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Foundation owned firms - a
delegation approach

Stefan Muehlbauer∗

Abstract

Foundation owned firms are an interesting research object to test ownership
influence on firms’ performance. Research claims that the foundation as an orga-
nization without natural owner leads to significant agency cost because there is no
residual claimant with an incentive to control. Nevertheless, this inferior perfor-
mance could not be found empirically (Herrmann, 1997; Thomsen, 1999; Thomsen
and Rose, 2004).
This paper gives an explanation for this puzzling result: most foundation owned

firms are not as owner-less as it seems. The presented model is the first to analyse
game theoretically a firm succession decision with the option to choose a foun-
dation as successor, a form of succession very popular in Central and Northern
Europe. More precisely the succession decision is analysed in a delegation model
by Holmstrom (1977) and Melumad and Shibano (1991). It is assumed that the
founder can either pass his firm on to his successor or donate his firm to a founda-
tion. It is shown that a foundation as successor can be rational, by setting it up
and designing it, the founder can restrict the successors discretion and therefore
can prevent specific events from happening, for example the sale of his firm. The
model illustrates the basic trade-off a founder faces. In order to keep control he
has to sacrifices adaptability of future management. The founder leaves his suc-
cessor as actual owner despite donating it to a foundation. This could explain the
many ways foundations and firms are legally arranged in Germany and could have
important implications for future empirical research on foundation owned firms1.

∗Faculty of Business Administration and Economics, University of Augsburg, D-86135 Augsburg, Ger-
many, e-mail: stefan.muehlbauer@wiwi.uni-augsburg.de

1First draft, comments are most welcomed
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1 Introduction

Foundation owned firms are an interesting research object for testing ownership influence
on firms‘ performance. A foundation as an organisation without physical owner leads to
significant agency cost because there is no residual claimant with an incentive to control.
Nevertheless this inferior performance could not be found empirically (Thomsen, 1996;
Herrmann, 1997; Thomsen and Rose, 2004; Franke and Draheim, 2015).
While most of previous empirical research tests whether foundation owned firms per-

form worse than family owned firms and why they do not, this model asks if choosing a
foundation as a succession solution in family firms is a rational decision and why. The
decision about ownership and succession in family firms is endogenized. It is considered
the decision of an owner and founder of a firm whether to pass it on to his heir or to
set up a foundation as owner. This is done in a principal agent model of Holmstrom
(1977) und Melumad and Shibano (1991). That means that the succession process which
is extensively analysed in research to succession in family firms (Churchill and Hatten,
1997; Breton-Miller et al., 2004; Michael-Tsabari and Weiss, 2013) is condensed to a one
shot game.
The literature on succession in family firms can be systematized in four areas of

interest. There is a vast number of articles about the two main protagonists founder2

and successor3. The other two branches deal with the succession process4 and the ex
post succession performance5 (Blumentritt et al., 2013, p. 51).
The importance of the research on succession in family held firms becomes clear once

one learns that only a third of family firms survives the second generation of family
management and only 10-15 % the third generation [Breton-Miller et al. (2004, p. 305),
Ward (2011)]. Following that, it is hardly surprising that most of the research litera-
ture focuses on the challenges and potential mistakes and tries to find solutions for the
problems arising. As is stated by Brockhaus (2004, p. 170), a predominant part of this
research is of empirical nature which is not always convincing as far as methodology is
concerned. Formal theoretical contributions and especially game theoretic contributions
are rare: Blumentritt et al. (2013) introduce game theory as a model for examining
succession in demonstrating possible applications of game theoretic concepts. Michael-
Tsabari and Weiss (2013) use game theory to explore the impact of poor interpersonal

2For further literature see (Malone, 1989), (Marshall et al., 2006), (Davis and Harveston, 1999)
3For further literature see Goldberg and Wooldridge (1993), Chrisman et al. (1998), Dyer (1988)
4See Breton-Miller et al. (2004, p. 305), (Sharma et al., 2001), Churchill and Hatten (1997), Michael-
Tsabari and Weiss (2013)

5See for example Miller et al. (2003), Breton-Miller et al. (2004), Ward (2011)
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communication on family harmony during the succession process. Most closely to the
model at hand is the one of Burkart et al. (2003) who analyse the factors determining
the founder’s succession decision. Their model explores the incentives that influence the
founder’s decision on whether to hire a professional manager or leave management to
his heir, and secondly, what fraction of the company to float on the stock exchange.
However, in Germany or Denmark for instance there is another, very popular way for

the founder of how to settle the succession: setting up a foundation with ownership in his
firm. This ownership category is mostly found in Central and Northern Europe where
some of largest companies are foundation owned, for example Robert Bosch GmbH
in Germany, IKEA in Sweden or Carlsberg in Denmark. In Germany 740 firms are
presumably owned by a foundation, even though the exact number is not known (Franke
and Draheim, 2015, p. 11)6. A foundation as an owner seems to be at odds with
standard economic rationale since a foundation is not owned by a legal or natural person
but constitutes an institution pursuing a particular purpose given by the donor. This
purpose can be of a charitable or private nature.
Not only does the organisation’s lack of ownership appear to be at odds with standard

economics, but also these organisations vary tremendously in design, for example in the
functional relationship of foundation and firm, which implicates that a stylized formal
analysis like this presents a challenge.
This model examines why an owner chooses a foundation as a succession alternative,

what determines the design of it and what implications the results have on future empir-
ical research. In summary it is rational for an owner to choose a foundation as an owner
of his firm to prevent particular events, for example the selling of his company. Thereby
the owner gives ample scope to his successor in order to assure the necessary range of
action to be able to react flexible to changes in environment. Therefore successors act
as implicit owners despite the fact that the foundation is the legal owner. This could
explain the huge variety on how foundations and firms are legally arranged in Germany.
For instance concerning the degree to which the foundation, as institutionalized pur-
pose, or the owner’s family have the power to influence the firms management. There
are foundation-firm-family-arrangements in which the founders family is still hugely in-
fluential, as in the Bertelsmann AG, and there are foundation-firm-family-arrangements
in which the foundation, as a institutionalized purpose, is most dominant on the man-
agement, for example Carl Zeiss.

6In the United States of America this ownership category is of no importance since foundations are
not allowed to own more than 20% of a company the shares owned by the donors family included
(Fleischmann, 2003, p. 368)
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In order to analyse this setting the delegation model of Holmstrom (1977) and Melumad
and Shibano (1991) is applied. This approach is very powerful as its many applications,
for example in political economics7, regulation8 or organizational economics9 show. Ba-
sically these models consider when delegation an action to an agent is optimal and what
variables determine this decision. Hence the problem of firm succession is condensed to
a one dimensional control problem between founder and successor.
This paper is organized as follows. In section 2.1 the model is presented and motivated.

Section 2.2 and 2.3. show the theoretical findings before section 3 discusses some of the
results and concludes. As this paper aims at introducing game theory to the research
on industrial foundations, the presented methods and results will be explained in detail.
Furthermore the model and its results will be illustrated by a concrete example.

2 Model

This model focuses exclusively on founder and successor, both which are the two central
elements of a firm succession decision(de Vries, 1994; Chrisman et al., 1998; Goldberg
and Wooldridge, 1993). Problems in succession, arising from the existence of multiple
successors like siblings (Barnes, 1988) or founders, are not considered here in order to
make the basic mechanisms tangible that drive the founder’s decision. Possible exten-
sions would be deserving of future research.
Like Melumad and Shibano (1991) and Holmstrom (1977) the founder’s (u) and succes-

sor’s (n) preferences are represented by the (non-monotone) quadratic utility functions,
which depends on the outcome of management x(a, ε) and an ideal point xi summarizes
the player’s preferred management outcome:

Ui(x, xi) = −(x(a, ε)− xi)2 mit i = {u, n} (1)

The successor’s ideal point is located further right on this one dimensional line of this
spatial model, as it is assumed that xn > xu with xi ∈ {0, 1}. The difference xn − xu
measures the preference divergence between founder and successor10.

7See McCubbins et al. (1987), Epstein and O’halloran (1994) and Epstein and O’halloran (1996),
Epstein and o’Halloran (1999), Moe (2012)

8See Armstrong (1994)
9See Crawford and Sobel (1982) , Dessein (2002), Harris and Raviv (2005), Gibbons et al. (2013) and
Alonso and Matouschek (2008)

10In public firm this systematic preference divergence could be the agency problem arising form the
separation of decision management and decision control Jensen (1986) as the manager tends to build
an empire more to his own benefit than to the greater good of the company he manages
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Possible conflicts between the founder and successor are widely discussed in family
firm literature. Both could differ regarding their commitment to the company. While
the enterprise is a lifetime achievement for the founder and therefore often becomes
part of their core identity (de Vries, 1994, p. 68), successors often lack this kind of
commitment due to a general lack of motivation (Sharma and Irving, 2005) or career
alternatives(Handler, 1994). Other resources for conflicts of interests are father-son-
problems in general. In family firms these problems easily become business problems
(de Vries, 1994). Equivalent to (Chami, 2001, S. 7) one could also think of asymmetric
altruism, where the founder cares about his child and wants it to succeed while the
successor only thinks about her own benefit.
In a concrete example xi could be standing for the extent of non-family influence on

the firm’s management. While the founder wants his legacy to remain in family control
and not to be jeopardized by external interests, the successor wants to open the firm
for external investors, in order to stimulate growth (Tirole, 2010, p. 115) or to freeride
(Jensen and Meckling, 1976).
The players compare the management’s outcome x(a, ε) with the ideal point xi as a

reference point. This outcome depends on an action a in a state of nature ε. Given a
certain ideal point the players try to minimize the difference between ideal point and
outcome by choosing an action a in the state of nature ε. Note that xi is independent
of the state of nature. In the example at hand the action a could be the share sold to
external investors and ε could summarize the firms economic situation, for instance the
market environment or its cost structure. Therefore the outcome is

x = a− ε (2)

Following Melumad and Shibano (1991, p. 176), for simplicity the prior probability
distribution over environments is uniform over ε ∼ U [0, 1]. It summarizes all information
regarding the decision in one dimension, as standard in delegation literature (Holmstrom,
1977; Melumad and Shibano, 1991; Gilligan and Krehbiel, 1987). As the founder exits
the company he only knows the probability distribution11.
Owners who decide about firm’s succession orientate themselves at attributes of their

potential successor (Burkart et al., 2003; Breton-Miller et al., 2004; Goldberg andWooldridge,
1993; Chrisman et al., 1998). For simplicity, all these attributes are concentrated in two

11Another example that motivates the intuition behind the model: x(a, ε) could be the firm’s equity
ratio depending on the firms annually payout policy a. While the founder aims at a very high equity
ratio in the long-term the successor could favour a more shareholder friendly payout policy
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dimensions: attitude and quality. The attitude of the successor is captured in her ideal
point xi. Her quality is incorporated as a mistake ε̃ she makes by assessing the state of
nature ε. This mistake depends on her quality E so her expected state of nature, then,
is

E[ε] = ε− ε̃ mit ε̃ ∼ U [−E,E] (3)

Thereby her quality is lower the higher E is, or to put it differently her quality rises
the lower the variance of her mistake. The founder knows about this mistake and its
uniform prior probability distribution.
The literature on succession in family firms considers the successor’s abilities as a

central key element of an effective succession (Breton-Miller et al., 2004, p. 305). Burkart
et al. (2003, p. 2172) even call it a systematic competition disadvantage of family firms.
If the founder wants to pass his firm on to his heir he can only choose a successor out
of his family instead of the bigger job market for professional managers. That means
the successors ability is likely to be lower than average. Breton-Miller et al. (2004,
p. 305) also call this smaller pool of competent managers a challenge for family firms.
Interviewing more than 500 managers of family firms Chrisman et al. (1998, p. 24) name
intelligence, experience and her ability to make the right decision as the successor’s key
attributes .
Figure 1 illustrate the different types of successors depending on their attitude and

their quality:

Figure 1: Successor - attitude and quality

Figure 1 shows four stylized cases. Case A is the so called worst case: the successor
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does not show the necessary attitude nor high quality 12. Case D in contrast is the
founders most favourite scenario: high quality and a strong commitment to the firm.
In situation C the successor is in fact well educated but lacks of commitment towards
the firm as she has a different ideal point than the founder. Incorporated in the model
a successor in Case C has a small likelihood to make a mistake but will systematically
aim for a higher outcome corresponding to her ideal point. In our concrete example
the successor in case C is able to assess the firm’s current state but is looking for more
external investors13. Scenario B is according to Burkart et al. (2003), Breton-Miller et al.
(2004), Morck et al. (1998), Pérez-González (2006) the most likely case: a successor with
a similar attitude towards the firm but with inferior quality.
Following this, the entrepreneur needs to consider whether his successor wants to carry

on his legacy (attitude) and whether she has the ability to build on his legacy (quality).
In this model the main assumption is that he can only choose between passing his firm
on to his heir or setting up a foundation.
If the founder passes his firm on to his heir he gives her the unrestricted right to

choose an action a in state of nature ε wherefore she will manage the firm according to
her preferences and her quality. If the successor differs strongly in preferences or is very
poorly talented the founder now has the possibility of restricting the successors discretion
by setting up a foundation and designing the foundation-firm-family-arrangement in
order to prevent the most undesired outcomes or even to exclude his heir completely
from managing the firm.
By donating his firm to a foundation he makes the foundation the owner of his com-

pany and he can design this foundation according to his own vision. A foundation is
a private nonprofit entity whose assets then consists primarily of a controlling equity
interest in a conventional business company(Thomsen and Hansmann, 2013, p. 3). The
founder determines the relationship between foundation and firm, between family and
foundation and therefore between family and firm by choosing a purpose and writing
the foundation’s charter (Hof, 2009a, p. 166ff.). Next to the purpose which determines
whether the foundation is of charitable or private nature and thus determines whether
the foundation is tax-exempt he can exert significant influence on who is allowed to
make particular decisions. For example he is able to endow certain people with special
control rights and grant himself special rights (Hof, 2009a, p. 189). Once legally ac-
knowledged the foundations charter is a guideline for all stakeholders of the foundation,

12Case A could also stand for a situation with no successor at all, e.g. a childless founder.
13Case C could also stand for the situation in which there is an external manager running the company
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which restricts their discretion (Jacop, 2006, p.146).
Formally the foundation is incorporated by the founder’s possibility of restricting the

outcomes of the successors management to the interval from 0 to x̄. If the founder wants
to save his firm from external influence he can choose a foundation and by doing so and
designing it he can prevent his successors selling his firm (Berndt and Götz, 2009). If
he passes his firm on to his heir he expects the outcome Xv.

Figure 2: The timing of the model

Figure 2 presents the model’s timing. At date 0, the founder chooses between passing
his firm on to his heir or setting up a foundation 14. Given the succession decision by
the founder at date 1 the successor takes an action a in state of nature ε to manage the
company which leads to outcome x(a, ε).
By leaving future management decisions to his heir the succession decision becomes

a delegation problem for the founder. As the founder retires and exits the business,
his successor becomes better informed about the business than him. So instead of
making decisions outside the company (or in extreme case out of the afterlife by will)
the founder leaves decisions to her. But this comes at a cost: loss of control as the
successor systematically decides differently. The information advantage resulting from
the delegation to the better informed successor first was formally derived and stated by
Holmstrom (1977) and is called uncertainty principle (Huber and Sterr-Kölln, 2006, p.
260). If the founder chooses to take action by himself he can only make the decision
given an expected state of nature rather than the real state of nature. By doing so he
wastes the successor’s information and puts himself in a worse situation. By delegating
the decision to his heir he eliminates this problem. Note that depending on the size of the
successor’s error (her quality) the information advantage could fade. Also, the founder
risks that she will use her information against him and will aim at a different ideal
point than his. The further to the right this ideal point is the less attractive delegation
14The assumption that the founder decides about the way of succession all by himself is in fact backed by

empirical findings of (Marshall et al., 2006, p. 364) and (de Vries, 1994, p. 68). However, one could
also think of the succession process as a bargaining between founder and successor (Michael-Tsabari
and Weiss, 2013).
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becomes. This principle was also first derived and stated by Holmstrom (1977) and is
called the ally principle (Huber and Sterr-Kölln, 2006, p. 260).
Naturally, in this kind of delegation model by Holmstrom (1977) a firm’s management

as the bundle of operative and strategic decisions is reduced to one point in this one
dimensional space. However, this happens in order to examine in the most comprehen-
sible way when it is rational for a founder to set up a foundation. Formal extensions, for
example x(a, ε) is a vector of outcomes depending on a vector of actions, can be achieved
easily 15. This would make the model more realistic but it wouldn’t necessarily help un-
derstanding the basic trade-off of a founder deciding about his succession: maintaining
influence vs. ensuring flexibility for future decision maker(Jacop, 2006, p. 205).

2.1 Inheritance

Firstly the case of inheritance is considered. In order to find a subgame perfect equilib-
rium in this extensive game backwards induction is applied16. When the founder chooses
his succession alternative, he will anticipate the successor’s utility maximizing action.
In the case of inheritance the successor, at date 1, maximizes his expected utility EUV

n

by choosing action a. By the assessing of the state of nature ε she makes a mistake. She
does not know the exact extent of the mistake ε̃, she knows only that it is uniformly
distributed and depends on her quality E, ε̃ ∼ U [−E,E]17. The successor’s optimization
problem, then, is

max
a

EUV
n = −

E∫
−E

(a− ε− ε̃︸ ︷︷ ︸
xV (a,ε,ε̃)

−xn)2dε̃ (4)

After rewriting the first order condition the successor’s optimal action is given by her
ideal point and the state of nature18

a∗
n = xn + ε+ 0︸︷︷︸

E[ε̃]

(5)

As you easily can see the successor minimizes her expected loss by choosing a to reach
an outcome xV (a, ε, ε̄) equal to her ideal point xn given the state of nature and her

15See for example Koessler and Martimort (2012)
16See Selten (1975) and Selten (1978)
17For further scenarios with agents who know about their bounded rationality, see DellaVigna and

Malmendier (2004) and Tirole (2002)
18Note that the expected value of her error is zero as it is uniformly distributed around zero
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quality. Note the strict monotone relation between action and state of nature. This will
be of some importance later on. Figure 3 illustrates this. The successor will choose an
action on the one dimensional space between zero and one to get from a given state of
nature to her idealpoint xn.

Figure 3: The successor’s optimal action

When the founder thinks about which succession alternative to choose he will antici-
pate the successor’s behaviour and will evaluate the outcome in the case of inheritance
xV (a, ε, ε̄). Moving backwards in the game this outcome is plugged into the founders
utility function. His expected utility, then, is

EUV
u (a∗

n) = −
E∫

−E

(xn + ε+ 0︸ ︷︷ ︸
a∗

n(ε,ε̃)

−ε− ε̃

︸ ︷︷ ︸
xV (a∗

n,ε,ε̃)

−xu)2dε̃

= −(xn − xu)2︸ ︷︷ ︸
divergence in preferences

− E2

3︸︷︷︸
Var[ε̃]

Thus, it can be seen that the founder’s expected loss in case of inheritance depends
on the divergence in preferences and his successor’s quality. Thereby the expected loss
increases the lower (higher) the successor’s quality (the error’s variance) and the more
founder’s and successor’s preferences diverge.
The first part of this result follows Holmstrom (1977, p.40f.) stated ally principle.

The utility from delegating a decision is higher the more aligned principal’s and agent’s
preferences are. The second part of the result is indeed new in this form but hardly
surprising. Logically equivalent to Homstrom’s uncertainty principle the founder dislikes
the uncertainty arising from the successors quality. New about this contribution is that
this uncertainty is caused by the agent19.

19One could also think of different technologies modelling this uncertain quality. For example the agents
could vary in cost incurring in the process of information acquisition Szalay (2005)
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Regarding the intuitive example to this model the founder would have a minimum of
utility loss if his successor, like him, wants to keep non-familiar influence at a minimum
and does not make any mistake. The control over firms affairs stays in the family20.
However, the more the successor wants to open the firm for outside investors or the more
he wrongly assesses the firms economic environment the higher the founder’s expected
loss resulting from inheritance. In this case the control over his legacy falls into strangers’
hands and thus is jeopardized by his heir.

Proposition 1. The expected utility loss resulting from inheritance increases with de-
creasing successor’s quality, E ↑, and increasing divergence in the players’ preferences
(xn − xu) ↑.

Proof. See appendix.

However, how does the founder react if his heir is untalented or unwilling? Following
Burkart et al. (2003) the founder could then sell his firm. This would mean the loss
of family control over the business, a loss in amenity potential. Alternatively he could
hire a professional manager and keep the ownership. But when control is turned over
to a professional, decision making and decision controlling become separated. Thus his
decision on selling or keeping his firm depends on the quality of legal investor protection
(Burkart et al., 2003, p. 2169). This paper extends this view by examining an additional
option for the founder: setting up a foundation as the owner of his firm.

2.2 Foundation

As shown above the founder has to expect his successor to act differently on a systematic
scale as xn > xu and the successor will make mistakes by doing that. In summary this
can move the final outcome xV (a, ε, ε̄) even further to the right of his ideal point than
he already expects due to the preference divergence. Figure 4 illustrates this.
The successor will choose action a to reach the outcome x(a, ε) nearest to her ideal

point xn given the state of nature ε. Since xn > xu this results in an outcome to the
right of the founder’s ideal point. From the perspective of the founder the successor’s
lack of quality can result in another depreciation to the right. Illustrated by the dashed
line the final outcome can scatter around the successor’s ideal point depending on her
quality. The successor could not only sell more shares due to her preferences but could

20Burkart et al. (2003) call this nonpecuniary private benefit of the preservation of family control
amenity potential
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Figure 4: Expected outcome in case of inheritance

also assess the firm’s economic condition too pessimistic, and therefore overestimates
the need of new investors for the firm.
If the founder wants to prevent his successor to sell his firm, in Germany or Denmark,

he has the option to set up a foundation and endow his firm to fulfil the foundation’s
purpose. Once a foundation gets a stake in the firm, this stake usually cannot be
sold(Franke and Draheim, 2015, p. 4).
Once he contributes his firm to a foundation he makes the foundation owner. A foun-

dation is an organisation without natural or legal owner the founder can design according
to his requirements. By specifying the foundation’s purpose and writing the foundation’s
charter he determines the relationship between foundation and firm, between family and
foundation and thus between family and firm. The foundation’s purpose forms the foun-
dation’s identity as it determines the beneficiaries of the foundation. Both, purpose and
charter, have to be regarded as a directive for all the foundation’s boards and even limit
the influence of the state offices, which have to approve and control foundations (Hof,
2009a, p. 166ff.).
Apart from setting a purpose the founder can allocate decision rights precisely by

writing the foundation’s charter. He can determine the number and size of boards
running his foundation, the way members of the board are appointed, he can stipulate
voting procedures, can stipulate necessary prerequisites, members of the board have
to fulfil, and reasons for dismissal of the foundation’s committees (Hof, 2009b, p. 227).
Furthermore, he can allocate special rights to himself and to others beyond their function
as beneficiaries of the foundation’s purpose (Hof, 2009a, p. 189). Once approved by a
German state the foundations charter is a corridor guideline for all stakeholders, in which
influence of third parties is granted and restricted by the founder (Jacop, 2006, p.146).
In summary, the founder has extensive options to restrict the foundation’s and thus

the firm’s management’s discretion. He can inter alia prevent his firm from being sold
by endowing it to the foundation (Berndt, 2004) or can set a very conservative directive
regarding future payout policy (Handelsblatt, 2016).

12



Incorporated in the model the founder can restrict the space of outcomes the successor
can reach by choosing a, to x ∈ [0, x̄]. So outcomes to the right of x̄ are ruled out. This
exclusion of outcomes corresponds to an action by default in particular state of natures
dictated by the founder. Thus, this is equivalent to setting a limit ā to the successor’s
actions. The optimal delegated decision subset is an interval (Melumad and Shibano,
1991, p. 179).
By this means the founder divides the successors action space in two subsets. In subset

one the successor is free to choose his action. In subset two however she has to choose
ā predetermined by the founder. Since a(ε) is strict increasing in ε this is equivalent to
the founder setting ε̄. Thus the successor is free to choose her favoured action if ε < ε̄

but if ε > ε̄ she has to carry out the founders predetermined action ā = an (ε̄).
By charting a high ε̄ the founder wants to prevent extreme outcomes of the successor’s

management that, if not on purpose, could occur due the successor’s lack of quality.
Nevertheless the successor still has a relatively high discretion. The founder for example
could endow his firm to a family foundation. By doing so he would prevent his heir
from selling the firm but simultaneously ensure her influence on the firm as she still has
control rights due to her status as beneficiary.
On the other hand a low ε̄ stands for strong influence on the firm’s management by the

foundation and therefore the founder’s will, manifested in the foundation’s charter. In
delegation words: instead of decentralized decision making by the successor the decision
is centralized. Consequently the successor’s discretion shrinks and with it her ability to
react to the assessed state of nature. Specifically, the founder could choose a foundation
construction which not only precludes a selling of his company but also predetermines
further aspects concerning firms management. For example in the foundation’s charter
the founder could stipulate a high earnings retention rate.
The founder’s expected utility, then, is

EUS
u = −

E∫
−E

ε̄∫
0

(
xV − xu

)2
f(ε̃)dεdε̃

︸ ︷︷ ︸
exp. loss

due to inheritance

−
1∫
ε̄

(x̄− xu)2 dε
︸ ︷︷ ︸

exp. loss
due to foundation

(6)

In contrast to standard delegation literature, for example Gibbons et al. (2013, p.402)
or Melumad and Shibano (1991, p. 174), there is no commitment problem. Usually in the
case of delegation the question arises whether commitment to ā is possible. If committing
was not possible the agent would have no incentive to reveal his information since he
must expect the principal to reoptimize once the information is revealed. Therewith

13



delegation would never be optimal. This is why in formal analysis it is assumed that
the principal is able to commit. In this case commitment is possible, since the founder’s
will is protected by state law. Once a foundation is legally approved by state offices,
charter and foundation design are very difficult to change. Furthermore every change
needs state’s approval.
With an outcome xV = a∗

n− ε− ε̃ = xn + ε+ 0− ε− ε̃ = xn− ε̃ if the successor chooses
freely and an outcome x̄ = ā− ε = xu + ε̄− ε resulting from his stipulated action ā the
founder’s optimization problem, then, is:

max
ε̄
EUS

u = −
E∫

−E

ε̄∫
0

(xn + ε+ 0︸ ︷︷ ︸
a∗

n

−ε− ε̃

︸ ︷︷ ︸
xV (a∗

n,ε,ε̃)

−xu)2f(ε̃)dεdε̃

−
1∫
ε̄

(xu + ε̄︸ ︷︷ ︸
ā

−ε

︸ ︷︷ ︸
x̄(ā,ε)

−xu)2dε

As you easily can see in restricting the successor’s discretion by choosing ε̄ the founder
has to trade off the successor’s information and his loss of control.

max
ε̄
EUS

u = −
E∫

−E

ε̄∫
0

((xn − xu)− ε̃)2 1
2Edεdε̃

︸ ︷︷ ︸
exp. loss due
to inheritance:
loss of control

−
1∫
ε̄

(ε̄− ε)2dε
︸ ︷︷ ︸
exp. loss due
to foundation:
loss of flexibility

The first order condition illustrates this even better. The founder trades off the
marginal loss due to inheritance, resulting from leaving the management to his heir, and
the marginal loss due to setting up a foundation, resulting from his guidelines. The
loss due to inheritance increases the higher the divergence in preference and the lower
the successor’s quality. The loss due to setting up a foundation results from giving up
the possibility to react accordingly to the state of nature. Stipulating ε̄ means a loss in
adaptability for future management. It increases with the underlying uncertainty. The
first order condition reads

(xn − xu)2 + E2

3 = (1− ε̄)2

After some simple rewriting you can easily see that the successor’s discretion decreases
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the more her preferences diverge from the founder’s ideal point and the lower her quality
is. In summary, if facing an untalented or unwilling successor the founder will set up a
foundation and transfer ownership to the foundation, and by doing so and specifically
designing it, he will restrict the successor’s discretion. If there is no successor at all
the founder can ensure his legacy and stipulate precise and legally binding guideline
to future management, so his firm will be managed by his will. This is in line with
Berndt (2004) and Fleschutz (2008) who list a foundation construction as a succession
alternative in the absence of successors.

ε̄∗ = 1−
(

(xn − xu)2 + E2

3

) 1
2

Proposition 2. If the founder decides to set up a foundation as firm succession al-
ternative he has to trade of loss control and adaptability loss of future management.
Successor’s discretion increases the higher her quality (E ↓) and the more aligned the
player’s preferences (xn − xu) ↓.

Proof. See appendix.

Figure 5 illustrates an interesting detail of this result: The founder places greater
value on the divergence of preferences than on the successor’s quality. In the literature
on succession in family firms this is explained for example by emotions or amenity
potential (Chami, 2001; Sharma and Irving, 2005; Burkart et al., 2003). This paper
provides a new reason: Since the conflict of interests is certain the consequences of poor
quality are not and can likely be not in the founder’s favour. This means that weighing
the former over the latter does not have to be irrational.
In concrete terms the founder can prevent that a certain level of non-familiar influence

is exceeded by transferring ownership to a foundation. Berndt and Götz (2009, p.381)
point out that foundations are often chosen to prevent hostile takeover. Thereby the
founder has to take the adaptability loss into consideration which is related to the
foundation set-up. If his firm was in need of fresh capital his successor could struggle to
get it.

2.3 Succession Decision

Taking ε̄∗ into account the founder’s expected utility due to setting up a foundation is

EUS
u = −1 + 2

3

(
(xn − xu)2 + E2

3

) 1
2
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Figure 5: The successor’s discretion depending on her attitude and her quality

What determines whether the founder chooses to pass his firm on to his heir or set
up a foundation construction? Given a certain successor the founder will choose that
alternative which maximises his expected utility. Could it actually be rational for a
founder to choose a foundation as succession alternative, an organisation, presumably
at odds with standard economics?
As explained earlier, previous economic research mainly focused on the performance

of foundation owned firms. The performance is to be expected inferior compared to
family owned firms or public companies, since there is no natural owner to control. This
rationale is based on a very simplistic agency theory. Therefore it is strange that no
formal theoretic analysis, for example in a principal agent model, has been conducted.
This paper tries to close this gap by game theoretically analysing a firm succession
decision. Previous research attempts to explain the existence of foundations as owners of
firms with the following: charity sense of mission (Thomsen, 1999, p.121), tax optimized
firm succession Franke and Hermann (1994) or liability reasons (Franke and Draheim,
2015, p. 5). This model tries to explain the existence of foundations as owner of
firms with the help of game theoretic modelling and embeds this phenomenon in the
catalogue of economic concepts. The passing on of the control over a firm is equal to the
delegation of the firms management to future generations. The setting up a foundation
and transferring ownership to it means restricting the latter’s discretion in order to
prevent undesired outcomes. The extent by which the founder interferes with future
management depends on his heir’s attitude and her quality. The founder will choose a
foundation if the expected loss is smaller than in the case of inheritance:
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EUV
u > EUS

u

If you look at this consideration graphically, you can easily see that it is rational for the
founder to choose a foundation. At a given quality the attractiveness of the foundation
solution increases the bigger the conflict of interests between founder and successor.
Assuming a quality of E = 0.5 inheritance, contrary to a foundation, becomes less

attractive the higher the divergence in preferences. Since in this case quality is relatively
high and thus the related risk for an even worse outcome is relatively low, the information
advantage of inheritance outweighs the loss of adaptability most of time. Therefore a
foundation is only chosen if the conflict of interest between founder and successor is very
high 21.

Figure 6: Successor with relatively high quality

By contrast, figure 7 illustrates the founder’s consideration if the successor is of lower
quality (E = 122). It shows that setting up a foundation as successor becomes more
attractive all else equal. The risk of quality related mistakes increases together with the
likelihood for unwished outcomes. The restriction of the successor’s discretion, by stipu-
lating guidelines, becomes more appealing even it comes at the cost of less adaptability
of future management.
In summary the foundation set up becomes more attractive the less suitable the suc-

cessor. The founder will grant the successor the lesser discretion the lower her quality or
the less fitting her attitude. Two things about this are noteworthy. First of all it is shown
21Remember, this could be the situation where there is no related successor at all.
22The numerical values for theses illustrations are chosen in order to demonstrate the ongoing effects

as obviously as possible. Less bold values would naturally result in the same qualitative effects.
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Figure 7: Successor with relatively low quality

that it can be rational to choose a foundation - an owner-less institution- as a successor.
And secondly - and this could be even more important- setting up a foundation does
not mean automatically a de-personalization of the firm’s owner and therefore simplistic
agency theory, which served as basis for former research, is insufficient. Therefore, in
the light of agency theory setting up a foundation as successor is no binary decision. In
other words, a foundation as owner does not result automatically in an severe agency
problem. In fact, the agency problem from not having a natural owner depends on the
specific foundation-firm-family-arrangement. The more discretion the founder leaves to
his successor the less ownership-less the firm is despite the foundation, as it just functions
as a safety valve to prevent extreme undesired events from happening.
It is shown in this principal-agent-model that a founder has to trade off information

and control. If the founder wants to prevent a certain amount of non-familiar influence
he transfers his shares to a foundation depending on the attitude and the quality of the
successor 23.

3 Conclusion

The presented model is the first to analyse game theoretically a firm succession decision
with the option to choose a foundation as successor, a form of succession very popular
in Central and Northern Europe. More precisely the succession decision is analysed in a
delegation model proposed by Holmstrom (1977) and Melumad and Shibano (1991). It
is shown that a foundation as successor can be rational, in so far as by setting it up and
23Logically equivalent the founder could stipulate a certain payout policy. The more suitable his

successor the less concrete he will stipulate payout ratios
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designing it, the founder can restrict the successors discretion and therefore can prevent
specific events from happening, for example the sale of his firm. The model illustrates the
basic trade-off a founder faces. In order to keep control he has to sacrifices adaptability
of future management.
It is shown that choosing this form of succession can be rational. This depends on

the quality and the attitude of the successor. The less suitable the successor the more
attractive a foundation as successor becomes. The founder will choose a foundation-
firm-family-arrangement that restricts the agents discretion to a greater extent the less
talented or willing the agent is. By doing so, the founder has to consider that the
preservation of control comes at a cost. Future management becomes less adaptable
to changes of environment. This leads to another conclusion: a foundation as owner
is not automatically de-personalized or owner-less. Although, depending on the chosen
foundation-firm-family arrangement, the founder leaves the control over his firm to his
heir, he excludes particular events, like the sale of his company. Thus he can adjust the
successor’s influence by designing his foundation set up. This could explain a very popu-
lar foundation-firm-family construction in Germany, the so called Doppelstiftung. This is
a horizontal combination of two foundations as a firm’s owner, a private foundation and
a foundation with a charitable purpose (Pöllath and Richter, 2009, p. 446). The firm’s
shares are split and dispersed over both foundations whereas both foundations adopt
different partner positions. The private foundation, for example a family foundation,
only holds a very small share of the firm but holds the majority of voting rights and
acts as controlling partner. The charitable foundation on the other hand holds the rest
of the shares but does not exercise any control (Pöllath and Richter, 2009, p. 425). By
choosing a family foundation the family still acts as a sort of residual claimant and can
exert control over the firm. Simultaneously this foundation-firm-family-arrangement is
tax-exempt, as the charitable foundation holds most of the shares. And by leaving con-
trol to the private foundation this tax-exemption is not risked as commercial activities
are prohibited for charitable foundations in Germany (Sänger, 2008, p. 117).
This has two implications for future research. Firstly, the simplistic and never for-

malised agency theory, on which previous research has been based on, is insufficient. In
a principal-agent-model it is shown that it can be rational for a founder to choose a foun-
dation as successor. Thus an inferior performance is not automatically to be expected.
Why would a rational founder choose an inferior succession alternative? Future research
is needed, since this paper only examines the question of how different foundation-firm-
family-arrangement can be explained. Which agency problems arise and how do they
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vary over the different foundation set-ups?
Secondly, and this could be even more important, future empirical research has to

control for the degree of de-personalization. If the founder can choose his successor’s
influence by designing the foundation set-up and it is rational for the founder to leave
as much discretion as possible to his successor, it is not clear why all foundations should
be treated the same empirically. By choosing a purpose and by writing the foundation’s
charter the founder can determine precisely other’s influence on his firm. Proposition
2 of this simple model highlights that the founder will choose this influence depending
on his successors suitability. Depending on his successor’s quality and attitude he will
grant discretion, i.e. the more he can expect her to manage in his favour the more
discretion she gets. Franke and Draheim (2015) are the first to control for this. They
discriminate firms depending on whether a private or a charitable foundation is the
owner. This discrimination is a start, but still does not take into account the full picture
as explained above. In summary Franke and Draheim (2015) found out that firms owned
by private foundations perform equally to regular family firms. This paper asks: why
should not they? Also Franke and Draheim (2015) state that firms owned by charitable
foundations perform worse. Following this model a charitable foundation as exclusive
owner, assuming that this means the foundation is more de-personalized, is more likely
to be chosen the worse the successors promise to be or if there is no successor at all.
Furthermore it will lack of adaptability. All in all a worse performance is to be expected.
This paper suggests that taking the foundation-firm-family-arrangement into account
and therefore controlling for the degree of de-personalization, a better understanding of
foundation owned firms can be attained.
For future extensions regarding this presented model one could think of several aspects.

As in this model there is only one founder and one successor it would be interesting to
analyse this situation with e.g. more than one successor. Potential conflicts and their
impacts on the founder’s decision could be analysed (Barnes, 1988). Berndt (2004)
e.g. argues that foundations as successors become useful if dispute over the heritage
is likely. Formally this could be achieved by incorporating the approach of Martimort
and Semenov (2006) who consider a delegation problem with one principal and several
agents.
In the model presented the successor’s ability to take action depends on the succession

alternative the founder chooses. But one could also think of a situation where the
successor affects a certain attitude knowing that this will maximize her chances for an
unrestricted heritage. Once the founder passes away she could reoptimize and manage
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the way she wants.

4 Appendix

Proof for proposition 1.

Proof. Proof for Proposition 1:

∂EUV
u

∂(xn − xu)
< 0

∂EUV
u

∂E
< 0

Proof. Proof for Proposition 2:

∂ε̄∗

∂(xn − xu)
< 0

∂ε̄∗

∂E
< 0

References

Ricardo Alonso and Niko Matouschek. Optimal delegation. The Review of Economic
Studies, 75(1):259–293, 2008.

Mark Armstrong. Delegation and discretion. MPRA Paper No. 17069, 1994.

Louis B Barnes. Incongruent hierarchies: Daughters and younger sons as company ceos.
Family Business Review, 1(1):9–21, 1988.

Hans Berndt. Die unternehmensstiftung- ein instrument der unternehmensnachfolge?
Neue Wirtschafts-Briefe, 1:17–23, 2004.

Hans Berndt and Hans Götz. Stiftung und Unternehmen. Neue Wirtschaftsbriefe
GmbH&Co.KG, Herne, 8 edition, 2009.

21



Tim Blumentritt, Timothy Mathews, and Gaia Marchisio. Game theory and family
business succession an introduction. Family Business Review, 26(1):51–67, 2013.

Isabelle Le Breton-Miller, Danny Miller, and Lloyd P. Steier. Toward an integrative
model of effective fob succession. Entrepreneurship theory and practice, 28(4):305–
328, 2004.

Robert H Brockhaus. Family business succession: Suggestions for future research. Family
Business Review, 17(2):165–177, 2004.

Mike Burkart, Fausto Panunzi, and Andrei Shleifer. Family firms. The Journal of
Finance, 58(5):2167–2202, 2003.

Ralph Chami. What is different about family businesses? 2001. IMF Working Paper
No. 01/70.

James J. Chrisman, Jess H. Chua, and Pramodita Sharma. Important attributes of
successors in family businesses: An exploratory study. Family business review, 11(1):
19–34, 1998.

Neil C Churchill and Kenneth J Hatten. Non-market-based transfers of wealth and
power: A research framework for family business. Family Business Review, 10(1):
53–67, 1997.

Vincent P. Crawford and Joel Sobel. Strategic information transmission. Econometrica:
Journal of the Econometric Society, (6):1431–1451, 1982.

Peter S. Davis and Paula D. Harveston. In the founder’s shadow: Conflict in the family
firm. Family Business Review, 12(4):311–323, 1999.

Manfred Kets de Vries. The dynamics of family controlled firms: The good and the bad
news. Organizational dynamics, 21(3):59–71, 1994.

Stefano DellaVigna and Ulrike Malmendier. Contract design and self-control: Theory
and evidence. The Quarterly Journal of Economics, (2):353–402, 2004.

Wouter Dessein. Authority and communication in organizations. The Review of Eco-
nomic Studies, 69(4):811–838, 2002.

W. Gibb Dyer. Culture and continuity in family firms. Family Business Review, 1(1):
37–50, 1988.

22



David Epstein and Sharyn O’halloran. Administrative procedures, information, and
agency discretion. American Journal of Political Science, (3):697–722, 1994.

David Epstein and Sharyn O’halloran. Divided government and the design of adminis-
trative procedures: A formal model and empirical test. The Journal of Politics, 58
(02):373–397, 1996.

David Epstein and Sharyn o’Halloran. Delegating powers: A transaction cost politics
approach to policy making under separate powers. Cambridge University Press, 1999.

Joel L. Fleischmann. Stiftungsführung und Unternehmenskontrolle in Deutschland und
den Vereinigten Staaten. Handbuch Stiftungen. Gabler Verlag, Wiesbaden, 1 edition,
2003.

Karin Fleschutz. Stiftungen als Nachfolgeinstrument für Familienunternehmen. Gabler
Verlag, Wiesbaden, 1. edition, 2008.

Günther Franke and Markus Hermann. Vererbung von unternehmensanteilen oder Über-
tragung auf eine stiftung: Ein vergleich der vermögenswirkungen,. Zeitschrift für
betriebswirtschaftliche Forschung, 46(7/8):582–609, 1994.

Günter Franke and Matthias Draheim. Foundation owned firms in germany-a field exper-
iment for agency theory. 2015. Available at SSRN: http://ssrn.com/abstract=2517257.

Robert Gibbons, Niko Matouschek, and John Roberts. Decisions in organizations. chap-
ter 10, pages 373–431. Princeton University Press, 2013.

Thomas W. Gilligan and Keith Krehbiel. Collective decisionmaking and standing com-
mittees: An informational rationale for restrictive amendment procedures. Journal of
Law, Economics, & Organization, 3:287, 1987.

Steven D. Goldberg and Bill Wooldridge. Self-confidence and managerial autonomy:
Successor characteristics critical to succession in family firms. Family Business Review,
6(1):55–73, 1993.

Handelsblatt. Willkommen im club der guten kapitalisten!, February 2016. URL http:
//www.handelsblatt.com/unternehmen/mittelstand/stiftungsunternehmen-
stiftungsunternehmen-eigennuetzig-und-wohltaetig-zugleich/6356528-
2.html.

23



Wendy C. Handler. Succession in family business: A review of the research. Family
business review, 7(2):133–157, 1994.

Milton Harris and Artur Raviv. Allocation of decision-making authority. Review of
Finance, 9(3):353–383, 2005.

Markus Herrmann. Unternehmenskontrolle durch stiftungen. Untersuchung der Perfor-
mancewirkungen, Wiesbaden, Gabler, 1997.

Hagen Hof. Stiftungszweck. Handbuch des Stiftungsrechts. C.H.Beck, München, 3 edi-
tion, 2009a.

Hagen Hof. Stiftungsorganisation. Handbuch des Stiftungsrechts,. C.H.Beck, München,
3 edition, 2009b.

Bengt Holmstrom. On incentives and control in organizations. Stanford University,
1977.

Hans-Georg Huber and Heribert Sterr-Kölln. Nachfolge in Familienunternehmen.
Schäffer-Poeschel, 2006.

Dominique Jacop. Schutz der Stiftung. Mohr Siebeck, Tübingen, 1. edition, 2006.

Michael C Jensen. Agency costs of free cash flow, corporate finance, and takeovers. The
American economic review, 76(2):323–329, 1986.

Michael C Jensen and William H Meckling. Theory of the firm: Managerial behavior,
agency costs and ownership structure. Journal of financial economics, 3(4):305–360,
1976.

Frédéric Koessler and David Martimort. Optimal delegation with multi-dimensional
decisions. Journal of Economic Theory, 147(5):1850–1881, 2012.

Stewart C Malone. Selected correlates of business continuity planning in the family
business. Family Business Review, 2(4):341–353, 1989.

James P Marshall, Ritch Sorenson, Keith Brigham, Elizabeth Wieling, Alan Reifman,
and Richard S Wampler. The paradox for the family firm ceo: Owner age relationship
to succession-related processes and plans. Journal of Business Venturing, 21(3):348–
368, 2006.

24



David Martimort and Aggey Semenov. Continuity in mechanism design without trans-
fers. Economics Letters, 93(2):182–189, 2006.

Mathew D McCubbins, Roger G Noll, and Barry R Weingast. Administrative procedures
as instruments of political control. Journal of Law, Economics, & Organization, (2):
243–277, 1987.

Nahum D. Melumad and Toshiyuki Shibano. Communication in settings with no trans-
fers. The Rand journal of economics, 22:173–198, 1991.

Nava Michael-Tsabari and Dan Weiss. Communication traps: Applying game theory to
succession in family firms. Family Business Review, (1):1–15, 2013.

Danny Miller, Lloyd Steier, and Isabelle Le Breton-Miller. Lost in time: intergenerational
succession, change, and failure in family business. Journal of business venturing, 18
(4):513–531, 2003.

Terry M. Moe. Delegation, control, and the study of public bureaucracy. In Robert
Gibbons and John Roberts, editors, Handbook of Organizational Economics. Princeton
University Press, 2012.

Randall K Morck, David A Stangeland, and Bernard Yeung. Inherited wealth, corpo-
rate control and economic growth: The canadian disease. Technical report, National
Bureau of Economic Research, 1998.

Reinhard Pöllath and Andreas Richter. Unternehmensstiftung. Handbuch des
Stiftungsrechts. C.H.Beck, München, 3 edition, 2009.

Francisco Pérez-González. Inherited control and firm performance. The American Eco-
nomic Review, (5):1559–1588, 2006.

Reinhard Selten. Reexamination of the perfectness concept for equilibrium points in
extensive games. International journal of game theory, 4(1):25–55, 1975.

Reinhard Selten. The chain store paradox. Theory and decision, 9(2):127–159, 1978.

Pramodita Sharma and P Gregory Irving. Four bases of family business successor com-
mitment: Antecedents and consequences. Entrepreneurship Theory and Practice, 29
(1):13–33, 2005.

25



Pramodita Sharma, James J Chrisman, Amy L Pablo, and Jess H Chua. Determinants
of initial satisfaction with the succession process in family firms: A conceptual model.
Entrepreneurship Theory and Practice, 25(3):17–36, 2001.

Ingo Sänger. Die Stiftung. Berliner wisschenschaftlicher Verlag, 2008.

Dezsö Szalay. The economics of clear advice and extreme options. Review of Economic
Studies, 72(4):1173–1198, 2005.

Steen Thomsen. Foundation ownership and economic performance1. Corporate Gover-
nance: An International Review, 4(4):212–221, 1996.

Steen Thomsen. Corporate ownership by industrial foundations. European Journal of
Law and Economics, 7(2):117–137, 1999.

Steen Thomsen and Henry Hansmann. The performance of foundation-owned companies.
Available at SSRN 2406055, 2013.

Steen Thomsen and Caspar Rose. Foundation ownership and financial performance: Do
companies need owners? European Journal of Law and Economics, 18(3):343–364,
2004.

Jean Tirole. Rational irrationality: Some economics of self-management. European
Economic Review, 46(4):633–655, 2002.

Jean Tirole. The theory of corporate finance. Princeton University Press, 2010.

John L Ward. Keeping the family business healthy: How to plan for continuing growth,
profitability, and family leadership. Palgrave Macmillan, 2011.

26


