Agency in Pharmaceuticals

Vretenar, Nenad; Katunar, Jana; Kardum, Maja

Source / Izvornik: Dealing with uncertainity, 2024, 321 - 336
Conference paper / Rad u zborniku

Publication status / Verzija rada: Published version / Objavljena verzija rada (izdavacev
PDF)

Permanent link / Trajna poveznica: https://urn.nsk.hr/urn:nbn:hr:192:499787

Rights / Prava: Attribution-NonCommercial-NoDerivatives 4.0 International/Imenovanje-
Nekomercijalno-Bez prerada 4.0 medunarodna

Download date / Datum preuzimanja: 2024-05-24

Repository / Repozitorij:

o Repository of the University of Rijeka, Faculty of
SVEUCGILISTE U RIJECI i ) i
EKONOMSKI FAKULTET Economics and Business - FECRI Repository

Bl alliEssn aoar

DIGITALNI AKADEMSKI ARHIVI [ REPOZITORLJL



https://urn.nsk.hr/urn:nbn:hr:192:499787
http://creativecommons.org/licenses/by-nc-nd/4.0/
http://creativecommons.org/licenses/by-nc-nd/4.0/
http://creativecommons.org/licenses/by-nc-nd/4.0/
https://repository.efri.uniri.hr
https://repository.efri.uniri.hr
https://www.unirepository.svkri.uniri.hr/islandora/object/efri:4744
https://dabar.srce.hr/islandora/object/efri:4744

Vretenar, N., Katunar, J. & Kardum, M. (2024) "Agency in Pharmaceuticals", Drezgi¢, S. et al. (ed.), Dealing with
uncertainty, Research monograph - First Edition, University of Rijeka, Faculty of Economics and Business, pp. 321-336

CHAPTER 17
Agency in Pharmaceuticals

Nenad Vretenar', Jana Katunar?, Maja Kardum?

ABSTRACT

In recent decades, due to the growing problems of information asymmetry and
measurement of work performance, the agency problem has become even
more evident than before and is also present in many business relationships,
not only between owner (principal) and manager (agent). This is particularly
evident in companies where business success depends on intellectual labor,
teamwork, and other forms of hard-to-measure work, where the agency
problem can be recognized between managers (as principals) and key sales
representatives (account managers) (as agents). In addition to the familiar
cases of insurance salespeople and account managers in B2B
telecommunications, this is certainly the case in the pharmaceutical industry,
where key customers, such as pharmacies and physicians, are persuaded or
pressured by competing pharmaceutical companies. Agents who deal with key
customers on behalf of a pharmaceutical company work very autonomously,
are relatively difficult to monitor by their superiors (principals), and the best of
them are difficult to retain (bond). Therefore, dealing with the agency problem
that occurs in this industry is key to their business success and a good
showcase for several similar situations. The objective of this article is to
determine the relationship between the level of agency costs, both monitoring
and bonding, and the motivation and satisfaction of the employees of a
pharmaceutical company. Thirty sales representatives of a pharmaceutical
company were surveyed. Data were collected on employee motivation and key
motivators, various influences on job performance, possible reasons for
changing companies, etc. The results provide insight into the impact of the
company’s investment in monitoring and bonding sales force employees on
their motivation and performance.
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1. Introduction

This paper focuses on the relationship between manager and sales agent
in the pharmaceutical industry, viewed through the theoretical framework
of agency theory. Although the initial focus of agency theory was on the
relationship between the owner (principal) and the manager (agent) in the
firm, it was later extended to other types of relationships, including the
relationship between supervisors and subordinate employees.

The basic premise of the agency relationship and the occurrence of agency
costs is the imperfect alignment of interests between the principal and the
agent, which leads to potentially opportunistic behavior due to information
asymmetry. In the pharmaceutical industry, the typical focus of the sales
agent is on maximizing sales, since his personal income depends on the
sales he generates. The manager’s perspective on success is more complex,
as he or she seeks various other goals in addition to sales (cost efficiency,
profitability, market share, etc.). In this particular relationship, agency problem
can still arise due to the manager having limited ability to control the sales
agent’s behavior, and therefore there is a possibility that he may overspend
or shirk while on the job. Thus, the sales agent maximizes his utility while the
company bears unnecessary costs that could be eliminated or reduced with
minimal loss of sales efficiency.

For this research, we conducted a survey involving 30 sales agents in a
pharmaceutical company in Croatia. Based on agency theory, the aim of
this paper is to examine some of the factors that influence the relationship
between manager and sales agent and to determine whether agency costs,
if they can be identified, influence the reduction of potential opportunistic
behavior by the sales agent.

This paper is organized as follows. After a brief introduction, we provide
a literature review of agency theory with the special emphasis on
pharmaceuticals. The third part of the paper describes the methodology used,
while the fourth part introduces the data used and then presents the results of
the conducted research. The paper ends with a discussion and a conclusion.

2. Literature review

The theoretical background for this study lies in agency theory, i.e., the
relationship between two contracting parties, the company manager
(principal) and the sales agent (agent) in the pharmaceutical industry.

Agency theory from the perspective of Jensen and Meckling (1976) interprets
the principal-agent relationship through the relationship between the owner
and the manager of the company. According to Jensen and Meckling, the
agency relationship implies a relationship in which the principal delegates
a certain level of decision-making authority to an agent. The problem with
agency relationships lies in the information asymmetry in favor of the agent,
which can lead to the agent’s potentially opportunistic behavior. Opportunism
is expected due to the theoretical assumption of self-interest behavior and
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the notion that it could be resolved through careful and deliberate contracting
(Cohen & Holder-Webb, 2006). The focus of agency theory is therefore on
creating a relationship that minimizes opportunistic behavior on the part of
the agent, i.e., ensures behavior on the part of the agent that is consistent
with the interests of the principal.

Also, agency theory expects that contract between principal and the agent will
be incomplete. From the theoretical point of view, all contracts are incomplete
due to bounded rationality, which disables pre-forecasting all potential future
events, and information asymmetry (Hart, 2017).

According to Jensen (1986), the principal cannot ensure that the agent
makes decisions that are in the best interest of the principal at zero cost.
Therefore, the principal-agent relationship is governed by a compensation
mechanism through which the principal maximizes its utility by optimally
structuring three types of agency costs: monitoring costs, bonding costs and
residual losses. Through monitoring costs, the principal attempts to limit the
agent’s opportunistic behavior. In addition, the principal may allow the use of
firm resources to minimize the agent’s behavior that is incompatible with the
principal’s interests.

Monitoring and bonding expenditure move in opposite directions, i.e., the
increase in control costs is accompanied by a decrease in bonding costs
and vice versa. Even with control and bonding, there is still the possibility
of divergence between the principal’s and the agent’s decisions, resulting
in residual losses-costs that cannot be eliminated or their elimination is not
economically justified.

The principal-agent model has been widely accepted and discussed in
academia and has been extended over time to apply the classical position,
where the principal is the owner and the agent is the manager, to other
relationships. Hill and Jones (1992) argue that agency theory can be used to
explain the nature of contractual relationships among a firm’s stakeholders
such as employees, customers, suppliers, and others. This idea arises from
the central position that a manager occupies in a nexus of contracts, that
is, in a collection of contracts between parties (stakeholders) that together
constitute a firm. In their argument, managers of a firm occupy a unique
role because they stand in the nexus of contracts that constitutes the firm
and are the only party who enter into contractual relationships with all other
stakeholders. The stakeholder-agency approach represents a generalization
of the principal-agent problem, where the maximization of utility demanded
by employees, customers, or suppliers reduces the pool of resources
that could be used to maximize the growth rate of the firm. Therefore, this
view emphasizes a conflict between managers and all other stakeholders.
Therefore, other authors following this approach have applied the agency
problem in analyzing the relationships between the parent company and
its subsidiaries (Mudambi & Pedersen, 2007), the relationships between
manufacturer and distributor (Lassar & Kerr, 1996; Katunar et. al., 2022), and
the relationships between buyer and supplier (Mishra et al., 1998; Whipple,
Roh, 2010; Steinle et al., 2014; Yan, Kull, 2015; Yang, 2016), where the
supplier has the advantage of information asymmetry.
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In this paper, the analysis focuses on conflicts of interest between managers
and sales agents, the most influential group of employees in the wholesale
of pharmaceutical products. Recent relevant research addressing agency
costs in the pharmaceutical industry has taken several directions: Xuijin,
Shuxing, and Jing (2020) use the model to compare direct sales, resale,
and agency sales; Hasan, Molla, Khan (2019) analyzed the relationship
between corporate governance elements and audit committee characteristics
(audit committee size, independence, and expertise) with profitability, Yoon
(2017) analyzed the relationship between the pharmaceutical industry and
the medical profession in the stakeholder agency theory argument explained
above, while Tang (2016) and Tang and Wo (2020) addressed double agency
problem between physicians, patients, and pharmacists.

Our focus on the relationship between sales agents and the management of
their firms stems from the specific power relations between these groups in
firms and in industries where financial outcomes are strongly influenced by
salespeople’s motivation and skills. We believe that there are commonalities
between sales agents share with prize fighters. Prize fighter is a term
commonly associated with professional boxers, kickboxers, mixed martial
artists, and athletes in other professional combat sports. Their distinctive
feature is that their income is directly dependent on their individual in-ring
results in a fight with a competitor. In the business world, similar rules apply
to sales agents (salesmen in the real estate, insurance, telecommunications,
pharmaceutical industries, etc.): unlike most of their colleagues in stores,
their prize (salary and other benefits) is a direct result of their individual
sales success. This specificity is the result of their involvement in a highly
competitive environment, where field work with their clients (visiting their
clients and potential customers) that selling agents do have the largest
contributions to their performance. High work performance in a described
environment is not easy for most workers to learn and maintain, so the
performance of selling agents is usually directly related to their earnings.
Therefore, we can consider sales agents as prize sellers.

However, although their earnings are the direct result of their sales
performance, sales agents in the pharmaceutical industry usually cannot be
efficiently managed by work performance alone as a coordination mechanism.
The high proportion of field work performed by sales agents makes it at
least partially impossible for their supervisors to coordinate through direct
supervision - i.e., the effectiveness of monitoring their work is more limited
than for most other positions within a company (hierarchy). This increases
the likelihood of undesirable behavior by salespeople, such as on-the-job
consumption, shirking, etc. Differences in utility maximization goals between
selling agents and their management therefore lead to agency problems and,
consequently, agency costs.

3. Methodology

Although agency theory is well established in academia, attempts to conduct
an empirical analysis of inefficiency that is the result of misalignment
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of interests between principal and agent are always challenging. In this
research, we conducted a series of interviews with managers and other
employees of the Croatian branch of a multinational pharmaceutical company
and then created a questionnaire covering all sales agents within this
branch. The interviews with the managers allowed us to shed light on their
perspectives regarding the effectiveness of their control mechanisms and
the establishment of a balance between monitoring and bonding costs. The
survey of sales agents conducted through the questionnaire allowed us to
better understand their perspectives on the same issues. The data obtained
from the questionnaire were analyzed using appropriate descriptive statistics
methods, some of which are presented in the following part of this paper.
Although all 30 sales agents in the branch participated in the survey, some
of the methods we used (Mann-Whitney and Kruskal-Wallis nonparametric
tests) unfortunately did not yield statistically significant results due to the
relatively small sample size.

4. Empirical data and analysis

For this research, we have chosen a foreign pharmaceutical company that
has been in existence for over 120 years, while its branch in Croatia has been
operating for over 10 years. The company’s branch has experienced constant
growth since its arrival in Croatia. In the last 4 years, operating revenues
increased by more than 250%, while operating expenses increased by almost
270% due to the COVID-19 situation. During the same period, the number of
employees increased by only 22%. The company has made a profit during
the entire period under review.

During our research, 30 sales agents filled out our questionnaire, while
interviews were conducted with a manager. 60% of the respondents are
women and 40% are men. 60% of the respondents are between 31 and
40 years old, 23% are younger than 30 years and only 17% are older than
41 years. Most of the employees (40%) have been working in the Croatian
establishment between 6 and 10 years, 33% have been working there for
less than 5 years, while only 24% have been working for more than 10
years. These data are not surprising, considering that the company branch
is constantly growing and hiring new employees, while it has been operating
in Croatia for just over 10 years. All employees have a college degree
(bachelor’s or master’s), while only one employee has a scientific master’s
degree or PhD.

In discussions with the branch manager, after explaining the theoretical idea
of agency costs, we jointly tried to identify these costs in their branch. As the
main contributors to the costs of monitoring the sales agents, we identified
their two complementary IT systems, the cost of hiring IT an expert to maintain
the systems, and the cost of hiring four area managers whose main task is to
monitor the work of their 30 sales agents. In addition, there are the costs of
maintaining cycle meetings, which the manager considers to be a control cost
rather than a bonding oriented cost. As expected, bonding costs were much
fuzzier and therefore more difficult to determine. In the end, in estimating
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bonding costs, we included the bonuses that sales agents receive, as well
as leasing costs and the ongoing costs of the cars that sales agents use. It
is easy to argue that a car is not a bonding cost for a sales agent’s work, but
a normal car. However, since a car is automatically provided to each sales
agent regardless of their current needs, and this car is available for both
work and personal use (with very few restrictions), it can be considered a
bonding cost. Otherwise, if the company were seeking cost-effective use of
its vehicles, it could limit their number and availability to only those instances
when an agent needs a vehicle for field work. However, the company does
not have data on the cost portions of its vehicles that can be associated with
sales efforts as opposed to bonding costs. Some residual agency costs for
on-the-job consumption have been overlooked because they are difficult
to estimate and monitor. These costs include unnecessary representation
expenses and similar inefficiencies.

Comparing the average annual amount of identified representation costs to
the operating costs of the Croatian office in 2019 (the last year before the
Covid-19 outbreak and the irregularities it caused), their share is up to 7.4%
of all expenses. The share of monitoring costs amounts to 3.45%. It should
be noted that the cost of hiring four area managers accounts for more than
half of these costs, which is doubtful, since undoubtedly not all the work of
area managers can be related to the monitoring of sales agents. The cost of
bonding reaches up to 3.98% of the total expenses of the branch. If dubious
motor vehicle costs were converted so that only one-third of their total value
was attributable to real bonding costs (meaning that % of motor vehicle costs
are regular business-related expenses), the percentage of the bonding cost
in total operating expenses would drop to 3%. Although these percentages
for agency costs seem modest and acceptable, it should be noted that they
do not include the above-average salaries of sales agents, as they are
considered regular business expenses for the demanding tasks of prize
sellers.

In the second part of the empirical research we conducted a questionnaire
among sales agents (the structure of the sample is shown in Table 1). The
questionnaire was created via Google Forms in April 2021 and answered
by all sales agents (account managers) at the same hierarchical level in the
Croatian branch. All respondents have higher education, most of them (28)
have a master’s degree.
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Table 1: Structure of respondents in the survey

Total 30
male 12
female 18

Average overtime (weekly)

2-4h 19
4-8 h 9
8-10
Age
25-30 7
31-40 18
>40 5

The lack of statistically significant differences among the analyzed subgroups
of respondents indicates that the size of the sample limits the depth of the
possible analysis. Although we are aware of this limitation, increasing the
size of the sample in this research was not possible. Expanding the research
to other companies, even in the same industry, would mean analyzing other
contractual relationships (different nexus of contracts), which would not serve
the intended purpose.

5. Results and discussion

Job satisfaction among sales agents is high, with more than half of the
respondents giving it the highest rating (Figure 1). Although some differences
were observed between the groups on selected criteria (Table 2), the
nonparametric statistical tests performed showed no statistically significant
differences.
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Figure 1: Work satisfaction

20
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Table 2: Work satisfaction (grades 1-5 with 5 being the highest)

Average all 4.07
St. dev. 0.83
Male 417
Female 4.00
2-4 h of overtime 4.05
4-8 h of overtime 4.22
8-10 of h overtime 3.50

In evaluating their motivation for work assignments, respondents still chose
high scores, with the highest score again being mode (Figure 2), but on
average across the general sample and all but one subgroup, the results
were slightly lower than for overall job satisfaction (Table 3).
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Figure 2: Motivation for work assignments
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Table 3: Motivation for work assignments

Average all 3.67
St. dev. 1.15
Male 3.92
Female 3.50
2-4 h of overtime 3.32
4-8 h of overtime 4.44
8-10 of h overtime 3.50

The lowest average value (3.17) in this set of questions was found in the
evaluation of opportunities for personal development (Figure 3 and Table 4).
The results between the groups are very similar, so it seems that although
prize sellers are satisfied with their job, they do not perceive it as good for
their own development.
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Figure 3: Opportunities for personal development
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Table 4: Opportunities for personal development

Average all 3.17
St. dev. 1.39
Male 3.17
Female 3.17
2-4 h of overtime 3.05
4-8 h of overtime 3.44
8-10 of h overtime 3.00

The perceptions of various mechanisms that we identified as part of the
agency costs are shown in Figure 4. The bonus and the possibility to use
the company car also for private purposes were part of the identified bonding
costs, while IT systems and monitoring are part of the control costs. It can be
seen that all mechanisms were perceived as at least important (with mode
being either important or extremely important to all). However, the bonus and
vehicle use mechanisms (i.e. bonding mechanisms) were rated as at least as
important (i.e. important or very important) by 87% and 70% of respondents,
respectively, while other mechanisms were rated as important (or more) by
50% of respondents or less.
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Figure 4: The perceived importance of various bonding and monitoring
mechanisms

B Bonus [l Oouble vists by area managers Marketing information system
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Since the interview results showed that sales agents find administrative work
to be the least satisfying part of their job and work that limits their potential
sales performance, a number of questions in the questionnaire were directed
at weighing possible solutions to reduce their administrative workload. It may
come as something of a surprise that 70 and 57 percent of respondents,
respectively, cited “agreeing on administrative tasks with the area manager”
and “redistributing workload within the company” as options they agreed (or
strongly agreed) with. At the same time, the majority of respondents rejected
the proposed options of hiring additional administrative staff and creating
a better balance between field and administrative work. This suggests that
sales agents do not think there is too much administrative work in general,
but simply that some of their administrative work should be reallocated to
their area managers. This conclusion could be consistent with the fact that
area managers are perceived by managers as having primarily the function of
supervising rather than supporting the sales staff.

332



Figure 5: Weighing the proposed options to decrease the amount of
administrative workload
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The curves in Figure 6 show sales agents’ perception of being monitored.
The sloping curve (blue line) shows that respondents do not believe that
decreasing levels of supervision would lead to lower job performance, i.e.,
they do not believe that their job performance is affected by supervision. At
the same time, although they previously indicated high job satisfaction, they
would consider switching if the company installed GPS tracking systems in
the company cars they use.

Figure 6: The perception of monitoring
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6. Conclusions

The theoretical contribution of this paper stems from the identification of
monitoring and bonding costs in the relationship between sales agents and
managers in the pharmaceutical industry. The results of our research show
that the manager (principal) employs monitoring and bonding mechanisms
to align his interests with the interests of the sales agents on whose job
performance he also depends.

To conduct this research, we have chosen the pharmaceutical industry
because of its specificity. As mentioned earlier, the sales agent’s earnings are
directly related to his efficiency (by maximizing sales), which could lead to the
conclusion that the interests of the sales agent and the manager are identical.
However, maximizing sales is not the manager’s only interest, leading to
potentially opportunistic behavior by the sales agent. Considering the fact that
field work, which constitutes the majority of the sales agent’s work, entails
a lower possibility of direct control and a greater degree of freedom for a
sales agent, we concluded that agents in this industry are not used to control
mechanisms and are not willing to accept them without disapproval. Because
of the special nature of the work, the sales agent responds better to bonding
mechanisms. Effective control is more meaningful and easier to enforce in
simpler technical occupations where contracts are more complete due to
standardization of procedures. In the observed pharmaceutical company, the
manager relies more on bonding mechanisms, the most important of which
for sales agents are bonuses and the use of cars for personal purposes.
Recognizing the relative inefficiencies of monitoring results in significant
savings for the manager and an increase in employee satisfaction.

These results are inconclusive due to the limited sample size, but to some
extent confirm our assumption that sales agents are prize sellers, i.e., that
their job performance is primarily incentivized by prize rather than monitoring.
It could be reasonably argued that most workers would rather receive a
prize than a control for their efforts. However, sales agents who want to be
successful at their jobs must have above-average persistence and social
intelligence. In addition, in the pharmaceutical industry and other industries
that require knowledge and education to sell products, along with the need
for field operations, effective supervision could prove difficult and expensive.
Therefore, in an effort to minimize the overall agency cost in a relationship
between managers and sales agents, it is beneficial for all parties to opt
for bonding. This is especially true for successful companies in profitable
industries.

Our recommendations for further research include selecting a larger company
for analysis (to increase the sample size) and conducting a survey on more
than one company. Also, to draw better conclusions about the impact of
agency costs on aligning the interests of principals and agents, data for more
than one year could be beneficial. Increasing the size of the sample within a
firm and increasing the number of included firms would allow the use of better
statistical and econometric tools.
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