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1. Introduction


The Economics of incentives and information is and area of increasing interest to Cultural Economics. Problems of asymmetric information, strategic behaviour and incentive problems abound in many areas of Arts financing in particular, yet there remains relatively little written which deals with this explicitly.

In this paper we apply a simple principle agent model to a problem associated with deficit based theatre subsidies, that of correct reporting of expected deficits, in order to illustrate some of the advantages which can be reaped by examining problems of incentives and information directly. The paper begins with a description of the information problem in theatre financing, followed by a brief overview of principal- agent theory. The theory is then applied to the relationship between funding authorities and subsidised theatres, and an established model for eliciting truthful reporting is presented and adapted to the deficit based subsidies problem.

2. Information Asymmetry in Theatre Financing

If a government awards grants to cultural institutions, it usually pursues certain goals, so the subsidies cannot be considered gifts. Let us assume the government wants to maintain a certain artistic supply and also is interested in a specific quality level. As the public budget for the Arts is mostly limited, the government is keen to have an efficient cultural policy. From an economic point of view, authorities face the problem of how to achieve a desired quality of artistic output with minimum subsidies.


Difficulties arise because the subsidising authorities lack information on output quality, making it hard to ascertain the agent’s performance, even subsequently. Additionally, the authorities do not have insight information on the costs that must be incurred in order to achieve a given quality. As a result, we face a cost minimisation problem where important aspects of the production function are unknown.


Under these circumstances, how can the principal be sure that the agent will act in his
 interest? The answer depends on the incentives the agent faces. The principal can only expect the agent to pursue his goals if he removes false incentives and creates an appropriate framework that fulfils the requirement of incentive compatibility.


Many problems connected to public support are caused by the false assumption that artists would behave altruistically. From an economic point of view, however, people are to be expected to behave in their own personal interests. This does not necessarily mean that artists always act against their promoters’ goals, but it means that every patron needs to be aware of their interests. In other words, he has to respect the principal – agent problem. In order to do so, it is crucial to understand the basics of the principal – agent theory.

3. Principal-Agent Theory 

The principal – agent relationship may exist between two or more parties whose goals may be conflicting. One (the agent) is the informed party who chooses an action that affects the welfare of both the agent and the other person, the principal. The principal is the uninformed party who proposes the contract to the follower (the agent).
 Salanie (1997) calls the principal a leader because he can set out the rules of how to distribute the outcome.

Both principal and agent are assumed to maximise utility, which is generally modelled to be a function of profit level for the principle and of income and work effort for the agent. If for example the principal realises that he can increase his profit through the aid of someone who has more skills, expertise, inside information or time, he will ask an agent to act on his behalf and in his interest. 

The agent, on the other hand, is only expected to enter the relationship if she expects a net benefit. Even if she does accept the contract, she will not necessarily pursue the principal’s goals. The agent may have different goals that she hopes to reach while fulfilling the legal requirement of the contract.

Two main problems can arise in this situation, hidden action and hidden information. Hidden action may arise if there is some unobservable activity, which creates utility for one actor and disutility for the other.  The most commonly dealt with case of this involves the level of effort supplied by an agent. The outcome is certainly positively correlated with the agent’s effort, but it is not completely determined by her action.
 This has the consequence that the principal cannot directly observe the effort supplied by the agent. If he could, he would be able to mandate a specific level of effort in the contract. However, the principal – agent problems mainly arise because information flows are imperfect and monitoring is too costly. Therefore, the principal needs to design an incentive compatible contract to elicit the agent’s effort. Incentive compatibility is achieved if the optimal strategy for the agent at the same time maximises the principal’s profit. For this purpose, we assume that both parties act rationally and choose a strategy that is optimal for them given their constraints. 

In the case of hidden information, ”the agent has made some observation that the principal has not made.”
 The incentive problem here is to make the agent use this information in a way that serves the principal best. Here again, an incentive compatible contract is required. In this paper we concentrate on the hidden information problem, as it may play an important role in the process of determining correct cultural subsidy levels. An artist or cultural manager may be expected to have more information than the funding authority regarding the cost of achieving a given output. Therefore, the authority more or less has to ”trust” that the artists report truthfully their expected costs and pass on information regarding eventual deviance of the actual costs from the estimate to the funding authorities. Here again, it is a question of incentives whether the agent is expected to report truthfully or not.

4. Principals and Agents in Theatre Financing


For our purposes of studying the incentive structures of public financing of performing arts, it seems reasonable to define the funding authorities – entitled to distribute the budget and set the funding conditions – as principal. The funding authorities as principal employ agents to create artistic supply. One goal is to limit the subsidies for each art institution to what is absolutely necessary in order to maintain a certain artistic level. If one theatre gets too much, another one will receive less or cannot be supported at all.

Another goal, and the one we are focussing on in this paper, is true reporting. As the authorities do not possess enough information to estimate the necessary sums for each organisation, they are dependent on the agent's report on projected costs. Accurate information is vital for the principal to plan in advance and to distribute the funds efficiently.


Finally, promotion of the Arts certainly aims to maintain a certain level of artistic quality. This is not a big problem, however, as most art institutions are keen to deliver a high artistic quality themselves
. Neither is artistic quantity a major concern of the authorities, as the number of performances is easy to ascertain and can be determined in advance.

5. The agent


We define the agent to be the administrative director of an art institution, who has full decision power and information regarding the institution in question. In reality, there will be a whole board deciding for the institution; furthermore, this board will have to make the organisation's employees carry out the decisions, creating another layer of principal – agent relationship. For reasons of simplification, we will however limit ourselves to the case in which the theatre manager is the sole agent. It is further assumed that the agent has full information regarding output quality and costs incurred for a given quality level.


A state subsidised theatre is financially supported by the authorities in order to supply artistic performances. The way the agent uses the subsidies, is partially influenced by the goals she pursues.


Generally, the goal of a theatre can be assumed to be the maximisation of utility. The sources of utility can be quite diverse and are certainly not limited to income maximisation; otherwise, there would not be so many artists choosing their profession despite the anticipation of low income.
 Achieving high artistic quality may be a goal itself, or it can be an instrument to impress important people in order to obtain a high prestige. Euphoric applause at the end of a performance can compensate an actor for the hard work on the play, numerous tickets sold may create a feeling of success for the director. Even profit or revenue maximisation can be a goal if it is able to create utility for the administrative director of the art institution.

6. Saving potential


In recent times it has been a topic of many discussions, whether or not art institutions could limit their costs without affecting the artistic quality. On one hand, we have to face the consequences of the Baumol Disease
.  According to this theory costs for artistic production increase much faster than for industrial due to the fact that labour can hardly be substituted by capital in the art sector, leaving little room for a gain in productivity. On the other hand, it is hard to deny that a substantial part of the cost explosion and rigid budgets is due to mismanagement of the cultural institutions
 and to the power of unions. In the big national theatres there are a bunch of non-artistic employees, who could over time bargain a lot of privileges for themselves that contradict artistic efficiency.


The second block of costs is the administration costs. There is a tremendous potential to reduce administration costs by employing economical methods. Information flows can be optimised through the use of modern communication technology; resources can be used efficiently through the introduction of cost calculation; positions can be assessed objectively with job descriptions. Besides, costs of storage can be diminished by just in time production of decoration material.
 Also material itself may be purchased cheaper.


As we can see, there can be assumed a lot of saving potential for art institutions to reduce their costs and get closer to a profitable operation while still maintaining their artistic quality.

7. Benefits of a high budget


Finally, we assume that there is a positive correlation between budget size and output. This implies that – disregarding the existing saving potential mentioned above – additional subsidies are used to raise the quality or quantity of the artistic output and not to increase inefficiency.


How can a higher budget raise the artistic output?


A higher budget might result in better possibilities to produce high quality. With a ”stuffed purse”, the institution is not restricted in its disposition and can decide mainly on the basis of artistic considerations rather than economical. This starts with the selection of the work: Higher royalties are not necessarily linked with better playwrights, but at least, expensive plays do not have to be excluded right away. In order to perform the play it is possible to hire better (in whatever way this is defined) artists who claim a larger payment. Then, the ensemble may be able to spend more time rehearsing and so achieve a more sophisticated production. Other factors of production like props can be used quite generously to enhance the artistic atmosphere of a performance.

An abundant budget may be fertile ground for high artistic creativity, as the institution can much more concentrate on a valuable production than being concerned about prices all the time.

8. The Weitzman – Scheme


Suppose the authorities do not possess enough information about the costs situation of the agent. They must then rely on accurate reports of the theatre institutions in order to determine the annual budget subject to the minimisation problem. The following model demonstrates the theoretical possibility of eliciting true reporting from the agents.


The Weitzman-Scheme is a wage schedule to elicit true reporting to the principal. For the principal it may be vital to receive appropriate information, e.g. estimates for the economic success in the consecutive year, in order to work out plans accurately or co-ordinate different fields of operation. As we have said above, the principal does not have full information or it would be too costly and insufficient to obtain it himself. Whether the agent can be expected to reveal this information or not, depends on the incentives she faces. With the Weitzman-Scheme she faces a strong incentive to report truthfully. This method was developed in the former Soviet Union and inaugurated in 1971.
 The government of the planned economy had been looking for a way to overcome the problems of moral hazard and to enable an accurate co-ordination. Knowing who will produce what was especially important for intermediate goods, where a shortage would have disastrous consequences
. In this section, we will set up the theoretic model of the Weitzman – Scheme and apply it to the art sector.


In the former Soviet Union and before the introduction of the scheme enterprises were given a quota regarding the output of one period they had to fulfil. "There are two basic incentive problems associated with standard piecework schemes which reward quota overfulfillment and/or penalise quota underfulfillment."
 If the company as an agent has a say in the determination of the quota, it is in her interest to convince the authorities that the outcome is likely to be small in order to face a lower target which is easier to reach. Weitzman calls this tendency to misrepresent the potential outcome a static problem. Parallels can be found in the bargaining process of art institutions for public subsidies: There, the organisations tend to overstate their estimated deficit.

The second one is the dynamic incentive problem. This is a prevalent phenomenon of Austrian cultural policy, where future subsidies are principally based on past results. This virtually forces the art institutions to hold back eventual surpluses, because they have to fear to lose subsidies in the upcoming period. Even after budget overruns, chances are good to receive increased funds.


One may argue that all these problems could be avoided without setting a target, just by paying out rewards as a share of the realised outcome. This wage schedule can function only in a situation where co-ordination is not necessary. In the case of a planning situation, however, it is important to know in advance what the outcome will most likely be.


In order to set up an incentive scheme within the framework of public cultural financing, we have to make two more assumptions: First, the authorities are eligible to determine the wage of the theatre manager and second, the agent’s utility predominantly derives from income. Then we can employ the Weitzman-Scheme to elicit true reporting.

Making the agent’s wage dependent on both the deficit and the accuracy of the report leads to a strong incentive for the agent to pursue the principal’s goals, because she will be rewarded for reporting truly and keeping deficit low, and will be punished for behaving in the opposite way.

The effect of such a bonus system should be that the administrative director examines carefully the exact cost situation and passes the result on to the principal. Moreover, she should be eager to keep costs as low as possible by finding ways to increase other sources of revenues. As a presumable consequence, supply will be more consumer oriented and tickets will be sold at equilibrium price.


Facing a deficit minimisation problem, the agent’s income will be a function of the actual deficit D as well as of the reported deficit D~, leading to a wage schedule as follows:

W(D~, D) =
F - cD~ + a(D~ - D), if D < D~
and



F - cD~ + b(D~ - D), if D > D~ , with 0 < a < c < b
W  =
wage of administrative director

D~ =
reported deficit

D   =
actual deficit, defined as costs minus revenues

F   =
initial fixed salary


The wage is preliminarily set at a fixed amount F and reduced proportionally to D~. This creates an incentive to report low required subsidies. The second block rewards efforts to fall below the estimate by paying out the fraction c of the difference D~ - D to the director. a is smaller than c though, so the agent is best advised to report right away if she expects the deficit to be low.


An underestimation of the deficit, on the other hand, will be punished by subtracting the factor b of the difference D - D~ from W. It will not be beneficial for the agent to underestimate the deficit and report a low D~ in order to lose less from the initial wage F, because the high b more than outweighs the gain from understating the deficit, if the target was chosen too ambitious to achieve.


For the agent it is a dominant strategy to always report the true cost situation. Moreover, she faces an incentive to keep the claimed subsidies low, as she can increase her utility through a higher personal income. After having reported a certain estimated deficit, the administrative director is best advised to indeed reach the self set target in order to avoid losing salary, or phrased positively, in order to be rewarded if actually falling below the reported deficit. Even if unneeded subsidies have to be paid back, the director still benefits from her honesty through receiving a personal bonus.


To keep this model simple, however, we have to make the assumption that the administrative director's wage is not included in the subsidy claim. It will have to be paid separately by the authorities and must not affect the institution's deficit; otherwise there would be a mutual interdependence.

9. Shortcomings of the Model


This model provides a solid incentive scheme regarding cost issues working with monetary bonuses for the administrative director. Thereby it neglects that utility can be derived from other than monetary sources as well. Moreover, the emphasis on costs might shift the incentive problem towards the difficulty for the authorities to mandate and control the desired level of artistic quality.


The requirement that the authorities must determine the salary of the director leads to more influence than what is intended by the government. The agent tends to become a state employee and loses much of her competence to take independent decisions.


The attempt to implement the model in practise will furthermore raise the problem of determining the initial wage F. It must be set high enough, because it most likely will be subtracted along with increased need for subsidies. The impossibility to finally end up with a wage F might cause severe motivational problems for the institutions, as the feeling might occur to be punished for creating art, whose fate it is to require a lot of extra funding, according to the cost disease argument. An alternate way to face these concerns, however, may be to modify the wage schedule so as to reward certain economic aspects by adding a bonus to a lower initial wage rather than subtracting generated deficits from the payment roll.


Despite all the shortcomings of the model and difficulties in its implementation in practise, it can serve as an impetus to think of new forms of subsidies and new ways to promote performing arts. A crucial point to start with is to reduce unnecessary costs by removing incentives from institutions to deliberately inflate their budget. This should lead away from a system where the reception of grants results from successful bargaining to a co-operation between authorities and art institutions, so that both the principal’s and the agent’s goals can be pursued at the same time.
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