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 Abstract 

In the present research, we examined the assessment of the state of institutional and functional 

mechanisms of corporate governance in the chemical industry. Institutions of corporate governance 

contribute to attracting investments. Institutional and functional mechanisms of corporate governance, 

which form the basis of corporate relations, are important from the point of view of this study. Owners 

and investors participate in contractual relationships that form the institutional basis of corporate 

governance. 
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1. Introduction  

 Important in terms of this study are the 

institutional and functional mechanisms of 

corporate governance that form the basis of 

corporate relationships. Owners and investors 

participate in contractual relations that form the 

institutional basis of corporate governance.In 

this case, an investor is basically a portfolio 

investor who buys a shareholding that does not 

constitute a controlling interest and does not 

actively participate in the company's operations. 

Thus, the portfolio investor is forced to entrust 

the fate of his wealth to third parties, risking the 

loss of invested funds. 

What is the source of motivation for a 

portfolio investor? There is also a purely 

financial explanation, in addition to 

understandable reasons such as the possibility of 

making a profit without directing its efforts to 

manage the company. It is that portfolio 

investors significantly reduce their risks by 

diversifying their investments.  
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According to financial theory, the overall risk of 

investing can be divided into diversifiable and 

non-diversifiable components. 

Diversification is achieved by investing 

in different industries and different countries to 

protect the investor from adverse events that can 

happen to any individual company - losses from 

investments in failed companies or projects are 

offset by profits from profitable investments. 

The main rule of risk diversification is to choose 

such objects of investment, for which the 

specificity of the activity and the set of 

parameters affecting the business make them 

very different from each other, and turn the 

results of financial activities into uncorrelated 

results. For example, for this reason, investments 

in the utilities sector are interesting in the sense 

that the financial results of these organizations 

are poorly correlated with the market, as the 

specificity of the utility business makes this 

sector resilient to economic fluctuations.Thus, 

ideally, the share of an owner who is not 

engaged in risk diversification tends to zero, i.e. 

the company will belong to investors with a full 

portfolio. The “ideal world” implies the 

existence of a perfect contract between the 

owner and the investor. Following this view, it 

can be concluded that the share capital of 
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companies is most likely bought by foreign 

investors, because from the point of view of 

foreign investors the correlation between the 

dynamics of stock markets of their countries and 

returns on foreign investments may be 

less.However, this is only a theoretical model of 

the ideal universe. In fact, corporate governance 

issues or the lack/lack of guarantees of investor 

rights do not allow the fund world to be so 

simple and monad. In real life, the difficulty of 

attracting investment for the above reasons 

forces owners to finance their projects on their 

own, reducing value, and many potentially 

profitable projects are left without financing at 

all due to the lack of money in owners or the 

very high discount rate requested by investors to 

cover corporate governance risks. 

Continuing the analysis of the terms 

perfect and imperfect contracts, it must be 

acknowledged that in the real world, contracts 

are imperfect, that is, there are no absolute 

guarantees of compliance with the rights of 

investors. This means that, according to the 

above classification of transaction costs, there is 

a large amount of opportunistic behavior or 

behavior that does not comply with the terms of 

the contract.It should be noted that corporate 

governance is an institution whose effectiveness 

determines the amount and composition of 

transaction costs inherent in the interaction of 

agents in the process of attracting external 

funding. 

From the point of view of corporate 

governance theory, opportunistic behavioral 

costs have the greatest value as part of the 

overall transaction costs, but this does not mean 

that other types of transaction costs do not 

exist.The main reasons for the transaction costs 

observed during the transaction are: uncertainty 

of the future, information asymmetry, the 

problem of negative selection ("lemon" market), 

the inability to constantly monitor the actions of 

the counterparty, the motivation of both parties 

to breach the contract or moral or a subjective 

risk problem (moral hazard problem).The 

existence of transaction costs in concluding 

contracts allows us to understand that the sale of 

shares of their enterprises to portfolio investors 

theoretically increases the overall economic 

efficiency, in particular the wealth of the owners, 

but the owners are not in a hurry to sell them. 

2. Literature Review 

Econometric model of production capacity 

usage of textile enterprises in Uzbekistan were 

investigated by Zarova and Tursunov(2019); 

Tursunov(2020). Features of Investment In 

Mutual Fund were investigated by Aktam and 

Bobir(2019), issues of Modernization and 

intensification of agriculture were studied by 

Yuldashevet al. (2020).In the work of Wallis and 

North (1987), a classification is proposed that 

complements the classification of transaction 

costs into the six basic elements listed above. 

Wallis and North (1987) classify transaction 

costs into transaction costs that occur before the 

contract is entered into, after the contract is 

entered into, and directly during the execution of 

the contract, depending on the period in which 

the transaction costs occur.The main problems 

before concluding a contract are that the parties 

to the transaction are not sufficiently informed. 

Once the contract is in place, the issue of 

compliance with the terms of the contract comes 

to the fore. The stage of direct conclusion of the 

contract is the implementation of calculations, 

queuing at the notary, etc. characterized by the 

emergence of costs. 

Classifications by elements and periods 

are consistent in the sense that the first three of 

the six elements of transaction costs, namely the 

costs of searching for information about 

alternatives, the cost of measuring property 

properties and negotiating costs, arise before the 

contract is made. by its very nature corresponds 

precisely to the costs of enforcing a contract, the 

costs of classifying and protecting property 

rights, such as the costs of opportunistic 

behavior, arise in the process of post-contractual 

interaction of agents. A similar approach to the 

classification of transaction costs is described in 

the work of Furubotn and Richter (1994). It 

should be noted that the division of transaction 

costs into ex ante (contract preparation and 

contracting costs) and ex post (costs of 

protecting and monitoring the interests of the 

parties during the contract execution process) 
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proposed by Oliver Williamson actually repeats 

the principle of dividing transaction costs by 

type.To describe the transaction costs incurred 

prior to the conclusion of the contract, the 

“lemonade” market model developed by George 

A. Akerlof is cited in the economic literature. It 

should be noted that this model allows to 

distinguish the types of transaction costs, such as 

the cost of measuring the properties of the assets 

that are the subject of the transaction and the 

cost of searching for information about available 

alternatives before concluding the contract 

(Mustafakulov et al., 2019). 

The "Lemons" market refers to the car 

market. This model describes how poor quality 

cars squeeze out good quality cars due to the 

unfavorable selection situation that occurs in the 

market.To explain this situation, J. Akerlof 

thinks: 

• There are poor quality and good quality 

riding cars (“lemons”) on the market. 

Poor quality refers to the presence of 

hidden defects that are difficult to detect 

at the time of purchase, but appear after 

the new owner of the car starts using it 

and cause him a number of problems. 

• Sellers, i.e. previous owners, have 

information about their cars, i.e. they 

know exactly which category the car they 

are selling belongs to. 

• Buyers may not be able to tell a bad car 

from a good one at the time of purchase. 

• Buyers are demanding large discounts 

from all good and bad car dealers 

knowing that there are bad cars on the 

market. 

• Low prices intimidate good car dealers 

who are forced to sell below the real 

market price, but satisfy bad car dealers. 

• This situation leads to good cars being 

squeezed out of the market by giving 

way to bad cars. 

Regarding the scientific significance of 

this model, J. Akerlof himself said: "The 

difficulty of distinguishing between good and 

bad quality goods everywhere in the business 

world (which explains why many economic 

institutions need it) may be one of the most 

important aspects of the problem of uncertainty 

in practice." 

In fact, the model developed by J. 

Akerlof is a universal model that can be used not 

only in the riding car market, but also in a 

number of other markets to identify and analyze 

transaction costs.For example, the labor market 

also has its own “lemons” in the example of 

inefficient employees, which can be somewhat 

difficult to identify at the pre-employment stage. 

This is due to the high cost of determining the 

professional qualifications of the employee at 

the time of hiring. Using neoclassical terms to 

analyze the labor market, it can be said that 

under full certainty, the wage of an productive 

worker is equal to the limited product of his 

labor, Wn = MRp, while the wage of an 

inefficient worker is WH = MRn. 

In this case, the level of productivity of a 

particular employee is unknown and the salary is 

set at a single level based on the average 

productivity of employees expected by the 

employer W * = x MRp + (1-x) WH. Thus, Wn> 

W *> WH, where x is the percentage of effective 

employees expected by the employer in the total 

mass of employees. This situation is unfavorable 

for both the employer and the productive 

employee, as the availability of measurement 

costs narrows the field of mutually beneficial 

exchange. And, conversely, inefficient 

employees are interested in the existence of this 

type of asymmetry, because in this case they 

earn higher than in the case of full accuracy. It 

can be said that productive employees create 

positive external effects for inefficient 

employees, while inefficient employees create 

negative external effects for productive 

employees and employers. 

As a result, quality goods are squeezed 

out by low-quality goods - the labor market is 

filled by people whose average labor 

productivity is lower than the labor productivity 

required by the wage rate offered by 

employers.Both the riding car market and the 

labor market are characterized by the presence of 

an institutional reaction to the existence of an 

undesirable choice. In the first case, good car 
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owners prefer to use the warranty institute, that 

is, to offer buyers an agreement that provides for 

compensation for damage in the event of a major 

defect during use, or simply provides the option 

to return the car. In the second case, too, Oliver 

Williamson believes, credibility of commitments 

may be involved, which ensures the reliability of 

the obligations. 

3. Analysis and Results 

From the point of view of the labor 

market, the exchange of collateral is reflected in 

the fact that in the first stage of the partnership, 

the company pays a much lower amount of 

compensation than the highest product of the 

employee. Instead, the employee is guaranteed a 

long-term career growth and a significant 

increase in salary in the future.Thus, despite the 

fact that the employee makes an investment in 

the firm and the owners of the firm have the 

opportunity for opportunistic behavior, there are 

certain guarantees that the employee will not 

violate his rights. As guarantees, first of all, the 

reputation of the firm is involved.In addition, the 

institutional response can be reflected in the 

creation of an information signal system. 

Information (training) participates in the role of 

signal in the labor market, because the 

availability of information indicates a certain 

level of skills and abilities of the employee. 

Thus, the advice of other people who are risking 

their business reputation is also a risk mitigation 

mechanism for employers. 

From the point of view of the share 

(equity) capital market, in addition to solving the 

problem of increasing the value of projects by 

concluding contracts (by increasing the required 

rate of return), the contractual relationship is 

aimed at promoting the convergence of interests 

of both parties. In the share capital market, the 

role of the brand is played by companies that 

offer investors to sell their shares. Companies 

include companies that are failing (not doing 

business) and revalued, as well as companies 

that invest in stocks that bring good returns to 

investors. 

The problem of negative selection in the 

share capital market leads to the fact that most 

financially stable, promising and, most 

importantly, correctly market-valued companies 

start issuing shares in developed countries as a 

way to raise capital, which they rarely use at 

their own expense (retained earnings) and bank 

loans. prefers to finance from the account of debt 

capital by attracting and issuing debt securities.It 

should be noted that the advantages of methods 

of raising capital, such as financing from own 

sources and borrowing, than the method of 

issuing shares, are mainly used in the financial 

markets of developed countries. Emerging 

markets have special motives for issuing shares 

and placing them in an initial public offering, the 

most important of which is the opportunity to 

raise the company's status (especially on 

Western stock exchanges, the largest of which is 

New York, London and Frankfurt Stock 

Exchanges). 

Following the logic of the lemon market 

model, buyers are less aware of the company’s 

characteristics in the market and the usefulness 

of its projects. Firms that issue shares to sell to 

investors have one of two goals: 

• Raising funds for NPV> O projects 

(honest behavior) 

• In the event of a revaluation of the firm, 

the sale of its shares will result in a 

redistribution of funds from the new 

owner-investors to the old owner-

investors (misconduct). 

For the reason described above, the 

market expects an “unfavorable situation” and 

values the newly issued shares at a great 

discount, which makes capital raising through 

the issuance of shares too expensive from the 

point of view of a “quality” company. Numerous 

empirical studies have found that announcing a 

company’s intention to go through an IPO 

procedure has a negative impact on the dynamics 

of its stock price.Eventually, “quality” stocks 

will be squeezed out of the market, paving the 

way for “lemons”.Just like in the riding car 

market and the labor market, there are a number 

of mechanisms that can solve the problem of 

negative selection. These include the issuance of 

convertible securities (usually convertible 

bonds). They act as guarantees, giving the 
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investor the right to exchange the debt claim 

against the company (bond) for a share (share) in 

the charter capital, if the creditor concludes that 

the company is worthy to be its shareholder. 

Professional market participants prefer 

companies that provide guarantees through a 

securities issuance mechanism that is convertible 

to investors while being able to “read” signals 

from sellers on demand. Similarly, employers 

value employees who agree with a much higher 

share of the pay structure that depends on the 

results of the employee’s performance. All this 

makes it possible to avoid the fatal nature of the 

problem of negative selection (Jensen et al., 

1976). It is worth noting some features of the 

functioning of the system of internal firm 

motivation of management - these are option 

contracts for senior management of corporations, 

which have become a very common mechanism 

to encourage the work of company leaders 

through greater integration of management and 

owners. This agreement allows the manager to 

purchase a certain amount of the company’s 

shares at a price below the level that can be 

achieved as a result of prudent management of 

the company’s business. The result is a two-way 

street. First, if certain conditions are met, a 

successful manager receives a direct paid profit 

from the sale of shares purchased on the market 

at a price lower than the market price, which is 

provided to him by the option contract. Second, 

the interests of the manager involved in the 

process of owning the company’s shares 

converge with the interests of the remaining 

shareholders, creating additional motivation to 

work effectively in it (Alchian et al., 1972). 

However, the history of voice corporate scandals 

involving a number of major companies around 

the world has shown that fine theoretical 

mechanisms for motivating managers do not 

work in practice. This is manifested, first of all, 

in the fact that managers artificially falsify 

financial performance by complying with the 

conditions under which they acquire the right to 

receive the benefits provided for in the option 

contracts. In the case of Enron, America’s 

largest energy corporation, the financial 

statements were distorted for no objective reason 

to support stock price growth (Ortikmirzaevich, 

2019). 

An important role is played by financial 

intermediaries and analytical divisions of 

investment banks, which constantly monitor the 

activities of the company and develop 

recommendations for investing in this or that 

company plays. The problem of post-contractual 

risk in the equity capital market is reflected in 

the fact that managers who retain their powers or 

former owners who have received the 

company’s investment may use the company’s 

funds for purposes that are not in the interests of 

investors. In the economic literature, the 

problem of opportunistic behavior after 

contracting is commonly referred to as moral 

hazard. The essence of the problem is that the 

contract cannot be comprehensive. When the 

parties enter into a contractual relationship, they 

are unable to fully eliminate the risk of the 

partner’s opportunistic behavior and are forced 

to make investments that are conditioned by the 

specificity of a particular contractual relationship 

and in many cases are non-refundable. This 

“uniqueness” is that the value of the investment 

is greater than that of any other alternative use in 

the context of this contractual relationship. 

Once the investment has been made, the 

parties tend to behave opportunistically by 

reconsidering the terms of the contract.The 

extent of opportunistic behavior is determined 

by the degree of specificity of the investments 

made by the parties. An example of 

opportunistic behavior after the conclusion of a 

contract is the situation with an investor who 

builds a plant under a contract with a local 

authority. Assume that once the construction of 

the shop building is completed and the 

equipment is purchased, the local government 

assumes some previously unresolved obligations 

to the investor to support the social sector of the 

region as a condition of the licenses required to 

start production. Naturally, an investor can reject 

the project at will and sell the built real estate 

and equipment, given their limited liquidity, but 

such an option leads to huge losses. The size of 

these losses is determined by the specificity/ 

liquidity of the assets. The main forms of 

opportunistic behavior after the conclusion of 
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the contract include: 

• Shirking - The simplest way to illustrate 

this problem is the labor market, where 

obedience involves the use of working 

time for one's own purposes by imitating 

hot labor. 

• Hold-up 

Analyzing the possible damage from the 

actions of "low-quality" companies, it should be 

noted that investors suffer both at the pre-

contractual stage and at the post-contractual 

stage. At the same time, "quality" firms face 

only the externalities that occur before the 

conclusion of the contract. Most sources of 

modern economic theory state that the main 

purpose of corporate governance is to ensure the 

rights (principles) in the relationship with the 

owner/manager of the enterprise (agent) in the 

post-contract period. Thus, the institution of 

corporate governance is the main mechanism for 

reducing the interaction of the parties after the 

conclusion of the contract. In this context, it is 

advisable to more precisely determine the ratio 

of transaction costs and agency costs to 

previously introduced categories. In practice, the 

concepts of agency costs and transaction costs 

after the conclusion of the contract can be 

considered exactly the same, because after the 

conclusion of the contract, the parties acquire the 

status of agent and principal. 

The consequences of opportunistic 

behavior after a contract in the form of a price 

reduction in which an investor is willing to pay 

for a company’s shares are analyzed in a 1976 

model proposed by Michael Jensen and William 

Mackling. In this model, all forms of 

opportunistic post-contractual behavior represent 

a simplified category of “consumption of non-

monetary benefits financed by the manager at 

the expense of the company” (Jensen et al., 

1976). This simplification is fully justified 

because the transaction costs incurred due to 

other factors of opportunistic behavior discussed 

below can be included in a single group called 

agency costs and placed under this model 

accordingly. Therefore, the model of Jensen et 

al. (1976) allows a quantitative interpretation of 

the total amount of agency costs. 

The research is based on the use of 

elements of the following three theories: 

property rights theory, agency relationship 

theory, and corporate finance theory. As noted 

above, the first two theories are components of 

neo-institutionalism.This study not only clearly 

defines the interrelationships between the above 

theories, but also analyzes issues such as the 

nature of the firm, the distribution of property 

and control, corporate social responsibility, the 

firm's target function, the optimal composition of 

capital, the content of credit relations and 

corporate theory. In the context of the topic of 

this study, the analysis of the following issues is 

of particular interest: 

a) Why does a manager in a firm with an 

entrepreneurial or mixed capital structure 

(both debt and equity) choose a portfolio 

of projects where the value of the 

company’s business is less than the value 

it could have when a single owner exists 

and why the result is the firm’s products 

or does not depend on whether the 

factors of production operate in a 

monopolistic or competitive market? 

b) Why does the impossibility of increasing 

the value of a firm directly affect the 

efficiency of the business? 

c) Why is the issuance of shares an 

adequate method of raising capital even 

though management activities are not 

directly related to the firm’s value-added 

objectives? 

d) Why was debt financing used before the 

introduction of tax incentives that created 

the advantages of this type of financing 

over raising capital? 

e) What does it mean to issue preferred 

shares? 

f) Why were the financial statements of 

companies approved by independent 

auditors provided to shareholders and 

creditors on a voluntary basis in the 

absence of legislation to strengthen this 

procedure? 

g) Why do creditors seek to impose 

restrictions on the freedom of activity of 

indebted companies, and why can it be 

said that indebted companies respond 

positively to such restrictions? 
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h) Why are some sectors characterized by 

the predominance of companies financed 

by share capital, why other sectors use 

sources of financing mainly from debt? 

i) Why is there a much higher share of debt 

in the financing structure in sectors with 

a higher level of regulation, such as the 

utilities and banking sectors, than in less 

regulated sectors with a comparable level 

of risk? 

j) Why can stock market analysis be 

socially beneficial, even if it does not 

lead to an increasein investors ’portfolio 

returns? 

Firm theory: in the "Black box" 

William Meckling and Michael Jensen 

point out that there are many references in the 

economic literature to firm theory, in which the 

material given under the relevant headings refers 

to the theory of markets in which firms 

participate as principal participants.The firm 

here is a “black box” that is managed according 

to the highest values of the basic economic 

parameters and aims to increase profits or, more 

precisely, net discounted income (Net Present 

Value). Limitations on the depth of study of the 

‘black box’ were expressed by Adam Smith and 

later Alfred Marshall, and remained unchanged 

until a series of works by neo-institutional 

school representatives emerged in the 1960s and 

1970s. 

During this period, several attempts were 

made to construct firm theory as an alternative 

theory to profit or value multiplication models. 

They were united by the understanding that 

profit or value maximization models are 

incapable of interpreting the real behavior of 

managers of large corporations.As noted above, 

neo-institutional theory, particularly the theory 

of property rights and agency relations, 

continues to interpret the phenomenon of the 

firm using neoclassical tools. They are slowly 

opening the veil of secrecy over the relationship 

within the firm, “peeking into the black box” of 

a firm that, according to the neoclassical school, 

receives resources at the entrance and delivers 

the finished product at the exit.Some reformers 

reject the fundamental principles of increasing 

the usefulness of the behavior of economic 

entities, which is typical of a purely institutional 

approach. In this work, attention will be paid to 

models in which the factor of consumer 

behavior, which increases utility, is preserved. 

Property Rights 

It is well known that Ronald Coase's 

work spurred an interest in researching the firm's 

institutional theory. It is further enhanced by the 

work of A. Alchian, G. Demsets, and other 

major institutionalist researchers. Although 

researchers have focused on property rights 

issues, the results they have achieved are being 

more widely applied.The classification of 

personal property rights in terms of a firm’s 

internal relations determines how profits and 

costs are distributed among the economic agents 

involved. Since the classification of property 

rights is usually defined by contracts, the 

behavior of the organization, including the 

behavior of managers, depends on the nature of 

the contract. In particular, the behavioral aspects 

of the exercise of property rights governed by 

the contract between the owner and the manager 

of the company are critical. 

Agency expenses 

Problems related to the shortcomings of 

firm theory in the neoclassical interpretation are 

addressed within the framework of agency 

relations theory, which includes active research. 

The theory of agency relations is developed 

independently of the theory of property rights. 

Moreover, the approaches used in these two 

theories complement each other in many ways 

(Alchian et al., 1972).  

An agency relationship can be defined as 

a contract in which one or more entities 

(principal) engage the other party (agent) to 

carry out certain activities on behalf of the 

principal, which implies the transfer of a number 

of decision-making powers to the agent. If both 

parties increase their usefulness, then it is logical 

to assume that the agent does not always act in 

full consideration of the interests of the 

principal. The principle, in turn, can thus reduce 

the damage caused by the creation of agent 
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motivation mechanisms, which assume that the 

agent is liable for breach of contract and incurs 

certain costs to monitor his behavior. 

Even if no costs are incurred by the 

principal, a situation in which the agent acts in 

his interests cannot be achieved in practice. In 

most cases, the agent-principal relationship is 

characterized by the existence of useful costs for 

observation and the convergence of agent and 

principal interests. However, the decisions made 

by the agent do not fully comply with the 

interests of the principal, which leads to the 

emergence of the concept of ‘residual losses’. 

Residual losses represent the part of the total 

losses that does not disappear as a result of 

protective actions taken by the principal. 

The costs of the principal are also the 

subject of neoclassical analysis. Of course, in 

principle, an increase in tracking costs and 

convergence of interests makes sense when costs 

are less than the effect achieved, and in most 

cases the optimum of such costs is to the extent 

that a certain amount of ‘residual losses’ is 

available.The monetary equivalent of the loss of 

profitability for a principal as a result of a 

mismatch between the principal and the agent’s 

interests reflects the agency’s costs. They 

include: 

a) Agent tracking costs. 

b) Costs of convergence of agent and 

principal interests. 

c) Residual losses. 

The costs of an agency arise in any 

situation of joint economic activity involving 

two or more parties. The agency costs thus 

described are of great importance in the context 

of community members observation and 

opportunistic behavior problems 

(Ortikmirzaevich, 2019). While the relationship 

between shareholders and management is 

focused on understanding a pure agency 

relationship, in a modern open corporation with 

a scattered property structure, control and 

property distribution issues are inextricably 

linked to the overall problem of agency 

relations. Below is how agency costs, typical of 

a modern corporation, form share capital. Once 

again, the universality of the problem of agent-

principle relations should be emphasized. The 

task of how to force an agent to act solely in 

order to maximize the usefulness of the principle 

is general. This task exists in front of each 

organization in relation to any situation of joint 

efforts.This underscores the importance of 

theoretical developments that reveal the 

interrelationships between these forms of costs 

that determine the causes of agency costs with 

the specific features of contractual relationships. 

Much of the work devoted to the study of 

agent-principle relations focuses on normative 

aspects, ie the structure of contractual relations 

in order to bring the agent's behavior closer to 

acceptable behavior in terms of principled well-

being in the context of an uncertain and 

imperfect system of observation. From the point 

of view of this research, the positive aspect of 

agency relationship theory is of great interest. 

Motives of each party based on the assumption 

that shares and bonds can be used only as 

sources of funding, and other elements defining 

an equal contractual relationship that 

characterizes the relationship between managers 

(agents) and providers of private or debt capital 

(principles) are investigated. 

Ronald Coase points out in his legendary 

“The Nature of the Firm” that economists at the 

time did not have a clear theory that defined the 

boundaries of a firm. In his view, the boundaries 

of a firm are formed by the sum of exchange 

processes that take place within a centralized 

system, as opposed to free market exchange. In 

this case, only contractual relations within the 

firm where the costs of using the free market are 

higher than the costs of applying directive 

management should take place. 

In their 1972 paper, A. Alchian and G. 

Demsets questioned the idea that activities 

within a firm should be regulated in a centralized 

manner, emphasizing the role of contracts as a 

means of free exchange. In this study, great 

attention was paid to the function of monitoring 

the conditions of joint production. In much later 

work by authors such as Michael Jensen and 

William Meckling, the narrowness of this 
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approach was criticized, arguing that the 

contractual relationship was the quintessence of 

the firm. This included contractual relationships 

not only with employees, but also with suppliers, 

buyers, creditors, and other groups of economic 

agents. Thus, an agent-principle relationship and 

the costs associated with it do not have to be a 

state of co-production. It should be noted that 

most organizations have a legal fiction that acts 

as an “in” for a set of contracts between the 

participating individuals. Organizations can be 

not only firms, but also clubs, non-profits, and so 

on. 

A private corporation is a form of legal 

fiction that acts as an in-house for a contractual 

relationship and is characterized by distinct 

rights of claim in relation to the company’s 

assets and the cash flows generated by the 

company’s operations. These rights may be sold 

without the consent of other individuals involved 

in the contractual relationship. 

Although this definition of a firm is not 

comprehensive, it allows us to focus on the 

contractual nature of the firm and other forms of 

organization, as well as on the following issues: 

a) Why is each type of organization 

characterized by a separate set of 

contractual relationships? 

b) What are the consequences of this type of 

contractual relationship? 

c) How do external changes in the 

organization affect the contractual 

relationship? 

This interpretation of the nature of the firm 

draws attention to the individuals who enter into 

contracts and their interests, making the 

boundary between the firm and the market a 

transparent and conditional boundary, depriving 

concepts such as ‘firm social responsibility’.A 

firm is a legal entity that serves to balance a set 

of personal conflicting interests within a 

contractual relationship. In this sense, its 

behavior is similar to market behavior, which is 

the result of a complex process of searching for 

equilibrium. But unlike a firm, they rarely seek 

to imitate the behavior of the market by thinking 

about the individual as a subject with their own 

motivations and goals. 

Agency costs in the process of raising Share 

capital 

The agency’s costs can be analyzed by 

comparing the behavior of the owner-manager 

who owns 100 % of the company’s shares with 

the situation where part of the share capital is 

sold to an outside investor.If the sole proprietor 

of a firm is at the same time a manager, then it is 

reasonable to expect that the operational 

decisions made by that individual will be 

directed only to increase its profitability. 

Decisions made by the owner-manager are based 

on the expected monetary benefits, as well as 

non-monetary benefits such as personal use of 

the company's assets (transport, real estate), 

choice of office interior and location, 

determining the direction and scope of the 

company's charitable activities. 

The maximum ratio of monetary 

compensation to the optimal ratio of non-

monetary benefits to the owner-manager, which 

increases the profitability of the owner-manager, 

is expressed in terms of purchasing power of one 

sum for each type of these benefits and, 

moreover, the purchasing power of one sum for 

the owner-manager is achieved when the 

maximum benefit is equal. In order to more 

accurately determine the optimal composition of 

the monetary and non-monetary components of 

the award, it is necessary to take into account the 

impact of taxes and the availability of production 

effects. 

A clear example of the effect of the tax 

factor on the formation of an acceptable 

portfolio of compensation is the income tax, 

which occurs when paid compensation to the 

owner-manager and is not deductible in the case 

of non-cash benefits hidden in the costs of the 

enterprise. Other types of taxes also create 

differences in the final amount of compensation 

payments. Of course, paid compensation can be 

made in two forms: through the payment of 

wages and as dividends from the after-tax rate of 

return. Taxation of the payroll fund is done by 

applying tax rates that ultimately create a 
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difference compared to the non-cash 

compensation option. In the case of payment of 

monetary compensations in the form of 

dividends from net profit, the tax consequences 

(income tax, tax on payment of dividends) make 

a significant difference compared to the option 

of non-monetary compensation, which is mainly 

recorded in the expense item. 

The form in which compensation is paid 

(paid or non-paid) affects the tax base and, 

consequently, the amount of payment for a 

number of other taxes. An example of a 

production effect is an owner’s decision to 

purchase an aircraft to increase personal comfort 

while traveling. At the same time, this asset can 

be widely used in the company's operating 

activities. An aircraft purchased by the owner 

can be more expensive and comfortable than an 

aircraft needed only for business purposes. The 

division of costs into costs necessary for 

production and the costs incurred to satisfy the 

owner's personal interests, as well as the 

determination of the net effect of non-monetary 

benefits on the company's economic activities, 

determines the so-called production effects. 

4. Conclusions 

The sale of a portion of the share capital to 

an external investor results in agency costs due 

to the mismatch between the interests of the 

company’s old and new shareholders. This is 

because in the new environment, the private 

owner-manager will be only a part of the costs 

for non-monetary benefits and advantages, and 

at the same time will remain the sole beneficiary 

of the services provided. Suppose a variety of 

shares have been sold that remain at the disposal 

of the private owner-manager, which means that 

they provide equivalent rights to their new 

owner (especially in the distribution of profits). 

If a manager owns only 80 percent of the shares, 

he or she will be inclined to make decisions to 

finance his or her non-cash benefits from the 

firm’s account until the maximum profit per 

soum spent is equal to the maximum profit 

expressed in terms of purchasing power of 80 

tiyn for the owner-manager. 

As the share of the property remaining at 

the disposal of the manager decreases, his 

motivation to spend corporate resources to 

finance his non-cash bonuses increases.This type 

of activity may be restricted by other 

shareholders by introducing a manager tracking 

system. In this case, the initial shareholder-

manager faces agency costs, because the 

mechanism of operation of the stock market is 

that the agency costs are taken into account in 

the process of forming the share price. The price 

that minority shareholders are willing to pay for 

a company’s shares is discounted based on all 

three of the above components: agent tracking 

costs, agent and principal convergence costs, and 

the agency’s expected amount of residual losses. 

However, it does not make sense for a 

shareholder-manager to raise capital by issuing 

new shares until the increase in welfare from the 

exchange of property rights for money, more 

precisely for its purchasing power, is sufficient 

to cover the agency’s expenses, despite the 

agency’s costs. 

The emergence of agency costs in this 

analysis is explained by the dispute between the 

owner-manager and external shareholders over 

the manager's financing of his personal interests 

from the company's resources. This is, of course, 

a simplified interpretation, and there are many 

other forms of utilization of a company’s 

resources. However, the nature of any form of 

behavior by a manager that creates a conflict of 

interest with minority shareholders and shapes 

the agency’s cost item is exactly the same - the 

manager’s motivation to seek the most effective 

management decisions in terms of increasing the 

company’s value diminishes. 
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