Growth

The size of the firm that maximizes firm value isn’t necessarily the size that maximizes CEO compensation.

There is some evidence that CEO compensation is increasing in firm size; further CEO compensation is greater for multi-division firms.

Also, if you think of CEOs as having human capital that is tied to the firm that they operate – then they’d want to reduce the probability of bankruptcy; and keeping the firm alive can be often inconsistent with taking risks and maximizing firm value.  Returning money to shareholders can certainly reduce the probability of a manager being able to collect long-term promised payoffs, such as pensions, etc.

The market rewards growth – however, a firm can grow in more than one-way – it can grow through internal expansion; this is called organic growth.  However, it can also grow by acquiring other firms.  Such growth through M&A can lead to growth in revenues; however, this need not be consistent with increase in firm value.  Whether firm value increases or not depends on whether the acquisitions are made for fair value or for a bargain price.

Acquisitions can be used to generate “growth” even though the industry might be low-growth.  This may just be a signal to the market that the industry is not growing.

Synergy

There are different kinds of synergy

Net Acquisition Value = VAB – (VA+VB) – (Acquisition Expenses)

Operating Synergies

Economies of Scale

As output levels rise, per-unit costs decline.  This is called spreading overhead.

Gains result from increased specialization of labor and management, as well as the more efficient use of capital equipment, which is not possible at low output levels.

However, after a given point, there are diseconomies of scale – problems of coordinating a larger-scale operation.

Example is the cruise industry

Ability to leverage national television, radio and print advertising campaigns.

In the banking industry, there is evidence that mergers work better when there is a geographical overlap between the areas of operation of the two merging banks.

In some industries, there are huge capital demands, which are difficult to undertake for small firms.  The pharmaceutical industry and the water utilities industries are cases in point.

Cost cutting is easier than obtaining revenue-enhancing synergies.

Revenue-enhancing synergies work if when two companies merge, A’s products can be sold to B and B’s products to A.

Sears’ acquisition of real estate and brokerage businesses didn’t work very well.  Sears thought that its clientele was loyal and would be willing to buy other goods.

The merger of Northrop Grumman and TRW worked.  Together, they had the capabilities to bid for some jobs that they would not have been able to bid for separately.

Financial Synergies

McCaw Cellular and AT&T.

Question:  Why wasn’t the market willing to lend the money to McCaw if it had good projects available to invest in?’

Question: Information Asymmetry

Synergy and the Internalization Hypothesis

Strategic Tools

Motives for Inorganic Growth

Transactions for Inorganic Growth

Contractual Relationships

Strategic Alliances

Joint Ventures

Minority Investment

Framework for Inorganic Growth 

· Benefits from a relationship: learning and coordination gains.

Knowledge Transfer from the target to the firm

If the target is highly related to the main business activity of the firm, then a close relationship may be warranted.

· Need for Ownership and Control

Important where the intentions of the target are unclear and there is a risk that the target might defect to a competitor.

The need for control might also be indicated where the target holds strategic assets, which would create a disadvantage if they fell into competitors’ hands.

Value Drivers in Diversification/Focus (p. 169)

Efficiency of Internal Capital Markets

The diversified firm internalizes the capital market by acting as an allocator of resources among businesses in the portfolio.

Pro: Closer proximity to the companies and access to better information about them permits the internal capital market to operate more efficiently than external markets.

Con: Behavioral and Agency considerations intervene to make the internal capital markets less efficient.

People avoid unpleasant decisions about starving or selling unprofitable businesses and therefore tend to subsidize poorly performing units from the resources of high-performing units.

Costs of Information and Agency Costs

Multidivisional firms are complicated to understand; investors require more information to value these firms.  However, firms usually only provide aggregated information.  Opacity creates greater information asymmetry that leads investors to discount the value of these firms. 

Opacity also shelters managers of diversified firms from the scrutiny and discipline of capital markets.  This leads to greater agency costs and the manager’s expropriation of private benefits.

