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INTRODUCTION


This paper analyses the incentive structures in public financing of the Arts, focussing on performing Arts, from an economic point of view. Many books have been published on arts economics in the last decades. Most of them tried to justify public promotion of the Arts with the argument of externalities.
 They argued that because of indirect income from cultural activities through tourism, the creation of jobs and the increase in overall welfare of the society, it is worthwhile to spend public money on the Arts. In the field of general economics, lots of scientists presented works on the general principal – agent theory, most of them from the perspective of a business enterprise. Very few, however, tried to integrate the principal – agent model into the art sector.


In this paper we will look at the relations between authorities and arts institutions from the angle of the principal – agent theory. Arts organisations cannot be expected to behave against their own interests. Consequently, art policy must be designed so as to make them benefit from behaving in favour of the authorities.

We will not make an attempt to justify public financing of the arts as this is a social and political decision at the end. The justification of giving subsidies to forms of artistic expressions is closely related to the problem of defining art and the evaluation of the quality of artistic performance. In order to avoid getting lost in vague discussions about art, its quality and the complete set of goals of art policy, we will let aside the question of effectiveness, i.e. the `right´ selection of arts institutions to be subsidised.

Therefore, we will mainly concentrate on the efficiency of subsidy contracts given a certain budget and the political selection of the subsidised organisation. That is, how public spending can generate the optimal artistic supply regarding the objectives of art policy.

The structure of the paper

The first chapter will give a short introduction into the principal – agent problem stating the model on a formal as well as on a descriptive basis. We will set up an appropriate framework and make the necessary assumptions for the application in the cultural sector. After defining the probable goals of both principal and agent, we will discover that the principal can predict the agent's reaction to a modification of the rules. Under such circumstance it is possible to design a rule that makes the agent choose exactly the action that is best for the principal. Therefore, the principal only needs to propose an incentive compatible contract to the agent in order to obtain the optimal outcome. This way, the principal can elicit the agent's optimal work effort. Another application of the principal – agent theory can serve to acquire accurate information from the agent. For this purpose, we will present an incentive scheme from the former Soviet Union (Weitzman Scheme) to enforce true reporting from enterprises. This incentive scheme shall serve in the subsequent chapter to receive accurate deficit estimates from arts institutions.


Chapter Two looks at the specific principal – agent relationship between funding authorities and arts institutions. We will examine the traditional forms of subsidy and their incentives as a reason for economically wasteful behaviour and try to find a way to remove these false incentives. In order to elicit true reports, we will apply the Weitzman Scheme from chapter One to the art sector and create an additional incentive for arts institutions to keep costs low.


In chapter Three, we will examine how the actual incentives are set in the case of the art organisation "Vereinigte Bühnen Graz" in the Austrian province Styria. This shall give an example for the possibilities of the authorities to work out a subsidy contract that encourages arts institutions to pursue the goals of art policy. We will analyse how the authorities can control or influence the decisions of the Vereinigte Bühnen and examine positive or negative effects of good and false incentives.

I. 
INTRODUCTION TO THE principal – agent THEORY

The principal – agent relationship is about two or more parties whose goals may be conflicting. In our case, where we want to apply the model to the performing art sector, it is a relationship between the theatres, the audience and the subsidising authorities. If their goals are not aligned, the principal needs to set appropriate incentives to make the agent(s) pursue his
 interests. Many approaches have been made towards solving this problem in the industry. In the public financing of the Arts, however, state subsidised theatres still face plenty of false incentives, leading to regular budget overruns. Yet, in times of tremendous budget cuts it is becoming more and more crucial to overcome the myth of the incompatibility of artistic goals and economic success, and to find a financing model that matches both the interests of society and the art institutions.

I.1. The evolution of the principal – agent theory


The principal-agent theory can be used for two purposes: On one hand, it can serve in practise as advice in designing contracts to control the principal – agent relationship. On the other hand, the theory can help to find an explanation for observed phenomena in business life.

Arrow (1985) divided it into two types of principal – agent problems: Hidden action and hidden information. These phenomena were first investigated in the insurance industry and were referred to as moral hazard and adverse selection. “Fire insurance dulls incentives for caution and even creates incentives for arson; this is the origin of the term moral hazard.”
 The term adverse selection arose in the context of the problem, that insurance companies don’t know the risk category of the insured and that individuals of a higher risk group are likely to buy more insurance than ones with lower risk.

A slightly different approach was made by Akerlof (1970) who pointed out the problems of hidden characteristics, as a principal does not always know the properties (skills, 


knowledge) of the agent or her products. He claimed that differences in quality can lead to adverse selection: The market cannot ascertain the quality differences and prices will orient at average quality. As a consequence, producers of a higher quality will leave the market and – on the long run – only the sellers of the lowest quality will sustain.
 For the purpose of our investigation we will leave aspects of hidden characteristics aside, but examine the related topic hidden information.

The first formal model of the principal – agent theory was set up by Ross (1973) who presented an extensive form as a decision problem. He refers to related works by Borch (1962) and Wilson (1968). Many others followed to describe the relationship between principals and agents, such as Holmström (1979) or Zeckhauser (1985). Milgrom / Roberts (1992) looked at the problem from the question of how to motivate people. Campbell (1995) presented specific models to give incentives to various types of agents.

I.2. How to apply the theory on public financing of the Arts

Most of the formal investigations refer to business cases where only money is at stake. The goals are mostly clear and expressed in monetary means, so that the principal wants to maximise his profit and the agent is interested in earning money. The performance indicator is generally the profit that the agent generates, which is easy to ascertain and a fairly objective yardstick, limited by random forces beyond the agent’s control.

In the art world, principal – agent relationships are more complex and cannot exclusively be described through monetary outcome. The driving force for artists, for example, is usually not money, and utility is derived from many other components as well. For the government as principal, the main goal is not necessarily profit maximisation or deficit minimisation, but goals are quite complex and diverse. In fact, they are not even clear in some cases. Another issue that causes trouble is the lack of reliable yardsticks for successful efforts. The quality of a performance can be assessed only with some difficulties, and under no circumstances objectively. In the case of the Austrian government, the subsidising authorities even avoid to judge the content of cultural activities in order to leave the expertise to the artists.

I.2.1. Necessary assumptions

If we want to apply the principal – agent theory to the art sector, we have to make a few simplifying assumptions, so that we don’t get lost in the complexity of real life situations. Otherwise, we would have to deal with too many variables to achieve any results.

First, we assume a functioning democracy, where the people’s will and interests are fully represented by its representatives. We let aside any differences between society and politicians and also neglect the issue of the `tyranny´ of the majority.

Second, the goals cultural policy is supposed to reach are clear and known to all participants.

Third, we suppose there is one person representing an art institution possessing full knowledge of and influence on that institution. Moreover, this person is assumed to receive utility from both income and prestige.

Fourth, we rule out all uncertainties for the arts institutions. We assume that they can predict the number of visitors as well as the quality of a performance.

Given these restrictions, we can employ the principal – agent model in order to provide appropriate incentives for the institutions to make efficient use of their resources, provide authorities with full and true information and, perhaps, design their supply more audience oriented. The instruments to set these incentives can be tight control and sanctions for misbehaviour, or a reward system in the form of bonuses or a higher budget if policy goals are met by the arts institutions.

I.3. The principal – agent model

"An agency relationship has arisen between two (or more) parties when one, designated as the agent, acts for, on behalf of, or as representative for the other, designated the principal, in a particular domain of decision problems.”
 This very open definition by Ross (1973) shows that the principal – agent problem has relevance not only throughout the entire business world but plays a role in virtually all situations of our lives that deal with interpersonal relations. The main element is the presence of two individuals (or two groups). 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).

According to our basic assumption, the principal wants to maximise his utility. If he 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. Salanie (1997) calls the principal a leader because he can set out the rules of how to distribute the outcome.

The agent, on the other hand, seeks to maximise her own utility and 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. The most evident hidden action is the effort of an agent. Supplying working effort means disutility for the agent but is of value to the principal, if it can increase his profit. 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 second problem, the one 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.

I.3.1. Trade off between leisure and income

We continue with our assumption that individuals seek to maximise their utilities, denoted as U. Suppose they receive only utility from the two goods income y and leisure time x. Further suppose that income is generated through working effort e which takes up leisure time x.

x = ( - e  (1)

x is the amount of time in one day ( (24 hours) that is not spent at work. As time is scarce, there is a trade off between leisure time and income. How high the personal costs of a sacrifice of either x or y are, depends on the individual’s utility derived from the consumption of either good.
 The "internal price" for one additional hour of labour or leisure, respectively, is called the Marginal Rate of Substitution. Formally, we have to determine how income y has to change while decreasing leisure x by one hour in order to keep utility constant. Therefore,

(U dx + (U dy = 0  (2). One hour of x has then to be substituted by:  dy = (U/dx .
   (3)
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( denotes the change in utility with respective to the change of x or y. The second equation makes it obvious that the compensation needed for sacrificing one unit of x depends on the loss of utility from decreased leisure time relative to the additional utility from more income.

The Marginal Rate of Substitution is not likely to be constant for all levels. Starting from y = 0, income earned on the job will give a higher utility than leisure, but with increasing working effort, leisure becomes more and more precious. If employees have to work long hours on a permanent basis, they will lung for more spare time despite the higher wage they can earn. If at that time an employee has to give up one more hour of leisure for one more hour of work, she will want to trade this hour very high.

I.3.2. Maximising the individual's utility


How can the individual maximise her utility? To answer this question, we should take a look at her indifference curve. It represents all sets of consumption of x and y that yield the same level of utility. The slope is the Marginal Rate of Substitution. In Figure 1 we can see three indifference curves; the more to the right they are, the higher the level of utility they portray. Feasible points are limited to the left of the budget constraint, that is the line that indicates the possible consumption bundles. If we use our example with leisure and income, we have a budget line whose extremes are either 24 hours of leisure or 24 units of income, assuming that one hour of work yields one unit of income. The budget line can be written as a function

y = (/Py – (Px/Py)x,  (4)

where Pi denotes the price of x and y, respectively. The slope of the budget constraint is 
-Px/Py, which is -1 in our case. This can be called the Economic Rate of Substitution. By spending one additional unit of leisure the individual gives up one unit of income that she would earn in that our.


Given this constraint, the individual is assumed to aim for the highest possible indifference curve, which is the one the budget constraint is tangent to. In Figure 1, this is U2 at point C that can yield the highest level of utility. At this point the Marginal Rate of Substitution equals the Economic Rate of Substitution.

Formally, when (U/(x = Px.
  (5)
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When the individual has reached her optimal point C, she has no incentive to either increase or decrease e. If the principal wants to elicit a higher working effort, he will have to modify the framework. An increase of the wage rate, for example, would cause the budget constraint to shift upwards, resulting in higher opportunity costs for one hour of leisure. Facing the new Economic Rate of Substitution, the individual will increase e to restore equation (5).

I.3.3. Hidden action problems in an owner – employee relationship

An owner of a firm can be called principal if, for example, he hires employees (agents) to act in his interest. As we assume rational behaviour, the principal can evoke the profit maximising effort supply from the agent by designing an incentive compatible wage contract. “In effect, the principle can predict the action taken [by the agent] for any given fee schedule.”
 For this purpose he must know and respect two things of an agent: Her utility function U and her participation constraint U(.

The utility function be

U = B(x) + y.  (6)

B(x) denotes the utility derived from leisure consumption, y is the income that yields direct utility. U( is the utility that could be yielded alternatively, e.g. the wage rate paid in other companies. The agent must at least expect to receive U( from the employment if she is to accept the contract.


The principal seeks to maximise his net profit Rn, i.e. profit R generated by the agent minus the wage paid to the same.

Rn = R – y  (7)

R is a function of effort e, however not perfectly correlated due to the random variable ( which cannot be influenced.

R(e) = (e + (  (8)

(e gives the technical productivity of effort, the relation between e and R. Because of random ( which can be positive or negative, the principal cannot deduce the supplied effort level from observed R. As e cannot be monitored costlessly, the agent’s wage cannot be made dependent on her effort supplied. The hidden action problem reaches its full extent if the agent’s income y is independent from e as she will have no incentive to supply effort. Therefore, some performance indicator has to be found to establish an incentive.

Profit R cannot be determined for certain by the action that the agent chooses because of the random force (. Statistically, however, the expected value of ( is zero because of the law of large numbers. In this respect, the expected profit is related perfectly to supplied effort and the owner can elicit working effort from the agent by making her wage dependent on observable R. So, the profit maximising wage schedule is

W(e) = (R + F,  (9)

subject to the participation constraint U(. (R is the share of generated profit paid to the agent. F is a fixed sum that may be positive or negative, depending on U(.

The agent will now respond to the rules set out by the principal. For convenience, we assume that the agent is risk neutral in this case and maximises her expected utility. As the expected value of ( is zero, it can be neglected in our further analysis. Therefore, the maximisation problem is

max U (x, y) = U [( - e, w(R{e, (})].  (10)

From now on, U is to be interpreted as expected utility.

Because of (8), profit R is dependent on e. As the principal wants to maximise R, he is interested in a very high effort level. The agent in turn is interested in a high level of utility, either through consumption of leisure time, or through income y which is (R + F. The higher (, the higher is the share of generated profit the agent can keep, hence, the more she can increase her utility by supplying additional effort. The highest incentive to supply e is given if ( = 1. That is, if the agent can keep all the profit she generates.


With ( = 1 the agent will choose an effort level to reach maximum utility and at the same time generate the highest profit for the principal. This way, we have found a wage contract that fulfils the requirement of incentive compatibility. The principal – in his attempt to maximise net profit Rn – will complete the wage schedule (9) to leave the agent exactly her reservation utility U(. An expected utility lower than the participation constraint U( would make the agent reject the contract, but one higher than U( would not alter the incentive problem. Therefore, the fixed sum F turns into a fee payable to the principal in the amount of U((-e, (R) - U( 

By making the agent fully responsible for her actions, the principal can create the highest incentive. The agent can enjoy all the benefits from industrious work but also has to take the consequences of lowering her working effort. Similar situations can be found in the art world, which we will discuss in the second chapter. State subsidised organisations will only attempt to yield a surplus if they can benefit from it and do not have to pay it back to the authorities.

I.3.3.1 Shortcomings of this solution

In this approach, the principal solves the hidden action problem by shifting all the responsibility to the agent by charging her a fixed amount. Such contracts can be found in franchise business, for instance, where the franchisee has to pay a licence fee to the principal and runs the branch independently. The use of such a policy is limited, though. It requires the agent to bear the full risk, but agents are more likely to be risk averse, which means principal and agent have to share the risk. If the principal insures the agent by paying part of her wage as a lump sum, however, he lowers her incentive to supply effort. There is a trade off between insurance and incentive.
 With a fully fixed wage, the agent is completely insured against risk but has no incentive to supply effort. The main issue in principal – agent relationships is to make the agent participate at the outcome generated through her effort without completely exposing her to risk.

Even tough there are also incentive schemes for risk averse agents, the principal – agent theory tends to lead to very complex fee functions. As gathering information and communication are costly, however, there is a pressure for simple contracts, especially, as the theoretic models are actually much too simple to capture all aspects of a relation that would be thought relevant by participants.

I.3.4. Hidden information

The issues we just discussed deal with the problems of hidden action. Now we are turning to a problem that also has important consequences in the art world: The one of hidden information. It can occur if the agent makes an observation that the principal does not make and if the principal cannot tell whether the agent has used this observation in a way optimal for him. Similarly, if the principal needs a report from the agent, he can never be perfectly sure that she answers according to her best knowledge. Information asymmetry in favour of the agent makes it crucial to establish appropriate incentives for the agent to report truthfully. One incentive scheme to elicit true information on the production capacity of enterprises was developed in the former Soviet Union and documented by Weitzman.

I.3.4.1. The Weitzman – Scheme


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 then, in chapter two, apply it to the art sector.


We keep on assuming that the agent wants to maximise her utility. The principal is interested in two things: A maximum profit, and a true and accurate estimate of this profit in advance. For simplicity, we assume that there is only one performance indicator, namely the profit R the agent is supposed to yield. It could as well be costs or deficit, which will be interesting in the case where the public funding authorities act as a principal.


"There are two basic incentive problems associated with standard piecework schemes which reward quota overfulfillment and/or penalise quota underfulfillment."
 The central planners of the former Soviet Union used to set quotas for the enterprises regarding the output of one period. 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 R 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 arts 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 arts 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. Similarly, the enterprises in the former USSR had no incentive to overfulfill the quota by a substantial rate, because the subsequent year’s target might have started with the current period’s performance as a basis.


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 R. 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 R will most likely be.

Making the agent’s wage dependent on both the profit level and the accuracy of the report leads to a strong incentive for the agent to pursue the principal’s goals. The agent’s wage w will be a function of the actual profit R as well as of the reported profit R~, leading to a wage schedule as follows:

W(R~, R) =
F + (R~ + (1(R - R~), if R > R~
and



F + (R~ + (2(R - R~), if R < R~ , with 0 < (1 < ( < (2.

  (1)


The agent will receive a fixed sum F plus a fraction ( of the reported profit R~. The additional reward depends on the actually yielded profit R: If this is higher than the reported profit, the agent receives a bonus amounting the fraction (1 of the difference to the real profit. The bonus factor (1 is smaller than the initial share ( though, so it does not pay off for the agent to underestimate the surplus.


Neither is it sensible to overestimate the profit, as this will be punished with a subtraction of the salary in the amount of (2 times the difference of R and R~. This factor is higher than the initial (, so, an initial gain from a high reported profit is more than outweighed by the deduction of the error.


The consequence of this scheme is that it is always a dominant strategy for the agent to report truthfully. Moreover, she faces an incentive to really yield the estimated profit, otherwise her salary would shrink proportionally to the deviation.

On the other hand, she can benefit if the actual surplus turns out to be higher, but all the profit she can anticipate she is best advised to really announce so, as only this strategy can maximise her wage payment.


In the case of perfect certainty, there is a strong incentive to be truthful. But how will the agent behave in a situation of uncertainty? In that case, the enterprise is assumed to maximise the expected bonus. If it knows the probability function, it can determine R~ according to its likeliness to match with the actual R. “Thus, the optimal self-selected target is such that the probability of ex ante plan fulfilment [R = R~] is the ratio of the difference in the coefficients ((2 - ()/((2 - (1).
 That is,

P(R >- R~) = (2 - ( 


          (2 - (1.


The hypothesis that enterprises or art institutions will choose R~ according to this formula, gives the principal an opportunity to influence their reporting behaviour by juggling with the coefficients. Setting ( low and (1 and (2 higher {without violating the ranking constraint of (1)} induces the agent to announce a lower R~, which is easier to attain. By raising ( and lowering (1 and (2, the principal can stimulate a more ambitious plan.
 State subsidised theatres might set a higher outcome as their target and would moreover have an incentive to put much effort into reaching that goal. In chapter Two, we will investigate in how the bonus scheme can be transferred to art subsidies with deficit as a performance indicator.

II. incentive structures in the art sector

In this chapter, we will examine the principal – agent relationship in the art world, focussing on performing art. The behaviour of decision makers in the theatre often depends on the nature of the subsidy relationship to the government and the corresponding incentives they face. In fact, it is not so much the conflicting goals that principal and agents pursue, it is much more the problem of false incentives that leads to budget overruns and distorted reports to the government. After defining the characters and goals of the three interest groups, we will investigate on the different incentives of various forms of subsidies and what the principal could do to elicit accurate cost estimates and to avoid budget overruns.

II.1. Principal and agent and their goals

II.1.1. The principal


For our purpose of studying incentive structures of public financing of performing art, it seems reasonable to define the funding authorities – entitled to distribute the budget and set the funding conditions – as principal. We assume that these authorities represent the government and its objectives regarding art policy in perfect conformity, ruling out any disagreement between political parties. Similarly, we suppose that the government represents the interests and pursues the goals of society. Taking the relationship as far as to make society the principal employing the government as agent would lead us too far away from our topic.


The funding authorities as principal employ agents to create artistic supply. As the authorities by definition represent society's goals, the main objective of art policy is to promote artistic performances for the benefit of a broad public. A great variety of artistic forms should be easily accessible and reasonably priced. As the public promotion of the Arts is subject to a limited budget, society and the authorities are interested in effective and efficient use of the financial means. One subgoal we will concentrate on 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, due to a limited budget for art promotion. The second subgoal we are dealing with 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.


There are more goals accompanied with art policy, of course, but in this paper, we will primarily concentrate on the issues of costs and information, which can be somehow compared with hidden action and hidden information from the first chapter. Regarding financing the Arts, the two goals just mentioned meet the claim for efficiency. The issue of effectiveness, which we have to neglect here, addresses the question of how to distribute the available funds among the various arts institutions. As another goal, 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.

II.1.2. 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 relationships. For reasons of simplification, we will limit the incentive problem to one representative of an art institution being the only agent.


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.

II.1.3. The audience


Also the audience wants to maximise her personal utility. As a consequence, she benefits from an enjoyable art performance that is easily accessible and reasonably priced. The price issue is influenced through public subsidies which in turn result from taxes collected from society. Taxes to support the Arts are paid by both audience and non audience. A justification why citizens who never attend a performance should contribute to the promotion of the Arts is often delivered by the argument of externalities that make everybody benefit from the existence of artistic supply.


The quality issue is a tricky one, because the artistic quality of subsidised institutions occasionally rises above the level desired by the audience.
 The customer power from market economy fails in the art sector, because for many theatres, profit and therefore audience maximisation is not their major goal.


In our investigation, the lack of audience orientation of the arts institutions does not result from conflicting goals of government and society but from failed enforcing the audience's desires through art policy.

II.2. Incentives through the subsidies


The funding authorities can set the rules and conditions for the funding process. The utility maximising institutions will react to these rules in order to maximise their utilities. This way, the government can – to a certain extent – steer the organisations’ behaviour, either unintentional as a negative side effect of the funding process, or deliberately through setting appropriate incentives.


A theatre can face a series of incentives, like the incentive to lower or raise quantity, quality and costs or the incentive to reveal or hide true information. In our focus on the last two, we will examine why theatres can benefit from overstating their cost situation.

II.2.1. Costs


Subsidies are mostly given on the basis of costs that arise alongside with artistic production. If theatres receive higher grants because of higher costs, they have a strong tendency to carry out a production for which a high budget is necessary. What are the benefits of a high budget then?

II.2.1.1. Benefits of a high budget


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. The administrative director gains power because he is eligible to dispose over a larger budget. Besides, she has to supply less work effort finding ways to save on the production, because this is not necessary.

It is evident that, with an unrestricted budget, the quality is not restricted by monetary issues. Nevertheless it stays questionable if, through increasing expenditure alone, the quality of a production can be improved at the same rate. The excess budget might as well just be used to distribute rents and increase the actors’ income. Also the institution’s infrastructure could be upgraded by purchasing equipment that does not contribute to the artistic quality. Frey and Pommerehne (1989) argue that subsidised theatres tend to purchase more of the newest technology, even if it is rarely used.

It is therefore questionable if the benefits of a higher budget will be passed on to the audience at the same rate as the increase in subsidies.

II.2.1.2. Saving potential


In recent times it has been a topic of many discussions, whether or not arts 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.
 Nowadays, artistic productions are often hampered by rigid working schedules or inflexible employment of technical personnel; in certain cases, directors have to use more stage workers than necessary or rehearsals may not take up more than an agreed time. If such barriers could be removed, it would be possible to maintain the same artistic quality while at the same time reducing costs through co-ordinated and efficient use of personnel.


The second block of costs are the administration costs. There is a tremendous potential to reduce administration costs by employing economical methods. Information flows can be optimised through 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 a current project at the “Vereinigte Bühnen” shows.


As we can see, there is a lot of saving potential for arts institutions to reduce their costs and get closer to a profitable operation while still maintaining their artistic quality. It is yet the question whether they face appropriate incentives to do so.

II.2.1.3. Cost incentives of various forms of subsidies


The problem is not only that the institutions are not able to reduce costs, but also that they would not benefit from doing so. Many forms of subsidies create incentives to keep costs high rather than trying to save on nonartistic expenses. The following section presents some fallacies of current practises:

II.2.1.3.1. Deficit Coverage


In this type of promotion, subsidies are granted on the basis of projected deficit. Quite often, the deficit is covered disregarding its amount, because the authorities find it difficult – due to a lack of competence – to demonstrate convincingly, that costs can be lowered without affecting the artistic quality.
 Therefore, the arts institutions face no incentive to reduce costs because they `are eligible to spend what they like´. Even more so, any achieved surplus or decreased deficit has to flow back to the public purse, equalling a tax rate of 100 per cent. Moreover, future subsidies will be reduced, because they are usually based on past deficits. As a result, the administrative director will not attempt to save on costs or aim for a high number of visitors. Instead, she is expected to pursue other goals, “such as prestige in the `art world´, performance excellence, monetary income ... and creating a pleasant atmosphere in the theatre by ensuring the contentment of co-workers and employees.”


A short digression to the Salzburg Festival gives an illustrative example how deficit coverage can lead to substantial mismanagement of arts institutions:

II.2.1.3.1.1. Digression: The Salzburg Festival


The Salzburg Festival was founded in 1920 and is today one of the most famous summer festivals of Austria, attracting more than 200,000 people to 150 performances of operas, plays and concerts. The festival is organised by the Festival Fund consisting of four directors and one president, who are formally supervised by political representatives forming a Kuratorium.


By law, all the expenditures have to be covered by public institutions irrespective of costs.
 As the supervising Kuratorium has little incentive to monitor effectively the behaviour of the directorate, they are able to yield virtually any sum of deficit. These insufficient constraints on the operation of the Salzburg Festival lead to below-equilibrium prices for tickets, above-equilibrium wages paid to artists, technical and administrative employees and to inefficiency and waste in the production of the whole festival.


Throughout the years, subsidies have been increased by questionable accounting methods and inflated projected deficits. Due to the lack of incentives to raise income from sales, revenues from selling programmes actually fell during the past twenty years, and restaurant space is usually rented out for half the competitive fare. The stress of the directorate's concern is apparently put on increasing personal utility derived from income and high prestige among the art elite. As an effect, the subsidies from Austrian taxpayers lead to a redistribution of wealth towards the organisers of the Festival and its further beneficiaries.


The ticket prices, set below equilibrium and therefore leading to an excessive demand, can be interpreted not as a miscalculation but as a systematic policy. For once, the directorate can claim to be `socially´ oriented by offering affordable tickets, except of course that the anonymous taxpayers have to bear the burden. Furthermore, the organisers gain importance by being able to personally distribute tickets that are otherwise almost impossible to acquire. Tickets given away for free to people who are supposed to supervise the Festival may almost be seen as a bribery.


These cheap official prices certainly let emerge a black market for tickets enabling a large group of people, such as hotel employees, who sell tickets to visitors, to derive additional income from the existence of the Festival.


The examples of the Salzburg Festival should show how the policy of unrestricted deficit coverage can lead to an outcome inefficient for the society. No particular persons are to blame, for the organisers only act rationally maximising their personal utility. It is rather necessary to remove misleading incentives and to change the conditions under which the subsidies are given, resulting in a drastic change of behaviour by the organisers.

II.2.1.3.2. Subsidies through tax deductions


Government can support the Arts not only with direct monetary expenditure, but also through establishing a fertile framework favouring the prosperity of art life. Among the great choice of possible actions tax expenditure is a quite effective policy to encourage private funding, and a very common one in the Anglo-Saxon countries. It allows that donations to non-profit organisations of performing arts are deductible from income tax both for individuals and corporations. "This increases the willingness to give donations because the cost of giving is reduced."


For the government, on the other hand, costs still arise because of the forsake of tax income. Moreover, this is a rather passive form of subsidising as it takes away practically all influence to the allocation of the funds. At the same time it gives more power to private donors who are absolutely free to decide which arts organisations to support and who may be eligible to impose certain conditions. After all, tax expenditure incorporates the danger, that the ones with higher income gain more influence to the art sector relative to the poorer ones. This would mean a distributional effect in favour of the wealthier.

II.2.1.3.3. Fixed-sum government subsidy


If an art institution is given a subsidy on the sole basis of its existence, we can speak of a fixed-sum government subsidy.
 The amount is unrelated to output, costs or tickets sold. "Such a lump sum subsidy may (at least in the short run) facilitate the survival of a performing art institution which otherwise would have to close down for commercial reasons."
 It is usually granted to newly formed organisations in order to enhance plurality of the Arts. The amount of the grant is not influenced by the output decisions of the recipient, but it is withheld or called back as soon as the group begins to make a profit. Consequently, any surplus causes costs in form of a loss of subsidies, so the incentives to earn profits are rather low. Again, such a policy leads to a behaviour contradicting economic considerations, resulting in the same consequences as in the example of the Salzburg Festival.

II.2.1.4.Possible remedies


As all of the forms of subsidies mentioned above lead to higher expenditures than necessary, society loses utility because the increase in costs of tax expenditure for the Arts is not compensated by the equivalent additional artistic production. In order to achieve an efficient art policy, all unwanted incentives would have to be removed and replaced by incentives for the institutions to only spend amounts necessary for a decent production.


If a theatre is to have an incentive to behave in the authorities' interests, it must benefit from doing so. To elicit an agent to reduce costs, she must be eligible to keep at least part of the saved amount. Similarly, to make a theatre customer oriented, it must be rewarded for attracting visitors. This might be achieved by granting subsidies per ticket sold or by doing a `detour´ via the audience:


Pommerehne and Frey (1989) are enthusiastic advocates of the voucher system, according to which potential consumers of artistic activities are given coupons entitling them to attend performances for reduced admission. The arts institutions would then be subsidised according to the vouchers received by the audience, resulting in a larger say of the population. This way, the arts institutions are induced to take into account the wishes of the customers. Moreover, the ability to keep eventual surpluses removes the incentive to waste, although profits will be limited to revenues from competitive prices. The two authors do make the concession, that also the voucher system does not overcome the problem that filling seats is much easier in large urban areas than in areas with a low population concentration.


One may argue, that the voucher system is obsolete in our case, where we assume the interests of authorities and audience to be aligned and the audience's preferences to be known. However, even in a situation of identical goals, conventional methods of subsidising tend to fail successfully enforcing them, leaving room for the voucher system.


The main reason why arts institutions can claim more subsidies than needed is due to the problem that the authorities do not possess enough information on the real cost situation. If they did, it would be possible to grant exactly the amount that is necessary, and efficient art promotion would be guaranteed. But as this is not the case, they need to set incentives for the arts organisations to reveal their true cost situation.

One way to reward an administrative director for keeping costs low connected with an accurate estimate of future expenditures will be discussed in the following section.

II.2.2. Reporting


The amount of annual subsidies is not `naturally´ predetermined, but the result of a bargaining process between arts institutions and authorities.
 The former apply for a certain sum and the latter have to decide whether or not or how much to grant. The hidden characteristics problem arises because the institution as agent knows more than the authorities, the principal, about the real cost situation, but is not necessarily likely to use this information in the principal's best interest. The principal is interested in receiving accurate cost estimates for the upcoming period in order to plan the budget and the allocation of it amongst the arts organisations. The closer to reality the institutions' reports about the cost situation are, the more efficient the authorities can distribute the available resources. The question however is if the agents are expected to reveal their true cost situation.

II.2.2.1. Incentives for true or false reports


"The bargaining process takes place in the context of an information asymmetry in favour of the subsidy-seeking institution."
 It hands in a report of the estimated costs to the funding authorities, which are not able to ascertain the accuracy of the projected budget. Due to the lack of cost information, the principal cannot sanction manipulated or reward true reports. As a matter of fact, the arts organisations can only benefit from overestimating their costs for two reasons: First, they can never be sure to receive the full amount of what they apply for, so by overstating the sum chances are higher to be given at least the subsidies they really need. There is never a problem of receiving too much; at the end of a period the theatre has to prove that all funds were used purposefully, but it is always possible to inflate costs. Second, the subsidies are granted on the basis of the deficit of past years
, so, a high current report increases the chances to receive large funds in future periods.


As we can see, arts institutions face no incentive whatsoever to reveal their true cost situation to the authorities. As a consequence, they regularly add a certain percentage to the real predicted deficit and inflate their reports. The authorities are aware of that behaviour and almost automatically subtract the alleged mark-up from the application. We might interpret this situation as some kind of equilibrium, but it is not a very satisfying one. The exact sum of necessary funds is not possible to determine, so there is still the danger of paying out too much leading to a waste of tax money, or paying too little putting at risk a whole art project.

The efficient allocation is still not guaranteed. We therefore need to create an incentive for the arts institutions to reveal their true cost situation. This might be done by rewarding the administrative director of an institution for accurate behaviour. For this purpose, we can take the Weitzman Scheme and apply it to the art sector.

II.2.2.2. Weitzman Scheme to elicit a true report


In chapter One we have taken a look at the Weitzman Scheme and how it can elicit a true report from enterprises about the future outcome. It is based on monetary incentives for the decision maker of a firm who receives a bonus for setting a high target and actually achieving it, too. The advantage for the principal of introducing such a reward scheme is that he can to a great extent rely on the agent's report and, besides, encourage an ambitious target.


If we want to apply this scheme to the art sector, we need to put the stress on the variables that are most important for the principal. The authorities need an accurate report from the arts institutions to plan and allocate the available funds efficiently. The amount of the subsidies for each organisation is usually based on its projected deficit. In order to support as many arts projects as possible with limited monetary funds, it is crucial to keep deficits down to a minimum given a certain agreed quality level. With the aid of the Weitzman Scheme the administrative director of an art institution 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 shall be that the administrative director examines carefully the exact cost situation and passes the result on to the principal. Moreover, she shall 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.


To compute the incentives into the formula we have to turn around the performance indicator. Whereas in the original model profit R is to be maximised, we now want to minimise deficit D. D is to be defined as costs minus revenues. In order to minimise reported deficit D~, claimed subsidies need to have a negative effect on the director's wage W, leading to a wage schedule as follows:

W(D~, D) =
F - (D~ + (1(D~ - D), if D < D~
and



F - (D~ + (2(D~ - D), if D > D~ , with 0 < (1 < ( < (2
W  =
wage of administrative director

D~ =
reported deficit

D   =
actual deficit

F   =
initial fixed salary


The employment of such an incentive scheme requires that the administrative director's wage W(D~, D) is determined and paid by the authorities. It is a function of the deficit reported by the director and the deficit actually yielded by the same. 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 (1 of the difference D~ - D to the director. (1 is smaller than ( 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 (2 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 (2 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. This way the available funds for subsidies are possible to increase in future periods to enable an even broader promotion of the performing arts.


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.

II.2.2.2.1. 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 of F might cause severe motivational problems for the institutions, as the feeling might occur to be punished for creating art, whose fate is to require a lot of extra funding, according to the cost disease argument.
 An alternative 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 of its implementation in practise, it shall 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 for 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 arts institutions, so that both the principal's and the agents' goals can be pursued at the same time.

II.3. Concluding Remarks


This chapter has tried to point out the principal – agent relationship between funding authorities and arts institutions. We have taken a look at the parties' presumed goals and their ways to achieve them. As should have become clear, the inefficiencies of the present situation are not so much caused by conflicting goals but result from misleading policy mechanisms.


The section with the incentives of various forms of subsidies has demonstrated why arts organisations are driven to behave against society's interests. Especially the example of the Salzburg Festival has proven that the same artistic result could be achieved at much lower costs leaving in turn room for the promotion of more arts projects.


The last section finally has been looking for a mechanism to overcome the problems of asymmetric information and to reach a possibility for efficient cultural financing regarding our defined goals in the first chapter.


Even though it is a demanding task to improve all the mechanisms that we discussed, the completion of such a mission would still only be a tiny fraction of the complex system of art promotion. Many issues like the effectiveness – addressing the selection of institutions to be supported – of art policy as well as the extent or the justification of public subsidies itself are raised again and again in everyday life of cultural financing, mostly without being answered satisfactorily.


Even after answering these questions and removing all arising difficulties of the funding process itself, there are still numerous barriers for the performing arts lying beyond the control of public influence. The government - at least by statement of the Austrian government - cannot create art as such but only promote existing structures. The framework in which art is embedded is limited through legal, social and economic frontiers, that may obstruct certain artistic visions.


The following chapter with a practical example shall demonstrate how authorities can improve the funding relationship by adapting incentives. At the same time we have to admit that the potential for radical changes is limited, even if incentives through public subsidies are optimised.

III.
Incentive structures with the example of the
Vereinigte Bühnen - Graz


In the first two chapters, we have given an introduction to the characteristics of principal – agent relationships as well as a demonstration of the effects of false incentives for the arts institutions that lead to inefficient art policy. In order to leave the path of inefficient cultural financing, numerous attempts have been made in Austria to restructure the subsidy relationships between authorities and arts organisations. Negative experiences in the past were not necessarily a result of conflicting goals of principal and agents. In most cases, these `conflicts´ were created by the mechanisms of the subsidy contracts. The performing art organisation "Vereinigte Bühnen - Graz" can serve as an example to show how funding authorities can design the rules so as to avoid negative incentives and to provide a fertile ground for efficient production of art.


This chapter will explain how a modified framework for public subsidies to the Vereinigte Bühnen could give an impetus for economic behaviour. After years of regular budget overruns and a declining number of performances, in the year 1990, a new top management took over the leadership with the vision to create a new, flexible and economical theatre of the 90´s. 
 Such a change was partially made possible through the circumstance that the new subsidy contract makes the organisation benefit from economic success.


First of all, we will present the character and the goals of the Vereinigte Bühnen. Then, we will analyse the relationship to the funding authorities, the state of Styria and the city of Graz. Especially, we will see how they have designed the operational framework in order to enforce the pursuit of their goals, by examining the subsidy contract as well as the operating directions, whose literal translation can be found in the appendix.

III.1. What are the Vereinigte Bühnen Graz?


The Vereinigte Bühnen Graz are a regional theatre association which were founded in 1950 by the city of Graz and the province of Styria. The VB (Vereinigte Bühnen) Graz cover a series of genres like comedies, tragedies, operas, operettas and ballet. They call themselves a repertoire theatre publishing around 30 productions each season.


The VB contain five stages of whom three are used on a regular basis. There is the opera with 1300 seats, the theatre with 550 seats and the so called “Next Liberty” – a stage with plays especially for a younger audience – with 300 seats. The “Kassematten” on the Schloßberg of Graz are used mainly in the summer for extraordinary performances. The “Orpheum” is a stage which is solely administered by the VB. They do not produce own performances there, but rather give various artistic groups the opportunity to perform. Every surplus of the “Orpheum” exceeding a certain amount has to flow back to the authorities.

III.1.1. Legal structure


The VB were founded as a “Gesellschaft Bürgerlichen Rechts”, that is an association according to civil law without proper legal personality. The official representative board of this association is the theatre committee consisting of 12 members, mainly politicians or officials. Its rights of authority may be transferred to the administrative director, the artistic director and the technical director, who decide upon day to day questions. Similarly, questions of personnel are reserved for the top management. Despite the fact that the VB Graz are a public theatre, they can run their institution rather independently.

III.1.2. Goals of the Vereinigte Bühnen Graz

The VB announce three sets of goals as quoted down below:

1) "The performance goal to produce artistically valuable theatre [sic] performances in high numbers. The achievement of a most distinct artistic quality is the most important performance goal of the VB, as the public patrons, whose subsidies are responsible for the existence of the theatres, have the right to see the mission for culture and education completed."

2) "The second set is a formal goal, financial equilibrium through economical production. Rising financial constraints give more weight to this formal goal, even if it is not the job and the purpose of the VB to dedicate themselves to the entertainment industry according to current market trends and opinion polls out of commercial aspects."
 

3) "It is also important, that the performance goal as well as the formal goal can only be achieved, if individual goals like obtaining a high position in the hierarchy or artistic self realisation, the self understanding of the individual person, but also the regional identity of the city and the state are respected."

These are the goals the VB officially announce. Whether they represent the true objectives of the management and of all the staff members, cannot be said. Does the administrative director, for example, really pursue these goals personally or is it just a facade to maintain a good image? First, let us assume that the stated goals do indeed represent her true preference scheme. She may very likely really consider it an accomplishment to produce good performances and establish a high reputation for the VB, and that is nothing to be accused for. Moreover, it may yield personal utility to secure the jobs of 600 employees or to lead the VB to being a profitable enterprise. Secondly, we could be incredulous and suspect that, in reality, the administrative director has pure materialistic goals: A high personal income, a secured future and a respectable position. Then, she will have to act in favour of the people that decide upon her employment. This is done by the committee, who evaluates her performance. Therefore, the administrative director faces a repeated game, where present actions have consequences for the future. In short, she has to obey to the conditions if she wants to keep her job over time. Otherwise, she will be fired if she exceeds the budget substantially, authorities will threat to take back subsidies if performance goes down, and from many parties she will get in trouble if artistic standard decreases too much. Whatever her initial preferences are (as long as one preference is to keep her position), she is likely to have an incentive to pursue these three goals from the official statement. Any deviation above a certain level will do harm on the long run.

III.1.2.1. What is behind these goals?


The first goal is the standard outreach for quality which most subsidised arts institutions share. The objective to enlarge the number of performances may conflict with economic goals, especially if the marginal costs of one performance exceed marginal revenues. Besides, through the quantitative goal of the management, another layer of principal – agent relationship occurs, as a full schedule may conflict with the social claim for more free time for the employees of the theatre. In our investigation, however, we will not dig any further into this problem.


The economic mission is a somewhat `forced´ goal, because the compliance with the given budget is a condition to keep the position of administrative director. But also out of their own interest, the VB want to make better use of their resources, strengthen their own sources of income and operate profitably, as budget cuts from public side are getting more and more striking, especially in the cultural sector (even though their specific subsidies are secured by contract). The attempt to improve the cost situation is seriously impeded, however, by the cost disease and by social concessions to unions and various privileges in the theatre sector.


The third goal is very blurred and leaves much room for interpretation. It might just represent the interest of the VB to obtain a high prestige and to be compatible with the image of the area where it is embedded. Such a wide goal surely is hard to transform into precise action statements and even more difficult to evaluate. In practise, it may mean that the VB are eager to support the status and the ideals of the city of Graz and the state of Styria.

III.1.3. Sources of Income


The VB receive income from four sources: Ticket sales, side income from performances, other sources and subsidies.
 A quarter of their budget is generated on the private market. Revenues beside ticket sales come from programme sales, wardrobe fees, renting out clothing, cafeteria, advertising, TV royalties and from renting out the infrastructure. To a small extent the VB receive money from donors and sponsors.


The public subsidies of 330 million Schillings plus a private income of 100 million Schillings amount to the current budget of 430 million.
 The annual subsidies are regulated through a contract between the state of Styria and the city of Graz.

III.1.4. Taxes for the VB


As the VB are considered an institution that serves the community, they are exempt from trade taxes, an indirect form of subsidies. However, they are subject to the VAT, as the VB are an entrepreneur according to §1 UstG 1972 (Value Added Tax Law). But as they produce performances according §10, they are subject only to 10% instead of 20%. The second kind of taxes the VB have to pay, is a contribution according to the “Familienlastenausgleichsgesetz”
 ( a law for the financial compensation of families) because of their enterprise status.

III.2. Contract between State and Community


The initial agreement dates back to the year 1964, when the state of Styria and the city of Graz signed a contract for the mutual operation of the Philharmonic Orchestra of Graz. In 1965, the agreement was changed to a contract for the mutual operation of the theatre institutions. In 1973, a theatre committee for the Vereinigte Bühnen Graz and an orchestra committee for the Philharmonic Orchestra of Graz were added. In 1985, the Styrian parliament agreed to a new contract between the city of Graz and the state of Styria, which should secure the financing of the VB on the long run.


This contract was signed open ended and with a period of cancellation of five years.
 The purpose of the institution "Vereinigte Bühnen" is to carry out productions of theatrical or similar performances in Graz and various places in Styria.
 Both the state of Styria and the city of Graz get charged for financial deficits, however – unlike the Salzburg Festival, their subsidies are not based on the arisen costs, but rather predetermined by § 19.


The official body to run the VB is the theatre committee whose members are appointed by political parties. The committee is the official representative and has all the rights that arise from the legal property of the VB.
 In reality, its main task is to appoint the top management, the artistic and the administrative director and to monitor their leadership.
 The two directors are free to decide in day to day concerns, questions of personnel and upon the disposition of the budget, subject to the approval of the committee.


As both authorities are interested in the continuation of the existence of the VB, they agreed in §16 that the party which does not renew the contract, has to offer all her assets to the continuing partner without a compensation. This clause should create an even stronger commitment to supporting the VB and make the contract valid for a situation beyond the current political constellation.


The subsidies were agreed to be granted according to a predetermined subsidy scheme. As through the public grants, all the costs for personnel are covered, the contract provides an annual augmentation of the sum according to the salary raise of a state official.


In §20, the authorities agree to take care of insurance and reconstruction of the buildings dedicated to the VB. This clause reminds a little of the issues concerning principal – agent relationships in the insurance industry.
 As the VB are not held responsible for damages due to fire, there is no incentive for them to take especial preventive care. This circumstance might even lead to a situation of moral hazard if, for example, they could not effect a renewal of an old part of the theatres and knew that a fire would lead to a reconstruction of the part in question. However, there is a clear order to the technical director to take all precautions for the prevention of fire.


To conclude, the contract for the mutual operation of the VB between the state of Styria and the city of Graz represents a very stable subsidy contract with fairly clear conditions. This contract secures the long term contribution from the public authorities and limits the possibility of public influence to an observing and monitoring status.

III.3. How the authorities can take influence into the behaviour of the VB


The state of Styria and the city of Graz pursue certain goals with the subsidising contract with the VB. To secure these goals, they can regulate the behaviour of the VB either directly by force and strict control, or indirectly by setting incentives that reward favoured behaviour.

III.3.1. Influence through directions


One way to ensure that the public subsidies will be used in the manner desired by the authorities is to give fairly precise directions towards the executives of how to operate the VB. Artistic and administrative as well as the technical director are limited in their discretion through task lists and strict directions.


Such directions mandate a certain behaviour with the threat of sanctions in case of disregard. To be effective, the directions require the behaviour to be observable and the principal must control the agent's decisions. This may cause monitoring costs, or in some cases it might even be impossible to ascertain the exact behaviour (even more so thoughts or intentions) of the agent. The quality of a specific direction would have to be determined by the relation between the higher degree of goal achievement and the costs of control. In our analysis, however, we will not assess each method in its full extent.

III.3.1.1. Directions to provide the control of the authorities


Despite a substantial freedom for the executives of the VB to operate the institution, the authorities still want to maintain a certain level of control. The first step is subsequent control: To enable an evaluation of the economic performance of the VB as a subsequent control, the authorities claim a detailed balance sheet and an income statement at the end of each period.

The authorities also want to take influence into current decisions. In order to avoid a misleading price policy (like in the example of the Salzburg Festival) the directions make the ticket prices subject to approval.

III.3.1.2. Directions for economic behaviour

To ensure economic behaviour all three directors are mandated to adhere to their budgets. The directions for financial administration and the economic management
 state explicitly that the VB must comply with the annual budget determined through §19 (5) and (6).


To ensure saving behaviour of the VB the directions contain various clauses which require that human resources are employed efficiently, so that no extra workers need to be paid. Props and costumes are to be produced by the staff of the VB, the artistic ensemble is to be used at a sufficient extent, and long hours for technical personnel shall be prevented in order to keep costs down.
 To provide an efficient workflow the technical director is mandated to work out organisation plans for performances and rehearsals and the workshops.

Besides, the directions point out the general possibilities of saving, rationalisation and modernisation. Such a directive, however, is quite weak, as it does not give precise implications.

III.3.1.3. Directions that shall limit the danger of losses


Directions to formalise decisions and actions with financial implications shall make outlays and costs more transparent. Therefore, the administrative director must permit all expenses and keep record of all financial liabilities.
 Extra performances that lead to a loss may not be carried out independently, but are subject to the committee's approval.

To provide that an eventual budget overrun is observed early enough in order to set appropriate actions, the directions mandate to inform the authorities immediately if the budget has to be exceeded.


In order to avoid that their successor has to take the burden of a disadvantageous decision, the executives must not set actions whose implications go beyond the duration of their contracts without the committee's approval.
 Two or three years after signing a contract, the committee decides upon an extension of the contract to enable long term dispositions.


The directions ask the artistic and administrative directors to decide in consensus. This forces them to co-operate and may avoid independent actions that are not compatible with each other and would lead to inefficiencies.

III.3.1.4. Criteria for the schedule

Many arts institutions claim that art politicians have no clear criteria what conditions an institution must fulfil in order to be subsidised. The VB receive guaranteed subsidies each year, but their schedule is subject to approval of the committee. To prevent that the artistic director is subject to the arbitrariness of the theatre committee, her directions contain clear criteria according to which a schedule is considered approved.
 This limits the influence on the contents and gives the artistic director some sort of a guidline. The criteria shall ensure the compliance with certain standards regarding quality, quantity and popularity amongst the audience.

III.3.1.5. Directions to ensure further goals


One of the goals the state of Styria pursues with the promotion of art is certainly to make art accessible for the entire Styrian population. To ensure a provision with art for the whole province of Styria, the directions for the artistic operation
 mandate an appropriate play schedule to enable at least 50 guest performances throughout the province. Otherwise, the VB would face little incentive, as such performances are neither likely to be economically profitable nor to enhance the prestige of the VB among the art elite.

The city of Graz is interested in creating a vivid cultural scene to increase the value of the region regarding economy and tourism. In order to make Graz an attractive city for tourists as well as for citizens, especially on the weekend, the directions provide performances every Friday and Saturday.


As the authorities are the official owner of the properties, they are interested that care is taken during the operation. Under III.2 we have already mentioned possible false incentives in connection with §20 which shall be outweighed by the direction to the technical director to take all precautions for the prevention of fire and to adhere to all security policies.


Beside those clear orders to the management of the VB, whose fulfilment is mandatory in order to keep the employment, there are certain issues that are left to the institution itself in order to achieve a satisfying outcome. Nevertheless, the behaviour of the management can be steered through rewarding certain results.

III.3.2. Influence through incentives


In the following section, we will discuss the effects of various incentive mechanisms and their possible advantages or shortfalls.

III.3.2.1. Period of cancellation


The contract for the mutual operation of the VB has a period of cancellation of five years, making the agreement less vulnerable to sudden political changes. Both the state and the city can rely on each other's contribution for a longer period of time. The VB have the advantage to be able to plan with a wider horizon. As artistic productions require long term planning and disposition, the VB have more security to realise their projects. Also employment contracts for both the administrative and the artistic director are signed for a period of five years. This gives them an incentive to be long term oriented rather than seeking for short term effects. However, the executives must not make dispositions that go beyond their time of contract.


The negative side effect for the authorities is, that their budget available for art funding is less flexible. Fixed sums are annually reserved for the VB, leaving little room to include new arts organisations into the public financing plan. On the other hand, the commitment to pay out subsidies each year increases the chances for the arts authorities to receive a budget from the government that is high enough to serve the needs of the art policy plan.

III.3.2.2. Annual augmentation of the subsidies


According to §19 of the contract, the public subsidies are to be raised each year by a rate equal to the increase of personnel costs. Costs for employees amount more than 80% of the overall budget
 and have to be raised in line with the salary of a state official. In order to enable the VB a consistent production despite the increasing liabilities, the funding authorities agreed to cover these additional charges.


This is certainly a huge block of costs that turns all other costs, e.g. for material, technology or royalties, into a diminishing number. It indicates at the same time, that there is very little room for a reduction of costs if the entire budget for personnel is exempt. Even a 10% cut in material costs, which the VB are currently aiming for, will hardly show any recognisable effects as far as the overall financial needs are concerned.


The way public subsidies are set up, it looks like the authorities pay for the personnel of the VB, i.e. the staff members equal official employees. Apparently, the authorities are willing to take care of their salaries. In such case, the executives of the VB have neither an incentive nor the power to decrease wages. No incentive because the wages are financed externally and paying out less salaries would most probably lead to a reduction of the subsidies by the same amount. No power because both unions and the authorities themselves would actively defend the current wage system.


Keeping in mind the immobility of such a big share of the budget, we have to say that the potential for saving is very little. Even through the numerous incentives for economic behaviour, the authorities will not be able to achieve substantial improvements if personnel costs are left untouched. Also the attempt to link the subsidy raise to performance as described under III.3.2.6. is insufficient regarding that matter.


For the VB, however, the commitment to raise subsidies, is certainly advantageous. Because of such a precise key to determine the annual subsidies, there is no necessity to bargain about the sum, and the VB can predict what it will be in the future. The negative aspect is, as we already noticed, that they will receive the raised sum disregarding the possibility of lower costs in other areas. The VB might be able to purchase cheaper material or save on other positions, but they will still claim to be granted the increased subsidy. As they can only gain from achieving a higher budget, they have no incentive to reveal their true cost situation to the authorities.


We have to take into consideration, however, that a higher budget may not necessarily lead to a waste of money, but may as well be used to increase artistic supply which society benefits from. In such a case the same financial input (in real terms) can lead to a higher output due to more efficient employment of the resources.

III.3.2.3. Disposition of the budget


Unlike many other publicly subsidised arts institutions, the VB are eligible to dispose freely over their budget. The otherwise used principle of specificity
 which requires to use subsidies only for an exactly predetermined purpose, does not come to power in the contract with the authorities of Styria and Graz. The VB are even allowed to take surpluses from, e.g., the theatre and use them for the opera where it may urgently be needed. This way, the public administration leaves much freedom to the VB and reduces bureaucracy by paying out one overall subsidy. The shortfall from the point of the authorities is that they have much less control over the appropriate expenditure of the grants, as unneeded means can more easily be cached as costs.

III.3.2.4. Deviance from the budget


The management is eligible to exceed the estimated budget by 3% of the annual subsidies or to keep a surplus up to 3%, leaving future subsidies unaffected.
 This means a big incentive to save, as it does neither reduce current nor successive subsidies. Moreover, the VB have the possibility to save up for larger and more expensive arts projects. With agreement of the theatre committee the VB can even build up more reserves.

III.3.2.5. Layoff


The contract for the new management in 1990 provided that a budget overrun beyond 3% is a reason for layoff.
 This certainly gives a strong incentive to stay within the budget as sanctions are drastic. Indeed, between 1990 and 1997, no budget overrun had to be observed, whereas before this arrangement regular additional deficits had to be covered by the public purse.

One may fear that such a striking incentive might cause the administrative director to overemphasise the issue of costs and rather neglect the quality issue; however, in practise, the danger of a too little quality orientation is not very high.
 Moreover, in the case of the VB, the institution is lead by both the artistic director and the administrative director who have to act in mutual consensus. And as the artistic director is mainly responsible for the artistic quality, she can be expected to be concerned about a decent quality.

III.3.2.6. Relevance of ticket sales for subsidies


According to §19 (5), the VB receive 10% of the revenues from ticket sales in addition to the subsidies of the successive year. This clause, however, made only flexible what used to be a fixed subsidy increase before 1985. At that time the wage increase for personnel amounted about 10% of the revenues from performances and orchestra. Through the new contract the automatic raise in subsidies was partially substituted by an incentive to `earn´ the additional labour costs.


Nevertheless, this mechanism represents an incentive to attract visitors, as every increase of the audience size leads to a higher disposable budget. Unlike many other arts institutions, the VB do not have to fear that good results lead to lower subsidies in the future, but they actually enlarge the budget and might enable a higher number of performances.

The negative aspect of such an incentive may be that the primary goals are shifted from artistic quality to popularity and economic success. This might have led to the production of works that are very popular amongst a broad audience but cause critics to question the artistic standard, like musical performances during summer months.

If we let our thoughts theoretically travel even further, we could imagine a situation that is somehow the contrary of a vicious circle: With more subsidies the VB could increase their potential of attractive productions yielding more revenues which in turn lead to a higher basis for successive subsidies. One time, they might reach a point where the public support is way beyond an efficient level and the subsidies cannot be spent to increase the number or quality of performances anymore, but are rather used to pursue the institution’s secondary goals that do not match with those of society. In reality, such a circumstance is not very likely to happen, though, as the potential increase of visitors is very limited. In order to enlarge their number, however, there is also another incentive, rewarding the administrative director personally:

III.3.2.7. Bonus for the administrative director


There is also a personal incentive for the leading management to achieve economic success: The administrative director receives a bonus if the amount of paying spectators lies 5% above the average of five years, given that the budget is not exceeded. In that respect, she has a private benefit from a most efficient operation of the VB and an extension of their services. Again, this incentive might tempt her to design the schedule in a way, that more plays are put on stage that are popular amongst a broad audience and promise to attract more spectators. But as we already stated in III.3.2.5., scheduling decisions have to be made in consensus with the artistic director.

III.3.2.8. Revenues


§21 provides that all revenues alongside the performances can be kept by the VB. The opportunity to gain extra income without losing subsidies gives them an incentive to market themselves with economic orientation. They will tend to run bars, wardrobe, ballet school or renting services profit oriented, leading to a better service for the audience.

III.4. Concluding remarks


This chapter should have given an example for designing a principal – agent relationship in an incentive compatible manner. The funding authorities do have the opportunity to design a subsidy contract in a way that their interests are served by at the same time letting the arts institutions pursue their own goals.


The new characteristics of the relationship between the VB and the funding authorities have led to a change in both behaviour and attitude towards an artistic enterprise. The VB face a strong incentive to behave in the principal's interest, which gave an impetus to undertake interior changes and to restructure the VB towards an efficient organisation with the goal to finally overcome the myth of the contradiction of art and business. This new model of subsidising and leading an art organisation has been referred to as "Grazer Modell" throughout numerous discussions on art financing throughout Austria.


The state of Styria and the city of Graz have enforced observable issues through directions to lead the VB and through task lists for the executives. Regarding issues where the authorities have too little competence, they leave the decisions to the VB, but steer their behaviour towards favourable actions via creating incentives. There are still some incentives or policy issues with negative side effects, but in general, the parties succeeded to remove a great deal of false incentives.


This chapter has discussed the framework for the operation of the VB on the basis of the contractual relationship to the funding authorities. The implication of this framework for the inner-organisational structure or the restructuring process is extensively documented by Klumaier (1998).

APPENDIX TO CHAPTER III

A1. Contract between State and Community

· §1: The validity started 1/1/1985 as an open ended contract. The cancellation of either party has to be announced five years in advance.

· §2: The legal structure represents a "Gesellschaft Bürgerlichen Rechts" obeying §1175 ABGB; task: carrying out theatrical or similar performances in Graz and various places in Styria.

· §3: Styria and Graz get charged for the financial deficits in the relation 55% to 45%. They have to make an attempt to obtain a financial contribution from the Austrian government. These subsidises and various donations have to be accounted for the Vereinigte Bühnen at full extent.

· §5 (1): The committee to run the VB is composed as follows:

a) 3 members appointed by the state of Styria (including cultural and financial officials)

b) 3 members appointed by the city of Graz (same constraints as above)

c) 4 more members, two appointed by Styria, two by Graz.

· §5 (2): 2 more members according to a proposal of the 3rd strongest party in the Styrian parliament.

· §5(3): The Chairman of the committee is appointed for 4 months, alternatively by Graz and Styria.

· §5(6): The committee has to meet at least once a month between September and June.
· §6(2): Tasks of the committee:
* appointing the administrative secretary, the legal advisor, the artistic executives (artistic director, conductor, dramatic director), the administrative director, the technical director and assistants
* approval of the estimated budget

* deciding upon organisation plan, ticket prices, orchestra, approval of the schedule of the VB, voting for the annual balance sheet, voting for various reports, voting for actions of maintenance, improvement and construction beyond the normal budget for these purposes, etc.

· §7(1): Transfer of competencies:

The committee can transfer its tasks, decisions or representation rights to the chairman, legal advisor, artistic director, administrative director, technical director or to single members of the committee.

· §7(2): The tasks of those executive bodies have to be specified in directions.

· §12: Appointing positions:

The administrative director is appointed due to a recommendation of the state government, the substitute is recommended by the city.

· §13: Financial control:

Both parties agree upon a financial control through the Landesrechnungshof and the Kontrollamt of Graz.

· §15(3): Movable assets:

All present and future movable assets are declared to be shared property of both parties.

· §16: Cancelling the contract:

If the agreement for the mutual operation of the VB is not continued, the cancelling party has to offer her assets to the continuing partner without a compensation for the purpose of the operation of the theatres.

· §19: Subsidies:
(1) The authorities agree to submit an annual subsidy to the VB each year.

(3) Each year subsidies have to be augmented by a rate equal to the wage raise of a state official.

(4) The committee decides upon the use of a surplus or the coverage of a loss.
(5) In addition to the regular subsidies the authorities agree to award 10% of the revenues from services of the VB and the orchestra as additional subsidy. Two thirds are meant for the VB, one third for the orchestra.

(7) Subsidies are raised in cases of additional charges due to legal changes.

· §20: Insurance and reconstruction:
(1) The city of Graz has to insure her properties and – in case of fire – take over their reconstruction.
(2) The state of Styria does not insure her objects, but also has to restore their properties in case of fire.

· §21: Further revenues:
Revenues of assets brought into the VB can be kept by the VB (rent for the bar, wardrobe, ballet school, business space etc.).

· §23: Forsake of fees:
(2) The authorities renounce most of eventual fees that would otherwise have to be paid by the VB.
A2. General directions for the operation of the VB

A2.1. Directions for the artistic operation

1. The artistic director has to submit the play schedule and the artistic job list for the consecutive year by March 1st each year.

2. Deviations are to be prevented and must be announced to the committee as soon as possible beforehand. The schedule must contain productions that are apt for guest performances in other Styrian communities in sufficient number (sufficient means more than 50 performances). Number and locations of guest performances must be announced by November 30 each year.

3. The scheduled should be designed in a manner that every Friday and Saturday a performance in both the opera house and the theatre takes place. Moreover, first nights should not take place during semester holidays.

4. The manufacturing of the props and the costumes generally should be taken care of exclusively by employees of the VB.

5. The artistic disposition must be in a way that,

a) the artistic personnel is kept busy to a sensible extent,

b) an ensemble is formed and guest employments are limited to the necessary number,

c) overloads for the technical personnel are thoroughly prevented.

6. The VB are supposed to contribute to the festival "steirischer herbst"
. The artistic direction has to announce which productions of the schedule are to be performed within this festival. Those projects are produced with the means of the "steirischer herbst". The guidelines and contracts for the co-operation between the VB and the "steirischer herbst" have to be carefully watched.

A.2.2. Directions for the financial administration and the economic management

1. The budget forecast must be set according to the contract and must not exceed the yearly subsidies according to § 19 (5) and (6) plus the revenues from the preceding season. A deviating forecast has to be justified separately.

2. As the yearly augmentation of the subsidies is linked to the increase of the salary of a state official of class V/2, the financial management has to agree upon the expected raise with the financial officials
 of the city of Graz and the state of Styria. The amount of expected subsidies have to be announced to the financial and cultural sections of the city of Graz and the state of Styria by June 30 each year. The expected budget on this basis must be permitted by the theatre committee. The management must consider the real amount of the subsidies for the expected budget. A difference between the expected and the real subsidies or the need for an additional coverage of expenses must be announced in written form to the authorities.

3. Together with the expected budget an organisation plan for the technical and administrative personnel as well as an application to set the ticket prices have to be submitted to the committee for permission.

4. The forecast of the expected budget must also take into consideration current revenues and the time of the transfer of all subsidies.

5. All expenses in detail of the budget forecast may only be planned if the administrative director or a representative confirms their coverage. For that purpose a record of all financial liabilities must be kept. The administrative director has to supervise the commitment to the expected budget, she may appoint a person responsible for each cost centre.

6. The budget may be shifted between all cost centres, but is subject to the permission of the administrative director.

7. If the expected budget has to be exceeded due to unforeseeable reasons, the committee has to be informed immediately. The reasons have to be numerically and verbally explained.

8. A detailed balance sheet for one period (September 1st to August 31st) must be completed by October 30 each year and submitted to the committee.

9. Together with the balance sheet the management has to submit an income statement and an overview of the assets, obeying to the guidelines of the VB.

10. Planned guest performances of the VB and the Philharmonic Orchestra Graz have to be reported to the committee. If they cannot be carried out without a loss, the calculations have to be verifiable and the projects are subject to the committee's approval.

11. Saving, rationalisation and modernisation possibilities and the necessary advertising have to be carefully taken into consideration.

12. If needed, the artistic and the administrative director must suggest possible modifications of the subscription system towards the committee.

13. They also have to suggest changes in the policy for free tickets.

14. On the basis of mutual consensus between the artistic and the administrative director, they may deviate from the annual budget up to 3% of the yearly subsidies.

A3. Tasks of the executives

A3.1. Tasks and competencies of the artistic director

1. The artistic director is endowed with the artistic leadership of the entire VB and represents the VB in all artistic concerns. She is employer of the artistic personnel. All dispositions going beyond the duration of her contract require the committee's approval.

2. When working out the schedule she has to consider various contracts with directors, chief conductors and all contracts subject to the committee's decision. All contracts with artistic employees and members of the Philharmonic Orchestra are subject to the approval of the administrative director.

3. All decisions that have financial implications are subject to a consensus with the administrative director.

4. The schedule is to be considered approved if the following conditions hold:
a) Compatibility with the orders for artistic operation

b) Mission statement by artistic and administrative director for the entire schedule as well as for each production containing artistic goal, number of estimated performances, audience attendance, revenues and monetary framework. This report for all stages has to be submitted to the committee by no later than February of the precedent period.
c) At least 160 performances in both opera and theatre and at least 130 performances in “Next Liberty” in one period.

d) Between six and nine new productions on the main stage of the opera. Between nine and eleven new productions on the main stage of the theatre. Between six and nine new productions in “Next Liberty”.

e) Schedule designed in a manner that the number of paying visitors amounts at least 140.000 in the opera, 70.000 in the theatre and 30.000 in “Next Liberty” in one period.
f) The estimated revenues have to equal the amount reported in the expected budget.

If these conditions do not hold, the schedule is subject to the approval of the committee.

A.3.2. Tasks and competencies of the administrative director

1. The administrative director is endowed with the economic leadership of the entire VB and she represents the VB in all economic concerns. She is employer of all members of the VB except the artistic personnel.

2. She has to work out the expected budget, the balance sheet and, together with artistic and technical director, the organisation plan. She is responsible for all those reports and has to make sure that financial implications do not go beyond the expected budget.

3. She has the right to deny approval for all dispositions that do not seem economically sensible. She has to announce every possible budget overrun to the committee and the financial officials of the authorities.

A.3.3. Tasks and competencies of the technical director

1. The technical director is leader of the entire technical operation of the VB including the workshops. Moreover, she is responsible for the adherence to all security and fire policies and for the prevention of fire. Subject to the supervision and the orders of the administrative director, she is employer of the technical personnel. Furthermore,

- she is financially responsible for the budget subject to her disposition,

- she is supposed to contribute to the schedule design regarding technical possibilities,

- she has to work out organisation plans for performances and rehearsals as well as the workshops,
- she is responsible for the completion of all props on time,

- she is the technical leader for all decoration and lighting rehearsals,

- she has to work out a schedule for the technical personnel.

2. She is responsible for maintenance and other constructing dispositions in the range of the financial means foreseen by the theatre committee. All of these actions require the approval of the administrative director.

In general, the top management has to give a report to the theatre committee regarding all important issues affecting the VB. Also, all deviations from previous reports have to be announced, so that the committee has an overview of the situation of the VB at all times.

IV. CONCLUSION


This paper tried to portray the relation between issues of art policy and the behaviour of performing arts organisations. Employing the principal – agent theory we showed that the funding authorities can actually influence the decisions of arts institutions to a great extent by setting or altering the conditions for subsidies.


The first chapter gave an introduction to the principal – agent theory, focussing on the problems of hidden action and hidden information. We analysed the necessary conditions for the agent to supply working effort and found a possibility for the principal to design an incentive compatible contract that allows the agent to maximise her own utility by at the same time yielding the highest profit for the principal. We also dealt with the question of how to overcome the problem of hidden information. On the basis of reports to the principal we presented the so called Weitzman Scheme as a mechanism to obtain a true report from the agent.


Chapter two was concerned with the consequences of art policy through the incentive structures, either unintentional or deliberately in order to support the goals of art promotion. Besides, we examined why arts institutions claim to receive high subsidies and why their attempts to keep the deficit low are rather modest. To give an example how false incentives can lead to extreme mismanagement, we explained the subsidy mechanism in the case of the Salzburg Festival. An improvement of the principal – agent relationship between authorities and arts institutions requires incentive structures that make an organisation better off when pursuing the authorities' goals and worse off when violating them. One example for such a mechanism is the Weitzman Scheme which could be used in the art sector to elicit an accurate estimate of future deficits. Unfortunately, this incentive scheme would be very hard to realise in reality due to the isolation of the director's salary from the overall budget of the art institution.


In chapter three, we looked at the relationship between the Vereinigte Bühnen Graz and the funding authorities, as they have made an attempt to remove a great deal of the false incentives. We analysed the various clauses of the funding contract that should favour the pursuit of the goals of the authorities, and found a few incentives that encourage efficient use of the resources, but also some that might lead to unintended effects. The major result of the new contract was an increase in performances which can be attributed to a more efficient art promotion given that high artistic output is a substantial goal of the authorities. Even though budget overruns could be avoided, the absolute costs for the authorities did not decrease.

In general, it seems to be difficult to reduce costs of art policy even with optimal incentives. As we have observed, all orders to pay back unneeded subsidies cause arts institutions to fully spend the available financial means. Therefore, most incentive schemes that are supposed to elicit economical behaviour of arts institutions are based on the possibility for them to keep the subsidies. Consequently, the authorities will still have to pay out the same amount of money. The positive effect will mainly be limited to a more efficient use of the resources.


One possibility to encourage saving behaviour would be to employ the Weitzman Scheme. The expected reward for the administrative director gives an incentive to keep costs low. The striking disadvantage, however, is, that the director's salary would be paid by the authorities, bringing her close to an official employee. This would most likely lead to a very strong governmental influence on the art world, maybe even including the possibility for the authorities to recruit the executives themselves. Such a situation would take away a great deal of independence from arts organisations, and the principal – agent problem would be shifted to the administrative director as principal representing the authorities and to the employees as agents. Consequently, all decisions would indirectly be taken by the government, requiring a lot of competence and responsibility regarding the contents of artistic production. This, however, is exactly the contrary of what we assume to be desired by both artists and society, and probably even by the politicians themselves. It should be the goal of art policy to establish a fertile framework, but to leave the actual production of art to the artists.


We may draw the conclusion that the main focus of improving art policy should be set on a more efficient use of the available funds. An absolute reduction of costs of funding can only be achieved in extreme cases such as the Salzburg Festival.


It is definitely worthwhile to discover more possible incentive schemes to encourage the arts institutions pursuing the goals of the authorities. This certainly requires a clear statement about the objectives of art promotion, making a further discussion about the quality issue inevitable. Unfortunately, the determination of quality and a transparent selection process of organisations to be subsidised are one of the major problems of cultural financing in practise. Therefore, it is questionable whether it is possible to state clear objectives for the promotion of the Arts, which are crucial, however, as a basis to assess the efficiency of art policy.
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