which the CEO conceals, there exigigi) € (0, +o0) such that:

(1) the board always prefers a supervisory board if and onlyg & gg(i) for
i=0,1,

(2) the board always prefers a management board if and orlly<fg < gg(i)
fori =0,1.

Proof. See Appendix.
The preference for a board type of the board is the same as shareholders
(See Figure 3.3).

3.4 Robustness for Non-Independence of The Board

In the previous subsections, we analyzed the relationship between the optimal
board and CEQ'’s integrity to shareholders. As a result, we found that a super-

49 (b) is decreasing with respect ko Furthermore since for ali < b/ (< b), G(t') c G(b), we can
show the relationship between the optimal board for the CEChaamitig in figure 1.
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visory board is desirable for shareholders if CEQ’s project choice biadfis su
ciently large and that there exist cases in which the CEO prbé&ng monitored
However, the assumption that the board has no project choice bias, that is, the
board acts with perfect integrity for shareholders, is unrealistic.

In this subsection, we introduce a project choice bias into the board. There-
fore the objective function of a supervisory board is modified as the following:

2 2
Us=-(y-e+ )~

and the objective function of a management board is modified as the following:
Um = —(y - €+ On)°

whereg, € [0, q] is the board’s project choice bias. The closer tgyds the
closer to shareholders the board’s preference is, and the clogegtas the
closer to the CEO the board’s preference is. Therefore we can integpeet
independence of the board; smgjlimplies high independence.

A supervisory board maximizes:

71.2
~nE[(y5(i) — € + 9b)] = (1 - MEI(Ye - €+ %)°] - 5

andys (1) = € — gb, Y5(0) = 3 — gp andy;, = 1 — g hold. These imply:

(1) = oy + (9 - )
7(0) = (9 - %)*.

Proposition 3.7. Monitoring intensity is decreasing with respect to board’s bias.
Proof. Obvious.

By substitutingr(i), ys (i) andyg. into —7E[(ys (i) — €)?] — (1 - m)E[(Ye — €)?],
we obtain the maximized value.

Proposition 3.8. Given CEO’s bias, shareholder value is decreasing with re-
spect to board’s bias.

Proof. Maximized shareholder values are given as:
EUv(SVii = 1) = —{ofy + (9 - )} G — [L — {oy + (@ B)*)] (o + &)
EUv(SVii = 0) = ~(g- go)*(oy + 95) — {1~ (9~ )’} (o + Gp)-
Therefore we obtain:

OEUy(SVii=1
M=) - 2oty - 200 90 (o + ) <O

OEUy(SVii=1)
9%
and the proof is completeah.

= —4g-0b) (4 + 9% — 205(g - Gb)> < O

In a management board system, the advising game in a case that a manage-
ment board is biased is defined as the following:
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Definition 3.3. A Perfect Baysian Nash Equilibrium for the advising game con-
sists of family of advising ruleg(a|¢), such thatzizz0 d(aile) = 1 foralle €
{e0, €1, €2}, and a project choice function for the CEO, denotefh), such that:

O (a)for eacte € {e, €1, €}, if (@ |€) > 0 then

a’ € argmax-[y(a) — € + gb)? (13)
acA
O (b)for eachac A,
2
ye(a) € argmaxy’ ~(y - & + g)*plei 13) (14)
Yc 0

O wherep(g | a) = % That is, the CEO has the belief about the board’s
i=0 €i

advising rules based on Bayes rule.

According this definition of advising game, we can apply the case that the
board is biased to propositions in subsectidht8/ replacingg with g — gp.

Proposition 3.9. In the case of a management board, gigeshareholder value
is non-decreasing with respect ¢g.

Proof. Giveng, the increment ofj, implies decreasing af—g,. Because we can
apply proposition 3 to this case by replacimgwith g — g, decreasing of — gy
implies archievement of more informative equilibrium. And sigde given, the
project choice is never distorted more than in the case of ggpalllTherefore
increment ofgy, brings that of shareholder value.

That is, since given constant CEO’s bias increment of board’s bias decreases
the diference between CEQ’s bias and board’s one, the quality of board’s advice
improves.

What does ffects given above bring comparativiestiveness of a supervi-
sory board and a management board? Figutd 3hows the change &Us(SV)
andEUs(MG) in a case thagy, changes from 0 tg wheng = % andb < % and
Figure 34.2 shows the same on when= § andb < . As Figure 34.1 shows,
there exists a point such shareholders always paefaanagement board gy
is larger than the point. And, as Figurel2 shows, if shareholders prefer the
management board when board’s bias does not exist, the result does not change
when board’s bias increases. This means that a management board is robust to
a biased board. The reason for this is following: in a supervisory board system
increment of board’s bias decreases monitoring intensity rapidly and deviates the
board’s project choice when the board succeeds in taking CEO’s control right.
Therefore given CEQO'’s bias the increment of board’s bias always brings a bad
effect on shareholders. On the other hand in a management board system it
improvesthe quality of advice, because the quality of advice is determined de-
pending on only the dierence between CEQ’s bias and board’s one. Therefore
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the closer to CEO’s bias board’s bias is, it can achieve more informative equi-
librium. And, because board’s bias does not impact directly on CEQO’s project
choice, CEQ’s decision does not deteriorate as long as CEO’s bias does not be-
come larger. Therefore given CEQO'’s bias the increment of board’s bias always
brings a good #ect on shareholders.

As we explain above, increment of board’s bias brings oppofiezts on
a supervisory board and a management board. From this result we can state
that in a situation that CEO’s bias isfluaiently high, a management board is
more desirable for shareholders than a supervisory board if board’s bias is also
suficiently high. That is, what we can say from this result is that intensification
of board’s monitoring function (for example, intensification of independence of
directors) is rational if most of contemporary firms have a biased CEO and biased
directors.

4 Concluding Remarks

In our paper, we answer two large questions about two-type boards.

Which of two boards, a supervisory board and a management board, is more
desirable for shareholders, a CEO, and a board itsefar suficiently small
CEO'’s bias a management board is more desirable for shareholders and a board
while for large CEQ’s bias a supervisory board is more desirable. On the other
hand, when CEQO’s control benefit isfBaiently small and CEO’s bias is not
significantly small or large, the CEO also prefers a supervisory board. And,
the CEO also prefers a management board if shareholders prefer a management
board, while in most of situations such that shareholders prefer a supervisory
board the CEO prefers a management board.

We interpret these results as policy implications in corporate gogernance ref-
ormation in corporate law. Although there are many countries such as Japan that
have multiple alternatives about board type that firms adopt, this result gives sig-
nificant implications to those countries’ governance reformation. First, it may
be indficient governance reformation that corporate law restricts board type that
firms adopt to one board type because shareholders can prefer each board. In
Japanese corporate law, we can regard that a management board corresponds
to a board in th&Kansayaku-kagsystem and a supervisory board a board in the
linkai system. Then, this result implies that Japanese corporate law leaves both
two systems and leaves choice of a board that each firm adopts to each firm if we
neglect problems else.

Second, what we state above also has important problems. That is, if corpo-
rate law leaves choice of a board that each firm adopts to each firm but the CEO
has the say, in law or in practice, about choice of a board that a firm adopts, in
many cases a board which is undesirable for shareholders is chosen because in
many cases CEQO's preference for a board fkedént from shareholders’ pref-
erence. However, if a board has its preference close to shareholders’ preference
and a stiicient impact on board choice, a board which is desirable for sharehold-
ers can be chosen even if the general meeting of shareholders does not function
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adequately. Therefore the problem of board choice becomes that of incentives
for a board to act for shareholders.

Which of two boards is more robust even if a board itself is bias&i&n
CEO'’s project choice bias, a supervisory board becomedfeirtere as board’s
bias increases, while a management board becoffiestiee in reverse. This
is because in a case of a supervisory board increment of board’s bias lowers
monitoring intensity and brings a biased project choice, whereas in a case of
a management board increment of board’s bias improves the quality of board’s
advice for the CEO and brings no baffiext on shareholder value.

In many countries around the United States, independence of directors are
gradually intensified because low independence is considered to lower the qual-
ity of monitoring through board’s collusion with the CEO and so on. This paper
partially supports the course of this intensification of independence: if it is given
that a board is a supervisory board, intensification of independence of a board im-
plies improvement of board'dfectiveness. However, because we cannot learn
easily which type a board is near to and intensification of board’s independence
brings oppositeféect on a supervisory board and a management board, thought-
less intensification of board’s independence may lower quality of board’s func-
tion. Therefore, this result suggests that intensification of board’s independence
in a situation that we do not know board typefitiently should not be done.

As we state above, the theme that we consider in this paper is closely re-
lated with endogenous determination of board structure. Hermalin and Weis-
bach (1998) and Hermalin and Weisbach (2003) analyze this point, and we will
consider the model that determines board structure incluzbagd typeendoge-
nously.

17



5 Appendix

5.1 The Proofs of Propositions in Section 3

Proof of Proposition 3.1. By ys(1) = ¢, y5(0) = 3 andx(i) = (¢, + &%) -
E[(y5(i) — €)], we obtain:

EUc(i = 1) = (6% + 0D (-0 + {1 - (03, + P} (~05, +b)  (15)
EUc(i = 0) = g?{—(0%) + 7)) + (1 - ¢°) (—0%; + b). (16)

Since these equations imply that:
EcUc(i = 1) - EUc(i = 0) = —(oyy — b) oy, (17)

wherecrf,I = %2 the proof is completed] m [

Proof of Proposition 3.2. Since a number of types is three, there can be exist
five kinds of PBNEs as the following:
(1) (pooling equilibrium) O

(@) The board choosega|e) = w1, d(al &) = p2 andq(@l &) = 1-u1—u2
fori = 0,1,2, where fi1, up) is a profile of real numbers such that
satiefiequ; > 0, w2 > 0 anduy + up < 1.

(b) The CEO chooseg:(a) = 5 —g forallae A
(©) oZ=3
(2) (partially-pooling equilibrium 1) O
(@) The board choosega|e) = 1,9(a" | e1) = (@’ | e2) = p andqg(a” | €1) =
q(@”’ | e2) = u wherea # a andy is an arbitrary real number belong-
ing to [0, 1].
(b) The CEO chooseg:(a) = —g andyc(a') = yc(@”’) = ;3’1 -0
(© o2=3
(3) (partially-pooling equilibrium 2) O
(@) The board chooseagale) = 1,9(a" | &) = g(@’ | e2) = p andqg(a” | €1) =
q(@”’ | e2) = u wherea # a andy is an arbitrary real number belong-
ing to [0, 1].
(b) The CEO chooseg:(a) = 3 —g forallae A.
() o2=5
(4) (partially-pooling equilibrium 3) O
(@) The board chooseaga|e;) = 1,9(a" | &) = g(@’ | 1) = 4 andqg(a” | €1) =
q(@”’ | e2) = u wherea # a andy is an arbitrary real number belong-
ing to [0, 1].
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(b) The CEO chooseg:(a) = 1- g andyc(a) = yc(@’) = - 0.

1
(c) o2=5

(5) (separate equilibrium) O

(&) The board choosegal|e) = 1, q(@ |e1) = 1 andq(a” | e2) = 1 where
aza +a’.

(b) The CEO chooseg:(a) = -g, yc(@') = 3 andyc(@’) = 1- 0.

(c) o2 =0.

First we show conditions for which there exists each equilibrium. Because
the CEO maximizeiizz0 —(y - & +9)%p(e | @) with respect to/c andp(e | a) =

q@l e i
Gy in:
i, a@le)’ € obta

2
ye@ = > plela) & - 0. (18)
k=0
When the CEO chooses a project according to equation (12) and his belief is
constituted by Bayes’ rule, what to do to check whether {1}5) constitute
PBNEs under givery is to check whether the board has incentives to report
messages except the one in equilibrium.

The case of (1) (pooling equilibrium) O
Obviously, there exists this kind of equilibrium underglit O.

The case of (2) (partially-pooling equilibrium 1) O

For the advising rules constituting a PBNE, it is necessary afiitiunt that
changing advising rules does not increase board’s fpayitnerefore necessary
and stificient conditions for which there exists this kind of PBNEs is tpaat-
isfies :

729
Grof =59

- (% + g)2 > —(1+g)%

This implies thatg < g (See Table 1~ 4 for paydfs when the board changes

advising rules from ones in equilibrium to the other, for cases of(@)and (5).)

The case of (3) (partially-pooling equilibrium 2) O

This kind of PBNES gives the CEO the same project choice as the case of (1) and
therefore gives the board the same s the case of (1). Hence, necessary
and stficient condition is also the same: for gll> 0, there exists this kind of
equilibrium.
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The case of (4) (partially-pooling equilibrium 3) Necessary and §ir
cient conditions for which there exists this kind of PBNEs is thaatisfies:

- (% ~g) > -(1-97

1 2 1 2
-(3+9 =2-(3-9
—g? > —(g + g)z.
This implis thatg < 3.

The case of (5) (separate equilibrium 3) Necessary and fiicient condi-
tions for which there exists this kind of PBNEs is tlgagatisfies:

7259

-¢?>-(1-9)7
1 2

2
-¢2-(5+9)
-¢?>-(1+9)0>

This implies thag < .

Therefore, there exist (B (5) types of PBNEs ify < ;11, there exist (1)(2), (3)
and (4) types of PBNEs i < g and there exist (1) and (3) types of PBNEs if
g > 2. This implies that the type (5) of equilibriumise most informativevhen
g< %, (2) and (4) are the most informative whén< g < 2 and (1) and (3) are
the most informativem

a a ora’

0| - |-(G-9°
a|-G+9°% | -(3-97°
e | -(1+9° | -(3+9)7°
Table 1 : the case of (2)

a ora’ a
wo|-(3-9°|-(1-97°
a|-G+9° | -G-9°
e|-G+9°| -¢
Table 2 : the case of (4)

a a a’
0| -9 |-G-9°|-1-97°
al-G+9°| -¢ |-(G-97
| -1+9° | -G+9?| -¢°

Table 3 : the case of (5)
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Proof of Proposition 3.4. Firstwe prove in the case thak £. Whenb < £,

R-?)(3+?) -9 fg<i

EUv(SV) -EUy(MG) =¢ —(3-?)(§+¢?)-(-%-¢) iff<g<}
-E-F)E+9)-(-3-¢) ifi<g
hold. If g < Z’ EUy(SV) - EUV(MG) +g +g*<0. If % 7<09< 8,

EUV(S\/) EUv(MG) = - 2+g +g <0. If E < g, EUy(SV) - EUy(MG) =
316 +0°+9*>0. Therefore ifb <z shareholders always prefer the supervisory

board if and only ifg > 8, and then we obtaigs(1) = 3

Next we prove in the case thiat> . Whenb > ¢,

~?(3)-A-P(3+F)-(-») ifg<}
EUV(SV) -EULW(MG) =¢ ~&(3)- Q- (§+) (-2 -F) ifa<g<}
~?(3)-A-P)(3+P)-(-3-¢?) ifd<g

hold. Ifg < %, EUV(SV) EUy(MG) = +g <0,If3<g<3, EUV(SV)—
EUy(MG) = +g < 0. Furthermore, |’g > 8 EUV(SV) EUv(MG) =

0. Therefore |1’o > 5, shareholders always prefer the supervisory board if and
only if g > 8, and then we obtaigs(0) = 3 . Hence the proof is completenl.

Proof of Proposition 3.5. First we show that the CEO always preféhe
management board b > %, that is, if the CEO reveals his private information
only tothe management board

EUc(SV) — EUc(MG) is given the following:

~(3+&%)-1-A)(3-b)-b ifg<}
EUc(SV) -EUc(MG) =¢ -3 +¢?) - (1-0?)(§-b)— (-2 +b) ifi<g<$
~(3+0%)-1-P)(§-b)-(-5+b) ifg>3
Becausd > 0, in all case€Uc(SV) — EUc(MG) < 0 must hold for allg > O.
Hence the CEO always prefers the management board ig.

Second we show that the CEO always prefer management boaitlboth
0<g<2and0<b< ihold. When0<g< %,

EUc(SV) — EUc(MG) = —(1 +) g -[1- (% + gz)](% ~b)-b
b 5
=-¢'-g- -

holds. Becaus&Uc(SV) — EUc(MG) = —% - 3% < 0if g = 0 and the RHS of
the above equation is strictly decreasing with resgegheng > 0, for eachg €

[0, %1], EUc(SV)-EUc(MG) < 0, that is, the CEO always prefers a management
board.

21



Whenz <g< 3,

EUC(SV) ~ EUc(ME) = (g + &) = [1- (5 + )] (5 - )~ (3 + )
b 7

=‘9‘9b‘é‘7—z

holds. AlthoughEUc(SV) — EUc(MG) = 28 - %wheng 302550
impliesb > 233 and then it does not satls[y_ %, thus the CEO always prefer a
management board also in this case.
Finally we show that there exists profiles mnd G(b) such that the CEO
always prefers a supervisory board if and only & G(b) wheng > 2 andb <3
Wheng > 3 3 andb < 1 hold, the most informative equnlbrlum is poollng

equilibrium and the CEO reveals his private information. Therefore,
1 55 1 /1 1
EUc(SV) - EUc(MG) = ~(5 +¢°) & - [1- (5 + )| (5 - b) - (-5 +b)
= —g4—gzb_9+_

Solving the equatiorg® — g°b — % 3i:0 with respect ta, we obtain two

real solutions :

_Vi-eb +Vi-6b
V6 VB
and the LHS is strictly decreasing with respecgtaheng > 0. Therefore, if
EUc(SV) - EUc(MG) > 0 wheng = 3 and‘/% > 2 holds, there exists the
area ofb such that there exists(b) = (gc(b), Oc(b)) = (g, ‘/?) such that

-g* - ¢?b - 2 + & > 0 holds ifg € G(b). And, by calculation of—"%ﬁb > 3 we

obtainb < 13, = b and this satisfieb < %, Furthermore, ib > b, G(b) =
Hence the proof is completed. 0

Proof of Proposition 3.6. The way of proof is almost the same as proof of
proposition 34. Whenb < £,

[1—(%+9)](%+9)—%(%+9) (-¢) itg<j
EUg(SV) ~EUs(MG) =3 [1-(%+¢?)|(%+ g)—%(1+g) ~(-%-¢) ifi<g=<3

-G+ e)- 33+ 9) - (4-9) o>
hold. If0< g < 3, EUg(SV)-EUg(MG) < 0. If g > 3, EUg(S)-EUg(MG) >

0. Therefore ib < 1 , the board itself always prefers the supervisory board if and
onlyif g> 2 and then we obtaigg(1) =

SWe neglect imaginary solutions.
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Whenb > £,

-¢°(3)-(1-)(§+ ) - 39* - (-9°) ifg<3
EUs(SV) - EUs(MG) ={ -¢?(3)-(1-?)(3+0?) -39 - (-5 -9¢?) if $<g<
¢*(8)-(1-¢) 5+ &) -3¢ - (-5-¢) o>3

hold. If0 < g < &, EUg(SW)-EUg(MG) < 0. Ifg > 2, EUg(S V)~EUg(MG) >

0. Therefore i < %, the board itself always prefers the supervisory board if and
only if g > g and then we obtaigg(0) = g. Hence the proof is completen. [
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the CEO decides whether to reveal or
to conceal his provate information

the board decides
momntoring imdensity
(and chserves £ )

the board the CEO the board the CEO
chooses chooses chooses chooses
a project a project a project a project

Figure 21.1 : the game tree in a caseabupervisory board
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the CEO decides whether to reveal or
to conceal his provate information

reveal conceal

the board ohseres £

the hoard advises the hoard adises
the CEOQ chooses the CEQ chooses
a project a project

Figure 21.2 : the game tree in a casea@fnanagement board
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Matuare

The board sends ® message to the CEQ

The CED chooses a project

Figure 32.1 : the game tree of the advising game
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Figure 33.1 : which board do shareholders prefer ?
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Figure : 33.2 : which board does the CEO prefer ?
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Figure 33.3 : which board does the board prefer ?
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Figure 34.1 : the change oEUs(S V) andEUs(MG) w.r.t. g, wheng = %
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Figure 34.2 : the change oEUs(S V) andEUs(MG) w.r.t. g, wheng = 1
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