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1. Introduction 

Thc public corporation has hccomr an importara iw 
stitucion in virtually all soc-ietirs outside the Communist 
world. Indecd, ewn in Eastern Europc, rcccnt politiral 
upheavals portend a prnmising future for the corpuratc 
form of business organization. Econumists have long 
recognizrd rhc advantages of thc corporatc organiza- 
tion: timited liability. transferabilily of owncrship, and 
unlimitcd life. Finance ~heory would add that thr cor- 
poratc fonn also allows diversitication of risks by invar 
tors and thcreby provides for efficient risk bcaring. 
Thcse advantages make the corporatc form a superior 
organiration for raising capital, and thr corporation 
has become virtually synnnynrous with modem business 
In thc U.S., for examplc. nearly cwo~rhirds of the GNP 
is accounted for by nonfinancial corporations. 

Notwithstanding thc cconomic succcss of the modern 
rorporation, it is being questioncd as a wealth genrra- 
tm. That is to say, its cconomic efficiency is bcing ques- 
tioned. Wbilc this line of criticism is not ncw, it has 
incrrascd in intensity irr tbc last 10 years or so. 

The roa of thr criticism is that che modcrn corporal 
tion oftrn suffers frnm conflicts of interest betwccn 

managcrs and widely dispersed shareholdcrs. The 
conllicts of intcrest lead 10 incfficiencies such as CX~ 
ccssivc expmditurcs or investments with low rrturns 
that~ rcducc managers’ risks ~ and los\ of sharcholder 
wcalth. ‘I’hr firm is less cfíiciurt and rhe shawholdcrs 
arr poorcr than woutd bc the case if thr cuntlicting in~ 
tcrests WPIC aligned. 

Whilc separation of owncrship and nranagcment is 
lypicat in llre modcrn firm, wrrainly not atl are iwff- 
cimt or poorty mana& Nonethelcss, ~hrrr is cvidcnce 
from “aliolis sources to suggzst thar opportuni1ies fur 
irnprovement in pcrformance al-c rwt rarc. Anecdotal 
evidencc uf lavish operating exprnditures can be found 
in thc business press. Gains to shareholdcrs from takr 
ovcr attemlxs and rccapitaliracions havc bcen rcpor~rd 
in r~~~r~~crous academic studics. And in significant 
numbers, firms are giving up Ihr advantages rrf public 
owrwrship and p;oins priratc. 

‘This paper rxamines thc prol,lax uf separaGnr~ of 
ownership and con1rol in rhc modrrn urporation. 
?‘he issur is inrimarcly linked II> corporate finance and 
wrporatc financid pdicy, sincc corpw aw financc is 
concerned wilh thr acquisition anrl usc of funds by ~~hr 
finn ‘l’hc value os lhr firrn in a wellfunctioning markct 
wilt rellcct thc cffccts of inrfficirncics caused by svpa- 
ration of owwrship and managrment, and resolu~inn 
of conflicts betwcen managers and sharehotders can 
br cxpected to incwasc the value of [he firrn. That in- 
creased vatuc represems incrraïcd wealth tn soïiery as 
a whole. 



Fil-su. the issuc of xpararion of ownership and 
control iu the rnodcrn corporation is cxaminvd. While 
:x:ademic rcscarch on tiw snbjrct has grown rapidly in 
KCCIII ycan, rvidence of thc problcm dates Irom the 
ITrh century. 

‘Uvnt~. <ontrol mechanisms that opcra~e to reduce 
conflicts bctwwn rnanagïrs and shareholdcrs arr cxa 
mincd. 111 rhrnry, the board uf dirrcturs should monitor 
managers on behalf of shareholders and mitigatc or 
climinatï corrfl¡cLs oi iniercst. In pracricr, I~hc perforo 
mance of thc board as a monitor of managcmrnt has 
bccn qurstionrd 

‘I’hird, the papcr rrvivws how an extcrnal markct 
for corporare control exists in thc form uf takrnvers. 
Opcming through tcndcr uffrr~s for uhc firm’s sharcs 
and proxy con~rsrs for the election of board rrremhers, 
takruvrrs provide û competitivo mxkct ior corporarc 
control. Evidrrvx from numerou srudirs indicatea 
[llal shareholdcrs hcnefït from thcnr acrivitics in rhc 
form of abnor~mally high returns on thrir sharcs. The 
suxk market must scc cfficicncy gains from thcsc acti- 
vities. 

Sruion V of thc papcr examinrs linancial policy is- 
sues. In addiriwr 10 Ihc orer~all monitoring aïtivities 
uf thr brrard of direcrors and rhr rx~rrnal markct for 
corporatc conrrul, nunagers may adopt finanrial poli- 
Aes designed to rcducc conflicu caused by separation 
of owncrship and mana,gemcnt. Dividrnd poliq and 
capital rxructure policy can be used LO constrain mana- 
gcrial discrrtiw and thcreby reduce opporturri~ies for 
conflicts hctween managcrs ard owners. Leveraged 
buyouts and leveraged recapitalizarions are innovative 
forms of such financial policy dccisions. 

II. Ownership and control 
in the modern corporation 
The “firm” of economic thcory is assumed to he seeking 
maximum wcalrh for its nwners. In thcir classic work 
01, agrncy theory, Jcnscn and Mcckling [9] point out. 
howcwr, rhat che theory uf thc firm in rconomics is 
really not a theory of rhe firm, hut rather a thcory of 
markru. Ecrrnomic theory dws not rxplairr rhr hehavior 
nf managers of thc firm, bur rather, the hehavior of 
markcts in which thz finn operates. 

‘Thrrehc, we must look clsewhrrï for insight into 
managerial bchavior. Berle and Means /ll are widely 
recognizrd fur ini[iaGng a discussion of ;he problem 

associated with separatiun of ownrrship and managc- 
mcnr in thr cor-pomtinn, and their work has stimulatrd 
r~rsearch in accounting. financc, arxl rconomics. Thc 
csscncc of thr prublrm is thar the corporation’s suces* 
in raisirrg capital from diverse sources lcads to widely 
dispcrsed ownrrship of Lhe tirm. whilc manag~vrnen~ 
and control are rested in a smail group. ‘Ere manage 
ment ,group oftïn owns only a small fraction of thr 
firm’s sharcs. Actions of managrrs ro incr~asc their 
pcrquisircs and reduce personal risks ar rhc cxprnse of 
maximirin,g the value of thc iirrn ax sprcad over many 
shareholdcr~s, mox of whom own mo fcw shaws LO uno 
drrmke extcnsivc monitoring of management. In thcory 
hc b»ard of dlircctors is chargcd with looking after 
\hareholders intcrcsts. but ofren they [oo have small 
owncrship posi~ions in the firm and possrss less infor~ 
maGon than managcrs. 

Jcnsrn a~>d Mcckling 191 placed rhc issue of separaion 
of ownershipc and control in a hroader thcorcrical 
cont~xt in their work on agency thcory. Thr modern 
wrpni-ation is viewed in thar modrl as a set of contrac- 
tual relationshipr among wuners of resourccs and thr 
firms’ customcrs. Conflicts hctwccn owners and mané 
agerï are secn as part of the general problcm of costly 
contracting betwrcn principals and agcnts. 

It is significant that ag~cncy thrnry does not dcpend 
on non-manimiring hehavior on thc part r>f managers. 
Managers are assumrd ro maximix their utiliry, which 
depends on value of the firm and non-peruniary hene~ 
fits. I f  thc managcrs own lOO’% of the firm. consurrrp- 
tion uf nowp~cuniary benefits rcduccs thr value of the 
lirm and thus thcir wcalth -in a one-twone rclatiun- 
ship. As outside shareholders are addcd tu thr ownership 
group, managcrs can rnjoy non~pecuniary bcnciits 
and haw rhr cfferts of that consumption on thc value 
01 the firm sprcad across many shareholdcrs. As 
owncrship becomes more and more dispcrsrd, thosc 
inccnrivrs grnw strcmgcr, since thc rffects arar sprrad 
over more outsidcrs, whilr che difficulty of sharcholdrr 
monitorir~g inrwases. Nonethclcss. corw~mption of 
non pecuniary bcncfits does haw a cost to managcrs in 
rhe for~m olí losr value of thc firm, and thex wealth 10s~ 
ses tempcr thc willingrress of managers to incrcasc thrir 
no,,-pccuniary heneiits. 

Although Bcrlc and Mcans are widely rccognircd as 
initiating the modern discussions of separation 01 
uwr~rship and control, thc issur did nol escape earlier 
notice. Adam Smith saw rhe prohlem in thc Wealth of 
Nations [17, 1’. 7001: 
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avoided takeovers by majar resrrucrurings. Krogcr 
did a Irvrragcd rccapiraliration and Safeway was 
taken privaw uhrough a Icvrrngrd buyout (L.BO). In 
bottr cascs, staffs wcre cut and cxpcnscs reduced. l’ht: 
tâkeover arrempls pus pressurrs I~ITI thrsr firms to rakc 
srïps to be morc cfficicnt chan they otherwise would 
hare becn. 

Critics of takcovers often cite a third soure nf ab 
anormal wturns to sharrholdcrs~rcdistriburion of 
wcalth away fiom other stakeholdcrs, such us Irond~ 
holdcis and labor. Support for this sourcc of gain is 
not convincing. Studics uf bondholdcr impacts result 
ing from mergers and acquisitions and frorn Icvrraged 
buyouts do nor show signiiicant losscs to bondholders 
161. With rcspec~ to wage rrductions, thrrr is a lack of 
systrrnatic rvidcncc on thc cffccts of takcovers. Howev~ 
er. anecdo~al evidenre suggesu 11,ar rakrowrs and ïcs- 
trucruring rcactions to takcovcrs are accompanird by 
attempts “f managemenl LO olxain wage CorlCCs6i”n~. 
Whrthrr such attcmpts reprcscnt somc forro of social 
los* is not unrquivncally rlear. 

Thcse potential sources of shareholdcr gain provide 
an answcr ta critics of takcovcrs who qucstion how a 
firm can hc wnrth more ro an acquirrr rhan ¡I ~~11s Ford 
in a stock markct that is supposedly efficienl [ 22 1. Thr 
fil-m is worlh morr ~0 Ilrï acquircr becauïc new control 
oto tbc firm can improuc the productivity of its asxts. 
‘l’he fair 01 îfficicm price OT ö share reflects fururï 
cash flows associatcd with rhat sharc. and those cash 
ilows depend on the investmcnts madc by thr lirm and 
thr txprnses it incurs. Eliminating peor invcstmcnts 
and trimming lavish expenses creale value ,o shörr~ 
holdcrs by impreving thc etfïciency of the fïrm. 

Pmx~ Contesli. A proxy <-0*11e’11 irr”ol”es arr >llb 
tcmpt by dissidcnt shareholdcrs to clcct mcmbcrs to 
the hoard uf director. In cx~rcmc form, lhe cn~irc 
board may bc displaced in thc clcction. While proxy 
COIILCELS arr lw popular han tender offers and 
thought to be a less cffcctivc mcchanism for corporatc 
rakïovrrs, stock market rïacrion to such cvents is posi- 
tivc. Shareholders experience positive abnormal rc~ 
mïns, CVCI, whcn rhr dissidrnt sharrholdïrs arr unsuc~ 
cessful. As with unsuccïssful takcovrrï, the challeng~r o 
incumhent management appears to portend favorable 
changes for sharrholdrrï. 

A basic prohlem with proxy contests as a mcchanism 
for control relates LO the difficulty and rnsl nf mnbiliz~ 
ing widely dispersed shareholdcrs to thc cause. Also. 
institutional invrstors in the past allegedly have tended 



tual naturc uf drbt forccs payout OS cash flows. Jcnw 
181 describes thc suhsriwG”n “fdct>l for equiry capjtal 
as a proccss of “bonding’. rlividend paymrnu. .Mana~~ 
crs’ discrction t” usc funds for po”r investmïn~ is thus 
c:ur~tailcd anrl conflicts brtwecn managrrs and Shaw 
holders are reduccd. 

AI very high Icvels, thc contractual “bligations “f 
debr torce managcrs t” Iook Sor “pp”runitics t” C:UL 
CUSIS. Accounts in Ihr financiai prrss oftcn rwount thc 
“t>acks-to-llrr~wall” s~ntimrnts “f managcrs opcrariug 
in highly levcrag~rd firms. Managrrs are thus ~rverely 
limited in thcir abilitia LO engagr in lavish expendo 
irurrs. 

‘I‘wo rccc111 financia1 inn”vaC”ns are an rxrension of 
thc “SC ni debt t” reduce contlicrs hetween managcrs 
and stockhuldcrs. Thcsc arr Irvera,gcd I>uy”uis and ic- 
vcragexl rccapiralirations. Buth invrrlvc substiruG”n of 
debe ‘or cquily capital in ihe lirm‘s iinancial xructur~. 
‘I’hc le~raged wcapitaliLati”rr typically inolvrs rhe is- 
SU~CC OI debt which is used t” pay a large cxtraordi 
“ary dividend Somctimcs thr bnok value of thr firm’s 
cquil); b~omcs nrgativr. Managcrs and somctimrs 
rmpluy~cs rcccivr additional sharrs of stock in lieu of 
the dividr~~d. ‘I’hc rcsult is a highly Icvïrmgcd capital 
~tructur~ and increased “wncrship “f ahares by manag~ 
crs and prrhaps employrrs. ‘l-he firm ranains put~lic. 

‘l’lw leveragcd buyout (LBO) X115” uses large ñIII”ULIIS 
ofdebc. In this ,CXC, thc public sharcs arr rcpurchaïvd 
with rhc procecds “f t/w debt issur. ‘I’hc firm gws 11% 
va~c. whcre “wlxrship is uxwrntrated in rriaiively fcw 
hands. ‘l’ypirally. thc for~mpr manag~rrs oí thc public 
firm cnd up with significant ownrrship OS shxes. ‘Ihc 
wide dispcrsiun “f owncrshit> [hat is typical in the mud- 
cm cnrporaC”n is ciiminatcd, and owncrship and 
control arr rloscly alignrrl. Firms that undergo LBW 
so~nctin~cs r~turn IO public sfatur afrer sî~.cral ycars. 

F.Clencr suggests rhar I~SPSC rc”rganiLations do 
pr«rln<-r rfficicncy gains. ;\ study of companivs Lhai 
underwcnt l.HO’s shows tlra~ operating~ e~arnings and 
oprraliils margire (as ä pcrccntage of salcs) d the 
sâmplc cwnpanies rosc wlalive t” carnings “f wutr”! 
umpanics oprr~a~ing in thc sama industrjcs [ 1 01. ‘lhesc 
changrs are indicatr of operaring efficiencics caused 
hy the LBO. 

Cornments of thc chirf rxwutivc “f Safeway rcll a sim- 
ilar nmry about that LBO [IS]. lntcrcstingly, the 
substirution of drbt Sor cquity and the rcsulring elim~ 
ination of “incomc” strrngthencd thr bargaining 
~OWPI~ of the firm in iu wage ncgmiations. High Iw~ls 
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