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Managing Investors: How Financial
Markets Reshaped the American Firm

DIRK ZORN, FRANK DOBBIN,
JULIAN DIERKES, AND MAN-SHAN KWOK

Financial Markets and the Ideai Firm

What causes large numbers of firms to change strategviand structure in
tandem? Organizational institutionalists find that mianagerinl and profes-
sional groups that span organizations develop néwmiodels of organizational
efficiency-—models that are typically iu the trderestof the group pushing them
{DiMaggio and Powell 1983; Baron, Jonnings, and Dobbin 1988). These new
models are often framed as resporsesite wides sconomic or political changes,
and they serve to enhance the préstige and power of the groups behind them.
The new models often diftuss befote tiie pury is in on whether they are more
efficient than the models they replace, suggesting that while changes are framed
as efficiency-cohancing, theyire fot really based on rational learning

We find that ovégthe lastthiree decades, experts promoted a new model] of
the firm. But 10 thig case'the experts were not part of a rising management
specialty that hawked their new model from within the firm. They were
outsiders. fustitutional Tovestorsy finaoncial analysts, and bostile takeover
firms began to articulate a new ideal of the modern firm, an ideal that suited
the professional interests of these three groups. Executives paid atiention to
this new idesl, in part, because firms were beginning to reward them differ-
ently. Executive pay bad largely been tied to the size of the firm-—the bigger
the firm. the higher the chief executive officer (CEQ) salary. Executives thus
defined firm growth as job one. Agency theory (Jensen and Meckling 1976)
fed firms to compensate CEOs through stock options, tying CEO remunera-
tion to stock price. Thus CEGs became more and more sensitive to how
financial markets valued their firms, and paid more attention to institutional
tnvestors and securities analysts. We find that the new ideal of the firm that
mstitutional investors, securities analysts, and takeover firms promoted led to
a revolution in firm structure and strategy. The story offers important
insights for organizational theorists. Early students of organizations traced
practices to internal functional demands, such as size and technological
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complexity. Open-systems theorists (Scott 2002) traced practices to networks of
specialists who spanned organizations, constructing management approaches.
We show that emergent extra-organizational networks can soccessfully pro-
mote new management models. The power of those networks to discipline
executives plays an important role. The availability of rhetorical devices,
notably new theories of agency, core-competerce, business process reengin-
cering, and sharcholder value, may matter as well.

We look at the effects of the new corporate ideal on the internal structure
and strategy of over 400 large US firms for the period 1963-2000. Firms
restructured their top management teams, installing chief financial officers
{(CFOg) to manage stock market valuation and eliminating the Chief
Operating Otficer (COQ), a vestige of the diversification strategy. Firms also
embraced the preference of institutional investors and securities analysts for
focused firms, buying their competitors and supplicrs rather than buying far-
flung industries.

Institutional Theory and the External Control of Qrganizations

Institutionalists were among the fisstiprgdnizitional scholars to argue that
corporations follow their peers—that groups of firms behave lke herds of
cattle (Meyer and Rowan 1977 DnMagpiy and Powell 1983), Early studies
covered practices that symbolizedia comiutment to equality (Edelman 1990;
Dobbin and Sutton 19958). Retent studics (Fligsiein 1990; Abrahamson 1991;
Davis 1991; Dobbinaand Dowd 2000; Davis and Robbins, Chapter 14, this
volume) have examingd corebusiness strategies, finding that the social environ-
ment shapes ideas about efficiency just as i shapes ideas about equality.
Magagement fads often strike at the heart of corporate practices, and they
often rvolve competing visions of how to best manage the firm. Fligstein
{1990} hag shown this with considerable subtlety in his stady of the corporate
revolutior that put the conglomerate ideal of the firm into practice. For
Fhgstein (19993, diversification was promoted between the 1950s and the
1970s by managers with backgrounds in finance, as a replacement for the
sales/marketing model of corporate strategy. Fligstein's argument was revolu-
tionary, for it challenged the received wisdom of America’s preeminent
business historian, Alfred DuPont Chandler (1977), who had argued that
conglomeration represented the functional evolution of American business,
rather than the cutcome of a power struggle between management cliques.
We build on the work of Fligstein and Markowitz (1993), Fligstein (2001},
and Davis, Diekmann, and Tinsley (1994), who show that when finance
managers faced a wave of hostile takeovers that disassembled undervalued
conglomerates, they installed the ‘core-competence’ model of the firm., We
show that both the top management team and the core business strategy were
revolutionized. We underscore the role of extra-organizational groups in
constructing and diffusing the new model of management. In the institutional
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tradition, we find that 4 new management ideal arises among a network of
experts, who see an opening to push a strategy that serves their interests, but
which they frame as in the interest of investors and managers. Yet we find
that the key networks constructing and diffusing this new ideal were exoge-

nous to the firm—they were major financial market networks (Zockerman
1999, 26060).

Our core argument is that three key groups in financial markets retheorized
their own interests, and the interests of investors at large, as synonymous. The
successful promulgation of a new theory of interest turned out 1o be key to
restructuring the firm. This is an important insight from institutional theory
{Dobbin et al. 1993; Strang and Meyer 1994), Three groups that were newly
powerful in financial markets theorized their own interests, and the interests
of others. First, hostile takeover firms broke conglomerates op, demonstrat-
ing that the component parts could sometimes be sold for more than
the previous market vahiation—that the parts were gredtegthan the sam of

the whole. They argued forcefully that such break-tips werdiin the interest
of investors, who reaped higher share prices, and pltithately benefited the
economy as a whole. In the end, they convincediihe world that what they
did for a living, which was at first gonsuitied bs idlictt, was 1 fact efficient.
Second, institutional investors, who condtrofled ever larger shares of corporate
stock, had difficulty placingda valtg on the huge conglomerate and
saw it as their job—not the job of the CEO-—1o diversify risk by building
balanced portfolios, Thos theyidefined it as 1o their professional interest to
invest in focused firms. By shunning conglomerates, they lowered their
value. They defined:docusodifirmos as better serving the interests of investors,
because focused firms now had higher share prices and because investors
should, following financial tosnomics, balance their portfolios themselves.
Third, securities analysts typically specialized by industry, forcing diversifie
firms eager 1o ativact analyst coverage to sell-off businesses unrelated to thewr
core (Zuckerman 2000). Analysts preferred to evaluate single-industry firms,
and they travslated this preference into a theory that single-indastry firms
were superior and info an incentive for firms to focus their activitics.

Management specialists and economists sketched new theories of the firm
that would help to both explain and propel these changes. ‘Core-competence
theory’ was given its name in 1996 by C.K. Pralahad and Gary Hamel in
a Harvard Business Review article titled "The Core Competencies of the
Firry’. But General Electric’s Jack Welch had argued since the carly 1980s for
hands-on management. ‘Agency theory’ in economics (Jensen and Mecklin
1976) encouraged firms to tie executive compensation (o stock performance,
through stock options that paid executives to focus on increasing share price.
The field of financial economusts favored {irms that were more {ocused, and
favored allowing investors to diversify their portfolios on their own. The
‘business process reengineering (downsizing) movement (Hammer and
Champy 1993} suggested that firms should eliminate unnecessary layers of

EBSCO Publishing - NetLibrary; printed on 7/19/2011 12:35:25 PM via Harvard University Libraries
elSBN:9780199275595; Knorr-Cetina, K.; Preda, Alex : Sociology of Financial Markets

Account: -286536445



Copyright © 2005. Oxford University Press All rights reserved. May not be reproduced in any

form without permission from the publisher, except fair uses permitted under U.S. or applicable copyright law.

272 Dirk Zorn et al.

management, including the conglomerate’s extra layer of finance experts who
handled acquisition strategy.

The new core-competence/sharcholder-value ideal suggested that the firm’s
main job was to focus on the core business and to manage stock price. This
carried implications for the structure of the top management team, and for
acquisition strategy. Now the top manager—the CEO—was supposed to
spend his time managing the core business. A COO signaled that the firm wa
still following the antiquated strategy of portiolio diversification. Managing
stock price was now supposed to be the firm’s primary task, and so the treas-
urer was promoted to the position of CFQ, as part of the top management
duo or trotka. Because portfolio diversification was now defined as the job
of investors, diversifying acquisitions gave way to horizontal and vertica
acquisitions.

We chart changes over time in the importance of hostile takeover firms,
institutional investors, and securities analysts, We alse ‘¢hart changes in the
preferences in these groups—in their articnlation of what the ideal firm
should look like. We tie these changes to shifts in'the top manageraent team
structures and acquisition strategies of 429 large American corporatious, for

the period 1963-2000.

The Rising baportance of Financial Market Players

Over the past guarter copiury, firtas have paid more and more attention to
financial marketsiWe find thal mportant actors in {inancial markets

changed in chapactérovertime, as individual investors gave way to large insti-
tutional investbiwgastoek anabists grew in number and in importance, and the
activitiss of takeover firras, particufarly in the 1980s, heated up the market
for corporate contral While each group of actors articulated its own reasons
for wanting firms that were less diversified and that catered more to investors,
executives becare increasingly attentive to share price. We present data from
a sample of large public American corporations to document these trends.

Constructing a Sample to Study What Changed

We collected data from a stratified random sample of 429 public corpora-
tions for the years 1963-2000. We stratified the sample by industry, collecting
information on firms in twenty-two industry categories. We sampled from
annual Fortune 560 Hsts and Fortune 160 lists, which cover the largest firms
in cach industry. To avoid survivorship bias, the sample was drawn from all
Fortune lsts published daring the observation period rather than from a
single Fortune list. Consequently, the sample includes firms founded later
than 1963 and firms that cease to exist sometime before the year 2000,
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We gathered information on management structure and business strategy
from Standard and Poors Register of Corporations, Directors and
Executives, Thomson Financial’s CDA Spectrum database, Institutional
Brokers Estimate System (I/B/E/S), Thormson Financial’s FirstCall database
and SDC Platinum.

MNew Financial Market Players: Takeover Firms,
Institutional Investors, and Analysts

Important actors in financial markets changed in character over time, as
individual investors gave way to large institutional investors, stock analysts
grew in number and in importance, and the hostile takeover firms grew in
number and 10 activity.

Davis, Dickmann, and Tinsley (1994) have linked the demise of the
conglomerate to takeover specialists who bought firms.only to break them op
and sell oft the parts. Their data from a Fortune 500 sample show that about
30% of large corporations received takeover bids between 1988 and 1990,
Our sample is comparable. To track the raing importines of takeover firms,
we examine not all takeover bids, biit ynseliciied (hostidey takeover bids.
Figure 13.1 shows that between 1980 and 1994, shghtly roore than 11% of the
firms received hostile takeoverids. This'Ragpests that about one-third of
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Figure 13.1. Firms Receiving Hostile Takeover Bid {Three-year Centered
Moving Average)
Source: SPDC Platinum.
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the takeover bids that Davis et al. document were hostile. Every large
American firm recognized the growing threat of hostile takeover. The phe-
nomenon declined significantly toward the 1990s, as firms took precautions
ranging {rom the poison pill (Davis 1991) to doing the job of takecover firms
themselves, spinning off unrelated businesses.

Institutional investors and securities analysis were growing in importance
at this time. Driven by both the explosion of pension plans that allowed indi-
viduals to direct their own investments and the democratization of stock
market investment through mutual funds, institutional investors grew from
minor players to major players. We document this in Figure 13.2, which dis-
plays the average percentage of shares controlled by institutional investors
for the firms in our sample. From slightly more than 20% in 1980, the pro-
portion grew almost threefold in twenty years time. Among large firms, in
other words, institutional investors came to control the Hoa's share of stock.
Institutional investors began to try to influence the:internal workings of
firms. Because they lost money when they sold stock in companies that were
performing poorly, they found the stralegy of veicing concerns rather than
secking exit more and more feasible. By sponsoring sharcholder resclutions,
they lobbied for changes in corporaté gevérnanee and firm strategy. Davis
and Robbins (Chapter 14, this volumey show how scrutiny by institutional
investors and sharcholder actividim haveled to changes in the board composi-
tion of large US corporations. We demonstrate the rise of this strategy in
Figure 13.3, which presents data from the Sharcholder Proposal Database
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Figure 13.2. Shares Held by Institutional Investors
Source: CDA/Spectrum.
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Number ¢t shareholder proposals

FiGure 13.3. Number of Sharcholder:Proposals. Sponsored by Insiitutional
Investors (Thres-Year Centered Maoving Average)
Source: Sharcholder Proposal Databasg{Profiiet: 2001y

(Proffitt 2001} on institutionally sponsored proxy votes. Between the nud-
1980s and the mudsd9%0s, the number of proposals supported by pension
funds and other invesiraent companies more than tripled.

The increasing roleiof stock analysts can be seen in Figure 13.4, which
graphs the average number of stock analysts covering the firms in our sample
over tirne, Between the late 19703 and the early 1990s, the average number of
stock analvsts following a firre rose from eight to eighteen. The importanc
of stock analysis to firms has been well docomented in the studies of ELE a
Zuckerman (1999, 2000). He shows that the conventional wisdom that fim1
were restr uciured 11 the 1980s as sharcholders demanded the dismantling ¢
diversified firms and their reconfiguration into more focused firms misses a
key process. In the late 1980s and early 1990s, firms dediversified to please
stock analysts, who had difficulty valuing diversified firms. He also shows
that firms that were not covered by these industry specialists suffer, in terms
of share price, relative to their peers. Their CEOs, now dependent on stock
options for income, suffered as well.

The New Corporate Metric: Stock Price

These newly influential groups in financial markets began to deﬁne a new
way to judge the firm. In the 1960s, investors believed that stock price would
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FIGURE 13.4. Securities Analyst Coverage
Source: UBIE/S.

reflect profitability and dividendsand so Arros that paid attention to the
bottom line would succesd on all fronts. Even before the bull market of the
1990s, however, pgotits:began to lock like a poor measure of a firm’s value.
As during the heady days of ratlway expansion in the nineteenth century,
prospects for fubwre profitabibty seemed more fmportant than current
accounts. This was particularly the case for high technology firms. Institutional
investors and secorities analysis tomed their attention from current accounts
to stock price, particularly in growth industrie

This change was fucked by accounting technologies that improved the qualk-
ity of guarterly reports, 'md by rise of services that provided data on analysts’
profit projections. fournahist Joseph Nocera (1998: 59-60) notes that
at Fidelity, a major institutional investor, the focus shifted from actual
performance to beating the consensus estimates among analysts:

From thme to time, young Fidelity hands would rush into Lynch’s office to tell him
some news about a company. They would say things like, ‘Company X just reported
a solid quarter-up 20%’. Eleven years later, as { review my old notes, P'm struck by the
fact that no one said that Company X had ‘exceeded expectations’. There was no men-
tion of conference calls, pre-announcements or whisper nurnbers. Nor did 1 ever hear
Lynch ask anyone—be it a company executive or a ‘sell side’ analyst on Wall Street—
whether Company X was going to ‘roake the quarter’

Whereas stock price used to rise and fall on the strength of the profits
per s, now it rose and fell on the strength of profits vis-a-vis analysts’ forecasts,
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For many computer and Internet firms, after all, the bottom line was printed
in red every quarter. Fortune magazine speculates that the emergence of firms
making available consensus {orecast data, based on the averages of these profit
projections, has furthered managerial attention to analysts and to their
forecasts:

Executives of public companies have always strived to live up to investors’ expecta-
tions, and keeping carnings rising smoothly and predictably has long been seen as the
surest way to do that. But it’s only in the past decade, with the rise to prominence of
the consensus ecarnings estimates comﬂka first in the early 1970s by /B/E/S (it stands
for Institutional Brokers Estimate System) and now alse by competitors Zacks, First
Call, and Nelson’s, that those expectations have become so explicit. Possibly as a
result, companies are doing a better job of hitting their targets: For an unprecedented
sixteen consecutive quarters, more S&P 500 companies have beat the consensus earn-
ings estimates than raissed them. (Fox 1997: 76)

1t was not only that analysts and institational invegtorsideveloped prefer-
ences for corporate strategy, but also that executives paid roore atiention to
their preferences. Firms were, by their own accounts, refatively insulated from
investor preferences in the 1960s and 1970s8 Individual investors rarely had
time to scrutinize firms, but with the profiferation of institutonal investors
and stock analysts, large firms now had miany scrupulous overseers {cf. Davis
and Robbins, Chapter 14, this vélume).

With this increase in attentido Sara¥ more volatihiiy in stock price. Stock
price began to move morg.freguently in tandem with quarterly earnings
reports and with apdlysté bav.and sell recommendations. At the same time,
executive coniperisation had become more e closely tied to stock price. Meeting
the profit targets of stock apalysts thus became a preoccupation among
corparaie executives, for their capacity to benefit from stock option grants
depended on their capacity to drive up stock price. As Justin Fox wrote in
Fortune i 1997:

This is what chief executives and chief financial officers dream of: quarter after
quarter after blessed quarter of not disappointing Wali Street. Sure, they dream about
other things too--megamergers, blockbuster new products, global domination. But
the simplest, most visible, most merciless measure of corporate success in the 1990s
has become this one: Did you make your earnings last quarter? (Fox 1997: 76)

Next, we turn to the implications the new corporate ideal carried for the
structure and strategy of the large firm. We first explore the structure of
the top management team and then take a look at acquisition strategy.

A New Sidekick: From COQO to CFO

When the conglomerate ruled the world, managers {rom finance backgrounds
were defined as the optimal CEQs, because a key job of the top management
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team was to manage the acquisition strategy of the frm. Training in finance,
at the MBA level, meant training in diversification strategy and in sirategics
for funding acquisitions. After that approach to management had been well
institutionalized, the idea of naming a COO to take over day-to-day opera-
tions and {reeing the CEQ to focus on acquisitions became popular. Thus the
ideal conglomerate had a CEO focused on the big picture, and a COO hand-
ling the mundane business of making the widgets.

Institutional investors and securities analysts helped to frame a new,
mvestor-oriented theory in which the firm should focus on lines of business
where executives held expertise, leaving the job of diversification to investors.
The COO now became a hability—a signal to markets that the firm had not
fet go of the old conglomerate model. Now that the CEQ was supposed
to oversee the making of widgets, he needed a sidekick tohandle financial
markets. The head finance person ¢.1950 had been an accountant. The head
finance person ¢.1970 had the added tasks of planning financing for diver-
sitving acquisitions. The new finance chief, the CHF(Q, was to manage stock
price and market expectations.

The Conglomerate Model and the Chief Uperagting Officer

When the conglomerate was king, the typical CEG was trained in finance and
it mattered little whether he koew snch about the rain line of business
{Flhigstein 1987, 1990}, Forasample of Fortune 500 firms in the carly 1970s,
Michel and Harobrnck {1292 find that broad conglomerates are most fikely
to have top mansgersinith Onance backgrounds and without operational
expertise in any of the busingss units. The early finance mode] of manage-
ment suggested clear preseriptions for who should run the firm and for how
it should be run. Begloning in the early 1970s, that prescription included
a finance-tramed CEQO, to make long-term decisions about acquisitions, and
a COQO to mavage datly operations, In the popular press, the COO was often
described as the person who minds the store. Thus when David Rockefeller
created the position al the Chase Manhattan Bank in 1975, Business Week
{1975: 74) reported: ‘a great deal more of the day-to-day job of checking the
slide in Chase’s return on assets, reducing its soaring loan losses, and fatien-
ing its capital base has fallen onto (the COOs) shoulders’. In a study of the
rise of the COQO (Dobbin, Dierkes, and Zorn 2003), we find that in the 1970s,
firms that pursued conglomeration were most likely to install COOs.
Profitable firms also created COQ positions to allow their executives 1o focus
on strategic decisions, evidently because they had the luxury of doing so.
Hugh Hefner appointed a COO at Playboy Enterprises. From the end of the
1978s, however, COOs became associated with success because most high-
growth firms had them. The single-industry firmn now installed a COO as
well, as an amulet to bring success.
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From the early 1980s, the idea of having a COO became tarnished because it
was aswcxdae& with the broad conglomerate. The CEO-COO structure
mplied a top executive focused on diversification with a sidekick who was
supposed to run the business. CEQOs became more likely to name CFOs than
to name COQOs, for the CEO-CFO structure seemed to send the right signal
to financial markets—that the CEO was minding the store.

Jack Welch at General Electric was among the first to eliminate the posi-
tion of COQ, in 1983, with the argument that he, as CEO, should be runnin
the business. Welch went on to implement a new approach io managing the

idrge conglomerate, by whittling down General Electric to a few broad
domains. He spun off unrelated businesses and bought aggressively in
the main lines of endeavor, pursuing both horizontal acguisitons of direct
competitors and vertical acquisitions of suppliers. As General Blectric’s star
rose, Welch became the poster boy for hands-on manggement,

We saw above that the mumber of securitios analysis more than doubled in
the first half of the 1980s, and that analystessuggesylully established their
iraportance by making profit projections that jnvestors tood quite seriously.
Firms pa;d closer attention to analysts andtried harder to meet their
projections. To this end, fivms implercéied investor relations programs
and promoted 1hﬁ= "csrporate finance function to the level of chief. With
the change in name came a . profound change in the job of the top finance
manager. For mmt of theitwentigth century, the corporate finance function
had been confined to bookkeeping, monitoriog of debt and capital struc-
tures, and creating the budget—after strategic decisions had been made
{Gerstner and Andetsont 1976; Hardan 1986: xv-xvi; Whitley 1986: 181;
Walther 1997: 33,

When the conglomerale came 1o prominence in the early 1960s, it paved
the way for a more prominent role for financial tools that could relieve
executives from the need for detailed operational knowledge in each of
the firm’s business segments. Now a small head office could monitor the
financial performance of different units, and direct the flow of investment
based on relative yields. Conglomerates were first to embrace the CFO title
in the late 1960s. In 1970, Olin Corporation, with a product range that
included books, chemicals, alominum, and mobile homes, named James F.
Towey vice president and CFO (Wall Street Journal 1970: 19). Sperry Rand
Corporation, a large multiproduct firm, named Alfred J. Moccia CFO in
Septeraber 1972 (Sperry Rand Corporation 1973), and Rockwell
International Corp., a diversified aerospace and industrial manufacturer,
recruited Robert M. Rice from CBS Inc. as its new CFO in 1974 (Wall Street
Journal 1974: 19).

In those early firms, the CFO was to manage data flows for the top
executives. But between 1980 and 1990, investor relations became a core
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function of the CFO (Useem 1993: 132). The New York Times reflected on
he change in 2002:

Once upon a time, window-dressing was not in the job description. “The CFO back
20, 30 years ago generally came out of the accounting profession’, said Karl M. von
der Heyden, former chief financial officer of both PepsiCo and RIR Nabisco. “They
were glorified controflers’, he said, ‘and strictly operated in the background’.
Controllers generally report numbers and balance budgets, without arranging {inanc-
ing or offering strategic advice. Chiefl financial officers also served as treasurers, bank-
ing revenues, paying bills and investing reserves in new projects while ensuring that the
cornpany nad enough cash to finance day-to-day operations. Yet in the 1980s, with the
rise of junk bonds and more exotic ways to raise money cheaply, finance chiefs began
to get involved in their companies’ operations, deciding whether mergers were afford-
able and helping chief executives pick which parts of the business would deliver the
best returns on investment. The role kept expanding in the next decade. “In the 90%,
the CFO more and more became the partner of the CEO 1 uany good companies’,
Mzr. von der Heyden said. ‘At that point, the CFO became morewvisible in the public
arena, because next to the CEQ, he was the person thatgenerally had the best grasp
of the business as a whole’. As partners of chief gxecutives,"chief financial officers
took on the task of growth, helping rapidly expasfidingiéofopanies capitalize on high
stock prices with aggressive financing andhyacguiring rivala. {Altman 2002 10)

To track the effect of the corporateideal on executive structures, we collect
annual information on top mafiggement teams from ‘*sidnddrd and Poor’s
Register of Corporations, Directiors and Executives. Figure 13.5 shows
the pr»vahnw of each offthe'hides of CEQ, COG, ‘Md CHO separately.
Figure 13.6 shows clidnging corebroations of these three titles. The rise and
fall of the CEO-COO dyad and the steep rise of the CEO-CFO dyad are

striking; while the CEQ-COG-CFG tniad is a model being phased out.
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Source: Standard and Poor’s Register of Corporations, Directors and Executives.
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Taken together, these two graphaghow the rise of the 00 toward the end
of the conglomerate ideal ofithe flzra, and then the stagnation of that position
{(in Figure 13.%) and ita deghingas one of the top two positions in the corpor-
ation (in Figare 13,68 Laterin the period, few firms added new COQOs, and
firms were inereasingly likely to elirainate the position when its incumbent
m@"ed on. We see clearly that the CCO is no longer the preferred partner of

he CEO. As we suggested, firms became reluctant to signal that the CEOG
was not minding the store. We also see that the CFQO surpasses the COO
quickly in prevalence (in Figure 13.5) and that the CEO-CFO duo becomes
the dynamic duo of the 1990s.

The Shareholder Value Model and Stock Market Management

With increased scrutiny from institutional investors and securities analysts,
firms began to try to manage and manipulate analysts’ projections. CFOs held
conference calls to update sales and cost information. They introduced ‘earn—
ings preannouncements’, in the hope of bringing analysis’ predictions in

Hne with their own projections. These changes can be seen in Figure 13_,,
which charis the practice of earnings preannouncements in our sampie. The
first firms issued preannouncements in the early 1990s, and by 2000 some 50%
of firms were dotng so. Figure 13.7 also shows that firms became increasingly
successful at meeting analysts’ forecasts. The share of firms that meet expec-
tations rose from about half in the 1980s to nearly two-thirds by the late 1990s.
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Earnings Preapnouncements
Source: UB/E/S and FirstCall.

This change was the resuft of 1w processes, for CHOs both learned to manage
analysts” projeciions abd o manipulate earnings staternents through account-
ing sleight-of-hand: The accountizzg specialist gave way to the spin doctor. As
Daniel Altman wroie in the New York Times in Api i Of 2002:

In the 199 ruen dike MeFastow {CFO at Enron) and Mr. Swartz (CFQ at Tyeo)
were paragons of «,mpmatz ingenuity for meeting and beating ever-higher revenue
forecasts, but those values have backfired. That model made it hard for investors to
figure out how rauch corapanies are really worth. Now, even many scrupulous com-
panies see carnings staierments parsed for accounting gimmicks. In the last decade, as
Wall Street demanded more frequent reports of results and more guidance about
companies’ prospects, chief financial officers became spokesmen and cven salesmen,
conducting conference calls with analysts and often delegating to others the raundane
task of watching the numbers. Companies began recruiting lawyers, investment
bankers, and consultants as chief financial officers, more for their deal-making talents
than for technical expertise or fiduciary integrity. (Altman 2002: 10)

The New Acquisition Strategy

By 1980, the conglomerate had come to dominate the Fortune 500. By one
common definition, the two-digit Standard Industrial Classification code,
only 25% operated in a single industry. Half operated in three or more
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mdustries (Davis, Diekmann, and Tinsley 1994: 553). The level of diversi-
fication had increased dramatically since the Second World War, spurred in
part by the Celler-Kefauver Act of 1950 which made vertical integration
suspect under antitrust law and which thereby popularized diversifying
acquisitions as an alternative growth strategy (Fligstein 1996).

Portiolio theory in economics reinforced the idea that the modern firm
should be run as an internal capital market, investing in promising sectors
and spreading risk across different sorts of industries. Oliver Williamson
(1975) also reinforced this idea, arguing that conglomerates could acquire
poorly performing firms and improve their profitability by managing them
under financial accounting methods. Meanwhile, the ma]m wnsuinno
firms—McKinsey, Arthur D. Little, The Boston Consulting Group—
had developed technologies that simplified the management cf diversified
conglomerates. By the end of the 1970s, 453% of the Fertune 500 had
adopted these portfolio planning techniques (Davis, Diekimapo, and Tinsley

1994: 554).

This business model came crashing down in st s décade Tt never made
sense to financial and organizational economists, begause it turned the firm
into a diversified stockholder that cotlditios easily sell off stocks that had
turned into bad bets. Managers would have to turn around poorly perform-
mg units, which were often 1o iilustricithey knew nothing sbout. Moreover,

he Reagan administration helpeditonake a new model of the large firm
poxsﬂﬁk Reagan’s antitrgst 6fficials relaxed resirictions against mergers

ng compeiitors gnd theicotrts refaxed controls of hostile takeovers, in
the Li st plage perititiing firms to expand by moving toward monopoly and
in the second allowiig groups 1o acquire and break up conglomerates (Davis,

1ek1112.nn and Hinsley 1994 8543,

Aswe saw in Figure 1301, the hostile takeover became a popular solution
to a new management problem, the relative undervaluation of conglomerates.
Diversified conglomerates sometimes served the interest of their CEOs, who
wanted to run huge firms, better than the interests of their investors, in whose
interest stock price was paramount. Agency theorists cited this mismatch of
intereits as the reason for tying executive compensation to stock performance,

The firm of Kohlberg, Kravis, and Roberts (KKR) showed how successful
the strategy of buving up large conglomerates and selling off tangential
businesses to raise the stock price could be. Beginning in 1976, they bought
up over forty companies and restructured them, including soch behemoths as
Beatrice Companies and RJR Nabisco. They often played “white knight’, help-
ing execulives to fend off external suitors by taking firms private themselves,
but the results were much the same: the diversified conglomerate was broken
up and a streambined firm emerged (Baker and Smith 1998).

The new theory of how the large firm should be managed was reinforced
by four different theories of the firm, from different camps. The ‘core-
competence’ movement among management consultants built on the classical
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theory of managerialism, which suggested that managers should stick to
what they know best. Financial economics had long favored allowing
investors to diversify their portfolios. ‘Business process reengineering’, a.k.a.
downsizing, suggested that firms should eliminate the need that conglomer-
ates produced for extra management layers. ‘Sharcholder value’ theory
defined the firm’s first goal as pleasing sharcholders by driving up stock price.
Agency theory’ in economics encouraged firms to tie executive compensation
to stock price.

The Changing Pattern of Acquisitions

Davis, Dickmann, and Tinsley (1994) show two effects of the decline of the
conglomerate ideal. First, in the 1980s, firms that were diversified were sig-
nificantly more likely to be acquired (and presumably broken up) than firms
that were not diversified but were otherwise stmular. Becond, the Hon's share
of the acquisitions in the late 1980s were horizountal and vertical acquisitions.
We look at two related indicators. We examine acguisitions over a long period
of time, to show the decline of diversifying agquisitions and the rise of hori-
zontal and vertical acquisitions. We g the mergers and acquisition database
{(provided by SDC Platinum} to retrieve information on domestic acquisitions
patterns among {irms in cur sagple. Weifollow extant research in the field of
mergers and acquisitions angd distingnish between horizontal, vertical, and
deals that are unrelated to a fieal Arnd’s major business lines {e.g. Blaiy, Lane,
and Schary 199%; Haunschild 1993). To assign & particular acquisition or
divestiture 1o anyiof theseithres groups, we fo ng Davis, Dieckmann, and
T imley (1994 5607

igure 138 charts'the chiange in acquisition pattern {rom 1983 to 1998
among 32% of the 429 large firms in our saraple. This figure shows the relat-
ve numbms of unrelated (diversifving) acquisitions, horizontal acquisitions
(those in an industry the firm currently operates in), and vertical acquisitions
{those in an wnduvstiry that suppii@se or buys from, an industry the firm
currently operates in) over time. The number of diversifying acquisitions rises
until thc mid-1580s, but ihﬁm it declines and remains low. Meanwhile, the
number of horizontal acquisitions—acquisitions of firms that are in one of
the businesses that the corporation already covers—rises sixfold, and the
number of vertical acquisitions—typically of supplier firms—rises fourfold.
The mvestor-centered finance model 1s clearly reflected in these changes, for
firms become less likely to try to diversify and more likely to buy other firms
that are in the existing areas of strength.

Figure 13.9 represents changes in the level of diversification in a different
way. Here we show the level of diversification in over time, plotting the
number of four-digit industries firms operate by quartiles from 1963 to 2000.
The firm at the seventy-fifth percentile rises in the number of four-digit indus-
tries it covers from five to nine, and then decreases 1o six over the period.
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Figurse 13.9. Distribution of Firm Diversification Levels
(Twenty-Fifth, Median, and Seventy-Fifth, Percentile)

Dhversification in the median frm rises from three to five and then declines to
three. Diversification in the firm at the twenty-fifth percentile rises from one
to two, and dechines to one. The overall pattern suggests that the average firm
in 2600 is no more diversified than the average firm was in 1963—despite
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t e fact that the average firm 1s much larger 10 terms of sales and workforce,
The conglomerate model is clearly on the wane. The data on diversification,
then, show a pattern consistent with that found by Davis et al. The rise of the
new corporate ideals of sharcholder value and core competence, as promoted
by institutional investors, secuorities analysts, and takeover firms, led to

changes in core corporate strategy. These huge corporations shed unrelated
industries, and when they went shopping, they bought competitors and

suppliers rather than branching out.

Conclusion

In the last quarter of the twentieth century, key groups in financial markets
came to play increasingly important roles in shaping structure and strategy
among America’s largest corporations. As investors evatoaied firms in terms
of how financial markets would value thent in thefutursifirms became
acutely aware of the norms for corporate governdnceithat key players in
financial markets were developing.

The diffusion of new models of how tomidnage the firm is anticipated
by institutional theory in organizatignad sogiology, but the mechanisms of
diffusion we identificd are not efitirely Bpucipated. Institutionalists argoe that
new business models are developed and promoted in organizational fields,
consisting of industry membersand of people in imuportant related industries
For the most part, the community of investors was exogenous in these
models. Thednitial formulation, by Mever and Rowan (1977), suggested that
government agencies ndght promote new models of management, or that
organizations and cotisuliands rught develop new models among themselves.
In BiMageio and Powells (1983) version, exccutives could copy peer
organizations, states could cogrce firms to adopt new management techmques,
ot professional groups that spanned organizational boundaries could promote
new managerent techoigues. Many of the empirical studies (Edelman 1990;
Dobbin and Sutton 1998) showed how these last two factors worked
together—how professional groups actively interpreted public policy edicts
and constructed compliance mechanisms that diffused armong organizations.

The story of the rise of the sharcholder value ideal of the firm does not
quite conform to this theoretical model. Here the preferences of exogenous
groups—emergent networks of hostile takeover {irms, analysts, and institu-
tional investors—became increasingly important to corporate executives.
These groups expressed a new ideal of corporate structure and strategy,
voting for this new ideal with their market power. They lowered the price of
firms that did not abide by this new ideal (in the case of institutional
investors), recommending against buying stock in them (in the case of stock
analysts), or took them over and did the restructuring themselves (in the case
of hostile takeover/white knight firms).
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The result of these events was, {0 be sure, a new myth of the efficient
firm. The myth of the ideal modern firm as an internal capital market, based
in portfolio theory, gave way to the myth of the ideal {irm as a focused
single-industry oligopolist. Institutional theory describes the rise of successive
myths of rationality in the modern firm, and to that extent we have provided
evidence for the theory. But the agents of change in most institutional
models are managers, not outsiders. And the mechanisms they use to change
organizations are largely rhetorical. Our findings suggest that the agents of
change can be professional groups in financial markets who have relatively
little direct contact with the corporation, but who express their preferences for
firm structure and strategy through their roles in markets. And the mechanism
of change can be market power, which became salient to executives largely
through agency theory’s effect on compensation—{rors size-related-salaries to
stock options. Our findings suggest that institutionalists should pay greater
attention to the role of outside forces in constructing corpirate strategies, and
to the role of power in promoting new strategies,
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