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Prof. Aviram 

Simulation 1: Employee Incentives (The Agency Problem) 
 

[Real world note: The two enclosed reports are real articles.  The one about Merrill Lynch is from the Financial Times, 

January 19, 2008, p. 1; the one about UBS is from the Wall Street Journal, August 22, 2008, p. C14.] 

 

From: Wendy I. Zeller [mailto:Ms.WIZ@work.com] 

Sent: Friday, July 25, 2008 4:25 PM 

To: WIZ Team Mailing List 

Subject: CONFIDENTIAL – WidgetWorks 

 

Team: 

 

Our client, WidgetWorks, Inc., is a Delaware Corporation that is NOT publicly traded.  It has about a dozen 

shareholders, with 52% of shares owned by founder Patricia Gizmo and her relatives, and the other 48% owned by five 

venture capital firms. 

 

WidgetWorks has three lines of business: Widget Production, which is done in widget factories owned by the company.; 

Trading in Widget futures, which involves complex financial transactions (essentially betting on the future price of 

Widgets); and Consulting, which involves assisting purchasers of Widgets in finding new and innovative ways to use 

Widgets in their products (which leads to those companies purchasing more Widgets from WidgetWorks). 

 

WidgetWorks has asked us to evaluate options for improving its employee incentive program.  Currently, WidgetWorks’ 

incentive program works as follows: The board of directors decides what percentage of last year’s profits goes into the 

general bonus pool. The CEO (Patricia Gizmo) then divides that pool of money into three divisional pools – one for each 

of the company’s three lines of business. She has full discretion as to how to divide the money, and does so based on her 

subjective assessment of how close each division’s profits came to what she believes is the division’s profit potential. 

The head of each division then takes their divisional bonus pool and determines, based on his/her discretion, how much 

of a bonus (if any) each employee in the division would receive. The total bonuses awarded cannot exceed the amount in 

their bonus pool. 

 

Ms. Gizmo feels that this system is not properly incentivizing the employees.  She sent me reports on two incentive plans 

considered by other companies: Merrill Lynch and UBS.  She wants us to consider these, but also other options, and 

suggest to her several alternatives for a new employee incentive programs, explaining the advantages and disadvantages 

of each. 

 

I’d like you to prepare the first draft of our memo to WidgetWorks.  As you identify promising alternatives, please 

identify potential problems/disadvantages, and fine-tune the program to try and minimize the disadvantages.  Please 

describe your suggestions in great detail (e.g., not just suggesting the use of stock options, but specifying how much, at 

what price, who decides these things, can they be traded, when can they be exercised, etc.). 

 

Please e-mail that first draft to my assistant, at: aviram@illinois.edu. 

 

Thanks!



 

 
 

 


