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PART 2

You must answer all parts of this question. (25%)

Part A: Use standard agency theory to explain the choices of performance
measures and the weights placed on the performance measures in
management compensation.

Part B: Construct a research design to investigate whether a performance

measure (one that interests you perhaps), X, is used in the incentive system.
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1. Please explain the ratchet effect in an incentive system. (5%)

2. Please explain self-selection. How does the self-selection affect the
choice of wage contract which employees themselves prefer? (5%)

3. Please compare aggregate performance measure, customized and
standardized performance measure. If there are two departments in a
company, each manager charges in his own department. Managers.
Both managers’ compensations are to be based on an explicit incentive
formula. Aggregate performance measure, customized and
standardized performance measure are used in the incentive formula.
What do interdependencies between unit managers and operating risks
affect the intensity of the use of such three measures in incentive
contracts? (Please refer the literature, Bushman Indjejikian and Smith,
1995, Journal of Accounting Research; Arya and Glover, 2005, Journal
Management Accounting Research, to support your illustrations )
(15%)



