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M&A decisions are often aimed at strategic goals like economies of scale, market expansion, or
diversifying operations. Yet, these objectives can be impeded by agency costs stemming from

conflicts between shareholders and managers. Agency costs manifest in forms such as high
executive pay, managerial turnover, and resource misallocation. Therefore, grasping and
scrutinizing agency costs in M&A is crucial for mitigating adverse impacts on transaction
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success. This analysis intends to highlight various facets of agency costs in M&A, covering
types, causes, and organizational mitigation strategies.
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I. INTRODUCTION

Mergers and acquisitions (M&A) are complex strategic
initiatives that involve either merging companies into a new
entity or one company acquiring another, becoming its
owner. M&A activities primarily aim to create value and
synergies unattainable by independent operations. However,
these transactions face numerous challenges and risks,
notably agency costs due to conflicts between shareholders
and managers. This paper seeks to explore and manage these
agency costs to enhance the success of M&A transactions.
Grasping agency costs in M&A is vital for companies and
investors. Agency costs refer to conflicts of interest between
shareholders and managers or between different stakeholders
in the M&A process, leading to resource diversion,
opportunistic  actions, and value destruction. By
understanding and managing agency costs, companies can
minimize adverse impacts and maximize M&A benefits,
aiding shareholders and investors in making informed
decisions and assessing deal value. This also allows for the
design of optimal governance mechanisms and incentive
structures, aligning involved parties' interests. Ultimately,
understanding agency costs enhances transparency and
accountability, reducing M&A risks and improving the
likelihood of success

This paper thoroughly examines agency costs in M&A,
defining agency theory and the principal-agent relationship
in these transactions. It investigates primary agency cost
sources like information asymmetry, moral hazard, and
conflicts of interest, and discusses mechanisms like due
diligence, monitoring systems, and managerial financial
incentives to reduce costs. It also delves into corporate
governance's role in managing agency costs, emphasizing

independent boards and aligning shareholder-manager
interests, with real-life examples linking agency costs and
firm performance. The practical implications are significant,
suggesting that companies use this knowledge to craft
optimal governance structures and incentives, thereby
mitigating M&A risks and enhancing success rates. and
investors to formulate decisions that are more informed and
to better evaluate the actual worth of an arrangement

Il. DEFINITION AND EXPLANATION OF AGENCY
COSTS

Pertaining to M&A, the term 'agency costs' denotes the
expenditure and conflicts of interest arising when a firm's
managers (agents) make choices that diverge from
shareholders' (principals) best interests. Such costs are
chiefly due to the division of ownership and control typical
in contemporary businesses. Managers serve as the
shareholders' proxies, with decision-making power
delegated to them. However, the interests of these managers
may not align perfectly with those of the shareholders. This
misalignment often results in agency costs, as managers may
prioritize their interests or engage in activities diminishing
firm value (Hendrastuti & Harahap, 2023). Predominant
agency costs in M&A encompass managerial self-benefit,
authority dominance, inefficient investment decisions, and
prioritizing short-term gains over long-term value. Grasping
agency costs is vital for shareholders and acquirers alike,
fostering the ability to detect potential conflicts of interest
and establish mechanisms to harmonize managers' and
shareholders' interests.
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Definition of Agency Theory

Agency theory stands as an established framework within
management and corporate finance, exploring the nexus
between shareholders (principals) and managers (agents).
The theory asserts a fundamental conflict of interest
between these parties, given that managers might act in their
self-interest rather than optimizing shareholders' wealth. The
agency problem emerges from differing objectives and
asymmetric information between shareholders and managers
(Kivistd & Zalyevska, 2015). Entrusted with decision-
making on behalf of shareholders, managers might exhibit
distinct risk preferences, objectives, and motives.
Consequently, managers might engage in actions misaligned
with shareholders' interests, such as excessive risk-taking,
favoring their compensation, or depleting corporate
resources for personal gain. Agency theory imparts valuable
insights into managers' motivations and behaviors and
suggests mechanisms to mitigate these conflicts, aligning
shareholders’ and managers' interests (Bendickson et al.,
2016).

Furthermore, Agency Theory has been applied to scrutinize
agency relationships across various levels, such as between
shareholders and managers within a firm (Kivistd &
Zalyevska, 2015). The agent, a pivotal element in Agency
Theory, is obligated to complete tasks designated by the
principal. Nevertheless, the agent has personal interests,
which may not always align with those of the principal,
leading to a conflict of interest—an integral concept of
Agency Theory. The theory delves into several aspects of
the principal-agent dynamic, including the public agency
dilemma, where the agent acts favoring personal interests
over the client's (Ross, 1979).

Explanation of the Various Types of Agency Costs

A fundamental notion in Agency Theory is agency costs,
representing the expenses tied to the principal-agent
relationship due to conflicts of interest. Researchers employ
various measures of agency costs, such as the ‘expense ratio’
and 'asset utilization ratio' (Rashid, 2015). Generally, agency
costs are pivotal in grasping the potential expenses and
challenges within principal-agent relationships. 'Moral
hazard', another key term in Agency Theory, pertains to the
agent's risk of actions adverse to the principal's interests (Lei
et al., 2013). 'Adverse selection' describes the risk that the
agent may possess private information unknown to the
principal, leading to suboptimal agent selection (Carlier,
2001). The normativity of Agency Theory resides in its
proficiency to investigate to elucidate principal-agent
interrelationships alongside the consequent expenditures.
The conceptual framework aids in discerning possible
interest clashes between principal and agent and proffers
guidance on how to structure such affiliations to harmonize
the interests of both entities (Bendickson et al., 2016).

Beyond the already enumerated agency costs, mergers and
acquisitions (M&A) encounters might prompt additional

agency costs. These costs fragment into monitoring,
attachment, and residual losses categories. Monitoring costs
encapsulate the outlays borne by the principal to oversee and
regulate the agent's endeavors. Particularly, in a monitoring
lens, agency costs are the expenses undertaken to ensure
managers operate in shareholders' best interests (Sismanoglu
et al., 2020). Within M&A scenarios, monitoring costs hold
significance in alleviating intrinsic interest conflicts amid
shareholders and managers. Shareholders, compelled by the
necessity of perpetual oversight and dominion over
managerial resolutions, especially those concerning resource
allocation and strategic schemas, incur these costs.
Oversight costs span varied activities including regular
audits, efficient reporting system implementations, and
transparent  performance  assessment — mechanisms’
establishment.

Furthermore, another pivotal agency cost aspect in mergers
and acquisitions encompasses linkage costs (Ekinci, 2017).
Linkage costs pertain to the systems instigated to mesh the
interests of the acquiring firm with those of its managers.
Managers, prone to advancing personal interests over
shareholders' wealth maximization, breed agency conflicts.
Employing various binding mechanisms like executive stock
options and restricted stock grants can restrain this discord.
These mechanisms tether executive remuneration to the
firm’s performance and long-haul value generation (Lee &
Wingreen, 2010). By harmonizing executive and
shareholder interests, linkage costs mitigate agency costs
and bolster the M&A success rate.

Residual loss manifests as the detrimental financial
outcomes befalling from agency tribulations within M&A.
Causes for residual loss range from inordinate executive
pay, autocratic conduct, to personal gain pursuits throughout
the M&A procedure. These residual losses not only
depreciate shareholder value but also erode M&A market
efficiency. Mitigating residual loss can be achieved through
mechanisms like meticulous manager selection, apt
monitoring and incentive frameworks, and sound corporate
governance practices. Addressing agency dilemmas and
curtailing residual loss can enhance M&A strategic
effectiveness, augmenting value creation for shareholders
and stakeholders alike.

Agency Theory in Mergers and Acquisitions
Agency theory, a scholarly framework, probes into
principal-agent relationships in the business sphere, striving
to resolve the quandaries inherent within agency affiliations.
Principals denote shareholders or company proprietors,
while agents embody individuals or groups acting on
principals' behalf, such as company management. The
theory centralizes around agency costs, the expenses
principals absorb to ensure agents act in their interests
(Junni & Teerikangas, 2019). Within M&A transactions,
agency theory assists in navigating the intricacies of
engaging with disparate partners harboring divergent
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motivations and agendas. Recognizing stakeholder interest
misalignments, the theory critically evaluates the challenges
from varied vantage points. Practically, agency theory
elucidates the principal-agent dynamics between investors
(principals) and a company's management team (agents)
(Sarabia et.al., 2019). During M&A, investors confer
authority upon management to make decisions aimed at
augmenting shareholder value. This delegation, however, of
authority introduces a potential for conflict, as managers
might prioritize their earnings, personal job stability, or
other goals over the interests of investors. Agency theory
offers a framework to identify and analyze these conflicts
and underscores situations where agents' interests may
diverge from those of principals (Alvarez et al., 2020).
Agency theory is crucial for understanding adversarial
situations that could surface between shareholders during
M&A transactions. Companies involved in M&As face
different motivations: acquirers aim for growth, targets aim
for a successful exit, and investors seek value appreciation
(Battisti et al., 2021). These differing objectives can cause
conflicts, leading to ownership issues. Agency theory aids in
analyzing these conflicts by focusing on information
asymmetry and shifting risk expectations, which can pose
obstacles during negotiations, independent oversight, and
post-merger integration.

Junni and Teerikangas (2019) assert that agency theory is a
fundamental framework for comprehending interactions and
conflicts in M&A transactions. Within this context, agency
theory helps comprehend the challenges associated with
involving various partners who have contrasting motivations
and agendas (Junni & Teerikangas, 2019). It acknowledges
that in M&A activities, investors delegate decision-making
authority to management to bolster shareholder value, but
this delegation can lead to conflicts of interest if managers
prioritize their own interests over those of investors. Agency
theory, thus, offers a framework to analyze these conflicts
(Alvarez et al., 2020).

In M&A transactions, agency theory gains more relevance
when different parties with differing objectives are involved.
Acquirers pursue growth opportunities, targets seek a
successful exit, and investors expect value appreciation.
Such differing objectives can foster conflicts between the
parties, leading to partnership issues. By focusing on
information asymmetry and shifting risk expectations,
agency theory helps to analyze these conflicts, presenting
challenges during negotiations, independent oversight, and
post-merger integration (Battisti et al., 2021). Generally,
agency theory provides valuable insights into M&A
dynamics and potential conflicts, assisting companies in
addressing these challenges more effectively.

I1l. FACTORS CONTRIBUTING TO AGENCY COSTS IN
MERGERS AND ACQUISITIONS

An understanding of the factors contributing to agency costs
in M&As is essential. Firstly, a misalignment of interests

between a firm's managers and shareholders may result in
agency costs. Managers might prioritize objectives like
personal wealth maximization and job security over the
interests of shareholders, leading to non-value-maximizing
decisions (Bettignies & Ross, 2013). Secondly, the
complexity and uncertainty inherent in M&As can enhance
agency costs; the high-risk nature of these transactions
might prompt managers to engage in risk-averse behaviors,
creating costs for shareholders. Additionally, information
asymmetry between managers and shareholders can increase
agency costs, as managers with more information may
exploit this advantage to make decisions that do not align
with  shareholders' interests.  Understanding  these
contributing factors enables firms to devise strategies to
reduce and manage agency costs, fostering more successful
M&As.

Information Asymmetry

Information asymmetry occurs when one transaction party
possesses more knowledge than the other (Gompers, 2022).
Within mergers and acquisitions (M&A), such asymmetry
significantly affects the transaction's outcome. The
acquiring firm often has incomplete information about the
target firm's operations, financials, or potential risks,
potentially resulting in flawed decisions and integration
issues. In M&A, such imbalanced information access
necessitates considerable expenditures. Those managing the
process must obtain thorough and precise details regarding
the target company's financial status, risks, growth
potentials, and unforeseen challenges (Jensen & Meckling,
2019). This requirement for detailed information can
complicate assessments, leading to varied levels of
awareness and subsequent misinformed decisions that fail to
accurately reflect the intended outcome's core value.
Additionally, this information gap might influence the target
firm's valuation, preventing the acquirer from fully
recognizing its true worth. Moreover, information
asymmetry can cause conflicts of interest between the
acquirer's and target firm's management teams, whose
motivations and goals—such as growth aspirations or
shareholder value enhancement—may differ.

A concrete example of information asymmetry's impact is
observed in the AOL-Time Warner merger of 2001. Driven
by aspirations to expand digitally, AOL's strategy was based
on idealistic synergies and growth forecasts. However,
undisclosed operational challenges, mismatched corporate
cultures, and the media industry's complexities led to
misguided calculations and underappreciated obstacles
(Baker, 2019). This information asymmetry resulted in
significant investor value destruction, as expected synergies
failed to materialize, highlighting the costs associated with
insufficient or unbalanced information.

Additionally, information asymmetry can facilitate strategic
maneuvers where the better-informed party exploits the gap
to secure disproportionately advantageous terms. The
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Hewlett-Packard (HP) and Compaq merger exemplifies this
scenario. HP's leadership utilized superior information to
craft a deal that met its strategic aims, disregarding
substantial investor opposition, which foresaw potential
value losses (Baker, 2019). The lack of balanced
information led to decisions that imposed corporate costs, as
the merged entity fell short of anticipated benefits.

Conflicts of Interest

Conflicts of interest are crucial in examining agency costs
during M&A. These conflicts appear when various firm
stakeholders have diverging interests, resulting in potential
inefficiencies and wealth redistribution. Shareholders,
managers, and other stakeholders often have different
objectives and preferences, which may not align with the
firm's overall interests. These conflicts can obstruct
decision-making and introduce agency costs, such as
excessive monitoring and incentive alignment processes.
Agency costs in M&A transactions manifest in various
forms, including opportunistic behavior, excessive risk-
taking, and ensuing value destruction, all indicative of
misaligned  incentives  between  management and
shareholders. Management actions may favor personal gain
or job security over the merged entity's long-term success.
Opportunistic behavior, a significant agency cost, can lead
to value reduction. Management teams might exploit their
authoritative positions to further personal interests at the
entity's expense. of shareholders. Illustrative of recent
opportunistic behavior is the 2012 merger between
Volkswagen (VW) and Porsche. VW's management
executed maneuvers within the financial markets to obtain
control over Porsche’s share price, leading to distorted value
and impacting investor returns (Battisti et al., 2021). This
case exemplifies how strategies employed by entrepreneurs
can result in a lack of transparency, distortion in value, and
financial repercussions.

A different critical exhibit of agency problems is excessive
risk-taking by management, who may adopt risky strategies
or ventures aimed at achieving short-term rewards or
meeting personal performance metrics, often at the expense
of the long-term stability of the merged entity. For example,
in the 2015 merger of Kraft and Heinz, severe cost-
reduction initiatives compromised product quality and
innovation, leading to brand deterioration and a decline in
market share (Yen & André, 2019). This scenario
underscores how agency costs stemming from excessive
risk-taking can undermine long-term prospects and
shareholder value. Another instance of value erosion due to
agency problems is the 2006 merger of Alcatel and Lucent
Technologies. The executives' pursuit of synergies led to
hurried integration decisions, disrupting R&D efforts and
innovation channels (Sarabia et al., 2019). The integration
process, marred by cultural clashes and the loss of vital
employees, resulted in a sharp decline in market

capitalization and shareholder value, thus illustrating how
agency costs can negate value creation.

Moral Hazard
Moral hazard represents a notable form of agency cost
frequently emerging in M&A activities, characterized by
misaligned incentives and the potential for risky behavior.
Moral hazard arises when an agent engages in riskier actions
due to incomplete information or insufficient accountability,
with the principal bearing the repercussions (Emmerich &
Norwitz, 2020). In M&A contexts, moral hazard can
manifest when acquiring firm managers are incentivized to
engage in risky actions, like pursuing potentially value-
destroying acquisitions without shouldering the full costs of
these decisions.
A recent pertinent example is SoftBank's Vision Fund
acquisition of WeWork. WeWork's executives embarked on
an aggressive expansion strategy, aiming for a high
valuation grounded in profitability projections that were
later scrutinized. SoftBank's subsequent investment at a
markedly lower valuation signaled governance and
operational issues within WeWork (Kline & Brown, 2019).
Shielded from the immediate financial fallout of WeWork’s
risky expansion, the management showcased moral hazard
by striving for ambitious growth amid uncertainties,
impacting SoftBank's investment and shareholder value.
Moral hazard-induced risk behavior is also evident in the
financial sector. Post-2008 financial crisis, numerous
financial entities engaged in perilous lending and trading
practices, bolstered by the notion of being "too big to fail."
Managers, driven by significant bonuses and short-term
profit pursuits, embraced excessive risks, confident that
taxpayers and governments would intervene if their
decisions led to financial disaster (Galeja, 2019). This
situation highlights agency costs associated with moral
hazard, as management’s risky decisions with limited
accountability inflict broad economic ramifications.
Additionally, moral hazard may surface in post-merger
scenarios, where managers might undertake high-risk
projects they would typically avoid, believing the
consequences of potential failure will be mitigated within
the larger amalgamated company. For instance, Bayer's
absorption of Monsanto in 2018 presented the leadership at
Bayer with a series of legal complications tied to
glyphosate, Monsanto’s major herbicide component (El Diri
et al., 2020). Nonetheless, the management, incentivized by
the prospects of preserving Monsanto's market position,
pursued risky strategies influenced by moral hazard, thereby
subjecting Bayer to considerable financial and reputational
threats.

Adverse Selection
Adverse selection is a central agency cost in M&A activities
and denotes the possibility of detrimental agreements
stemming from information imbalances and undisclosed
dangers. It transpires when one party possesses superior
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insights compared to the other, prompting involuntary
engagements in agreements that might undermine their
interests (Wu & Reuer, 2021). This is particularly critical in
mergers and acquisitions as the acquiring entity might lack a
thorough understanding of the target's operational
difficulties, financial condition, or concealed risks.

A notable instance of adverse selection is observable in the
1997 Boeing-McDonnell Douglas merger. Boeing aimed to
bolster its market dominance by integrating McDonnell
Douglas; however, misvaluation of McDonnell Douglas’s
aircraft portfolio and marketing endeavors led to adverse
selection (Cao et al., 2022). An incomplete grasp of
McDonnell Douglas’s financial situation and challenges in
amalgamating diverse product lines undermined Boeing’s
ability to achieve the anticipated synergies, illustrating how
informational disparities can culminate in risky deals.

An additional instance of adverse selection is found in
Verizon Communications’ 2017 acquisition of Yahoo.
Verizon intended to expand its digital advertising and media
capacities through Yahoo's assets (Baysinger & Butler,
2019). However, the exposure of a massive data breach
affecting over a billion Yahoo accounts underscored adverse
selection, revealing cybersecurity issues undisclosed during
negotiations, which led to financial and reputational
detriment for Verizon (Ajay et al., 2019). This underscores
the deleterious impact that incomplete information can have
in M&A.

Adverse selection is markedly apparent in acquisitions
involving distressed companies since management might
obscure poor financial performance or looming litigations to
secure a purchase and ameliorate their firm’s distress.
Unaware of such hidden challenges, buyers might
inadvertently expose themselves to significant risks (Wu &
Reuer, 2021).

IV. THE PROXY ISSUE IN MERGERS AND
ACQUISITIONS

In the realm of M&A, the Proxy Issue arises across the
negotiation, decision-making, and integration phases, often
propelled by conflicts of interest, information gaps, and
organizational hurdles. Divergences in incentives, cultural
discord, and short-term perspectives can thwart decision-
making and impair merger success.

The negotiation phase, crucial for any business transaction,
entails discussions, bargaining, and agreement on terms
(Jensen & Meckling, 2019). Compliance complications
emerge during M&A negotiations due to adversarial stances
and informational inequities among involved parties.
Successfully executing an acquisition necessitates balancing
the acquirer's growth ambitions, cooperative efforts, and
market dynamics. influence and the target's interests in
autonomy, valuation, and reputation protection (Maas et al.,
2019). Such differing motivations can give rise to alignment
difficulties as governing bodies strive to meet their goals
while serving investors' interests. The disequilibrium in

information dissemination worsens compliance problems
during negotiations. Buyers and targets often hold
contrasting views on their financial health, growth potential,
and competitive stance. For instance, the 2001 merger
between AOL and Time Warner underscores the
ramifications of uneven information sharing. AOL, eager to
leverage Time Warner's extensive media assets, proceeded
with the deal despite discrepancies in corporate culture,
values, and long-term objectives (Wu & Reuer, 2019). This
imbalance in information dissemination can have adverse
outcomes, leading to investor losses and hurdles during
transactions. Divergent interests among the acquirer, target,
and investors can intensify compliance challenges in
negotiations.

Investors may seek optimal valuations, while governing
bodies emphasize operational stability, incentives, and
business growth (Yen & Andre, 2019). Such conflicting
aims can result in flawed decisions, hasty deals, and
insufficient exchange of input. The 2002 merger of Hewlett-
Packard (HP) and Compaq illustrates these issues. HP's
management pursued the merger despite significant
opposition from the Hewlett and Packard families, who were
major investors (Song & Zhang, 2019). This conflict
highlighted the importance of aligning managerial decisions
with investors' interests.

The decision-making phase encompasses evaluating options,
scrutinizing information, and selecting a course of action
from the available alternatives. The decision-making stage
of M&A transactions is pivotal, where agency issues
frequently emerge due to conflicting interests and
information asymmetry. As the managing partners of
acquiring and target firms mull various mediation options,
the stakes of different stakeholders may be compromised.
The 1998 merger between Daimler-Benz and Chrysler
exemplifies this issue. Daimler-Benz aimed to bolster its
presence in the US market by acquiring Chrysler (Song et
al., 2019). Nevertheless, organizational challenges surfaced
during integration, with management teams struggling over
corporate cultures, decision-making processes, and product
strategies. Daimler-Benz's focus on cost control clashed
with Chrysler's innovation-driven approach. These disparate
philosophies hindered synergy, leading to poor financial
performance and the eventual dissolution of the merger
(Schéuble, 2019). The dissonance in incentives and core
visions between the governing bodies illustrates the effect of
organizational dilemmas on decision-making during
integration. The decision-making phase also brings to light
the impact of information asymmetry on strategic choices.
Management teams with superior access to information may
make decisions that favor their interests over those of
investors. For example, eBay's acquisition of Skype in 2005
was driven by eBay's expectation of synergies between
online business and the communication platform (Lund,
2019). However, anticipated synergies failed to materialize
due to information asymmetries about user behavior and
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technological compatibility. This gap between expected and
actual outcomes shows how information biases can lead to
adverse decisions impacting the collective asset and investor
value.

The integration phase is a crucial period post-merger or
acquisition, where the primary focus is on merging the
resources, operations, and cultures of the involved entities to
realize synergies and strategic aims. However, this phase is
susceptible to organizational problems due to conflicting
interests, information asymmetry, and challenges inherent to
the convergence of two distinct organizations. A notable
illustration of organizational issues arising during the
integration phase is the 2011 merger of HP and Freedom.
The management at HP anticipated that acquiring Freedom,
a product-focused entity, would enhance its market stance
(Kumar and Kumar, 2019a). Nonetheless, tensions surfaced
as post-acquisition assessments unveiled discrepancies in
financial results and valuations. Misalignment between
Freedom's leadership and HP's investors' incentives
instigated disagreements, culminating in a considerable loss
of investor value (Junni and Teerikangas, 2019). This case
accentuates the organizational difficulties during integration
due to information asymmetry, influencing the financial
robustness and alignment of newly formed synergies.
Employee motivation constitutes another domain where
challenges may arise amid the integration phase. This was
discernible in the 2014 amalgamation of Microsoft and
Nokia’s Devices and Services division. In this instance,
issues regarding employee motivation were prominent. As
Microsoft endeavored to harness Nokia’s proficiency to
bolster its mobile market presence, conflicting and
incompatible objectives disturbed both organizations’
workforce and management (Cakali, 2022). The uncertainty
in job security and alterations in job roles triggered
dissatisfaction among the team and management,
consequently impacting the merger's success. Moreover,
insecurity and dissatisfaction can emanate from clashing
organizational norms. Such a scenario was visible in the
2010 merger of Kraft Food Corporation and Cadbury.
Kraft’s initiative to integrate Cadbury's strengths to
penetrate the global market encountered resistance from
Cadbury management, aiming to uphold their corporate
identity and heritage (Cakali, 2022). This misalignment in
cultural values impeded the merger process. The requisite
organizational and managerial transformations for a
successful merger conflicted with retaining Cadbury’s
cultural identity, erecting barriers to integration. Therefore,
the integration phase of mergers or acquisitions is
susceptible to organizational challenges from conflicting
interests, information asymmetry, and cultural disparities.

V. IMPLICATIONS OF AGENCY COSTS ON
MERGED ORGANIZATION PERFORMANCE

In an amalgamating company, agency costs can profoundly
influence its financial performance. These costs emanate

from interest conflicts among stakeholders like shareholders
and management. Post-merger, these conflicts can intensify,
adversely impacting financial metrics. A prominent
consequence is the potential diminution of profits. Resource
misallocation may occur if management prioritizes their
interests, such as maximizing their compensation, over the
company’s overall financial well-being (Baysinger & Butler,
2019). Excessive remuneration and executive benefit
expenses can redirect funds from investments essential for
growth and profitability, leading to decreased operational
efficiency and lower net income, thus affecting the merged
company’s financial performance. Additionally, proxy costs
could precipitate a decline in shareholder value. With
sustaining conflicts of interest, shareholders might perceive
management decisions that misalign with their objective of
maximizing investment returns. Misaligned interests can
foster short-term-focused decisions or strategies favoring
management over long-term value creation (Kumar &
Kumar, 2019b). This misalignment could erode investor
confidence, diminishing the merged entity’s stock price and
total market value. Consequently, agency costs detract from
outcomes and undermine financial performance by lessening
shareholders' expected value from their investments.

Agency issues notably influence the strategic decision-
making process in a merged entity. When management's
interests deviate from shareholders', decisions might focus
on short-term objectives rather than fostering sustainable
growth. This skewed perspective can result in overlooked
chances to establish the merged entity as a market leader
(Song & Zhang, 2019). For instance, if management is
driven by the pursuit of immediate financial milestones for
personal incentives, they might implement cost-cutting
strategies that harm long-term investments in R&D,
marketing, or human resources (Lund, 2019). Such a short-
term approach may impair the merged company's ability to
adjust to market shifts, exploit new trends, and sustain
competitiveness. Furthermore, agency conflicts can stifle
innovation within the merged firm. Innovation necessitates
risk-taking and openness to unconventional ideas. However,
misaligned incentives due to agency costs may deter
employees from engaging in innovative activities. If
innovation is not appropriately incentivized or is only
focused on metrics advantageous to management,
employees may become risk-averse and reluctant to share
their creative ideas (Kumar & Kumar, 2019b). This can limit
the merged firm's ability to stand out, create new products or
services, and secure long-term sustainable growth.

The effects of agency costs on a merged firm's
organizational efficiency go beyond financial metrics and
strategy. They influence workplace culture, decision-making
approval processes, and daily operations. A workplace
dominated by internal conflicts can harm employee morale
and job satisfaction. When employees notice that
organizational actions favor personal interests over the
company's welfare, they might feel undervalued and
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demotivated (Gompers, 2022). This can result in lower
commitment, decreased productivity, and higher turnover,
weakening the firm's collective efficiency. Additionally,
internal conflicts can constrain the firm's growth and
diversity potential. Progress demands an environment that
supports experimentation and the implementation of well-
designed strategies. However, if employees believe their
efforts will not be adequately recognized or rewarded due to
biased incentives and internal conflicts, they may hesitate to
propose innovative ideas or initiatives (Yen & André, 2019).
This can impede the firm's ability to respond to changing
market conditions and seize exceptional opportunities,
potentially causing stagnation and the loss of its competitive
edge.

VI. THE IMPORTANCE OF CORPORATE
GOVERNANCE IN MITIGATING AGENCY COSTS
Understanding the role of corporate governance mechanisms
is crucial when examining agency costs in mergers and
acquisitions. Corporate governance encompasses the
practices, norms, policies, laws, and institutions that govern
a company's control and management. One such mechanism
is board oversight, which ensures that managers act in
shareholders' best interests (EI Diri et al., 2020).
Independent directors on the board can impartially assess
M&A transactions and mitigate management's self-interest.
These non-executive or independent directors do not partake
in daily operations, thus diminishing conflicts of interest
(Sarabia et al., 2019). Their independence and expertise lead
to better decision-making and evaluation of a transaction's
potential benefits and risks. Additionally, separating the
roles of CEO and chairman prevents an excessive
concentration of power and guarantees independent
oversight (Maas et al., 2019). An independent chairman can
oversee the evaluation of the strategic rationale, financial
feasibility, and potential impact on shareholder value.
Effective monitoring mechanisms, especially the board's
role, are critical in reducing agency costs. An impartial and
independent directors committee ensures fair oversight of
executive actions and decisions. These directors introduce
diverse perspectives and scrutinize assumptions, with the
intent to sync fundamental choices with investors' prolonged
interests (Schéauble, 2019). Oversight by the board is
paramount, especially during mergers and acquisitions
where complex scenarios and disparities in information
often exist. Transparency and prompt communication
between the board and shareholders enhance the oversight
process by reducing information voids and ensuring
shareholders are adequately informed, thus participating
effectively in decision-making (Junny & Teerikangas,
2019).

In this vein, transparent communication alongside accurate
and timely disclosure of information is vital in M&A
transactions (Baysinger & Butler, 2019). Open channels
lower information asymmetry, aiding shareholders in

making  well-grounded  decisions.  Advocating  for
shareholder rights and spurring shareholder activism can
diminish agency costs (Song & Zhang, 2019). Shareholders
ought to have the ability to vote on critical decisions such as
M&A transactions and voice concerns when managers seem
self-serving. Moreover, investor activism empowers
institutional investors to sway board resolutions and hold
leadership accountable. The activist campaign by Third
Point LLC against Sony in 2013, leading to strategic
changes that uplifted the company's financial performance
and shareholder value, is a notable instance (Emmerich &
Norwitz, 2020). Institutional investors, like pension and
mutual funds, hold substantial stakes in companies and can
sway corporate governance practices and proxy voting
settlements (Sarabia et al., 2019). In the sphere of M&A
transactions, these investors can leverage their voting
prowess to support or oppose deals based on their potential
impact on shareholder value. A robust corporate governance
framework features a code of conduct and ethics guidelines
steering managerial actions (Kline & Brown, 2019). These
policies mandate honesty, integrity, and ethical behavior.
Adherence to such standards in M&A transactions
minimizes decisions favoring executives over shareholders.
Such mechanisms foster transparency, thwart value
destruction, and synchronize management's actions with
shareholders' interests.

Aligning executive compensation with shareholders'
interests is extremely important (Yen & André, 2019).
Compensation schemes integrating performance-based
elements linked to deal success motivate executives to make
decisions that maximize long-term shareholder value. By
tugging executive compensation to the company's enduring
performance, boards can be propelled to concentrate on
activities that generate genuine value (Schéuble, 2019).
Incentive-based compensation, like performance-based
shares or investment chances, can effectively align board
priorities with those of shareholders. For instance, in
Microsoft’s 2016 acquisition of LinkedIn, a portion of
LinkedIn executives' compensation was structured in the
form of Microsoft shares to ensure the plan's success
(Galeja, 2019). This arrangement fueled the merger process,
augmenting value creation and minimizing conflicts from
differing objectives.

External auditors are crucial in assuring the accuracy and
reliability of financial statements and reports, providing
shareholders an independent assurance that the financial
information is credible and not manipulated (Lund, 2019).
Their role becomes even more significant in M&A
transactions where precise financial data is crucial for
valuation and decision-making. Aligning incentives between
management and shareholders is a crucial element of
corporate governance aimed at mitigating agency costs.
Overall, efficient corporate governance mechanisms like
board oversight and independence, the roles of non-
executive directors, the CEO/chairman separation, and
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transparency in disclosure, Shareholder rights and activism,
harmonization of executive compensation, external auditors,
institutional investors, and robust codes of conduct and
ethics policies form essential elements within an effective
corporate  governance system. These  mechanisms
collectively aim to promote transparency, accountability,
and the safeguarding of shareholder interests during mergers
and acquisitions (M&A\) activities. They serve to align the
interests of directors with shareholders, minimize agency
costs, and ensure that shareholders are confident that
decisions reflect their best interests. Elements such as
independent  oversight, unbiased evaluation, precise
financial reporting, adherence to ethical standards, and
fostering shareholder engagement create a more solid and
dependable M&A milieu.

VIl. RECOMMENDATIONS FOR ADDRESSING
AGENCY COSTS IN M&A TRANSACTIONS

Several best practices can help reduce agency costs in the
context of mergers and acquisitions. A primary step is
ensuring effective communication and transparency between
the acquiring and target companies. Conducting
comprehensive due diligence to identify and manage
potential risks and conflicts of interest is also crucial. The
composition of the board should be such that it includes
members with the requisite skills and qualifications to
oversee the M&A process proficiently. Aligning the
interests of both parties involved in the transaction is
necessary, which can be achieved through tailored
incentives, such as performance-based remuneration
schemes that drive directors to act in shareholders' best
interests.

Continuous and open communication is vital throughout all
phases of an M&A transaction, from pre-merger discussions
to post-merger integration. Transparent communication
mitigates issues arising from information imbalances and
conflicting interests, fostering trust among stakeholders like
leaders, representatives, and investors, and thereby resulting
in more effective guidance and reduced vulnerability
(Baker, 2019). Transparency during negotiations helps
identify key objectives, synergies, and potential challenges.
Balanced evaluations of a merger's benefits and risks lead to
better-informed decision-making and decrease biases.
Effective communication in the post-merger phase is critical
to addressing employee concerns, clarifying roles and
responsibilities, and ensuring harmonious adaptation to
processes, structures, and cultures (Cao et al., 2022). An
example is the merger of United Airlines and Continental
Airlines in 2010, where open communication and
transparency were pivotal in merging two distinct corporate
cultures, enhancing employee engagement, and achieving
operational efficiency (Das, 2019). Furthermore, direct
communication aids in addressing and resolving potential
issues during the integration, demonstrating a commitment

to problem-solving and keeping the merged entity aligned
with its goals.

Thorough due diligence is crucial in minimizing the risks of
information asymmetry and related agency costs. Both
acquirer and target companies need to conduct in-depth
assessments of each other's financial status, operational
performance, risks, and growth prospects (Kline & Brown,
2019). Transparent communication and the sharing of
essential information at this stage can reduce vulnerabilities
and prevent hidden problems from emerging post-
consolidation. An example underscoring the importance of
thorough due diligence is Facebook's acquisition of
WhatsApp in 2014. Facebook’s detailed involvement in the
acquisition allowed them to comprehensively understand
WhatsApp's user base, growth trajectory, and development
plans (Jensen & Meckling, 2019), substantially mitigating
the risk of information asymmetry. and potential operational
challenges is key to achieving the successful conclusion of
the acquisition and promoting the continued growth of
WhatsApp within the larger Facebook ecosystem. A higher
level of due diligence should encompass an evaluation of
cultural ~ compatibility and employee  motivation.
Recognizing the organizational culture and foreseeing the
consolidation’s potential effects on employees can
preemptively tackle resistance issues and reduced
engagement during the integration phase.

Aligning incentives is crucial to mitigating agency costs and
ensuring the merger's success. Management incentives
should be intrinsically connected to the company's financial
performance and strategic achievements. Compensation
plans must adequately reward board members for their role
in fostering long-term value creation (Lund, 2019). Tying
executive compensation to essential financial metrics such
as revenue growth, productivity, and investor returns
encourages leaders to make decisions in line with investor
interests. An illustrative example is the 2015 merger
between Allergan and Actavis, in which Actavis adopted a
compensation plan linking incentives to specific revenue
and productivity targets. This approach pushed management
to focus on operational excellence and collaboration while
aligning earnings with investor expectations (Kumar &
Kumar, 2019a). Consequently, the merger successfully
realized value creation and operational synergies,
showcasing the positive impact of well-structured incentive
plans in M&A transactions. Moreover, compensation plans
should contain elements that encourage leaders to stay
dedicated to the merged entity for a substantial period post-
deal completion. This practice can avert short-termism and
opportunistic behaviors that lead to organizational issues.
Instruments like restricted stock grants, vesting periods, and
performance-based bonuses extended beyond the initial
integration phase can guide leaders to prioritize the merged
company's long-term success (Kumar & Kumar, 2019b).
Stringent and equitable oversight is essential for addressing
agency costs in the M&A process. Independent boards and
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committees are crucial in providing this oversight.
Independent directors contribute diverse perspectives and an
impartial viewpoint, helping to prevent conflicts and address
informational imbalances that can lead to corporate
malfunctions (Sarabia et al., 2019). Forming an independent
M&A advisory team within the board of directors, dedicated
solely to overseeing the M&A process, can enhance
transparency and accountability. This team should comprise
experts with pertinent expertise who are not directly
involved in the daily operations of the organizations
involved (Ajay et al.,, 2019). Their duties encompass
assessing the strategic rationale, incorporating input from a
variety of stakeholders, evaluating potential risks, and
ensuring that deal terms are equitable and serve investor
interests. A prime example of effective corporate
governance structures is seen in IBM's 2019 acquisition of
Red Hat. IBM instituted a separate independent board of
directors responsible for appraising and sanctioning the
transaction (Battisti et al., 2021). This board was critical in
ensuring a thorough and seamless integration process,
aligning with IBM's core goals and safeguarding investor
interests. The supervisory oversight by the board
significantly contributed to a successful acquisition that
generated value for both entities. Additionally, sound
corporate governance frameworks should extend to cover
post-merger integration. An independent oversight board
can persistently monitor the integration process, ensuring
that anticipated synergies are accomplished, cultural issues
are managed, and value creation is achieved as projected
(Alvarez et al., 2019).

VIII. CONCLUSION

Grasping and managing agency costs in mergers and
acquisitions is imperative... imperative in the fluctuating
business milieu of today. Agency costs, pertaining to the
frictions between shareholders and managers, necessitate
vigilant oversight and regulation to synchronize the interests
of both entities. Within the realms of mergers and
acquisitions (M&A), these costs gain pronounced
importance, as amalgamating organizations grapple with the
consolidation of disparate corporate cultures, strategies, and
management styles. An inability to aptly comprehend and
govern agency costs can culminate in substantial financial
detriments, missed  synergies, and organizational
ineffectiveness. By grasping the essence and origins of
agency costs, enterprises can enforce robust governance
mechanisms and control frameworks to curb these
expenditures. Furthermore, executives can ensure the
alignment of shareholder and managerial interests through
crafting suitable remuneration plans that motivate the
realization of merger-associated goals. A thorough
comprehension and handling of agency costs are
indispensable to the thriving and enduring development
within M&A endeavors.

This examination elucidates the convoluted dynamics
prevalent during such transactions by scrutinizing various
agency costs and their repercussions across multiple stages
of the M&A procedure. The outcomes underscore the
exigency of recognizing agency costs and their ramifications
on firm value and operational performance. Agency costs
may emanate from internal and external domains, including
managerial opportunism and informational asymmetry. Such
costs can engender suboptimal decision-making processes,
diminished shareholder value, and latent conflicts of
interest. Consequently, managers and stakeholders must
evaluate and regulate agency costs throughout the M&A
progression to assure value generation and seamless
integration.

Further scholarly inquiry into agency costs within M&A is
requisite to deepen the comprehension of this intricate
phenomenon. One prospective research avenue could
explore the efficacy of corporate governance mechanisms in
mitigating agency costs. Specifically, subsequent studies
could scrutinize the impact of varying board structures and
executive compensation frameworks in alleviating agency
conflicts amidst M&As. The cultural elements influencing
agency costs also warrant attention. Cross-cultural
investigations can elucidate how agency dilemmas manifest
in diverse cultural milieus and the influence of cultural
variances on the efficacy of governance mechanisms in
abating agency expenditures. Additionally, longitudinal
inquiries are imperative to evaluate the prolonged impact of
agency costs on post-merger performance. Through
executing such research, academics can aid in the formation
of more holistic paradigms and furnish practitioners with
pivotal insights to enhance decision-making in M&A
contexts.
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