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Relevant capital market theory so far:
We proceed through relaxing three assumptions upon which our original Insider Information model (W2 = S4) was based: 

(1) Relaxation of the assumption that trading is confined to a single day; this allows for dynamic learning effects / pooling of information in successive rounds of trading. Thus: 

Information asymmetric and exogenous: Second case: Revelation of information (=S5).

Successive rounds of trading.
We thus have inventories rising and falling; this gives signals to dealers. 

Though information remains exogenous / fixed, there is now a learning process, not just revelation at the end of trading.

· Prices are thus subject to revision.

· They gradually converge with the security’s true value.

· Changes in security price gradually reveal the inside information.

· There is a tension between different aspect of the efficiency of the market:

Market harmed by insider trading – loses liquidity, etc.

Market cannot fulfil its function of disseminating information if no traders are informed!

· The regulator thus faces a trade-off.

Must decide in each case if use of information is short-term and harmful to market, or beneficial to long-term convergence of price with underlying value.

(2) Relaxation of the assumption that information is exogenous; this allows for the informativeness – and costs –  of research. Thus:

Information asymmetric and endogenous. (=S6.)
Total amount of information no longer endogenous / fixed; can now be increased –  research is informative.

Paradox: Costs of research mean that prices will never be fully informative!

· Regulatory issue:

Information is public good; transparency socially beneficial.

BUT: If information is public, research is discouraged.

· Information cannot be patented in capital markets.

· Gains for research are private, but information nevertheless socially useful through function of stock prices as indicators.

Associated problem: Information transfer within integrated firms.

We now go on to a further stage: 

(3) We relax the assumption that P (share price) is independent of V (true value); this allows for the effects of share price on quality of management and thus V.

We show how this is relevant to the issue of management incentives. (=S7)
1  Capital markets and managerial efficiency: the ‘Principal-Agent Problem’
Assumption hitherto: True value (V) of company held constant:

· ‘Exogenous’ to events in capital market / unaffected by share price (P).

We now lift that assumption:

· True value is affected by efficiency of management.
· In turn, efficiency of management is potentially influenced by share price.
Equity (like any financial instrument) may be viewed as a contract:

· Shareholders delegate management to directors.

· Management agrees to work for shareholders to maximise profits and dividends

This sets up moral hazard problem: ‘Principal-Agent Problem’:

· Management prioritises own interests over those of shareholders:

Private benefits, perks, company size, prestige, etc.

2  Actions by shareholders to solve Principal Agent Problem

(i) Shareholders monitor managers

But unlike case of security research, monitoring / research into management performance faces problems that:

· Day-to-day scrutiny of management much more difficult than security research:
Ongoing rather than one-off screening. (Note MH / Ad Sel distinction.)
· Problem of free-riding:

Security research:

Researcher has exclusive benefit of first use.

Research into management for ongoing monitoring:

Benefits all shareholders alike.

· Disclosure rules may force unfavourable findings into public sphere and depress share price.


(ii) Intermediation

Shareholders delegate monitoring to a non-equity investor, e.g. bank.

Preview:

· Management could provide bank with confidential commercial / strategic information.

· Bank’s decisions on loans could act as signal.

· i.e. Screening / one-off checking could be delegated to intermediary too.

(iii) Incentive contracts.

· Design contract that aligns interests of agent /management with principal / shareholder.

e.g. Share options for managers.

· Shareholder then faces trade-off between:

Cost of misalignment of interests.
Cost of incentives.

· But not incentive-efficient:

Management still has incentive to over-report profits, etc.

Also: sets up another Principal-Agent problem!

Shareholder-management alignment against debt-holders / i.e. holders of fixed interest claims:
The ‘convexity’ problem (W3):
· Convexity of payoff to equity-holders.
· Concavity of payoff to fixed-interest debt-holders.
Encourages excessive risk-taking.
3  ‘Takeover discipline’: a market solution to the Principal-Agent problem?

Takeovers and management efficiency:
If company’s share price is perceived to be under-performing its true potential, this may motivate a takeover bid with the aim of boosting the price:

· ‘Value maximisation’.

Threat of such a takeover may provide an (ex ante) impulse to good management – ‘takeover discipline’:
· There is thus effectively a ‘market’ for company management

· Pareto-efficient outcome:

This market supports both true value / management efficiency, and share price.


Issues in takeover microeconomics:

Problems of free-riding when share ownership is diffuse:

· ‘Buyout’ rules to facilitate takeovers in this situation (e.g. ITV).
Problems of short-termism, e.g. takeovers break efficient implicit contracts:

· Long-term supply arrangements, etc.

· Characteristic of labour market:

Employees develop firm-specific skills (as in Efficiency Wages model).
In return, firm does not lay them off in recession. (as in Insider-Outsider model).
‘White Knight’ tactic: incumbents give inside information (e.g. strategic / commercial) to friendly bidder.

· Hostile bidder thus in ‘no win’ (asymmetrical information) situation.

Does observed gain in value reflect increased efficiency or increased monopoly / market power?

4  Takeovers: the historical experience.

Observed correlations between post-war trends in corporate governance, takeover activity, management discipline, competitive nature of product market, macroeconomic performance:

Prior to 1950s:

· Hostile bids rare

· Mergers were to eliminate excess capacity, not tackle management problems

· Bad name: Rockefeller / Standard Oil  → legal suppression in US.

By 1960s:

· Companies effectively “self-perpetuating oligarchies” (Galbraith).

Sprawling horizontal integration

Coincided with poor stock market performance

· Also wider supply-side problems:

Era of stagflation – poor management a major factor in the stagnation?
By 1980s:

· Takeovers common; ‘raiders’, ‘alliances’.

· Era of ‘value maximisation’

Break-up / unbundling of horizontally-integrated / diversified firms, etc.

By early 1990s:

· Companies themselves ‘downsizing’, etc.; i.e. similar tactics to takeover bidder; reduced takeover gains.

· Takeovers encouraging insider dealing and corruption?

· Supply-side performance improvement:

Competition policy, etc. → more contestable market.

‘Takeover discipline’ an element in this?
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