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Financial Goals and Corporate Governance
1.
Business Ownership. What are the predominant ownership forms in global business?

Business ownership can first be divided between state ownership and private ownership. State ownership, public ownership, is probably the largest globally. Private ownership, where a business is owned by an individual, partners, a family, or a collection of private investors, is business that is owned generally for more singular purposes like profit. 

2.
Business Control. How does ownership alter the control of a business organization? Is the control of a private firm that different from a publicly traded company?

Privately controlled companies—a single individual or family—is often characterized by top-down control, where the owner is active in more of the daily strategic and operational decisions made in the firm. The publicly traded firm, where management acts as an agent of the owner, often has more decentralized decision making and may use more consensus based direction.

3.
Separation of Ownership and Management. Why is this separation so critical to the understanding of how businesses are structured and led?

The field of agency theory is the study of how shareholders can motivate management to accept the prescriptions of the Shareholder Wealth Maximization (SWM) model. For example, liberal use of stock options should encourage management to think like shareholders. Whether these inducements succeed is open to debate. However, if management deviates too much from SWM objectives of working to maximize the returns to the shareholders, the board of directors should replace them. In cases where the board is too weak or ingrown to take this action, the discipline of the equity markets could do it through a takeover. This discipline is made possible by the one-share, one-vote rule that exists in most Anglo-American markets.

4.
Corporate Goals: Shareholder Wealth Maximization. Explain the assumptions and objectives of the shareholder wealth maximization model.

The Anglo-American markets are characterized by a philosophy that a firm’s objective should be to maximize shareholder wealth. Anglo-American is defined to mean the United States, United Kingdom, Canada, Australia, and New Zealand. This theory assumes that the firm should strive to maximize the return to shareholders—those individuals owning equity shares in the firm, as measured by the sum of capital gains and dividends, for a given level of risk. This in turn implies that management should always attempt to minimize the risk to shareholders for a given rate of return.

5.
Corporate Goals: Stakeholder Capitalism Maximization (SCM). Explain the assumptions and objectives of the stakeholder capitalization model.

Continental European and Japanese markets are characterized by a philosophy that all of a corporation’s stakeholders should be considered and the objective should be to maximize corporate wealth. Thus, a firm should treat shareholders on a par with other corporate stakeholders, such as management, labor, the local community, suppliers, creditors, and even the government. The goal is to earn as much as possible in the long run, but to retain enough to increase the corporate wealth for the benefit of all. This model has also been labeled the stakeholder capitalism model.

6.
Management’s Time Horizon. Do shareholder wealth maximization and stakeholder capitalism have the same time-horizon for the strategic, managerial, and financial objectives of the firm? How do they differ?

Companies pursuing shareholder returns, particularly publicly traded firms, have a very short time horizon for financial results. The 90-day time interval, the quarterly result, is a very short period for companies to continually demonstrate the success or failure of corporate strategy and operational execution. Stakeholder capitalist firms, firms pursuing a complex combination of goals and services for a variety of stakeholders, may have a consistently longer time horizon. 

7.
Operational Goals. What should be the primary operational goal of an MNE?

Financial goals differ from strategic goals in that the former focus on money and wealth (such as the present value of expected future cash flows). Strategic goals are more qualitative-operating objectives, such as growth rates and/or share-of-market goals.

Trident’s strategic goals are the setting of such objectives as degree of global scope and depth of operations. In what countries should the firm operate? What products should be made in each country? Should the firm integrate its international operations or have each foreign subsidiary operate more or less on its own? Should it manufacture abroad through wholly owned subsidiaries, through joint ventures, or through licensing other companies to make its products? Of course, successful implementation of these several strategic goals is undertaken as a means to benefit shareholders and/or other stakeholders.

Trident’s financial goals are to maximize shareholder wealth relative to a risk constraint and in consideration of the long-term life of the firm and the long-term wealth of shareholders. In other words, wealth maximization does not mean short-term pushing up share prices so executives can execute their options before the company crashes—a consideration that must be made in the light of the Enron scandals.

8.
Financial Returns. How do shareholders in a publicly traded firm actually reap cash flow returns from their ownership? Who has control over which of these returns?

The return to a shareholder in a publicly traded firm combines current income in the form of dividends and capital gains from the appreciation of share price:
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where the initial price, P1, is equivalent to the initial investment by the shareholder, and P2 is the price of the share at the end of period. The shareholder theoretically receives income from both components. For example, duirng the past 60 years in the U.S. marketplace, a diversified investor may have received a total average annual return of 14%, split roughly between dividends, 2%, and capital gains, 12%.

Management generally believes it has the most direct influence over the first component, the dividend yield. Management makes strategic and operational decisions, which grow sales and generate profits, and then distributes those profits to ownership in the form of dividends. Capital gains, the change in the share price as traded in the equity markets, is much more complex and reflects many forces that are not in the direct control of management. Despite growing market share, profits, or any other traditional measure of business success, the market may not reward these actions directly with share price appreciation. 

A privately held firm has a much simpler shareholder return objective function: maximize current and sustainable income. The privately held firm does not have a share price (it does have a value, but this is not a definitive market-determined value in the way in which we believe markets work). It therefore simply focuses on generating current income, dividend income, to generate the returns to its ownership. If the privately held ownership is a family, the family may also place a great emphasis on the ability to sustain those earnings over time while maintaining a slower rate of growth that can be managed by the family itself. 

9.
Dividend Returns. Are dividends really all that important to investors in publicly traded companies? Aren’t capital gains really the point or objective of the investor?

Although on average over the past century in the U.S. capital markets capital gains are larger than dividend income, dividend income is considered much more stable and more reliable than capital gains. As a result, different investors view dividends versus capital gains differently. Investors looking for regular current period income may be attracted to high dividend yielding equities.

10.
Ownership Hybrids. What is a hybrid? How may it be managed differently?

Many firms around the world are both publicly traded but privately controlled. This is typical of family-owned businesses that have gone public but the family retains controlling interest in the firm. Because private/family ownership generally has a longer time horizon than publicly traded firms, these firms may behave more like private firms, being more “patient” in terms of seeing the financial and operational results of corporate investment and strategy. 

11.
Corporate Governance. Define corporate governance and the various stakeholders involved in corporate governance. What is the difference between internal and external governance?

Corporate governance is the control of the firm. It is a broad operation concerned with choosing the board of directors and with setting the long run objectives of the firm. This means managing the relationship between various stakeholders in the context of determining and controlling the strategic direction and performance of the organization. Corporate governance is the process of ensuring that managers make decisions in line with the stated objectives of the firm.

Management of the firm concerns implementation of the stated objectives of the firm by professional managers employed by the firm. In theory, managers are the employees of the shareholders and can be hired or fired as the shareholders, acting through their elected board, may decide. Ownership of the firm is that group of individuals and institutions that own shares of stock and that elected the board of directors.

The governance of all firms is a combination of internal and external. Internal governance comes from the corporate board and the senior executive management team. External governance is exercised by all external stakeholders of the firm—the equity markets, debt markets, exchanges, regulatory bodies of all kinds, auditors, and legal service providers. 

12.
Governance Regimes. What are the four major types of governance regimes and how do they differ?

The four major corporate governance regimes are (1) market-based, characterized by dispersed ownership and a separation of ownership from management; (2) family-based, where ownership and management are often combined; (3) bank-based, where government frequently controls bank lending practices, restricting the growth rate of industry, and sometimes combined control between family and government; and (4) government affiliated, where government exclusively directs business activity with little minority interest or influence. Exhibit 4.6 details the four regimes as well as providing a sampling of representative countries characterized by these regimes. 

13.
Governance Development Drivers. What are the primary drivers of corporate governance across the globe? Is the relative weight or importance of some drivers increasing over others?

Changes in corporate governance principles and practices globally have had four major drivers: (1) the financial market development; (2) the degree of separation between management and ownership; (3) the concept of disclosure and transparency; and (4) the historical development of the legal system.

14.
Good Governance Value. Does good governance have a “value” in the marketplace? Do investors really reward good governance, or does good governance just attract a specific segment of investors?

This is basically a rhetorical question for student discussion. There have been a number of studies, for example by McKinsey, as to what premium—if any—that institutional investors would be willing to pay for companies with good governance within specific country-markets. The results indicate in certain circumstances the market may be willing to pay a small premium, but in general, the results to date have been unconvincing.

15.
Shareholder Dissatisfaction. What alternative actions can shareholders take if they are dissatisfied with their company?


Disgruntled shareholders may do the following:

a. 
Remain quietly disgruntled. This puts no pressure on management to change its ways under both the Shareholder Wealth Maximization (SWM) model and the Corporate Wealth Maximization (CWM) model.

b. 
Sell their shares. Under the SWM model, this action (if undertaken by a significant number of shareholders) drives down share prices, making the firm an easier candidate for takeover and the probable loss of jobs among the former managers. Under the CWM model, management can more easily ignore any drop in share prices.

c. 
Change management. Under the one-share, one-vote procedures of the SWM model, a concerted group of shareholders can vote out existing board members if they fail to change management practices. This usually takes the form of the board firing the firm’s president or chief operating officer. Cumulative voting, which is a common attribute of SWM firms, facilitates the placing of minority stockholder representation on the board. If, under the CWM model, different groups of shareholders have voting power greater than their proportionate ownership of the company, ousting of directors and managers is more difficult.

d. 
Initiate a takeover. Under the SWM model, it is possible to accumulate sufficient shares to take control of a company. This is usually done by a firm seeking to acquire the target firm making a tender offer for a sufficient number of shares to acquire a majority position on the board of directors. Under the CWM model, acquisition of sufficient shares to bring about a takeover is much more difficult, in part because nonshareholder stakeholder wishes are considered in any board action. (One can argue as to whether the long-run interests of nonshareholding stakeholders are served by near-term avoidance of unsettling actions.) Moreover, many firms have disproportionate voting rights because of multiple classes of stock, thus allowing entrenched management to remain.

16.
Emerging Markets Corporate Governance Failures. It has been claimed that failures in corporate governance have hampered the growth and profitability of some prominent firms located in emerging markets. What are some typical causes of these failures in corporate governance?

Causes include lack of transparency, poor auditing standards, cronyism, insider boards of directors (especially among family-owned and operated firms), and weak judicial systems.

17.
Emerging Markets Corporate Governance Improvements. In recent years, emerging-market MNEs have improved their corporate governance policies and become more shareholder-friendly. What do you think is driving this phenomenon?

It is driven by the need to access global capital markets. The depth and breadth of capital markets is critical to growth. Country markets that have had relatively slow growth or have industrialized rapidly utilizing neighboring capital markets, may not form large public equity market systems. Without significant public trading of ownership shares, high concentrations of ownership are preserved and few disciplined processes of governance developed.
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