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The Roots: Modern Financial Theory

In the 1950s a conceptual revolution in finance occurred with the development of what is called “modern financial theory.”  Modern financial theory emerged in the late 1950s and early 1960s as an attempt to provide a scientific basis for understanding and explaining corporate policy decisions and, especially, financing decisions.  I emphasize the word scientific here, because many academics believed the financial decision making rules of practitioners were riddled with inconsistencies and grounded in rules-of-thumb that made no theoretical sense.  

For example, a typical story about why firms should use debt financing was that the stock price of the firm would be unaffected because investors wouldn’t notice or care as long as not too much debt was used and, as a result, the overall cost of financing the company would fall.   No “scientific” theory existed as to why this would happen, or for that matter why and how any financing decision, including the decision to pay cash dividends would affect the company’s market value and stock price.

Lurking in the background of pre modern finance was also the idea that the earnings a corporation retained and reinvested in the company were costless.  In other words, this source of equity capital was costless so managers didn’t have to worry about how they invested these earnings or whether they earned an adequate return on this capital.  This attitude about retained earnings is duly note in Adolph Berle’s preface to the 1967 re-issue of his classic work Gardiner Means, The Modern Corporation and Private Property, where Berle writes:

“The purchaser of stock does not contribute savings to an enterprise, thus enabling it to increase its plant operations.  He does not take the “risk” on a new or increased economic operation; he merely estimates the chance of the corporation’s shares increasing in value.  The contribution his purchase makes to anyone other than himself is the maintenance of liquidity for other shareholders who may wish to convert their holdings into cash.  Clearly, he cannot and does not intend to contribute managerial or entrepreneurial effort or service.”

Well, so much for the role of shareholders!  Who needs these greedy speculators and stock jobbers?  John Kenneth Galbraith echoed these sentiments in his 1967 best seller, The New Industrial State.
  Here Galbraith claimed that corporate management, his term was “the technocracy,” had replaced the (capital) market as the mechanism for allocated resources leading to an economy “planned” and “administered” by these managers.  Shareholders no longer provided capital to large corporations; the funds came from banks and retained earnings.  So, why worry about the shareholders.  Shareholder capitalism had been replaced by a technocratic managerial capitalism.

It was into this world of folklore and managerial capitalism that the founders of modern financial theory jumped.  Harry Markowitz gave us portfolio theory and formalized what the English merchants already knew in the 17th century – don’t send all your cargo in one ship.
  Benoit Mandelbrot and Eugene Fama, give us market efficiency – don’t look for twenty dollar bills on the floor; but, if you find one, pick it up quickly before it’s gone.
  Modigliani and Miller told us that in perfect capital markets financing and dividend decisions didn’t matter – at least for the shareholders – so don’t waste time with worrying about whether and how much debt to use.
  And, William Sharpe and others introduced us to beta and the capital asset pricing model.
  

In one way or another, these founders of modern financial theory were all concerned, ultimately, with a very important public policy as well as scientific question:  What determines the market value of a company and, in particular, the per share stock price in efficient markets?  I think it is fair to say that answer was to be found on the asset side of the balance sheet and depended on cash flows and riskiness of the firm’s investments.  The greater the cash flows and the lower the risk, the more the company was worth.  In other words, these “scientists” who created financial economics, produced “scientific” models that showed a manager what the consequences of his or her decisions would be on the market value of the company and its stock price.  As to whether managers should and would make decisions to maximize share price was another matter.  And, this is where corporate governance reemerged from historical debates about the modern corporation and how it should be controlled and managed.

The Corporate Governance Debate

Especially in the United States, the debate was about how to ensure that managers of publicly owned corporations would manage the firm in the best interests of society rather than in their own personal interests or the interests of an economic or political oligarchy.  A number of proposals were advanced; but, the one that concerns us here is that which says that the best way to make sure managers use resources efficiently is to have them maximize shareholder value and return any cash that cannot be profitably invested to the shareholders.  This is the “should” part.  

A good way to get a handle on the “should” part and how it has informed the corporate governance debate in the post “modern finance” era is to go back to the early 1980s and recall the often emotional debates about the demise of American corporations and the superiority of the German and especially Japanese corporate governance systems.

Let’s start with a classic 1980 Harvard Business Review article, “Managing Our Way to Economic Decline” by Robert Hayes and William Abernathy.
  Hayes and Abernathy were supremely confident that America was in decline and, furthermore, they knew why.  It was the short-term myopic behavior of managers who focused on quarterly earnings, ROI (return on investment) and other accounting performance measures leading to a reduction in R&D expenditures and the development of new technologies.  And who was responsible for this?  Well, supposedly it was short-term myopic stockholders who demanded high ROIs and quarterly increases in earnings per share at the expense of long term growth – in other words financial markets – and, of course, even worse, “executive suites dominated by people with financial and legal skills.”  

Peter Drucker jumped on this bandwagon in a 1986 Wall Street Journal op-ed piece with the following observation:

“Everyone who has worked with American managements can testify that the need to satisfy the pension fund manager’s quest for higher earnings next quarter, together with the panicky fear of the raider, constantly pushes top managements toward decisions they know to be costly if not suicidal mistakes.  The danger is greatest where we can least afford it: in the fast-growing middle-sized high-tech or high-engineering firm….”

And, in 1992, just as the American economy was about to take off on an unprecedented string of years with growth, prosperity and economic domination, Michael Porter charged that “The U.S. system of capital allocation creates a divergence of interests between owners and corporations that interferes with the flow of capital to those corporate investments that offer the highest long-run payoffs.”  For Porter, the problem also was shareholders demanding short-term performance and the dominant influence of corporate goals centered on earning high financial returns and maximizing shareholder value.  And, like Drucker, Porter wasn’t very happy about the role of institutional investors.  For, he says:

“Publicly traded companies increasingly rely on a transient ownership base comprised of institutional investors such as pension funds, mutual funds or other money managers…who seek near-term appreciation of their shares.”

with the clear implication that this behavior forces management into short-termism.

In summary, the problem with the American economy was a capital-market-based corporate governance system with public shareholders and institutional investors forcing management to make decisions not in the best interests of the economy as a whole.  And, what was the solution?  Imitate the Germans and the Japanese.  Copy their corporate governance structures.  In essence, this meant doing the following:

1. Find dedicated capital, meaning owners for the long-term and, in Porter’s words, “owners such as suppliers and customers who own stakes with the aim of not profiting from share ownership so much as cementing their business relationships.”  In Germany and Japan, other corporations own over 50% of the outstanding shares.

2. Don’t make investment decisions based on profits and financial analyses (NPVs).  Make them on the basis of ensuring the survival of the firm, attaining technical leadership (the German case) and market share (the Japanese case) so as to dominate world markets.

3. Move toward the German universal banking system and the Japanese keiretsu system whereby banks can make investments in firms. 

Well, what was the “scientific” evidence behind these condemnations of markets and institutional investors?  Many of us would say virtually none!  In fact, the evidence that began emerging from academic studies done by financial economists began to suggest just the opposite.  Randall Woolridge’s study of market reactions to corporate investment decisions is typically of the accumulated evidence.
  He found that company stock prices actually went up (not down) when companies announced increases in research and development expenditures, new product introductions and capital expenditures for capacity expansion and plant modernization.  

So, what was going on here?  Well, maybe the problem wasn’t the investors, maybe the problem was managers and other organizational stakeholders who, like everyone else, acted in their own self-interest.  This self-interest was usually equated with retaining control over free cash flow to  grow the firm at the expense of the shareholders (technically, negative NPV investments) and the consumption of managerial perks.  Note, we are now back to the question:  How do we get managers to make economically efficient investments (positive NPV investments) and distribute any remaining cash to the shareholders?  In the jargon of corporate governance, How do the suppliers of capital make sure they get back their investment as well as return on their money?  

Here is where corporate governance comes into its own.  (The “should” part, of course, remains very controversial and lies at the heart of the growing protests and concerns over globalization, the power of multinational corporations and proposals for a new international architecture.)  What we want are ways to align the interests of managers with those of the shareholders, ensure that managers and boards of directors represent the interests of the public shareholder or their representatives – the pension funds and mutual funds -  and - make it possible for shareholders to monitor and replace management and directors who attempt to extract wealth from the public shareholders. Let me turn first to the positive or “carrot” strategies.  

Monitoring and Controlling Managers 

One of the most popular answers in the 1990s for controlling managers and aligning their interests with the shareholders was pay for performance.  But, how do you measure performance?  

If we go back to the critique of Abernathy and Hayes about manager myopia, we find that they focused almost exclusively on ROI as the measure that was causing short-termism.  This outcome occurred because ROI, like other financial statement measures such as net income and earnings per share, are backward looking accounting measure easily subject to the manipulation of managers.  Instead, why not measure managerial performance and compensate managers using stock prices – the very thing shareholders wanted management to maximize.  Or, alternatively, award stock based on stock price performance.  As long as you believe financial markets are efficient and investors are not myopic, stock options and stock ownership seem to be reasonable means for aligning managerial interests with public shareholders.  But, for investors to properly price out the stock, investors need dependable, trustworthy financial information.  Investors need to know how management and their accountants constructed the financial statements and the statements must be transparent and fully disclose the financial position of the company.  No “cooked books” thank you!

Other pay-for-performance systems have been designed that try to tie managerial performance and pay to whether managers cover the company’s cost of capital and then some. One of the most popular plans of this sort is EVA( or Economic Value Added – a Stern Stewart & Company product.

But, some of the most interesting ideas for controlling managers from a disciplinary perspective have to do with the company’s financing and dividend policies.  In doing so, though, we transform the financing and dividend decision from one focused solely on identifying that capital structure which minimizes the company’s cost of capital to a governance question of how investors control managers and prevent them from making unprofitable investments.  

The best way to grasp this shift is to look at the data on the Cash Flows Between the Firm and Shareholder exhibit.  When we arrange a variety of investment and financing events according to whether they generate cash flows from the firm to investors or from investors to the firm, we find the former all have positive returns and the latter all negative returns.  Why?

Well, Michael Jensen’s answer is the free cash flow theory of corporate finance.
  Investors like to get cash from companies and don’t like to leave cash laying around for managers to spend on other things unless, and this is the big unless, they can invest these funds in growth opportunities.  So, how do you keep managers from squandering shareholder funds?  You finance the company with debt instead of equity because debt requires periodic outflows of cash from the company in the form of interest and principal payments.  You also pay cash dividends or buy back your stock – the same thing as a cash dividend payment.

Of course, not all companies pay cash dividends and not all companies have debt in their capital structure.  Does this mean something is wrong with the free cash flow story?  Not really.  

For companies with substantial growth opportunities, you want managers to have wide discretion over the cash flows so as to be able to take advantage of these opportunities.  You also don’t want to burden them with debt financing and the restrictions normally associated with bank loans.  So, these are the firms who should not be pay cash dividends and avoid debt.

The financial structure decision has become a governance decision with respect to suppliers and customers as well, especially customers.  I don’t care whether the company whose toothpaste I buy goes bankrupt.  I do care whether the company from whom I’ve bought highly specialized vacuum technology processes does what it said it would do and will be around to service the equipment.  So, the capital structure decision for this company, say Pfeiffer Vacuum, will be made not on the basis of the lowest cost of capital but on the basis of potential conflicts of interest between the company and its customers.  Pfeiffer doesn’t want to lose customers because they are fearful that Pfeiffer will cut corners and deliver a low-quality product should it find it difficult to service its debt obligations.  I might add that in this case, Pfeiffer also didn’t want to be restricted by German bankers.

So, here we are with a story about why managers should maximize shareholder value and a story about how managerial compensation schemes and financing and dividend decisions can be used to align the interests of managers with shareholders and control managerial behavior.  What we are missing is a story about why managers would do any of this or why boards and directors would be responsive to shareholder instead of management concerns.  The question is: Suppose public investors don’t like what the boards and management are doing with their money?  What can they do about it?  The answer is a market for corporate control, a legal system that protects the rights of public investors to vote their shares and fend off attempts by corporate boards and insiders to disenfranchise them and an accounting and financial reporting system that investors can trust.

The market for corporate control makes it possible for competing management teams to gain control of firms whose managers and boards are unresponsive to shareholder concerns.  But, staging a takeover of a company is hardly a task for an owner of 100 shares of stock.  What happened during the 1980s, though, was the emergence of private investors (corporate raiders) who, with new instruments (junk bonds) and new governance forms (LBOs) were able exert pressure on managements to maximize shareholder value.  But, what also was important was the rise of institutional investors who owned far more than 100 shares of stock and whose primary responsibilities were to their shareholders and pension fund claimants.  As these institutional investors became more active, corporate boards and management came under increased scrutiny and, by the 1990s (with a change in SEC rules about coordinating shareholder actions), were confronted with a set of corporate governance guidelines such as those developed by TIAA-CREF.
  

TIAA-CREF (Teachers Insurance and Annuity Association – College Retirement Equity Fund) is really quite blunt about its corporate governance concerns.  It says that “Corporate governance initiatives – in which TIAA-CREF monitors the companies it invests in and presses for improved management when appropriate – is an important aspect of ensuring that the investments we make on behalf of participants produce the highest possible returns.”  This statement, I suspect, confirms the worst fears of Peter Drucker!

And, what are the concerns of TIAA-CREF?   They include shareholder rights and proxy voting executive compensation (A pay-for performance system is a critical element), CEO performance evaluation and strategic planning.

The OECD has complied a similar list for European companies and TIAA-CREF, in its own words, has “gone global with corporate governance.”

And then came Enron, Tyco, WorldCom and a host of other governance fiascos.  What failed and why?

What Went Wrong?

Popular attention in these high profile debacles has focused on the pay of senior management, especially pay-for-performance schemes connected to stock options.  Essentially, management sought ways to inflate and aggressively manage and manipulate revenues and earnings so as “to fool” or mislead investors into driving up the company’s stock price and make their stock options ever more valuable.  Additionally, balance sheets were managed so as to keep debt off the books, again misleading investors.  For example, Citigroup and J.P. Morgan lent Enron billions of dollars disguised as energy trades on Enron’s balance sheet.  But, how could this happen in a world where companies were audited and financial statements certified by public accounting firms such as Arthur Andersen so as to prevent just such an outcome from happening?

Well, the public accounting firms, it turns out, may have been more interested in earning consulting fees from the managers of the firms they were auditing and retaining the company’s auditing business than in representing the clients who, in theory, had hired them – the shareholders.  In 2001, for example, non-audit fees comprised over fifty percent of the fees paid to accounting firms by 28 of the 30 companies making up the Dow Jones Industrial Average.
  

And the directors?  Where were the directors?

Well, it turns out that directors are effectively appointed by corporate management, not by the shareholders – even if they are the so-called independent directors with no direct ties to the company.  Consequently, the directors often face their own conflicts of interest with respect to keeping their directorships and the benefits that go with them and guarding the interests of the public shareholders.

For example, Tyco Corporation offers a recent example of a board member receiving consulting fees as well as having the company donate money to a selected charity.  Tyco International paid a total of $20 million to an outside director and to a charity he controlled, in return for his help in brokering a major acquisition in 2001.  The move drew fire from corporate-governance experts who have advocated more director independence from top management.  According to Tyco's annual proxy statement, director Frank E. Walsh Jr. received a $10 million cash fee because he was "instrumental in bringing about" Tyco's $9.5 billion acquisition of finance company CIT Group. Tyco also made a $10 million contribution to a New Jersey charitable fund of which Walsh is trustee. 

Similar donations appear to have occurred with Enron. 
  On October 31, 2001, Enron named University of Texas Law School Dean William Powers Jr. to its Board.  Enron made the announcement the same day it reported that the Securities and Exchange Commission had opened a formal investigation into questionable financial transactions, including partnerships used to hide losses and Powers was named chairman of a special committee to do an internal investigation and respond to the SEC.  "We had a need to have an independent board member chair this special committee," company spokeswoman Karen Denne said at the time.  

However, the appointment was criticized because of the law school's close ties with top Enron officials, including General Counsel James V. Derrick Jr.  Derrick has served in key fund-raising positions for the law school and Enron made donations to the law school as well as to the business school.  So, how “independent” is Powers?  From the outside looking in, too many questions can be raised about implicit connections and between Enron and the law school of which Powers is Dean.

Powers is not the only University of Texas insider whose independence has been questioned.  John Mendelsohn is president of the University of Texas’  M.D. Anderson Cancer Center and a member of Enron's audit committee. But, M.D. Anderson has received almost $600,000 in donations from Enron and its CEO, Kenneth Lay, raising questions about how carefully Mendelsohn was scrutinizing Enron’s books for the shareholders.

What can be done about to eliminate these abuses?  

The Board Of Directors

Well, clearly, independent directors must be independent.  Past executives, consultants and individuals beholden to current management for charitable contributions and so forth are not independent.  Furthermore, the majority of board members should be independent.

As for the election of directors?  Here reforms are needed to make it much easier for shareholders to elect directors other than those proposed and beholden to management.  One such reform would be to have institutional investors nominate directors in addition to the management nominees.  Much easier access to shareholders of record by competing control groups would help by permitting the contesting groups to “campaign” for votes.  And, eliminating staggered boards would make it possible for public shareholders to replace an entire “entrenched” corporate board rather than two or three at a time over a period of years.

Other board reforms could include requiring independent board members to meet separately from inside members for evaluating corporate and managerial performance, requiring the Board chairman to be selected from the independent members or at least prohibiting the CEO from also serving as the Board chairperson and restricting the number of boards on which a person can serve.

ACCOUNTING AND FINANCIAL REPORTING

Many people would address the aggressive accounting and manipulation of earnings problem by simply prohibiting the accounting firm that audits the company’s financial statements from also proving consulting services to the company.  Some institutional investors have already moved in this direction with regard to how they vote their shares.  The California Public Employees’ Retirement System (Calpers) has announced it will vote against reappointing auditors at companies where the auditors also provide consulting services.  Calpers will also vote against directors who as members of audit committees that approved using auditors for consulting services.  And, recent legislation enacted in the U.S. prohibits auditors from also selling certain consulting services to their clients.

But, the most important task here is to restore the integrity of the accounting professions and the confidence investors have in the way financial statements are prepared.  The U.S. has moved in this direction by establishing an independent government board to oversee corporate audits.  Still, more than independent oversight is necessary.  Companies and their bankers should not be hiding behind rules that effectively allow them to mislead investors such as was the case with the Citigroup loans to Enron.  Instead, financial reports should reflect the true position of the company in easily understandable terms.  Attempts to use the rules or bend the rules to mislead investors should be severely punished by holding accountable the individuals who sought to mislead investors.  

A good place to start (in addition to getting rid of special entity vehicles used to hide debt) is with reporting stock options as expenses.  These options are compensation and compensation is an expense; so, let’s recognize it as such on the income statement.  Putting a value on these options isn’t difficult these days.  Options on the common stock of many corporations (for example; Cisco, Microsoft, Daimler-Chrysler) are publicly traded.  Want to know the cost/price of these options?  Look them up on the Internet.  For other companies, existing option pricing models are as good at putting a value on the options as arbitrary straight-line depreciation schedules are for estimating the value of a company’s fixed assets – probably better.  The argument against expensing options is that it would drive down the company’s stock price making it more difficult to attract employees.  In other words, the argument against expensing options is that companies need to fool investors into paying more for the company than it is worth!

Perhaps what is really needed is nothing short of a jettison the current U.S. accounting system which  relies extensively on rules, rules and rules.  Under this system, accountants and managers are more likely to ask whether they are “breaking the rules” rather than whether they are reporting the true financial position of the company and complying with the spirit of the accounting standards.  The European system under the U.K based International Accounting Standards Board (IASB) has far fewer rules.  Instead, the objective is to provide a true and honest representation of the transaction.  Disguising bank loans as energy trades may be legal under U.S. GAAP; but, it doesn’t cut the mustard under the ISAB.

Managerial Pay

One of the biggest scandals of arising out of the Enron fiasco is CEO pay.  In theory, agency costs can be reduced by tying managerial pay to performance through stock options and bonuses dependent on achieving certain financial goals such as return on equity.  But, it now appears that managers, quite possibly with the assistance of accounting firms and bankers, were manipulating financial statements so as to drive up stock prices and cash in on the bonuses and options.  Furthermore, CEOs of now bankrupt companies walked away with millions of dollars while the companies were going under and employees were losing their jobs.  

The Financial Times investigated the pay of top managers of the largest twenty-five bankruptcies since January 2001 and found that the senior managers of these companies left with $3.3 billion dollars in compensation of one form or another.
  For example, Gary Winnick of Global Crossing grossed $512.4 million while the value of the company fell by $9.2 billion since 1999.  Bernie Ebbers of WorldCom picked up $20.4 million in compensation while the value of the company fell by $126.8 billion.  This is pay for performance?

Is it really true that so few people exist with the skills needed to be CEOs and CFOs that investors need to pay them superstar salaries?  Probably not.  So, how did these and other managers manage to get these pay packages?  

Once again we are back to the cozy relationship that exists between senior managers and their boards, because the boards must approve these packages.  And, we are also back to what is meant by independent directors.  How likely is the CEO of XYZ corporation who sits on the board of ABC corporation to vote against lofty compensation for the CEO of XYZ knowing full well that her compensation will be set by her own board who, themselves, have friends and acquaintances (golfing partners, country clubs, elite charitable organizations?) of the XYZ CEO?  You scratch my back, I’ll scratch yours!

We are also back to the lack of transparency regarding managerial pay.  Not only do managers get compensation in the form of base salary, bonuses and stock options, they also receive signing bonuses, below-market-interest-rate loans, retention bonuses, forgiven cash loans and so on.  Without considerable effort, it is nearly impossible to figure out the “true” compensation of an executive from forms filed with the SEC and even with these forms, one cannot always separate cash payments from other forms of compensation.

So, what is the answer here?  Better ways need to be found to tie management compensation to performance and to make sure management suffers when things turn out badly.  Tying compensation more closely to the performance of the company relative to other firms in its industry and the overall stock market would help.  After all, how much of the increase in stock prices in the 1990s was really due to the unique skills of a particular CEO and how much was due simply to overall economic conditions such as falling interest rates and investors lowering the price they charged (the equity premium) for taking on the risks of owning common stock

Another solution would be to have the shareholders vote on the pay for senior managers.  Another would be to require managers to hold on to stock for an extended period of time, including a period after they have left the company.  Other suggestions include substituting outright grants of stock for options, although, once again, the question arises of when the stock can be sold.   

New legislation in the U.S. has addressed the “pay” issue by banning personal loans to the top executives of public companies and by requiring shareholder approval of option plans.  But, more needs to be done, especially with regard to the transparency question and letting shareholders vote on overall compensation plans.

Where Are We Going?

In 1776, Adam Smith had the following to say about public corporations, then called joint-stock companies:

“The directors of such [joint stock] companies, however, being the managers of other people’s money than their own, it cannot well be expected, that they should watch over it with the same anxious vigilance with which the partners in a private copartnery frequently watch over their own….. Negligence and profusion, therefore, must always prevail, more or less, in the management of the affairs of such a company.”

Today, it looks like Smith was prescient.  The Board of Directors of many U.S corporations have failed to carry out the spirit of their “duty of care” to the public shareholders.  Instead, they let, and some would say assisted, management in extracting wealth from the public by manipulating earnings, awarding themselves excessive compensation and engaging in dubious schemes to hide the deteriorating financial performance of their companies.

In other words, we are still muddling our way through the morass of how to ensure that managers of publicly held corporations (where management is separated from owners) don’t misuse scarce resources or line their own pockets at the expense of the other stakeholders of the firm.  What seems to be the lesson of the current “crisis” is that public shareholders need to be better empowered to control managers and to hold accountable the directors of public corporations.  For such empowerment to occur, major accounting reforms are needed along with institutional changes designed to protect the individual (small) investor.  Without such changes, we are likely to see an exit of the small investor and an increased concentration of ownership of U.S. corporation as the solution to holding management accountable, a solution commonly adopted in countries with weak investor protection laws.  We are also likely to see an increase in the cost of equity capital leading to a reduction in investment and the overall performance of the economy.  

Stock Returns Adjusted for Overall Market Performance with Respect to Cash Flows Between the Firm and its Shareholders

	
	Two-Day Stock Return

	CASH FLOWING FROM THE COMPANY TO THE SHAREHOLDERS
	

	Common stock repurchases
	

	Tender offer
	16.2%

	Open-market purchases
	3.6

	Dividend Increases
	

	Dividend initiation
	3.7

	Dividend increase
	0.9

	Special dividend
	2.1

	Investment increases
	1.0

	
	

	CASH FLOWING FROM SHAREHOLDERS TO THE COMPANY
	

	Security sales
	

	Common stock
	-1.6

	Preferred stock
	0.1

	Convertible preferred
	-1.4

	Convertible debt
	-2.1

	Straight debt
	-0.2

	Dividend decreases
	-3.6

	Investment decreases
	-1.1
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