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Value Maximization
and the Acquisition Process

Andrei Shleifer and Robert W. Vishny

ike the rest of us, corporate managers have many personal goals and am-

bitions, only one of which is to get rich. The way they try to run their

companies reflects these personal goals. Shareholders, in contrast, deprived of
the pleasures of running the company, only care about getting rich from the stock
they own. Hence, when managers ignore profits to keep up traditional lines of
business, conflicts are bound to arise. While many academic papers teach us that
shareholder and market pressure will still force managers to maximize value,' the
newspapers remind us that this is not always the case. Much corporate behavior seems
best understood in terms of managers running the show largely as they please.

The takeover wave of the 1980s put the manager-shareholder conflict to a new
test. Where other checks on management failed, hostile takeovers could now wrest
control from managers who ignored the interests of their shareholders. More so than
ever before, fear of such disciplinary takeovers has forced managers to listen to
shareholder wishes. But even now, many acquisitions are not of this disciplinary
variety. Ironically, making acquisitions is often just the quickest and easiest way for
managers to expand the scope of their control by directing the firm’s cash flows into
new ventures.

In t‘}\lis paper, we appraise the acquisition process from the managerial per-
spective. 'Has the pressure brought by hostile takeovers effectively restricted non-

!By value maximization we mean maximization of the net present value of future profits.
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value-maximizing conduct by managers? Are acquisitions themselves driven by
non-value-maximizing behavior on the part of acquiring managers? We conclude with
some recommendations for improving the takeover process.

Why Are Takeovers Needed? The Failure of Internal Controls

If a manager enjoys non-value-maximizing behavior enough, the first-best com-
plete information employment contract would compensate him in the form of such
behavior, rather than paying him to avoid it completely. With imperfect monitoring,
the optimal contract would also leave a risk-averse manager some room for non-
value-maximizing behavior, even if none of such behavior would be allowed in the
first-best world. Incomplete information or a strong preference for non-value-maxi-
mizing behavior can thus explain the existence of such behavior even with optimal
employment contracts.

But in practice, non-value-maximizing behavior seems vastly to exceed what one
would expect to observe under optimal incomplete information contracts. A wealth of
evidence suggests that managers often take actions that dramatically reduce the value
of the firm. Witness, for example, the ability of managers to defeat hostile tender
offers, even when shareholders stand to gain hundreds of millions of dollars from the
bid, or the ability to undertake billion dollar oil exploration projects that the market
treats as having negative present value (McConnell and Muscarella, 1985). Under-
standing the limitations of the internal control mechanisms of the firm will help us
explain how hostile takeovers serve to reassert the interests of shareholders.

The board of directors is the main internal mechanism through which share-
holders can try to constrain managerial choices. The board has at least nominal power
to hire and fire the chief executive officer and to block any major corporate projects.
In practice, however, boards of directors are rarely effective in stopping the non-
value-maximizing behavior of managers. As a rule, managers control the selection of
directors (Mace, 1971). The elected directors are often either insiders loyal to the
firm’s managers, or they are outsiders with a financial interest in the continuity of
management, such as lawyers or advertisers for the firm. Even the relatively indepen-
dent directors are often co-opted by the chief executive officer into putting the,interests
of managers and employees before those of shareholders. At the very least, directors
are usually predisposed to give top managers the benefit of the doubt, rather than
eager to find fault with their work. Although Warner, Watts and Wruck (forthcom-
ing) and Weisbach (forthcoming) have found that poor stock performance is followed
by higher CEO turnover—thus implying some.monitoring by the board—the magni-
tude of the effect points to only a small employment risk for a top manager bent on
non-value-maximizing behavior.

Even when the board of directors is determined to fulfill its fiduciary duty to
shareholders and ‘to work toward value maximization, it usually lacks sufficient
knowledge to decide that a project is not value-maximizing, and thus has no basis on
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which to challenge the choices of managers. Collecting the necessary information can
be very costly and it will rarely pay a director without a large ownership stake to do
so. Nor are the managers themselves likely to provide the board with the knowledge
required for effective monitoring. Among the constraints it faces, limitations on
information are probably the most important obstacle to the board’s governance.

In discussing the board of directors as a control device, it is important to
recognize that a manager is likely to take whatever actions he can to make himself
more valuable to the firm, and more costly to remove. Keeping valuable information
from the board and from fellow executives is an example of this kind of activity.
Perhaps a better way for the chief executive officer to promote self-entrenchment is by
investing in the businesses he is good at running. A CEO with a railroad background
will upgrade the railroad, rather than raise dividends, even if the railroad investment
is not value-maximizing. After the investment is made, this manager might well be the
best choice for the job and certainly not worth firing. If the board fails to prevent such
investments, the top manager is secure at the helm. The board is at a particular
disadvantage in criticizing major decisions about which businesses to enter and exit,
since that is where detailed knowledge of a variety of businesses is essential.

A board might best be able to exercise its power at the point of managerial
succession, when the future chief executive officer is not yet entrenched. For example,
the board can pick a successor whose talents and preferences incline him to maximiz-
ing value, or it can write a contract that limits the new manager’s options in
increasing firm size or investing. However, choosing the next manager is widely
viewed as the prerogative of the departing chief executive officer (Vancil, 1987). If the
current top executive picks a replacement with an eye to continuing his own policies,
he would not necessarily want to choose a value maximizer or to limit this successor’s
ability to reinvest cash flows.

Absent the possibility of dictating a course of action to the manager, the board
can still design a compensation contract to provide incentives for value maximizing.
Such a contract would take the form of a direct ownership stake in the firm (or more
generally, stock options). Unfortunately, the legal environment in which the corpora-
tion operates usually limits large scale payments to executives. For example, take the
situation of a chief executive officer in a company with a weak board of directors. This
CEO can either engage in non-value-maximizing behavior, or else convince the board
to compensate him with a large ownership position in the firm that aligns his interests
with those of shareholders. If the CEO pursues the former strategy, he is protected
from outside interference both by virtue of his ineffectual board, and by the “business
judgment” rule that keeps the court from meddling in the affairs of the company.? If,

%Gilson (1986) describes the business judgment rule as follows: absent bad faith or some other corrupt
motive, directors are normally not liable to the corporation for mistakes of judgment, whether those
mistakes are classified as mistakes of fact or mistakes of law. Gilson also quotes Manne (1967) who writes:
“The liability aspects of the rule may well have been incidental to its principal function. The rule is more
likely to have survived because it functioned as a quasi-jurisdictional barrier to prevent courts from
exercising regulatory powers over the activities of corporate managers.”
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in contrast, the CEO arranges for a valuable compensation contract, he can be sued
by shareholders for breach of fiduciary duty and the business judgment rule no longer
protects him. Since under the business judgment rule shareholders can only challenge
clear conflicts of interest in court, actual compensation is naturally biased against
stock or money and toward non-value-maximizing behavior. Such behavior then
becomes a substitute, yet inefficient form of compensation.

Even when thé threat of shareholder lawsuits does not constrain the compensa-
tion of top officers, other considerations often do. For example, many outside directors
think it unethical to “bribe” the top executive to do what he is supposed to do
anyway, even when higher compensation is the only effective means of getting the
manager to act for the benefit of the shareholders. Indeed, there is an economic
justification for maintaining a rule of refusing to respond to a conflict of interest with
a bribe. If executives can expect to receive generous payments whenever it looks like
they may not act in the interest of shareholders, they will have an incentive to create
such situations. Finally, many corporate boards feel constrained to set compensation of
top executives by reference to an industry- or economy-wide standard, rather than
experimenting with more innovative ways of compensating top officers.

As long as the chief executive officer does not place too much weight on
non-value-maximizing behavior, even moderate-sized compensation contracts that will
be approved by corporate boards and upheld in court can go some of the way toward
preventing such behavior. If managers are rewarded for good stock performance, and
penalized for poor stock performance, they will have an incentive to maximize value.
Murphy (1985) finds that managers’ pay responds positively to stock performance,
while studies done by Brickley, Bhagat, and Lease (1985) and Tehranian and
Waegelian (1985) show that stock prices rise on announcements of introduction of
incentive-based compensation schemes. To interpret these studies as showing that
managers are properly motivated to maximize value is, however, to overstate the case.

No study we know of indicates that the incentives provided by extant compensa-
tion contracts effectively discourage most non-value-maximizing behavior. For exam-
ple, the increase in the price of shares observed in the studies of announcements of
incentive schemes is much larger when the incentive contract is short term rather than
long term. This finding suggests that managers get short-term contracts when they
know that good earnings are coming, and the market recognizes this pattern by
updating its earnings forecast on the announcement of the plan. The increased stock
price reflects this update, not improved incentives. In fact, short-term incentive
contracts are followed by announcements of unusually high earnings. Consistent with
our scepticism about the efficacy of compensation arrangements, Jensen and Murphy
(1986) find that the lifetime wealth of the average chief executive officer of a large
firm increases by only about $1.40 for each $1000 increase in the market value of the
firm. :

In sum, internal control devices are not especially effective in forcing managers to
abstain from non-value-maximizing conduct. On the other hand, persuading better-
informed managers to limit non-value-maximizing conduct might be very expensive,
and possibly infeasible if considerations of fairness and moral hazard preclude the




