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Chapter 11: Public policy and corporate governance
Corporate governance studies issues related to the relationship between owners and managers of corporations.  This chapter studies this relationship.  It also considers another two critical stakeholders in corporations: creditors and workers.

CORPORATIONS

Private sector corporations fall into two categories:

· Privately held companies (Hallmark Cards, Kinko, Crate and Barrel).  They are not legally required to disclose information about their operations and generally guard information about themselves very carefully.

· Public held companies.  Their shares can be purchased in the equity markets.

· In the recognized stock exchanges, such as the New York Stock Exchange (NYSE), or NASDAQ. 
· the over-the-counter market (OTC).  The major player in the over-the-counter market is the National Association of Security Dealers, Inc. which has a computerized network with more than 5,000 corporate securities.
Together, the U.S. based equity markets are by far the World’s largest and most active.

Whether a corporation is privately held or is publicly traded, it usually hires professional managers for day-to-day management.  Managers make decisions on the owners’ behalf, including the hiring and firing of other employees.  The have a fiduciary responsibility—they are supposed to set their interests aside and manage the organization impartially.

Standing between shareholders and management is the BOARD OF DIRECTORS.  This body is delegated the job of watchdog for owners’ interest.  Also important are the firm’s auditors, who verify management’s bookkeeping as accurate and truthful.  Stock analysts and bond rating agencies are another source of independent, expert opinion about the management and earnings potential of various business enterprises.  Since the passing of the Sarbanes-Oxley Act in 2002 the government has imposed added information requirements on corporations.  The Act requires among other that (a) CEOs and CFOs to certify financial reports, (b) ban on personal loans to CEOs and Board Directors, (c) public reporting of CEO and CFO compensation, (d) stringent requirements on the independence of Auditors.  It also establishes significantly longer penalties for violations including longer jail terms and larger fines. 
SHAREHOLDERS’ RIGHTS

Owners/shareholders are the traditional leading constituency of business.  

· According to the logic of economic rationality, their goal is to gain a material advantage through a return on their investment in the corporation.  

· The shares they possess give them a legal claim on the firm’s residual assets (those assets that would remain after paying off creditors).  

· Shares are negotiable; they can be transferred through, for example, sale on a stock exchange.

· They stand behind the screen of limited liability.

AGENCY PROBLEMS WITH CORPORATIONS

The corporate form has unique advantages because it pools the funds of many people.  It also has drawbacks most noticeably their lack of accountability to society.  They do what they want even when it harms many stakeholders.

Their lack of accountability may be a structural problem (one that can be alleviated but not solved).  Government action can only go so far in bringing corporations to bay.  The reason is the tension brought by what we described in Chapter 3 as “Conflict of interest” the inevitable moral hazard surrounding decisions when there is a separation of ownership and control. 
Conflicts of interest
Generations of business students have learned that managers’ first responsibility ought to be to maximize the wealth of shareholders.  Whether this moral precept is right, it is a dubious description of the real world.

Since the 1930s paid executives have seized control from the capitalists who ostensibly employ them.  Important countertrends have emerged in recent years to temper this trend.  Control over corporations shifted away from teams of managers who worked together over long periods of time and toward charismatic visionaries, often recruited from outside the corporation, who focused on increasing corporate value over the long-term and not really serving the interests of investors.  It is not clear though how this focus actually serves investors better as the scandals (Enron, WorldCom) that led to the writing of the Sarbanes-Oxley Act indicate.
GOVERNING THE PUBLICLY HELD COMPANY

Three mechanisms: The market of shares (or market for corporate control), annual meetings, board of directors.

The market for corporate control
In order for the exchange of shares to be a good system to connect the interests of owners and managers the exchange markets have to fulfill certain conditions:

· The have to be liquid enough. There has to be enough number of exchanges for the price of shares to reflect the value of the corporation.  Firms depend on the stock exchanges and over-the-counter markets for capital.  Shareholders check up on managers by watching share prices, whose movements are a barometer of a managers’ performance.  
· There has to be enough information.  Hence we need laws requiring that financial information be made public, and by insider-trading laws to stop managers from profiting from secret information.  
· Failure of the market for corporate control
The market for corporate control would be an effective mode of control mismanagement if the threat of hostile takeovers were real.  This threat was quite real in the 1980s and 1990s.  It led to the reduction of obvious mismanagement of funds by top managers (for example, private company planes for each top executive) but managers fought back and developed what came to be colorfully known as “shark repellent” tactics.  Some of these tactics were:

· Poison pills: shareholders’ protection plans designed to make a company too expensive for an unfriendly suitor.  This is done by giving existing shareholders (often controlled by management) purchase rights to dilute a suitor’s holding (suitors usually buy a substantial amount of shares before actually make a bid that gives them control) and discourage a takeover bid.  Most large US corporations have put poison pills in their bylaws.
· Golden parachute: a contract in which the corporation agrees to pay key officers if the corporation changes hands.
· Greenmail: it involves buying back the company’s stock from an active or potential bidder at a premium over the market price.  Approximately fifty US companies per year were paying greenmail in the mid-1980s.
In addition, currently there is some anecdotal evidence indicating an increased privatization of corporations: moving companies from public corporations to private corporations through the buying of shares form the public.
Stock options and excessive executive pay
Over the past two decades companies have increasingly turned to stock option plans as a way to reward top management and link their interests with those of the company and other shareholders.  Their annual income becomes connected to profit and share price.  Unfortunately, this connection of the compensation received by managers and investors has also provided a good reason for maximizing short-term share prices and hiding long-term problems.

Stock options have contributed to the astonishing run-up in executive compensation.  In the 1980s, executive pay rose four times faster than factory worker wages in the United States, and three times faster than profits.  The pace accelerated in the 1990s.

There is little correlation between executive pay and company performance.

Annual meetings
An element in all systems of corporate governance is the annual meeting.  In this meeting shareholders are entitled to gather at least once each year to discuss the firm’s performance and strategy.  They may vote on various resolutions of importance to the owners.  Beyond the universal right to an annual general meeting, shareholders’ rights vary from country to country.
Board of directors
Shareholders get to control the corporation by picking the board of directors, whom they delegate to oversee the business.  Voting is proportionate to the number of shares owned.  Since shareholders rarely can attend shareholders’ meetings, they are given the opportunity to vote by absentee ballot (called a proxy).

Corporate boards vary in size and structure.  Directors are of two types: 

· Inside directors (people serving as managers of the companies that employ them).  They tend to be more informed.  They are usually fewer than outside directors. 

· Outside directors (prominent people whose principal employment is elsewhere.  They tend to be more impartial.

Why is it that boards often fail to challenge managers to do the best job in protecting shareholders’ rights and interests?  Two reasons stand out:

· Management usually controls the proxy machinery.  Small shareholders frequently give their proxies (absentee votes) to the company’s executives, allowing them to outvote in Annual meetings dissident shareholders.  
· Management’s mastery over the board of directors.  A board is supposed to supervise the executives, but it is the executives who control the information available to the board, and it is they who can set the agenda for discussion.  The dynamics of small groups and the pressure to get along cause controversial issues to be buried. 
EXIT AND VOICE IN CORPORATE GOVERNANCE 
Considering their precarious position to bring any change, disgruntled stakeholders usually voice their discontent by exiting the corporation (selling their shares).  In principle their exit is a good way of signaling to managers that they are not properly serving investors.  But for this mechanism to get managers’ attention, the market for corporate control has to work.  As mentioned before:

· The market for shares has to be sufficiently broad and deep—people has to be able to sell their shares easily.  Then the selling of shares will result in fall in their price and hence an incentive for the managers to change their policies and for the board of directors to fire them.  
· There has to be a good system of full and accurate financial disclosure, as verified by an external auditor or independent third party (stock analysts).  Recent scandals show how difficult it is to get accurate financial disclosure.  A third source of independent opinion, credit rating agencies, have also shown recently their ineffectiveness (we hope occasional).
Another option is to voice their concerns, that is they may stay in the organization but express their unhappiness through petition, protest, and other political activities.

Since 1934, the US SEC has guaranteed anyone with a $2,000 stake in any publicly traded company the right to fine so-called shareholder resolutions.  By law, companies must include these resolutions as ballot questions (to be voted in Annual meetings) in their annual reports.  This resolution has been used by activist shareholders to advance agenda’s other than profits.  They can mobilize to the proxies (absentee votes) that would usually go to Managers.
The activists’ most common goal sued to be fighting apartheid in South Africa.  While no company has ever been forced to take action because a social resolution received a majority vote, management sometimes rakes anticipatory steps to had-off confrontation with shareholder activists.

Activists with no particular social agenda other than protecting the rights of small investors, turn to shareholders resolutions as well.  Currently, their favorite target is executive compensation.

Institutional owners
Their part of corporate equity has risen from 8 percent in 1950 to nearly 60 percent in 1990.  This change is making the voice of investors louder as they are increasingly less interested in the exit option. 
Financial institutions control so much stock that, for them, the exit option is becoming less and less workable.  When institutional ownership was insignificant, it was easy to sell off poorly performing stock and buy shares in a more attractive company, but no longer.  Simple arithmetic makes it harder and harder to do better than average, creating and inducement for institutional owners to get directly involved in management decisions as a way to protect the worth of their assets.  The term coined for this approach is “relationship investing”

Enhancing Shareholder Voice with New Public Policy
Reforms introduced in 1992 increase flexibility making it possible for equipped institutional investors and use proxies to contest seriously the way companies are run.  For example, they lifted restrictions that bar investors from talking to one another.

These government actions are helping force US corporate boards to take their responsibility more seriously.  Boards have thus grown more willing to flex their muscles and to reject management.

Another reason for the change in behavior is shareholder suits against negligent directors.  Companies do provide liability insurance to their boards, but the threat of a legal action should keep members on their toes.  

Because of scandals and public scrutiny, many corporate boards also have begun to form committees to do their work more professionally.
LISTENING TO EMPLOYEES STAKEHOLDERS

American public policy has tried to foster more cooperation within firms.  One way is with the passing of laws that encourage worker ownership.  The idea is that workers who have a stake in a company would be not only encouraged to work harder themselves; they would also be encouraged to stop fellow workers from free riding.

Fully worker-owned firms are rare.  The largest is United Parcel Service, followed by United Airlines.  Partial ownership is a different matter.  Many corporations have been encouraging workers ownership through ESOPs (employee stock ownership plans).

Typically, ESOPs are set up as a deferred compensation plan.  The employer deposits stock in a trust fund that holds the stock for participating employees.  Shares in ESOPS are exempt from federal taxes until distributed on retirement.  This tax incentive, available since 1974, has made this form of worker ownership popular.

In the 1980s, management increasingly began to turn to ESOPs as another weapon in the anti-takeover arsenal, using the plans to buy out companies under siege.  Such uses of worker ownership were not what the law intended, and are widely seen as an abuse.

ESOPs have also been criticized for exposing participants to undue risk, by tying up their assets in one company.  For example, Polaroid workers saw their ESOP plan stock become worthless when the company went bankrupt years later.  Many lost their entire life savings.  They would have been much better served by a diversified pension fund and a profit-sharing compensation plan.  Similar problems have arisen with employ 401 (k) retirement plans.  















