Corporate Ownership eI Control / Volume 3, Issue 3, Spring 2006

MANAGERIAL DISCRETION IN NON-PROFIT ORGANIZATIONS: AN
APPLICATION TO SPANISH WORK ACCIDENT MUTUALS

Eugenia Suarez Serrano*
Abstract
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1. Introduction

The problems of managerial discretion that are usu-
ally studied in the field of corporate governance can
also arise in other types of organizations in which a
delegation of the capacity of decision occurs. This
article analyses the possible existence of managerial
discretion in Work Accident and Occupational Di-
sease Mutual Insurance Companies (MATEPS),
entities of a great economic and social significance
in Spain.

MATEPs are voluntary associations of employ-
ers, which act as collaborating entities of the Social
Security in the carrying out of occupational risk
insurance’. They are financed by compulsory em-
ployer’s contributions and, as a counterweight, offer
to the associated companies a comprehensive service
that includes: (i) preventive measures; (ii) health care
for workers affected by occupational accidents and
diseases; and (iii) monetary compensations in case of
incapacity, disability or death. Because they manage
public funds, the functioning of the MATEPs is,
moreover, subject to strict and exhaustive controls

This sector, originally highly diffused and of a
marked regional and sectoral nature, has experienced
an intense process of realignment and concentration
in the last decade, propitiated mainly by the tighten-
ing up of constitution requirements. In a short period,
two out of three MATEPSs disappear, allowing nearly

! The insurance of labour contingencies is compulsory; however,
employers are free to choose between the Social Security and
MATEPs. Now, the whole market is practically controlled by the
latest.

thirty better prepared entities and of a greater geo-
graphic implantation to assume the new competences
conferred on by the Social Security (Suarez and
Ventura, 1999). Likewise, the government intro-
duced, some years ago, a new Regulation of Collabo-
ration> aiming to rationalize the MATEPs govern-
ance.

The paper first approaches, from the Economy
of the Organizations perspective -Transaction Costs,
Property Rights and Agency- the economic rationale
of non-profit organizations and of the MATEPSs, in
particular. Next, we study and discuss in detail the
MATEPs and their external and internal governance
mechanisms to, finally, draw a series of conclusions
regarding the degree of managerial discretion in
these entities.

2. Economic Analysis of Non-Profit Sec-
tor

2.1 Economic Rationale of Non-Profit
Sector

The non-profit organizations (NPOs) coexist with
for-profit and the public sector. However, fixing the
limits that separate such organizations from the rest
is not an easy task; although private, they actively
collaborate in the aiming of public objectives. Thus,
the NPOs are set in the so-called Third Sector® con-

2 RD 1993/1995 December 7, in substitution of RD 1509/1976,
May 21.

% The Third sector delimitation is in many cases confusing, as this
term, of Anglo-Saxon origin, tends to be used as a synonym of the
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text, as a residual group of neither capitalist nor state
organizations (Mertens, 1999). However, what
makes an organization be non-profit? According to
Hansmann (1980), the NPOs differ in the following
characteristics: a) they are not allowed to pay their
surplus and b) their functions are limited to certain
activities.

The importance of this sector to the economy is
not questionable, since, from the eighties, its contri-
bution to the Welfare State is increasing. However,
which have been the causes that lead to this expan-
sion? In other words, which is the economic ration-
ale underlying this mixed form of transactions gov-
ernance? The three theories taking part in the so-
called Economy of the Organizations -Transaction
Costs, Property Rights and Agency- will help us to
explain the emergence of the NPOs®.

According to the Transaction Costs Theory, only
those organizational forms, which reduce the trans-
action costs derived from the asymmetries of infor-
mation, will survive (Williamson, 1975). In this way,
Hansmann (1980) suggests that the origin of the
NPOs is based on the ‘contract failure’ associated to
certain transactions. In his opinion, these organiza-
tions arise when a separation between the purchaser
and the beneficiary takes place, when strong invest-
ments in specific assets -which generate conflicts in
the appropriation of quasi rents- are required and/or
when the characteristics of the product -complexity,
intangibility, multidimensionality - make its evalua-
tion difficult. Under these circumstances, the donor
or the client, facing possible opportunistic behaviour
from the suppliers of such services, may choose a
NPO to compensate the problem of asymmetric
information (Weisbrod, 1988). Although, corpora-
tions own mechanisms to protect buyers -as warran-
ties- (Williamson, 1985), some transactions are sub-
ject to uncertainty and to which a failure in the ser-
vice can be so costly that the ex-post compensation
would not be enough for the client (Holtmann and
Ullmann, 1991).

Another theory related to the ‘contractual fail-
ure’ is that of the Property Rights. The property of an
asset means the right to the appropriation of the
residual rent (Alchian and Demtsetz, 1972) and to
the residual control (Grossman and Hart, 1986).
Both concepts are linked to the absence of full con-
tracts; otherwise, everything would be contractually
specified and assigned and the residual rights would
have no significance. The efficiency of the non-profit
governance mechanism can be explained by the
specific distribution of property rights in these or-
ganizations, as it mitigates ‘contract failure’ -that
together with government and philanthropic failures

French term Social Economy, which includes not only NPOs but
also cooperatives and certain types of profit making mutuals.

* Nevertheless, many other theories are used to justify the survival
of NPOs, for instance, those based in tax incentives, institutional
inertia or altruism.
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are regrouped around the concept of ‘coordination
failure’- (Enjolras, 2000).

Gui (1991) and Mertens (1999) distinguish the
NPOs from the rest of organizations according to
two categories®: the ‘beneficiary category’, which
acts as a claimant, that is, it is entitle to receive the
residual rent; and the ‘dominant category’ on which
the residual control rights lay. Whereas the investors
assume both roles in corporations, in the NPOs the
beneficiaries are different from the investors. In
other words, facing market failures -asymmetric
information, market power, public goods-, the NPOs
come out as organizations where residual rent does
not relay on the owners but on the consumers. Nev-
ertheless, as Mertens (1999) explains, this definition
should not confuse the NPOs with the Public Sector,
since in the former the residual control is not in the
State hands.

From an Agency perspective, the survival of an
organizational form will depend on its comparative
advantage to control agency costs resulting from the
conflict of interest between the parts (Jensen and
Meckling, 1976). In this way, the peculiarities of the
residual claimants will help to distinguish one or-
ganization to the others and to explain their survival
(Fama and Jensen, 1983b). These authors suggest
that NPOs appear to be the solution to solve the
agency problems derived from donations: making
inalienable the right to demand residual claims and
agreeing with donors that in the future, all surplus
will be applied to services. Furthermore, these au-
thors affirm that the larger the quantity of donations
and the easier to separate the executive and control
decisions, the more successful the organization will
be.

Although all the analysed theories point to the a-
symmetric information problem as the factor to justi-
fy the creation and survival of the NPO, they also
agree to emphasize that these organization show
limits in their functioning, motivated by the ineffec-
tiveness of the imposed restrictions on the profit-
making (Figure 1)°. Despite the fact that surplus
cannot be distributed as dividends, in practice they
are distributed in other ways. From the Transaction
Costs approach, the donors and clients who choose a
NPO, to protect them from the suppliers’ opportu-
nistic behaviour, have some difficulty to control the
managers’ opportunism (Hansmann, 1980). Accor-
ding to the Property Rights Theory, the residual rent
was placed in the client, but the reassignment of the
residual control right could turn managers into the
‘dominant category’ (Hansmann, 1988; Gui, 1991).
In that case, how can it be guaranteed that clients

® Gui (1991) makes a distinction between NPOs and corporations;
and Mertens between NPOs and public organizations.

® Which would explain that non profit, for-profit and public insti-
tutions survive in the same industry (Handy, 1997). For instance,
the following sentence by Rose-Ackermann (1996:717) is very
controversial “NPOs emerge due to, not despite of, their ineffi-
ciencies.

®
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have more control over the managers than the share-
holders do? Finally, based in the Agency Theory,
Fama and Jensen (1983b) suggest that the surplus
generated by NPOs is assigned, although nobody has
property rights over it, and they state that donors
(and/or clients) face problems of managerial discre-
tion similar to those in other organizations subject to
the separation between ownership and control. In
addition, Rose-Ackerman (1966) points out that this
is a particularly serious problem in the non-profit
sector, since the absence of a market for corporate
control does not allow disciplining the managers in a
proper manner.

Figure 1

As it is not clear that the limit imposed on the profit-
making leads the organizations to focus exclusively
on the attention to the clients, it will be precise to
find a mechanism of control to prevent managers
from appropriating parts of the surplus in form of
salary increase, excessive expenditure, over-
investments and risky growth strategies. Easly and
O’Hara (1983) affirm than it is necessary to intro-
duce an additional restriction on managers’ compen-
sations. Fama and Jensen (1983b) suggest that, to
control the managerial discretion in the NPOs, there
must be an effective separation between execution
and control decisions. According to Knapp and
Kendall (1991), the main point is to make NPOs
more transparent and able to provide disintegrated
information about their activities and results, high-
lighting the significance of self-regulation through
Codes of Good Practice. Other authors give perhaps
more influence to the external mechanisms. Thus,
Hansmann (1980) maintains that the competition in
markets against other organizations leads the NPOs
to maximize the output to satisfy their clients. In
other cases, the protection of the users’ rights by the
government intervention is defended (Krashinsky,
1986; Gui, 1991). Nevertheless, Rose-Ackermann
(1996) proposes that, even if the supervision makes
sense to avoid the managers™ opportunism, there is a
risk that an excessive intervention could lead to a
loss of the advantages that NPOs offer in terms of
quality and differentiation.

Mutuals in The Non-Profit Sector

So far the criteria used to classify the organization
have been the profit restriction, distinguishing bet-
ween the profit-making and non-profit organizations.
Nevertheless, The NPOs might have different legal
forms and seek diverse goals (Salamon, 1991). For a
better understanding of the non-profit sector, we opt
to divide the organization according to their objecti-
ves’. Thus, as we can observe in Figure 2, there are

"1t is commonly said that profit-making companies have private
objectives, but, as showed in Figure 2, there are also certain public
companies which, despite their legal form that allow them to share
the surplus, their objectives are public -employment promotion,
exploitation of local resources or strategic sectors protection.

two different types of NPOs: a) the mutual interests
organizations, focused in the rendering of goods and
services to its members —mutuals, unions, clubs,
professional associations-; and b) the public interest
organizations, which contribute to the general welfa-
re, offering services to social groups with great sani-
tary, cultural and educative needs.

Figure 2

According to the classification stated above, mu-

tuals are included into the ‘member oriented” NPOs;
in other words, they are organizations with an ‘inter-
nal projection’ and with performance aim to improve
their associates’ welfare (Montserrat, 1991). Not all
the authors include mutuals in the profit-making
sector. For instance, Gui (1991) states that the lack
of profit making of these organizations cannot be
asserted, since they seek their associates’ interests.
Hasnmann (1980) goes further and declares that
mutuals are even closer to the cooperatives than to
the non-profit sector. On the other hand, Mertens
(1999), with a more European vision, defends the
explicit inclusion of mutuals into the Third Sector
because although the ‘dominant’ and ‘beneficiary’
categories fall on the same person -the service’s
target group- this category does not have the condi-
tion of investor. In his opinion, despite the fact that
the members of a mutual play a double role, they are
not interested in increasing the profitability of their
contributions -as associates- but in obtaining the
greatest benefits -as users.
Once mutual organizations have been placed in the
non-profit sector, we return to the three theories
analysed in the previous epigraph. As stated by the
Transaction Costs perspective, mutuals would allow
solving information problems present in certain
transactions. Therefore, the pursuers of a difficult
evaluation product will overcome their lack of in-
formation by taking part in the donor organization
(Ben-Ner, 1986). Consequently, mutuals would be a
hybrid governance mechanism that, through rela-
tional contracts, would ease the control of an activity
without requiring its integration. Figure 3 shows the
relation of substitution between the incentives and
the control proposed by Rumelt (1995), to whom
relational contracts® are explicitly added as an inter-
mediate solution able to generate mayor incentives
than those of the hierarchy, but reaching a superior
coordination to that of the market. Precisely, Kay
(1991) asserts that the main advantage of mutual
forms is based in the easy development of relational
contracts, as it can be observed in the underlying
culture of the most successful mutuals.

What usually happens in these organizations is that, in many
cases, the benefits are not distributed since they are loss-making.
® Relational contracts appear when the recurrence of the exchange
justifies an ad-hoc instrument to rule long-term and continuous
relationship between the parts. Their terms are usually explicit and
based on a mutual necessity of continuing the relations in the
future (Williamson, 1985).
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Figure 3

The Property Rights approach highlights the
double role given to the clients of mutuals, as a way
to solve the ‘contractual failure’. Since the organiza-
tion control is held by the ‘beneficiary category’, the
clients will be in a position to ensure them that in
case the surplus occurs, it will be in their benefit.
This peculiarity allows mutuals to have an implicit
distribution, to the detriment of explicit causes of
distribution (Gui, 1991). Moreover, Kay (1991)
suggests that the relative ambiguity in the distribu-
tion of the residual rent could be one of the factors
that explain the success of some mutual organiza-
tions, since they are capable of accumulating sub-
stantial reserves to finance their development. Fi-
nally, the Agency Theory emphasises once more that
clients have the right to demand residual claims in
mutuals, which means a restrain on managerial dis-
cretion in comparison with the NPOs of general
interest. Nevertheless, as maintained by Fama and
Jensen (1983b), the mutuals survive due to a singular
characteristic by which, each client can exercises the
above mentioned right at any moment, for a value
calculated according to an established regulation.
This form of partial liquidation minimizes the
agency costs, since it reduces the managers’ control
over the entity’s assets’. Moreover, mutuals either
usually limit the acceptable risk because their activi-
ties are restricted by regulatory imposition or volun-
tarily established in their articles of association (Kay,
1991). Therefore, the agent’s margin of action is
restricted so as not to deviate from the principal’s
objective. From the above argument, it can be stated
that, mutual organizations main advantage is their
capacity to facilitate the observance of the perform-
ance and, thus, to mitigate informative problems®.
However, this type of organization is not exempt
from inconvenient. Firstly, clients usually subsidize
other clients; because the condition of associate
guarantees their contribution is to be used as services
for the members, but not entirely in their own benefit
(Hansmann, 1980). Secondly, as the title of mutualist
is not transferable trough a market, an improvement
in the management is not immediately capitalized as
the associates’ wealth, which propitiates the manag-
ers” negligence (Alchian and Demtsetz, 1972); what
is more, this does not allow the existence of a market
for corporate control as strong as at the public lim-
ited companies. Finally, the lack of clarity in the
residual rent distribution is reflected in a less effec-
tive way of managers’ accountability (Kay, 1991). In
any case, if mutual forms are to survive in an in-
creasingly global and competitive environment, they

® The facility associates have to abandon the entity makes neces-
sary a compulsory secondary market, where its assets can be
exchanged and valued to a low cost. This allows explaining the
reason why mutuals are typical organizations of the financial
sector.

10 Some authors have found evidence that changing form a stock
to a mutual-ownership structure is on average efficiency enhancing
(Mayers y Smith, 1986).
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will need to adopt effective corporate governance
rules to safeguard members’ control (Chaddad and
Cook, 2004).

3. Description of MATEPSs

The uncertainty and the limitations of civil law with
respect to responsibility have justified the develop-
ment of labour contingencies insurances. Therefore,
although the financial burden derived from the
worker’s accident or damage fall on the employer,
the difficulties to determine the fault on the part of
the company have led to substitute possible litiga-
tions for an insurance coverage. In Spain, once the
Law of Work Accidents, which held companies
responsible for such accidents, came into force in
1900, voluntary mutuals of employers started to be
set up to share occupational risks. The asymmetries
of information induced these organizations to have a
rapid expansion as a more efficient formula than
capitalist companies. Later, the insurance became
compulsory and profit-making insurance companies
disappeared from the section of occupational risks.
In 1974, MATEPs were incorporated into the Social
Security as collaborating entities and they have been
progressively subject to an exhaustive regulation,
which, not only establish tariffs but also covers from
their functioning delimitation to the surplus applica-
tion. This wide regulation in the sector has created a
complex agency relations network, in which
MATEPs act as double agents in front of the compa-
nies and the Social Security. As it can be observed in
Figure 4, when an employer -responsible for the
working health of his employees- chooses a MATEP,
he delegates on it the necessary services caused by
occupational risks, in exchange for the compulsory
tariffs to be paid to the Social Security. At the same
time, this institution -competent organ in the field of
occupational contingencies insurance- transfers the
coverage to the MATEP and, therefore, the man-
agement of such risks. Nevertheless, in case surplus
occurs, mutualists will not share it by way of bonus,
but -according to the regulator- by applying it to
social funds.

Figure 4

To sum up, MATEPs appeared as NPOs of ‘mu-
tual interest” with the aim of safeguarding the render-
ing of certain services -preventive, sanitary and eco-
nomic- to their members. Nevertheless, contrary to
the conventional mutuals, residual claim and control
rights do not exactly fall on the same people: on the
one hand, employers are, along with workers, the
target group of the MATEPs services and, on the
other, the residual control is shared by mutualists and
the Social Security. The complexity of the system
generates, therefore, problems of decisors behaviour
observance, closer to the ones existing in the ‘gen-
eral interest’ than in the ‘mutual interest’ NPOs. The
most part of the MATEPs compensations are as-
signed to protected workers, so employers will have
difficulties to control services. Likewise, being
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MATEPs financed by social contributions paid by
companies to the Social Security, a separation be-
tween the donor of the cause -public funds- and the
beneficiaries may occur. In conclusion, the carried
out analysis points out that the problems of asym-
metric information regarding managers will be more
noticeable in MATEPs than in conventional mutual
organizations, generating a greater margin of mana-
gerial discretion. However, the appearing of oppor-
tunistic behaviour will depend, in the last place, on
the effectiveness of governance mechanisms, which
will be discussed in the following epigraph.

4. Evaluation of The Managerial Discreti-
on in MATEPs

There is a wide range of instruments that can condi-
tion and limit the managerial discretion'!. On the one
hand, the external mechanisms, related to the differ-
ent markets capacity to discipline decisors. On the
other hand, the internal mechanisms emerged from
the assignment of residual control rights in the core
of an organization. However, we should take into
consideration that empirical research on non-profit
boards suggests governance being a complex, inher-
ently difficult and problematic activity; so only mul-
tiple theoretical perspectives allows to explain the
ambiguities that these boards face (Jegers, 2002;
Cornforth, 2004).

4.1 External Governance Mechanisms
Product Market Competition

If a company acts in a competitive product market,
the managerial discretion will be limited, since an
inadequate administration would be reflected in the
entity’s result. However, while the company holds
certain market power, managers will have a margin
to meet the principal’s objectives and dedicate part
of the surplus to satisfy their own utility functions
(Holmstrom and Tirole 1990)

The market where MATEPS perform is very pe-
culiar. MATEPs cannot compete through the price
mechanisms, since the State, according to the occu-
pational risk in each working post, fixes prices to the
entire system. Nevertheless, as Lewis and Sapping-
ton (1988) suggest, it is necessary to establish prices
that are sufficiently high enough to ensure quality
services. However, if they are excessive, inefficiency
and waste may occur (Pope, 1990). In the case under
discussion, it is commonly agreed the existence of a
gap between risks and prices (Suarez and Loredo,
2001). During the last twenty years, the pricing
framework has just suffered light modifications and
a 10% reduction. Despite this situation, the perma-
nent and almost generalized generation of surplus
indicates that prices, once the mutualist expectation
was covered, allows a wide actuation margin to the

! The enumeration done in this sector is not meant to be exhaus-
tive, since other governance mechanisms as the competition in the
market for executives (Fama, 1980) or systems of incentives
(Murphy, (1997) take place.

managers. Additionally, the existence of over-
investments and excessive administration costs
would corroborate this affirmation (Loredo, Suérez
and Ventura, 2001). The quality-price ratio will also
depend on the existence of competitors. In this sense,
Joskow and Rose (1989) affirm that when prices are
regulated, companies tend to compete in other vari-
ables, so if these tariffs were fixed above market
prices, the competition between entities would en-
courage a quality improvement. It seems that the
MATEPs regulator has consciously opted for fixing
high prices and letting competition to promote the
quality of services. Thus, associates could change
entity voluntarily, providing that contracts are re-
newed on an annual basis and applications requested
a month ahead. Moreover, any mutual chosen by an
employer must admit him as an associate, since
MATEPs cannot openly select their risks. This situa-
tion causes a low cost change, giving the employer
an advantageous negotiating position against his
present mutual.

Nonetheless, this result can be achieved by giv-
ing users real freedom to choose and exercising this
right properly. Several factors prevent an intense
competition among MATEPs. Firstly, the strong
asymmetric information employers suffer; since, in
most cases, they are not aware of the advantages they
have been conferred by their associate position -
premiums are considered as taxes-. Similarly, mutu-
als have restricted actions in the commercial field, so
problems of information cannot be solved. Secondly,
the MATEP election, especially in the case of
smaller firms, is delegated on an external labour
advisor who simultaneously acts as a MATEP im-
plicit commercial agent'?. Thirdly, the company’s
geographic location can be another restriction as
MATEPs are not distributed homogeneously
throughout Spain and, depending on the region,
some entities have certain market power™.

To sum up, the combination of high tariffs and
imperfect competition confers managers a comfort-
able situation, allowing them a broader degree of
discretionality. The product market capacity -tariffs-
to discipline managers gets complicated by the am-
plification of the given competences to the MATEPS,
whether inside the Social Security system -temporary
disability for common contingencies -or outside -
preventive measures™.

2 In the segmentation done by Suérez and Ventura (1999), it is
confirmed that inside the group of ‘unsatisfied clients’ is where a
major number of employers delegated the election of entity on an
external advisor.

3 This situation could have been accented by the concentration
experienced in the last years, although it is also possible that the
territorial expansion process undertaken by small mutuals could
have intensified the competition in certain areas.

 De las Heras (1997) and Sempere (1999) suggest that MATEPs
could create an unfair competition with profit-making companies
specialised in prevention management. Not for nothing, when a
regulating entity is allowed to diversify towards a competitive
market, it will tend to produce a quantity superior to the optimum
(Averch and Johnson, 1962).
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Market for Corporate Control

The market for corporate control allows substituting,
through an acquisition offer, those managing teams
that do not generate value (Manne, 1965). Given that
this governance mechanism is usually costly, it is
only activated once the rest have failed. A real con-
trol market does not exist in MATEPS, because the
residual property rights are inalienable. If the man-
agement is inadequate, associates can either change
the mutual or wait for the merging or taking over of
the entity. Likewise, the concentration process this
sector has come through during the last decade could
be understood as a corrective action against ineffi-
ciency situations. Nevertheless, most merging and
taking over actions among MATEPs seem to have
been friendly, so this mechanism does not mean a
clear limit for managers -it could be say that merging
and taking over show the managers” interest in ex-
pansion strategies.

Debt

Debt introduces incentives that prevent managerial
discretion (Jensen, 1989). The firm is contractually
bound to pay the interest and redeem the principal.
Consequently, denotes a strong commitment in com-
parison with equity; as it reduces the amount of free
cash flow available to managers, forcing them to
disgorge cash rather than waste it. However, the
financial debt in MATEPs is insignificant, because,
the development of their projects is commonly self-
financed. Therefore, the absence of debt will not
restrain the managers’ opportunism.

4.2 Internal Governance Mechanisms
Exit as a Governance Instrument

As we have just indicated, Fama and Jensen (1983b)
see the members’ exit as a peculiar internal govern-
ance mechanism that comes to replace, in mutuals,
the equity market. Although in MATEPs exit, as well
as in all the Spanish mutuals, the associate is re-
garded as a client, not as a member. The employer
leaving the entity has no right to receive compensa-
tions due to accumulate assets through surplus. Ac-
cordingly, this instrument -as Fama and Jensen state-
is not present in MATEPs, despite of the exit as a
client will impose an external limit to the managerial
discretion through the product market.

Regulator Control

The systematic supervision practised by the regulator
is usually considered as an external governance
mechanism (Demsetz and Lehn, 1985). Nonetheless,
in the case of MATEPs, the Social Security and
mutualists jointly assume the role of principal.
Therefore, the regulator control should be included
within the internal governance devices.

On the one hand, the State applies a group of
preventive measures to avoid misgovernment situa-

tions: submission to the public budget, audit reports,
permissions to undertake investments, inspections
and controls by the competent institutions. On the
other hand, the regulator can also correct irregulari-
ties through penalties, restructure plans, cease of
governing organs, or even the entity’s liquidation.
Both types of control -preventive and corrective-
mean a fundamental makeweight to limit the moral
risk in managers’ decisions inside the MATEPs.

Associates’ Control

The control exercised by associates through legal
established means should be the most patent device.
They take transcendental social decisions by the
Annual Meeting. The existence of jointly held re-
sponsibilities would encourage the participation of
this organ and a greater concern about the entity
good functioning. Although these incentives are
undeniably present, it is also true that, as it happens
in large diffused corporations, the ‘free riding prob-
lem’ may appear (Grossman and Hart, 1980). The
supervision accomplished by an associate rewards
equally the rest, including those employers who
never take part in the Annual Meeting. This asym-
metry between the effort and the reward obtained
discourages the surveillance works. It must be taken
into account that, the diffused property is maximum
in MATEPs, since decision taking is based on one
vote per member, regardless the contribution pro-
vided™. In corporations, on the contrary, the pres-
ence of large shareholders reduces managerial dis-
cretion (Shleifer and Vishny, 1986).

In conclusion, given the concentration process in
this sector, as the entities size increases, the intensity
of incentives to participate decreases and so the “free
riding behaviour’ will become stronger.

Boards Composition and Functioning

The argument supported by San Sebastian (1996) in
relation to corporations can be extrapolated to
MATEPs: the centre of decision has been progres-
sively shifting from Annual Meeting to the Board of
Directors. The former holds just certain fundamental
decision and delegates the real control of the organi-
zation to the managers. To avoid an excessive power
accumulation by the directors, diverse modifications
have been introduced in the MATEPs control
boards’ configuration, being all of them summarised
and develop by the Regulation of Collaboration of
1995. These changes in the regulator framework
have been permeable to the proposals of different
Codes of Good Practice that have come out in the
last decade (Cadbury, 1992; Vienot, 1995; Olivencia,
1998; Hampel, 1998; OCDE, 1999; OCDE, 2003):

5 According to the extension of collaboration in 1996 to tempo-
rary disability for common contingencies of self-employed work-
ers, these will not acquire the condition of associates, so they will
not bear the jointly responsibility but neither could they take part
in governance control organs. In fact, they act as clients of an
insurance company (Panizo, 1999).
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A) Firstly, a drastic separation of functions has
been chosen. The Board of Directors is constituted
by non-executive members and, as it will be later
seen, the executive tasks fall on a single Executive
Director. The Regulation of Collaboration code es-
tablishes that the components of the Board of Direc-
tors will not work for the MATEP, have a rendering
service contract, or be remunerated by the entity.
This measure is just taking to the extreme the rec-
ommendations from the above-mentioned Codes of
Good Practise, which defend the existence of non-
executive members who can balance the power rela-
tion and avoid boards being dominated by execu-
tives'™. The former regulation allowed, instead, ex-
ecutive and remunerated posts, which could have
originated opportunistic behaviours. On the other
hand, in contrast to the previous regulation that pro-
vided the possibility of naming a manager with an
associate condition in the MATEPS, the current rules
governing MATEPs force these entities to name a
professional Executive Director through the Board of
Directors. The Executive Director independence also
introduces a second separation of power, since this
person cannot be the same as the Chairman. The fact
that the Executive Director can attend the Board of
Directors meetings without the right to vote rein-
forces institutional subordination of the chief execu-
tive. The last link in this segregation of functions is
jointed round two organs of participative control, in
which the protected workers as well as the associated
companies are represented. From 1995, each
MATEP should constitute a Monitoring and Control
Committee™’, whose functions are to request all the
necessary information regarding the mutual man-
agement and propose whatever measures aimed to
best fulfil the entity’s objectives. There is also a
Special Social Benefit Committee, which distributes,
among protected workers, the Social Assistance
Fund -endowed with the 10% of generated surplus-.
These organs are similar to those supervision com-
mittees in large German companies, in which work-
ers are present. However, in the MATEPS case, the
particularity lies in that the represented workers are
not from the mutual, but indirectly -and through
unions- from associated companies.

Overall, regarding the division of responsibili-
ties at the head of MATEPs (Figure 5), the regulation
has gone further up than in the private sector. Not
even The Olivencia Report (1998) contemplates the
dualism, and simply recommends non-executive
members in the composition of Boards in corpora-
tions. However, in the case of MATEPS, a model
combining dualist features with an almost prepon-
derance of non-executive members has been chosen.

16 Nevertheless, some authors disagree with this type of design
and defend that, when in the Board’s composition there is an only
member with executive responsibilities, a strong informative
asymmetry occurs regarding the entity’s real situation (Johnson,
Daily and Ellstrand, 1996).

¥ This control mechanism appears with the Law 42/1994, al-
though it is later gathered in the Regulation of Collaboration.

Figure 5

B) The size of the Board of Directors has also been
limited to a maximum of twenty members. Large
boards have been proved ineffective and slow. In
addition, they lack the necessary cohesion and en-
courage passive attitudes (Yermack, 1996). Two
arguments would lead us to state that MATEPs will
tend to increase the Boards of Directors dimension
above an optimum. On the one hand, MATEPs, to
fulfil their growth targets, will offer -through a me-
chanism similar to the usual cooptation in Boards of
Directors- posts in the Board to large employers that
agree to become members'®. On the other, the con-
centration through friendly or agreed merging taken
place in this sector during the last years could have
derived in an increase of the number of Board mem-
bers, since all the components would like to be re-
presented in the new entity. Taking this into account,
if limits had not been imposed, the meetings would
have been more complicated and the decision ma-
king slower. Nevertheless, we should bear in mind
that the restrictions of twenty members surpasses
even the Olivencia Report Recommendations for the
private sector, which establishes the adequate size
between five and fifteen members.

C) Finally, incompatibility, responsibility and
retributions are reformed in depth to obtain a major
transparency. It seems logical that the legislator,
preoccupied by the public funds use, has made an
effort to prevent any conflict of interests, thoroughly
establishing the incompatibilities'® and responsibili-
ties®® of Board members. To clarify the managers’
compensations, it is forbidden, according to the 1995
Law of General Budget, to give compensations
charged to public funds and the existing blinded
contracts became illegal®. In addition, the Regula-
tion governing MATEP Collaboration limits the
administration costs according to income. This
represents a strong restriction, as executive personal
objectives (retributions, excessive expenditure...) are
charged to this entry.

5. Conclusions

In this theoretical discussion has been showed that
the restriction upon the profit-making present in
mutuals does not eliminate the problems of manage-
rial discretion. In the MATEPs case, this problem is

8 According to the Theory of Resources Dependency postulates
(Pfeffer, 1972)

9 Any person who maintains a labour service, rendering or com-
missioner relationship with a mutual will not be legible to become
a member of the Board.

2 The rule regarding board members responsibility is perhaps the
newest. Firstly, the MATEPs constitution articles are to establish
such responsibilities, although in any case could be exonerated
because the Annual Meeting authorise the detrimental act. On the
other hand, according to the nature of the damage, the responsibil-
ity emerges -as an individual or jointly liability form- facing
employers, the Social Security or the MATEP itself.

21 As a result, the Labour Department removed hundred compen-
sations that MATEPs have agreed with their general and middle
line managers.
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particularly marked, since public intervention has
been shaping a complex model in which managers
act as agents regarding two principals -the Social
Security and associates.

Some governance instruments that play an im-

portant role in corporations to mitigate agency costs
are not plenary present: the financial debt is inexist-
ent and the market for corporate control weak. This
deficit has been compensated through a strict super-
vision by the regulator and facilitating the change of
entity. However, the laxity of the established tariffs
and the lack of effective competition have generated
a comfortable environment for managers. The exis-
tence of excess in those inputs in which managerial

discretion is

clearly observed -assets over-

investments and administration overstaffing- would
confirm this argument. The associate control -
underlying in the MATEPs spirit- should also con-
tribute to restrict the manager opportunism. Origi-
nally, employers felt as a part of their MATEP and,
therefore, they were interested in exercising their
control rights. Nonetheless, the concentration proc-
ess and the extension of competences to new activi-
ties have adversely affected the sense of identity
among associates and led them to behave as clients.

Consequently, the control has been displaced

towards the Boards, as in large corporations. The
legislator reaction to rationalise the MATEPS gov-
ernance -imposing separate functions, restricting the
size of Boards and limiting responsibilities, incom-
patibilities and remunerations- runs in the same di-
rection as the different proposals to reform Boards of
large public limited companies.
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Appendices

RATIONALE THEORIES INEFFICIENCIES
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Figure 3. Relation between coordination and incentives Figure 4. Agency relations in MATEPs market
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