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LECTURE 2

Ownership, Management and Control

Separating ownership from control raises problems with controlling the efforts to executive management and their best pursuit of shareholder interests.  It also raises issues about how to best govern the pursuit of stakeholder interests and the public interest.  This combines the classic economic ‘principal-agent’ problem with the challenge of defining the shareholder, stakeholder and public interest.

These features of the corporate structure along with a few additional factors make up the corporate governance system.  The system, man.  The governance systems is designed to manage the principle-agent problem as well as influence the corporation in the interest of other stakeholders and the public interest.  The goal, as the textbook points out, is not mere profit maximization.  That is not enough.  Rather the goal should be the maximum risk-adjusted, present value of future profits – in a word the stock price of the corporation and hence the wealth of the shareholders.  Other goals concern the firm’s relationship with stakeholders.  This is more complicated in that it might seem, and an analysis of market incentives is not enough to explain it.

Monitoring of Executives – addressing principal-agent problem

· Monitoring by Board of Directors

– Sarbanes Oxley Act aimed at Board authority and responsibility

As background, the evolution of corporate boards in general. As large institutional shareholders began to hold more and more of the stock of public corporations

during the 1970s, 1980s, and 1990s, they began to exercise ‘voice’ as

well as ‘exit’. It used to be said that if a shareholder did not like

what a company was doing, the only recourse was to sell the stock.
Because ‘exit’ was unsatisfactory to many institutional shareholders,

they began to voice opinions on how companies were managed.
In general, their direct focus was not on corporate management,

but on the boards of directors. especially outside, independent

directors. because institutional shareholders saw these boards as

primarily responsible for resolving what, in the academic literature,

is called the principal-agent problem. That is, how does one get

professional managers, who probably do not own much of the

company, to act in the interest of the shareholders? This

responsibility was placed squarely on corporate boards of directors.
As these boards became increasingly visible, and their performance

increasingly held up to public scrutiny, board members also became

increasingly conscious of their fiduciary responsibilities. In fact,

this trend spawned a cottage industry to grade the corporate

governance of corporations’ boards of directors.

· Monitoring of Executive Management by auditors or consultants

Paying for outside evaluation and assessment.  This includes comparison to other firms, and also offers third-party performance evaluation. 

· Monitoring of Executive Management peers, employees, others



3600 evaluations

· Direct investor involvement to influence management

Shareholders cannot easily monitor executive performance in any direct sense, but they can evaluate performance of firm and observe any egregious errors of judgment or libelous behavior.

(erroneously described in textbook as market forces, except that they the ability to ‘exit’)

· Public disclosures

– make executives responsible for accuracy

– investors cannot be fully informed and make efficient investment decisions without accurate publicly available information 

– enforcement of securities laws by state and federal authorities

Structuring Executive Compensation as means of control

· Pay structure of executive management 

– fixed and contingent compensation that is structured to provide motivation to pursue interests of stakeholders such as maximizing the value of the firm – ideally a golden handcuff that links incentives of individual and firm

– key issues here are employee stock options (and distortions they create, e.g. Enron) and excessive compensation (e.g. Grasso)

– another measure – called bonding expenditures in textbook – is to provide delayed and potentially forfeitable income to ensure that executive management refrains from actions that are harmful or less then optimal to the corporation

Employee Stock Options

Popular way to try and link incentives of executive management, and sometimes the wider array of employees, to the interests of the firm (and its shareholders).

Description of employee stock options.  Qualified and non-qualified.  Call options.  No risk to firm because they are covered calls.Granted at the money or ‘at the market.’  Time of vesting and test during which they are exercisable.  Realizing gains, and holding gains for one year to be taxed as long-term capital gains instead of normal income.  

Advantages include: i) cheap way to tie compensation to share price which reflects performance of firm; ii) previously offered reporting advantages; iii) still offers tax advantages; iv) some employees misperceive it as protecting them from the downside

Disadvantages include: i) raid on Treasury; ii) distorts incentives to focus on the short-term; iii) actual realized compensation depends on far more or other factors, i.e. the overall stock market and economy, than performance of the firm; iv) new reporting rules are also as distorting as not having rules

Market Pressure on Executive Management

M&A as market pressure on corporate governance

· M&A – challenges to management performance

If executive management does not maximize value of firm, then it exposes the firm to take-over – hostile or otherwise.

· M&A also challenge to some good or benevolence policies that might maximize stakeholder value, or even shareholder value over the long-term, but not shareholder value or shareholder value over the short-term.  Also makes executive management subject to efforts by rogue investor-owners.

· There have also been some cases in the past few years of hedge funds buying sufficient number of shares to acquire a controlling voting interest while at the same time taking even larger short positions through short-selling or derivatives activities and then voting to pursue policies that harm the market price of the firm’s stock!

Acquisition is the purchase of resources, assets, plant and equipment and so on, i.e. obtaining parts of other firms but not the entire firm.

Merger is the purchase of another “whole business entity”


There are several legal types

· Statutory – fully absorb whole entity into the acquirers firm

· Subsidiary – leave or retain identity of target

· Consolidation – both target and acquirer disappear and form new entity – merger de novo
· LBO, MBO, ESOP – 

These concentrate ownership by taking firm private where it is owned by one or a few owners, or employees

· Where MBO is management buyout

· Of ESOP for employee buyout

There are several economic types

· Horizontal, such as cross-border

· Vertical, to produce inputs or distribute outputs, e.g. giant oil companies

· Conglomerates, combination of unrelated enterprises or business activities

(creates false gains from diversification)

Take-over methods
· Tender offer: acquirer makes an offer of buying some minimum number of shares at a certain price.  Seller tender their shares and if the minimum number is reached then the transaction takes place and the acquirer gains controlling interest in the corporation.  Result in a tender-offer merger.

· Bear hug: tender offer merger combined with a proxy fight whereby some other owner give voting rights to acquirer.

· LBO – 2 types

1. Debt financed acquisition.  Debt often rated junk – due partially to debt/equity ration of firm.

2. Take from private from publicly traded firm (e.g. MBO).  Generates cash to parent from sale.  Subsidiary often flourishes after being neglected by parent.  Or if it was a poor fit with parent corporation.  

LBO lessons.  The ‘diet’ plans did not always work.  10% of all outstanding junk bonds defaulted in 1991.  

Reverse merger 

· divestiture is selling the assets or resources to another firm

· selling corporation creates a new business entity and sells it as a whole business entity

Concentration issues


Horizontal merger involves two firms in the same area


Market extension merger involves two firms in different geographical areas


Vertical merger when buyer-sellers combine to be vertically integrated


Conglomerate merger is when two diversified firms come together.  

Product extension mergers are between two similar lines of business but otherwise diversified.

Transaction Characteristics

MOTIVATION FOR M&A


Value Maximizing

· increasing operating profits

· realizing gains from restructuring

· raising barrier to entry in firm (non-competitive position)

· Obtained by:

- obtaining access to new areas


- greenfield


- acquire existing operations

- increase market power (non-competitive)

- divest underperforming divisions or business segments


Synergy, Market Power, Strategic Mergers

- economies of scale and scope (raise output levels)

- raising output lowers averaged fixed costs, and scope allows for more widespread or global initiatives 

- also complementary resources, especially with horizontal mergers

- Market power – reduces competition

- Improve product quality through vertical merger

- Respond to reduced consumer demand in mature industry


Financial Mergers

- Take advantage of undervalued assets and finance merger by selling non-core business assets to pay for core operations.

- Tax loss carry-forwards make some firms attractive as profit offsets

NON-VALUE MAXIMIZING MOTIVES

· Managers pursue M&A to grow firm because compensation based on firm size rather then profit rate.  They extra cash flow to finance the acquisitions.  They also will buy or acquire firms or assets with negative NPV because it improves their compensation though it does not increase value of shareholder’s wealth.  It also helps to entrench them by making them more indispensable.   Other hypothesis is that managers overestimate their abilities to improve on other firms or assets.

Public Interest Concerns

Herfindahl Index

Herfindahl-Hirschman Index – revenue shares


> 1,800 

Highly concentrated


1,000 to 1,800

Moderately concentrated


< 1,000

Not concentrated

The concern is that greater concentration will reduce concentration and allow firms to obtain market power to influence prices.  

Another measure of how susceptible a market is to influence from powerful entities is to look at the elasticity of demand in that industry.  If it is inelastic, then it can be more easily manipulated.  If it is elastic, then there is no incentive to restrict demand for fear of losing proportionately greater revenue. 

Bankruptcy & Business Failure - Market Pressure Again

Further market pressures on executive management

Mismanagement is the primary cause of bankruptcy.

· Overexpansion

· Poor financial actions

· Ineffective sales force

· High production costs

Circumstances for the transfer of control:

1.  Bankruptcy 


Failure is when the business is not longer able to meet obligations because of illiquidity or because of insolvency.


Bankruptcy is technically when the business enters bankruptcy court an defectively surrenders control of the firm to a bankruptcy judge. 

2.  When a business undergoes “voluntary reorganization” under creditor control in which a credit committee replaces the existing operating management.  

3.  “Voluntary reorganization” in which management assigns power to liquidate firm’s assets to a third party or creditor organization. The assignee is called the trustee.

Management retains controls under Chapter 11 procedures.  And therefore some firms that have little or no prospects for successful reorganization go into Chapter 11 just because of the self interest of management.

Economic benefits of bankruptcy procedures:

1) avoid costly race to be first claim

2) duplicative lawsuits for claims would be redundant


- laws mean that all settlements are done at the same time, and all creditors with the same type of claims are settled on the same terms.

3) allows for successful reorganization that would be prevented by individual suits for immediate payment.  This “stay” allows for the possibility of a successful reorganization can result in greater total value for creditors.  

COMING UP….

Sarbanes Oxley Act

Proxy Voting

Reading:

DSC Primers

1.  Primer: Employee Stock Options I: Basics [PDF version]

2.  Primer: Employee Stock Options II: Recent History


- both found at   http://www.financialpolicy.org/dscprimers.htm

3.  CRS Briefing on SarBox 


