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NON-TECHNICAL SUMMARY

in recent years, between 40 and 45% of merger and acqusitions transactions in
the US have involved divestilures — firms selling individual product lines,
divisions, or subsidiaries to new owners. These divestitures include not only
transfers of ownership io other firms, but also management unit buyouts {(MBOs}),
sales to the public through stock offenings, and spinoffs, in which shares in the
divested unit are distributed to the stockhelders of the parent.

Conventional wisdom holds that weak units are especially likely to be divested.
While firms may occasionally dispose of extremely profitable or fast-growing
operations, apparently the more commaon pattern is that units with poor earnings
records and bad future prospects are sold. Further, there 1s solid evidence that
the purchasers of these units tend o be already in the unit’s line(s) of business.

In this paper we ask what accounts for the volume of divestitures and for the
apparent patlerns in the choice of units to divest and in the nature of the
purchasers.

The answers we develop build on the concept of influence activities and the
resulling influence costs. Influence activities are attempls to affect the distributive
results of organizational decisions: they are the analogy within organizations of
what students of the public sector have labelled rent-seeking behaviour. Sentor
managers of firms have discrelion over a wide range of administrative decisions
that can shift rents and quasi-rents among the organization's members. There
1s thus a molive for the organization’s members to attempt to influence these
decisions. Al the same time, the senior decision-makers have to rely on
information provided by these same members, and this on-going communication
creates the opportunily for influence attempis. The influence costs incurred by
the organization include the resources devoted to influence attempts, the value
lost when these attempts cause sub-optimal decisions, and the degradation in
organizational performance resulling from changes in policies, decision
processes, or organizational structure 1o limit influence aclivities.

Influence costs can depend an organizational boundaries. When a formerly
separate organization is merged into another and made subordinate to the
latter's senicr executives, new opportunities are created for the transfer of rents
between the unils. These new opportunities can lead to increased influence
activities and cosis. This effect s a cost of merger that can offset whataver
coordination or other gains the merger might create. In contrast to many of the
other costs that have been proposed as possible disabilities of larger firms, these
increased influence costs cannot be completely avoided by decentralization and
an attempted policy of selective intervention. The firm's senior execulives always




have the'right to intervene in the operations of the units, and it is this right that
induces attempts at influence.

This paper analyses how changes in business conditions can affect the costs
and bengfits of influence activities by members of a business unit. The result is
a changed level of influence costs and, correspondingly, a possible change in
the optimat ownership configuration for the unit.

The key idea is that there is a basic asymmetry between the effects of growth
and decline for units of a firm that operates in multiple businesses. in a unit where
prospecls are relatively bad and there is a positive probability of layoffs, any
|ob-related quasi-rents being received by the members of the unit are at risk. The
members may then have incentives to use resources in influence activities aimed
at protecting therr jobs — they may distor! information to try to convince top
management to transfer extra resources to their unit from eisewhere in the firm.
In contrast, in a unit that faces no threat of layoffs, the job protection motive for
influence activities would be absent.

One way lo avoid these influence costs 1s to isclate the endangered unit so that
it can no longer attempt to claim corporate resources. Doing this while
maimaining the unit within the parent firm may be impossible because the parent
remains liable for any debits the unit incurs and any use it makes of the firm's
reputatlonal capital. Moreover, the discretion enjoyed by top management makes
it hard to commit to tgnoring influence atternpts.

In effect; then, isolation necessitates divestiture, for example through a spinoff,
& sale tolthe public, or an MBO. A similar effect could be achieved through a sale
toan orgdnization (such as an L.BO firm) that has mechanisms in place to prevent
transfers of capital among units.

Other approaches to controlling influence work by reducing the danger of laycffs
or the degree of competition for resources among the units of the firm. These
reductions could be accomplished by selling the unit 1o a firm which, as the unit
shrinks, will be able o absorb the affected employees into its other operations
ortoa flrm whose unils are more focused around a commeon business and rely
more onone another for services.

These a’r;;uments suggest that declining and unprofitable units should be
over-reprasented in divestitures and that when units are sold to other firms, the
acquining firms shouid tend to be already operating in the business of the divested
dnit. '

To test some of these ideas in a more formal way, we have investigated a series
of models, one of which is reported here. We find that although influence activities
aimed at protecting jobs are unmiquely associated with potentially declining
businesses, it is not generally true that influence costs are greater the greater



the likely rate of decline. Two iactors may interiere with the monotonicity of this
relationship. First, rapid decline can reduce the rents and quasi-rents associated
with continued employment, thereby reducing incentives for influence. The
second factor 1s technolegical: in a rapidly declining unit, marginal changes in
the firm's estimaie of the unit’s prospecis may have less effect on the
employment decision than in a less rapidly deciining one, so the relurns to
influence may be smaller at the margin in the former than in the latter case. In
the special case in which both of these factors are absent, our model does yield
the comparative statics resull that the extent of influence activities and the
associated losses increase monotonically as the organization’s environment
deteriorates. We siress, nevertheless, that our fundamental result — that the
prospect of decline creates costs that would otherwise be absent - is robust: it
appears in all the models.



Organizational Prospects, Influence Costs,
and Ownership Changes

By MARGARET MEYER, PAUL MILGROM, AND JOHN ROBERTS

1. Introduction

In recent years, 40 to 45 percent of merger and acquisitions transactions in the U.8. have
wnvolved divestitures — firms selling individual product lines, divisions, or subsidiaries {0 new
owners — as opposed to transactions in which entire firms pass to new ownership. These
divestitures include not only transfers of ownership to other firms, but also management unit
buyouts (MBOs), sales to the public through stock offerings, and spinoffs, in which shares in
the divested unit are distributed to the stockholders of the parent. The value of such sel-offs
reached over $70 billion in the U.S. i 1989, and similar (if less active) markets exist in the
other industralized market economies.?

Conventional wisdom holds that weak units are especially likely to be divested.? While
firms may occasionally dispose of extremely profitable or fast-growing operations, apparently
the more common paltern is that units with poor earnings recerds and bad future prospecls are
sold. Further, there 1s solid evidence that, when these units are acquired by other firms (rather
than becoming independent enterprises), the purchasers have tended already to be in the unit’s
fine(s) of busmess.*

Both the voiume and nature of these {ransactions maise imporiant guestions for the
economics of organization and for corporale sirategy. What determines whether the complex
bundle of assets that comprises a business should be a free-standing, independent enterprise of
instead be a wmit of a larger firm? If it should be within another firm, what determines which
firm should ewn it? What determines whether a particular business unit should be divested, and,
if s0, when, how, and to whom? What accounts for the apparent patterns m the choice of units
to divest and in the nature of the purchasers?

In this paper we examine a possible answer to these questions. We argue that the prospect
of decline and consequent Jayoffs 1a one part of a multi-unit firm creates special influence costs
that anse as managers of 'the threatened unit aitempt to prolect their jobs.* These costs would
not be a factor if there were no threat of fayoffs. For example, the managers might exaggerate

the unit’s prospects in an aticmpl 10 gain aCCESS 10 COrpOTale Tesgurces that can be used to
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prevent or cie[ay the down-sizing. These influence costs can be avoided if the unit is made
indepeszcicn:t,; so that it can no longer attempt to claim corporate resources. Thus, exogenous
shifts i the ?[cchne!ogicai or business environmenlt can generale incentives for divestitures, and
the units that will be sald will be ones with weak prospects.

The fact that the influence costs would never have anisen if there were no prospect of
{ayoffs sugg%sm that they can also be avoided if the unit is sold to (or onginally lodged in) a
firm that can use the affected employees’ business-specific skills and knowledge elsewhere and
so need not iet them po just because the unit 10 which they are currently assigned is shrinking.
This in turﬁ impiies that acquiring firms should be especially likely to be ones using technologies
and opcratij‘n?g 1n markets that are refated to those of the acquired unit. It also suggests a source
of adva.ntasé,ef to training employees in ways that are generally valuable in the firm, even if not
m their cur}{mi divisions, and also an advantage to corporate technological and market focus that
facilitates r:n_oving people among urits.

In 1%18 next two sections we develop these arguments more fully and contrast them and
their tmyhcatsons with some alternatives. In Sections 4 and § we present a formal model which
captures lhe essence of the arguments while revealing some unexpecied subtleties. The final

section 15 a _bnef conclusion,

: 2. Explaining Divestitures

A Qain‘ety of arguments have been advanced to explain divestitures, For example, it has
been suggesled that the relaxed antitrust environment in the U.S. in the 1980s permitted firms
to make acqﬁ:smorzs that would have previously been disallowed as anticompetitive (Shieifer and
Vishny (199_0)). This argument may have validity in the specific context, and it does account for
the pauem‘ ;)f purchase by firms in related businesses. It cannot, however, explain the large
volume of téivestimres in earlier periods® or account for sell-offs that are not acquisitions by
other firms :(for exampie, MBOs), nor 15 it informative on why units with poor prospects are
apparently ‘rinore likely 10 be sold.

Jeusen s free cash flow hypothesis (1986} suggests that managers who are imperfect
agents of [he stockholders will have a tendency to invest even in unprofilable businesses. He

ierprets _lhe frequent asset sales following hostile takéovers as undoing excessive and
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unprofitable conglomeration. Increased discipline on managers from the strengthened market for
corporate control in the 1980"s reduced such investments and might also have fed managers fo
divest thesr previous bad invesiments to avoid having their companies become subject to bust-up
takeovers. This too may have been a factor i explaining divestitures during this period, and 1t
does account for why firms would tend to dispose of poorly performing units. Combined with
the relaxed antitrust argument, it can also account for the identity of purchasers. It obviously
does not account for the high level of divestitures in earlier periods.

Porter (1987), Ravenseraft and Scherer (1987), and Kaplan and Weisbach (1990) have
shown that many divestitures are of units that had previously been acquired rather than having
been started from scratch by the divesting firm. Porter and Ravenscraft and Scherer both
interpret these sales as recognitions of failure, which would account for the presumed
performance-divestiture linkage. Allernative explanations are possible, however, For example,
perhaps the unit was originally acquired with the intent of improving its performance and then
selling it, or perhaps its fit with the rest of the firm's activities had previously been good and
then changed. These latter explanations are consistent with the evidence assembled by Kaplan
and Weisbach (1990) that less than one third of the acquisitions that were later divesied could
be considered fatlures ex post.

There is something of a puzzle, however, in the basic idea thal units with poor
performance or prospects are sold: Why should anyone be interested in buying them for more
than they are worth to the current owners? The obvious answer is that other managers may be
better at using these assets, either alone or in conjunction with the assets they already control,
than are the current manapgers when the unit is fodged within their firm along with its other
assets. This answer, however, does not explain why there should be such differences among
management teams.

One possibility is simply that different management teams ase, inherently or as a result
of experience, more or less skilled in managing particular soris of firms. Such an explanation
is not very satisfactory, however, since 1t is so hard to refute. Another 15 that differeat
combinations of business units are simply more difficult for anyone to manage than other
combinations of the same assets. For example, perhaps more focused firms are easier to manage

and so create preater value. If 2 theory of what determines the costs of managing different sonts
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and combinations of assets were developed, this approach would be potentially useful. In either
case, one could then interpret divesutures and acquisitions as resulling from a leaming process
through which it is discovered where and in what combinations vanous units create the most
value, or from a process n which the determinants of the efficient assignment of ownership and
management changed over time and, with them, the efficient ownership patiemns.

Muéh recent economig research is, in fact, refevant to the question of determining which
sorts of asset:s should be under common control and, more generally, identifying the efficient
patterns of asset ownership. This work supposes that the ownership of business units (and other
assets) shoa!czi be allocated in the way that maximizes value, and it secks to understand observed
ownership péttems by terpreting them as the ones that actually do maximize vaiue. The major
focus of this research has thus been to explore how ownership patterns might affect economic
oulcomes and, thercby, efficiency.

A variety of mechanisms have been suggesied through which the allocation of ownership
might influénce productive culcomes. The most prominent among these have becn ones based
on assel .spé;c{ﬁcr‘ry and cospecializaton — the conditions under which particufar assets are
distmetly more valuable in a pasticular use or when used m conjunction with other particular
assets than ihey would be in their next best use. {For example, see Klein, Crawford and Alchian
(1978}, Tirb:le (1986), Williamson (1979)). These conditions give rise to the possibility of
holdups - post-contraciual opportunistic behavior by one party to the transaction that 15
designed to éxpsopnatc the guastrents generated by the asset.” Because these quasirents may be
part of the normal return needed to induce undertaking the investment, the fear of future holdups
may nhibit; :E'naking efficient investments in specific assets. Different ownership assignments can
generate diffcrena threats of holdups and thus differeat investment incentives. According to this
theory, ahe: assignment should be made in the way that mimimizes the josses arising from
mefficient péﬂlcms of investment.

Other mechanisms by which the patlem of ownership might affect value have been
advanced more recently. For example, the necessity of providing comparably intense incentives
for each of several activities that 2 pnncipal wants an agent to perform may influence the choice
of which pai’ty should own the capital equipment that the agent uses (Holmstrom and Milgrom
(1991)); the possibility of manipulation of performance measures can affect the efficiency of
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mesged businesses (Williamson (1983)); stock market evaluations of scparated units can reduce
the costs of molivaling managers (Aron (1988)); and, in a varfation on the specific assets theme,
the allocation of residual decision nghts through ownership can influence the parties’ eventual
bargaining strengths in the refationship and hence their wiilingness to make specific investments
{Grossman and Hart (1986), Hart and Moore (1950)).

These theones have proven useful in rationalizing the observed patierns of asset
ownership and vertical integration n vanous contexts, including electric utilities' ownership of
coal mines (Joskow (1985)), publishers’ ownership of printing presses (Kicin, Crawford and
Alchian (1978)}, vertical mtegration in automobile manufacturing {Monteverde and Teece
{1974)), vertical integration in sales and distribution (Anderson and Schmittiein {1984)), the
choice between franchising and using company-owned retail outiets (Bnekley, Dark and
Weisbach (1991), Shepard (1991)}, and so on. The theones do not, however, casily explain
time-seres variation in ownership of business units — the very iarge volume of transfers of
control that is observed m actuality. For example, in general 1t scems implausible that the
patierns of physical asset specificity and cospecialization should shift so much as to generate the
frequent divestitures that mark medern economies.

Moreaver, these theories do a poor job of explaining the apparently greater frequency
with which units with weaker growth prospects are divested. As noted, we have not i fact found
systematic evidence that supports the conventional wisdom o this point, bul numerous specific
examples are readily available. The largest Japanese chemical firms divested therr domestic
bauxite smeiter operations when sharply nsing world off prices in 1973-4 made the energy-
intensive aluminum production busiress unprofitable m Japan. Quaker Oats in 1990 divested its
traubled Fisher-Price toy operaton. 1BM in early 1991 divested s ypewnler business, aloag
with the manufacture of printers to use with personal computers. Neither of these lines of
business appeared to have great growth prospects, at least as part of IBM, Later in the year the
company announced its inieation lo divest (partially or completely} 2 whole range of its different
activities at the same time that it was planning 1o cut its work force by 20,000. Also in jate
1991, W.R. Grace was secking to sell off units with poor sales, Westinghouse was trying fo sell
its badly performing credit umit, and, in the coniext of probable reductions in defense spending,

- Umisys was pianning to sel! its defense-refated business through a public stock offering. In each
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of these cascs :a seems to have been deteriorating prospects for the divested units, rather than
changing pattems of asset specificity or changing estimates of relative managerial compeience,
that rggered the ownership changes. Exisung theories of efficient ownership patterns offer no
explanation of why that might occur.

In this paper, we propose a supplement lo these existing theories that seems belter
equipped o help explain both the frequency of changes in ownership and the particular decisions

to divest dec!:nmg units,

: 3. Influence And Divestitures

Our a;gumenis build on the concept of influence aclvities and the resulting nfluence
costs (Milgrom (1988), Milgrom and Roberts (1990a, 1992)}. Influence activities are altempts
to affect the dislrihutive results of organizational decisions: They are the private sector analog
of what students of the public sector have labelled rent-secking behavior, Examples maght
include am Efidividual employee spending time campaigning for a promotion or a choice
assignment, an academic department politicking to gamn a larger share of the umiversity's limited
number of faéully slots, or a corporale division pushing 1o have its investment project accepted
ratiier than éﬁoiher division’s equally good or better one. Influence costs include the resources
that are dcvc;!.cd to affecting the distribution of benefits rather than to creating value, the value
that 15 lost wlinen mnfluence results m suboptimal decisions being made, and the degradation in
organi?.anonai performance that comes from altering policies, decision processes or
orgaﬁizationél: structure to limit influence activities or their effects,

Earligi' work has already argued that influence cosls can depend on organizational
boundaries (_!E/Iilgrom and Roberts (1990a, 1992), McAfee and McMillan (1990)). In market
economies Qiih the sorts of property rights commeon in the industrialized world, nfluence costs
are typlcaily;r;nere problematic within organizations than across organizational boundaries. Senor
Managers of hrms have broad discretion over a wide range of admimstrative decisions that can
create rents and quasitents within the organization and shift the distribution of these retums
among the orgamzatzon s members.' This means there 15 a motive for the organizalion’s
members to at%emp[ to influcnce their decisions and alter their distributive impact. At the same

time, the senior decision makers have to rely on information provided by these same members
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of the organization, and this on-going communication creales the opportunity o influence their
decisions.

On the other hand, the incentives for exccutives ta redistribule wealth from within the
organization to outsiders are clearly limited, and no external agency — even govemment — has
powers to effect comparable redistribution within the firm or, except in very fimited
circumstances, to force transfers across organizatonal boundanes. Thus, while
interorganizational influence aciivities are certainly possible, they are of secondary importance
in this context.

When a formerly separate organization 18 merged into another and made subordinate o
the second organization’s senior executives, new opportunities are created to transfer rents
among the units. These new opportunities can lead to increased influence activities and costs,
This effect is a cost of merger that can offsct whatever coordination or other gains the mevger
might create, Thus, for example, if an investment bank and a business school were fo merge,
the finance professors could spend huge amounts of their own time — and that of their bosses
— argwing that they are as good as the “rocket scientisis” in the bank, that their teaching and
reseasch are as important as the bankers' work, and that they should be paid comparably to the
bankers. The professors can, of course, make the same arguments without a merger, but — in
sharp comtrast to the CEQ of the merged entity ~ the dean of the independent business school
does not have the power to transfer maney from the bankers' paychecks o the professors. Thus,
the ncenlives to attempt such nfluence are relatively muted by the separation of the two
organizalions.

Nole that — in contrast to many of the other costs that have been proposed as possible
disabilities of larger firms’ — these increased influgnce costs canaot be completely avoided by
decentralization, divisionalization, and an attempted policy of selecuve intervention. The firm's
senior execulives always have the nght to mtervene in the operations of the units, and it 15 this
fact that leads to attempts 1o influence them to use their power 10 one of another individual's or
group's advaniage,

In this paper, we examine how changing business conditions can affect the costs and
benefits of influence aciivities by members of a business unit. The result is a changed level of

influence costs and, comrespendingly, a possible change in the optimal ownership pattem for the
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The i%éy idea is that there is a basic asymmetry between growth and decline for units of
a firm that operates in multipic businesses. In a business unit where prospects are refatively bad
and there is a positive probability of layoffs, any job-related quasirents being received by the
members of E!ﬁe unit are at risk. The members may then have incentives o use resouices in
influence act;iyitses aimed at protecting their jobs. In particular, if the endangered unit is part of
a larger orgarniization and there is a possibility of saviag jobs by allocating extra resources o the
troubled unit,z then the unit's members may try to lobby to get those resources allocated. They
may emphas‘izge advantages in their own unit and disadvantages mn others, perhaps even distorting
or concealing information to make the desired reallocation seem efficient. Such nfluence
activities th:itéuse up real resources merely to exaggerate or distort information represent a pure
drain on afﬁ{ciiency. Of course, if there were no threat of layoffs, the job prolection maotive for
influence ac§ii\rities would be missing.

One v;ray 1o avoid these influence costs and thereby increase efficiency is to isolate the
endangered u:nit so that it can no longer atiempt to claim corporate resources. Doing this while
maintamning ‘ljhe writ within the parent firm 1s impossible because the parent remains liable for
any debts :he unit incurs and any use it makes of the firm’s reputational capital, Managing the
unit requires ilhat there be communication channels between the unit and the central office, and
these can be' used to attempt influence. Moreover, the discretion enjoyed by central office
maﬁagemeni makes it hard for them to commit to ignorng influence attempts, even when they
recognize 1H_at these attempis may be occurring.

In effécl, then, isofation necessilates divestiture. Indeed, this path was explicitly taken
in the spinoffis of Japanese bauxite operations described earlier: “The aluminum producing units
have been sébamleé from their parent companies to isolate the problem and the losses, and their
production fa;citi{ies are being steadily reduced. ™' This approach would generate spinoffs, sales
to the invcsfiing public, and MBOs, It would also generate sales to organizations {such as some
LBO ﬁrms)'tihat have mechanisms in place to prevent transfers of capital ameng units.

Othqf approaches to controlling mfluence work by reducing the danger of layoffs or the
degree of C{;mpetiﬁon among the units of the firm. The first can sometimes be accomplished by

u'ansfernng;c:)wncrship of the unit to another firm which can use the affected employess. ‘For



9

cxample, if the acquinng firm has successful, growing operations in the business of the
threatened unit, it may be able to absorb the unit without layoffs. Even if the acquiring firm’s
gperations are not growing, miluence costs may be lower if the units are more focused around
a common business, relying on one another for services, because thea the compelition among
them for limited corporate resources may be mitigated.

Of course, to the extent that the original owner’s operations were focused on a set of
related technologies and products, it might have been in a position to avoid the influence costs
by making inlernal personnel transfers. A less focused firm would be unable 1o do this because
1t would have litle use outside the threatened unit for the employees’ particufar, business-
specific knowledge and skills.

These arguments suggest that declining and unprofitable units should be over-represented
int divestitures, which accords with the conventional wisdom. The prediction also fits the specific
examples cited above. The arguments further suggest that when units are sold to other firms, the
acquiring firms should tend to be already operating in the business of the divested unit. There
15 some strong evidence that this has been the case during the 1980s.

To test some of these ideas in a more formal way, we have investgated a senes of
models, one of which is reported here. The models confirm that the effects we have discussed
are consistent with the usual cconomic concepts of rationaf, self-interested behavior and
equilibrium. They also highlight three points not yet mentioned in our gereral discussion, The
first s the possibijity of multipie equilibma, that is, the possibility that the exogenous
ctrcumstances do not fully determine bekavior. In the models, managers’ influence activities are
caused by their pessimusm about the firm’s growth prospects. Poor prospects can arise because
of exogenous circumstances, but they can also anse endogenously through a vicious circle m
which unit managers' fear of a decline leads them lo increase influence activities that divert their
attention from their managerial tasks and resull in poor earungs performance, thus causing the
fears to be realized. This first point, though of some relevance to management poticy, leads to
no special new conclusions about tikely pattems of empirical observabion.

The second point to emerge from the formal analysis is that, in equilibnum, the influence
is ineffective.”! Corporate top management witl understand the unit managers’ mcentives 1o

distort information and will make allowance for this distortion in inlerpreting the reports they
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TeCRIVE. Thus, the costs of influence do not include an aspect of incorrect corporate decisions
being l'nade.1 ]i\IeverI%zeEess, the unit managers will still attempt nfluence, even though 1t 15 costly
to them and fo the firm, because it is expected, and an honest report will not be seen as such,
but rather as a normally exaggerated one about conditions that are actually very bad. This sort
of pattern ;s, of course, familiar from other models of informational asymmetries and
commumcat:hf}n. Nevertheiess, it is clear that such deciphening could be costly and that, more
generally, Lh%are would be significant efficiency gains if influence could be eliminated. This
points o anétjher dimension on which a focused firm may have an advantage: the experience and
better kﬁowlcjadge about individual units® businesses that the focused firm's senior executives
would have‘afnay facilitate their seeing through attempts at influence, With the responsiveness
of corporate ﬁm:sioﬂs to influence decreased, the level of influence atiempled may be less.

The 'ijhii’é feature to emerge from the formal model is more unexpected: Although
influence ac;%ivilres aimed at protecting jobs are uniquely associated with potentially declining
businesses, it is not generally true that these influence costs are greater the greater the likely rate
of decline. In one model that we have studied, we found that rapid decline reduces the rents and
quasirents a;séociated with continued employment. This had the effect of making employces less
willing to e;(i)end personal resources in influence as their unit’s prospects worsened, because
the jobs Just are not as valuable. To sec if this job value effecr is the only source of non-
monotonicitjyf, the model formuiated n the next section excises it by assuming that the firm‘s
envimnmen% ;is stationary and that employee welfare is determuned {at the time of hiring) by a
ccmpe%itive‘liabor market.

Even s0, a monotone relationship cannot be expecled in general. The reason Is
technologicéii: in a rapidly declining organization, marginal changes in the firm's estimate of the
unit’s prospa;:ts may have less effect on its employment decision than in a less-rapidly declining
one. This means that the potential returns lo influence may be smaller at the margin when the
prospects are worse, and so again there is little reason to absorb personal costs in atiempting to
influence péfcepﬁons. To eliminate this rechnology effect as well, we analyze the special case
of a linear pi'?ﬁﬁt function, where the marginal effects of changing prospects on employment are
unaffected hy the rate of growth or contraction. For this case, with both the job value and

technology effects set at zero, we do obtain #he comparative statics result that the exient of
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influence activities and the associated losses increase monotonically when the organization’s
environment deferiorates.
Nevertheless, it should be accentuated that the fundamental result - that the prospect of

decline creales costs that would otherwise be absent — is robust: It appears in all the models.

4. The Model

We analyze the interaction between the owners or top management of a multi-divisionat
firm (“the firm™} and the management team of one of its divisions {“the managers™), focusing
on how changes in the division’s growth prospects affect the managers’ behavior and the
resulting performance of the division,

We assume that there is a compelitive market for identical managers with a reservation
wape of v per peniod. Managers who lose their jobs incur a cost for job search and refocation
that is eguivalent in flow terms fo k per period, so that the net vaiue received by a manager who
becomes unemployed and must enter the market is v — & in flow terms. The difference k
between the actual expected wage and the value of being uncmployed is a quasirent thal exposes
a manager t0 a polential hold-up. For example, if the firm were to refuse to pay more in
expeciation than v — & per period, the manager would still not find it worthwhile to quit,

The simplest way to mitigate the hold-up problem would be for the firm 1o commit to
make a separation payment equal (in flow terms} to the refocation costs & to any managers who
become unemployed. This would eliminate the quasirents and the incentives for influence.
However, such a scheme would be beset with other problems. For example, the firm might be
reluctani to make the payment 1o anyone who quits or 15 fired for cause, especially since the
threat of losing k can provide useful (but here unmodeled) incentives to provide effort and
reduce tumover. Yet, it may be very difficult for third parttes to distinguish quits from
firings,” and $o we assume that such separation payments are not feasible.

Insiead we assume that, {o mitigate the hold-up problem, the firm makes two kinds of
commitments to 11s newly hired managers through a long-term contract. First, it specifies a wage
w that must be paid as long as the manager remains empioyed. Second, it commits never 1o

remove a member of the management team except for misbehavior or in a period when the work
47
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force is be'mg’ ontracted. In our medel, the second commutment costs the firm nothing. In
addiion, we assame that the firm treats managers symmetnically so that members of the
management team have COMMON erests. This allows us to focus on the conflict between the
firm and the fﬁanagers rather than on the one among the managers themselves.”” Finally, the
firm commits. !0 firing managers who are caught misbehaving.

In this context, the wage w offered by the firm will coincide with the reservation wage
v only if !ong-term employment is completely secure and there are no other disadvantages lo the
jab. At cqu:hbnum, the wage w will be determined as v pius compensation for the expected job-
related and tumover costs that the employee expects o bear.

Once the managers are employed, they engage the firm in an ongoing game that lasts for
the whole pel_-x_od of employment. In each period t of the game, the firm chooses the number of
managers N, to employ in the division for the period and managers choose how much effort ¢
10 expend in attempts to influcnce the firm's next period employment decision. The firm’s payoff
from its empl_oymcm decision in period t depends on the outcome of an exogenous shock €,
where 6, diréc!ly paramcterizes the firm's marginal return to empioying a larger poot of
managers, %hal is, the marginal return is an increasing function of 6, We assume that 8,,8,,...
are independem and identically distributed and drawn from a distribution that 15 common
knowledge a‘._nilong alt the managers and the firm, The support of the distribution is some finite
mterval {E,,é,j

The ﬂrm receives information about the prospects 8, for peried ¢ in the form of a signat

5, =6+ zM, generated by the managers. The 1, term is the level of influcnce effort exerted
by each of the managers who are employed 1 period 1—1; this influence effort 15 not directly
observed by\ the firm. The firm cannot commit to how it will respond to the signal 5. Atapure
strategy eqm!ibnum the firm can be regarded as producing an estimate 8 =35 — i 0ff by
adjusting the cbscrved signal for some conjectured level of influence I,_, and basing its decision
directly on 6 Of course, at a pure strategy equilibriam, T, = é_y and 8, = 6: No onc is
fooled. Thcse are, however, properties of the equilibnum, not identities, and they do not
constram mdmdua] action.

In each period t—1, the currently employed managers act as a leam choasing 2

B
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common level of influence effort .y € [0,1]. They make their joint choice before observing the
realization of 6. The managers’ incenlives 10 exert influence derive from their ability 1o affect
the firm’s estimate of its prospects, §, = 8 — f.,,, + -1, by exerting more influence 5, at the
margin than expected and thereby increasing the probability of being retained and collecting
guasirents in the future. Influence activities do impose two types of costs on managers, however.
First, they require the expenditure of effort or other personal resources, represented by the
continuous and aondecreasing function C{f). Second, a manager engaging in influence 7 diverts
attention from other managerial activities, leading to a probability I ~ q(i) of being caught and
fired for faiting to attend to the job, where q("} is continuoys and nonincreasing, Managers who
ase fired or faid off incur the tarnover cost k. We assume that at least one of C or q is strictly

monotone, so that influence activities do mmpase some cost on the managers.

i 4 Il L 4 1
¥ T T T Y b

w paid 8 Sy ubserved  Hisbehsvior may N, chosan w pald
4., Ghosen : be detectod; those i, chasen
production  eslized B, estimated  ceught misbehaving production
occurs are Flred peeues

Figure 1: Time line for the repeated game.

‘The tme line for this game is shown in Figure 1, with the 1 indicating the period of
employment. The figure shows the order of actions to be taken and when information arrives.
We have treated the estimate 8 in the time line as if it were an action chosen by the firm before
misbehavior is observed and punished, To keep the notation simple, we will treat the number
of managers caught and fired as a deterministic function of f_y In the payoff ealculations, but
we do not wish to suppose that the firm can infer i,_, from that number, Qur assumptzon that
the firm’s estimate is made before misbehavior is detected is a mere formalism to represent aur
assumption that the firm makes no inferences about influence activities {rom data about managers
found neglecting their work, '

Expansions and contractions in the managenal work force made in response o the
forecast 8, have asymmetric effects on the managers’ payoffs. Reductions in employment are

costly to managers, because they deprive them of the Jjob-related quasirents £ or, equivalently,
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force them toibear the moving cost &, while expansions leave these quasirents unchanged.
Let ME_; = N,_,q{ii_1) be the number of experienced managers on hand at the start of
period ¢ and"&(ﬁt,M!_,) the number of managers employed in peniod 1 as & funcuon of the firm’s
estimate 8, and M,_,. Let x(BuM,1) = N@ M) M. When the managers exert influence &
in period t —— 1, the probability of being stifl emplioyed (“retained™ in period 15 given by
rf. % = ‘q;(i‘,.t){cz+(1 —E, Min{1,x}], where is the probability that a manager no fonger
useful in the current division is reassigned elsewhere in the firm. In this expression, q{i.1) is
the probabilily that the manager is not fired for malfeasance and a+ {1 —e)E_Min{!,x} is the

conditional probability that a manager who is not fired is retained somewhere in the company.
The expectéfinﬁ is computed by the managers taking §_, as given but regarding 6, as random.
Uud:e;r the assumptions on the firm‘s technology made below, there will exist srarionary
equilibria m which the periodic strategy -, 18 independent of time and x,() is independent of
poth time a;.nci the state variable M,_,. With contractual wages eonstant over time, the vajue 1o
a manager of remaining employed will then be constant at v. We can then wrile the managers’

problem of Ex:hoosing i in period t as:

v = Max (1-5)w-C(D) +8{r(nw + (L-r () -H] M
i

where & 'is; t:he time discount factor. Tn the curreni period, the manager receives the wage w and
mcurs the ly:ersoﬁal cost of influence C(f). 1f a manager is retained in the next period, he receives
value v. If he is released, either because he has been caught misbehaving or because of a layoff,
he reenter_:sf the labor market where the expecled wage, net of moving costs, is v — k.

Ngﬁ{ica that the weights in (1) on the present and future payoffs are 1 — & and
respecuve;léy. This weighling expresses present values in equivaient flow terms, making them
easy 10 cumpare 1o periodic payoffs. The corresponding values as stocks can be found by
dividing lhrough by {1-8). We use the flow representation in all our calculations beiow.

N;zit. we describe the firm’s choice of employment in each period. Let the firm’s
revenue in period t be Nax{f,N/M.,), where 715 increasing in its first argument and decreasing
in its second. The dependence of x on the ratio N/M,_, represents the idea that experienced

managesé are repositories of knowledge about the organization’s routines and business practices,
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so the smafler the number of avaiiable experienced managers M., relatve to the total number
of managers currently needed N, the lower the revenue per manager.

Influence activities by managers are costly to the firm i several ways. First, the
diversion of managenal atiention o influence activities imposes a loss of L{} per manager on
the firm, where L is a nonnegative, increasing function. In addition, firing those caught in the
diversion reduces the number of experienced managers available, Finally, the wage the fimm pays
must compensate the managers for any anticipated influence activities (see (I)).

Suppose the firm conjectures in period t that the managers will engage m influence [ in
peniod t. Then the firm's problem has two parts. It first forms an estimate 8, and then chooses

an empioyment jevel N, to soive:

W, .
Maxr (1-ON.(x(,,——)-wi+dW N, 1) @
N,— Ml"i

The vaiue function W, (N,_1,h1) is determined recursively on the assumption that the firm’s

estimate 8, 15 correct and that the managers’ influence in the current period is 4.y

w:m!(N-lJi-i) =

-(1-8WN,_L{,.) + Max E [(1‘5W,~X(T(G,.FN'—)wwhéW,(N,.f)] @
NiG.M,.) ek

We assume that the discount factor 5, the revenue function =, and the distribution of & are such

that even if © were fixed at zero, the infinite-horizon value of the firm’s problem would be
finite, Note again that these payoffs are expressed n flow terms.

To describe a stationary equilibrium, suppose the managers choose the same level of

influence, 1, in each period. Let F(i) = W,(N,.i)IN, be the firm’s per capila payeff and let

F = F{i). Dividing (3) by M-y substituting x and F, and dropping the time subscripts yields

the recursion:
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F = ~(1-8L(7) +q(i) A?;; E {x[(1~8)(x(8,x)~w)+5 F]} @
X

The firm’s optimal x is a solution 1o the maximization problem in (4),

We will study pure strategy Stationary equilibria of the model, that s, strategy

combinations for which the following five conditions are satisfied:

®

@i

(i)

@iv)

v

The firm's stage game strategy x*(-) and the managers’ stage game strategy i*® are
independent of time and history.

In each period, x*(6) is optimat for the firm, given the wage wand ils future payoff F
{that 15, x*(f) solves the maximization in ).

In each period, i* 15 collectively optimal for the managers, that is, i* salves {1} given
X = x"

The conjectures held by the firm are correct, that is, § = 8 and F satisfies (4) with
=i

The wage offer w clears the market (solves (1)):

w o= v )+ L L-r ")k {5

5. Results
Our first conclusion 15 an easy one:
Proposition 1. If, at equilibium, x*(@) = 1 for all 4, then i* = Q.
Progf. Under condition {iv) with x* = 1, r{i;x*) = q{i). It then follows from {1) that

the managers’ payoff is 2 decreasing function of ;. With condition (i), this establishes that
* o=, 3

Within this model, influence costs are a problem only for organizations that are at risk

of experiencing a decline in employment. Only then do empioyees have quasirents to protect that

make it worth their while to bear the personal costs of politicking and to risk being fired.

Notice, however, that the hypothesis of the thearem is a statement about the endogenous

deciston rule x*(-) — not a stalement about the distribution of the parameter 8. It 15 possible that

there may be multiple equilibria of the game, even when one of them involves no chance of

I
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layoffs. The firm may expect high levels of mfluence in the future, leading it to reduce its
estimate of the value of maintaining the firm’s size, thereby encouraging the very influence
activities that 1t fears. Of course, given condition {v), the managers’ payoffs are equal to the
same constant v s every equilibrium, So, the equilibrium that maximizes the firm’s welfare is
weakly Pareto preferred. There are real issues of how the firm's management <2a exercise
effective leadership in reaching the most preferred equilibrium, but we set those aside here,
Insiead, we adopt the view of equilibrium as a self-enforcing agreement and of stationary
equilibrium as a kind of renegotiation-proof solution concept. Then, it is natural to focus on the
Pareto-preferred eguilibrium as the one the firm would have chosen at the tme of initial
contracting and make it the basis for our comparative statics analysis.

1t is not hard to construct examples of « functions for which the firm’s equilibrium
choices of x are relatvely insensitive to vanations in its estimate of § when § 1s smail. In that
case, influence activilies may be lower in a firm with poor prospects than in one with better
prospects, where prospects are ordered by first-order stochastic dominance on the distribution
of . This is what we have dubbed the technology effect.

The model aiready excludes the job value effect, since the value v is taken to be
independent of the firm’s prospects. To examtine whether the techrology effect and the job value
effect together exhaust the reasons why influence costs may be lower in a rapidly declining
organization in our model, we specify a linear form for the technology: = = Af — Bx. This will
impiy that the responsiveness of the firm to changes in ils estimaie B is equal across the whole

range of 8 vaiues. Indeed, using (4), we have:

x(@ = %{9&) &
where:

- _ 1} ¢

z=l ﬁF—w] M

If the firm’s conjecture 15 about each manager's influence efforts is 1%, a manager's

probability of being retained 1s q(ia+(1 —a}R(i+£—i*)], where:
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R{+x-i") = E(Mr’n{l,%(& +i+X~i )]} &

The integrand in this expression is concave because 1t is the minimum of two linear functions
of i+2-i* Hence, its expectation is concave, as well.

Denoling a manager's payoffs by P.(i;f—i®,a), we have:
P_{i:X~i",0) = (1-8)(w-C()+s{(v-k) +q(Dfa+(1 ~e)R{E+i-i "J}k} &

The comparative statics of the managers’ choice of { plays an important role in the analysis
below, so we treat it next. To reduce ambiguity, we assume that the manager chooses the
smallest 1 consistent with maximization of (9).

Cbserve first that the managers’ optima! choice of i in (9} does not depend on the current
wage w or, given the value of £—i*, on F. From the concavity of R and the assumption that g
15 decreasing, one can deduce that £--i* inversely paramcierizes the marginal return to iin Py,
that is, a decrease in the parameter £—i* raises the incremental retumns to influence I, (For the
differentiable case, one can show this by checking thet #P/aid(f—i*) = 0.) It follows by
Topkis’s Theorem® that the optimal chaice of i is 2 nomncreasing function of £—7*. For the
comparative statics in a, consider the parameter-scaled objective function P {(i;t—i*,a}/{l—a),
which obviousiy has the same maximizer as P, when a < 1." Again, one can verify that o
inversely parameterizes the marginal retumn to / (because C is increasing and q s decreasing),
so the aptimal choice of § is 2 nonincreasing function of a.

We are now ready 10 state and prove our main propositions.

Proposinon 2. The mode] with = = A8 — Bx has al lcast one equilibnum. Among the
equilibna, there is one with the lowest wage, the lowest level of influence, the highest value of
£, and the highest value of F.

Progf. Define a map T ; R* - R* that takes any mitial specification of the four-tuple
(—F,—2,i* w} inlo another such specification as follows. Let the first two vanables be
determined by equations (4) with i = i* and (7), where the eguals signs are regarded as function
definitions. Let i* be determined as the smallest i that maximizes (9). Finally, define the map

for w by (5}, substiluting for .r':‘frem (6}, as follows:
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w = y+Cli -;+T’_j(1 ~q(i *Yer (1 -e)E{Min( | ,;5(8&)1}}}* o

By constructien, any fixed points of T are the equilibria of the model.

Nolice that we have specified the firm’s value —F and the strategy vanable —% in this
mapping with negative signs. With this sign convention, by the earlier comparative stalics
analysis of the managers’ choice and by inspection for the other components, T is a non-
decreasing function of its four arguments, Observe that regardiess of the arguments of T, w lies
in [y v+e(D+k5/(1—8)); i* is bounded by assumption; F & [-L(0,Max x(x(§,,x)—v)]; and £
\nherits its bounds from these. Therefore, the mapping T is a non-decreasing map from a given
interval into itself. Hence, by Tarski's Fixed Point Theorem, it has a fixed point and, indeed,
a fixed point that is smailest in every component. [J

There are twe comparative slatics conclusions regarding this equilibrium that we wish
1o emphasize. Note that oblaiming these involves examining how the fixed points of a mapping
from an interval in R* into itself change with a parameter. The idea 15 that the function is
monolone increasing, so that if it shifts upward, so do the fixed points. The formal argument
follows from the following lemma, borrowed from Milgrom and Roberts (1990b).

Lemma. Let T,(z) be a function from an interval [£,2.] into itself, and suppose that T is
nondecreasing in both z and the real parameler ». Let z%(v) be the largest (smallest) fixed point

of T,. Then z*(») is nondecreasing in ».

Proaf. We prove the lemma for the largest fixed point. The proof for the smallest fixed
point 15 similar.

Let » < »'. Then T.{z*(¥)) = T.(2*(»)} = z*{(¥), so T, maps [z*(»),4] mnto itseif.
Hence it has a largest fixed point z*(p"} = 2*(»), and that is also the largest fixed point of T,
on the onginal interval. Tl

“The first main comparative static exercise is lo investigale what happens when the
distribution of 6 increases stochastically. 1t is this comparaiive static that establishes our claim
tn the introduction that the job value and technology effects are the only ones that might prevent

influence costs from being more intense in fess favorable business conditions.
| Y
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Proposition 3. A first-arder stochastic increase in the distribution of @ alters the high F
equilibnum as follaws: It leads 1o higher values of F. lower wages w, less influence 1, higher
values of £, and higher equilibrium values of x(0) for every realization of . (Words like
“higher” and “lower” are undersiood to mean weak inequality).

Proof. Let v parameterize the distribution of § and let T, denote the mapping used in the
proof of proposition 2. By inspection, T, 15 nondecreasing in », so the lemma applies. [J

The second key comparative static is the one concerning «, which 15 the variable we have
used to describe the firm's ability to absorb workers who are displaced from one division m

another division.

Proposition 4. An increase in o alters the high F equilibrium as follows: It lteads to
higher vaiues of F, lower wages w, less influence 1, higher vaiues of 2, and higher equilibnum

values of x(8) for every realization of 8.

Proof. Apply the lemma with » = . O

Our modeling has assumed that corporate management has the flexibility to transfer
resources 1nto or out of the particufar division being studied. This flexibility is represented by
the ability to adiust the employment level in response to the information that the division
managers provide about its profit prospects. The benefits of this flexibility are accompanied by
the costs of influence activities when there 5 a possibility of decline,

These costs could be avoided if the firm could prevent manipulative communication
between division managers and top management about the division’s prospects. As argued
earlier, however, suppressing such communication couid be very difficult. The on-going tasks
of managing the unit as a part of the corporation require that there be communication channels
between the division and head office. Tt will be difficult to prevent the division managers from
using these o convey information about their unit’s prospects, and very difficult for the top
managers 10 commit not to use any information that does get through to them.

A mote effective method for the firm to avoid these influence activities is to divest the
diviston to create a free-standing business, as through a spin-off, a sale to the public through a

stock offering, or an MBO. Of course, if the managers were to respond to the seil-off by
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expending comparable levels of resources in irying to persuade the capital market that the new
firm®s prospecis were better than they are, then there would be no efficiency gain. Moreover,
if this behavior was forecast, the firm could gain nothing for its owners through the divestiture.
However, it seems likely that the capital market may be less subject to influence at the margin
than was corporale management. Indeed, as recent work on financtal coniracting has
indicated, " often the independent firm might expect to be completely unable to tap the outside
capital markets, and even when it can, the moral hazard problems faced by providers of outside
finance make it likely that they will be quite unresponsive lo unverifiable information that
management might provide about future prospects. In terms of our model, this means that the
x function after separation would be much less sensitive to §, and perhaps compietely
unresponsive. This effect ought to limit influence activities and costs after divestiture. A similar
analysis would apply if the unit were sold fo an organization that is set-up to prevent new capital
nfusions into its units,

More formally, we anafyze the performance of the divested unil by changing the model
in oniy one simpie respect: We assume that the x, chosen in any period can no longer depend
on reporis about 6, but orly on the time-invanant, commonly known distribution of 6.
incentives for influence are thus entirely eliminated, but at the cost of making the division’s size
unresponsive to transient shocks. Henceforth, we refer o this mode of managing as the N mode
(for “no influence™) and the previous, interactive mode as the ] mode (for “influence™)."

To show that divestiture can become value enhancing when the distribution of # worsens,
we examine the effect of such a change in the distribution on the owners” payoffs per manager,
£ and F, in the N and J modes, respeciively. Nole that the value change experienced by the
owners is the only refevan! effect for efficiency analysis because, at equilibrium, the managers
always recerve the market-determned value v. We focus on changes in the distribution which
feave its shape unchanged, that is, we wrile 8 = § + ¢, where ¢ < ¢ < Zand Ee = 0, and we
fet the constant § vary. In the & mode, let w* be the wage and x¥ the (time-invariant) fraction
by which employment contracts or expands each period. Assume g(0) = 1 and normalize so that
CO) = L({0) = 0 and A = |. For simplicity, we evaluate only the case where o« = 0.

Then, when « = § — Bx, F* and w" solve
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F¥ = Max x"[(1-8)(8-Bx ¥-w ™) +5F¥] an
XN
and
eye d _lege _
wh=ye L Max(0,1-(6+ = F"-whk. (i

Arguments analogous 1o those used to prove Propositions 2 and 3 then establish:

~ Proposition 5: In the N mode with » = ¢ — Bx, there is at least one equilibrium.
Among the equilibria is one with the highest value of F*, the fowest »”, and the highest x¥. An
increase in B changes the equilibrium with the maximum F” by increasing F¥, decreasing w",
and increasing x".

Henceforth, the term “equitibrium™ applied to either mode will refer to the equilibrium
with the highest value of F or F¥.

Inspection of (11) and {12} reveals that an increase in § increases F¥ directly and, if it
causes w" to fall, indirectly as well. The direct effect 15 farger the larger 1s X The indirect
effect is absent if x¥ = 1, because then w” = v. Straightforward calculations (using the formula
for the optimal value of x and the fact that if x¥ = 1 then F¥ = § - v -B} show that X = 1 if
§=v+BQ2-8.

Now consider the effect of an increase in § on F, the owners® payoff per manager in the
I mode, where the unit 35 not separated from the rest of the firm. From (4), the direct effect
depends on g(i*}Ex*(8) in exactly the same way that the direct effect in the N mode depends on
*". There are aiso several indirect effects. From (10) an increase in 8 reduces w' which i tum
increases F'. Also, when 8 increases, the value of i that maximizes (9) falls which reduces L{7),
C(?) and w and increases q(f); all of these changes rase F. It therefore follows that if
q(i*Ex*(® > x" and x¥ > 1, then both the direct and indirect effects of an increase in 8 are
farger in the [ mode than in the N mode. Hence, under these conditions, a fall in # decreases
the difference F¥ — F: The relative attractiveness of the N mode (compared 1o the I mode)
increases as the wnit’s prospects worsen.

As aiready noled, x¥ will exceed | if & exceeds v + B(2 — 8). The condition that
q(i"Ex=(0) exceed x* is also met if § is sufficiently large. To sec this, define 6° to satisfy

ErS
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= + ¢ = 1, so that 7 s the smallest value of & such that, in the / mode, the division’s
managers have no reason to fear for their jobs. For values of 8 > oW =vswiandiv =0,
sa F' > F¥, reflecung the vaiue of being able io adapt x to information about prospects in the
1 mode. Because x* = (B - w¥ + 6FI(1-5))/28 and qUmEX*(0) = (8 - v + SFI(1-8))//2B, 5" <
qimIEx*(#) follows,

If § has a continuous distribution and the g, C and L functions are all continuous and
have zero derivatives al zero, then the equilibrium value of F' falls and that of w rises as § falls
below §°, because the managers now fear for their jobs and so exert influence, If, i1n addition,
g > v + B(2-8), then there will be an mterval of values for B betow & in which both x¥ > 1
and x¥ < q(i*)Ex*(f) continue to held. Thus, as influence costs begin to mount with a decline
in the unit’s prospects, the attractiveness of the N mode relative o the I mode increases.

Increases in the direct costs of influence to the firm's owners, L{f}, and increases in the
turnover costs k when v + B(2-8} < @ < & both increase the likelihood that a fall in § wilt
make separation preferable. From (4), an increase 1n L{i) for { > 0 reduces the equilibnum
value of & but leaves F¥ unchanged. When § < #, an increase 1 k raises i* and w' and so
reduces F',” but so long a5 § > v + B(2-8), then x¥ = 1, so w* = v, and the value of F* is
independent of k.

So far we have yet to demonstrate conclusively that #¥ can actually exceed F', although
we have shown that falls in § and increases in & and in L(i) increase the relative allractiveness
of divestiture. To establish this, we make use of a second virtue of the N mode beyond iis
eliminating influence.

From equation {10}, it is evident that a mean preserving reduction in the vanability of
x reduces the wage the firm must pay and so raises the division’s value. In effect, it 15 a5 if the
managers are risk-averse with respect o vanations m 8, because they enjoy no marginal benefit
when an already high 4 increases further but experience a loss when a low value of § falls. This
effect can be so strong that F¥ may even exceed the value of the unit under the hypothetical
regime in which the 1op management observes ¢ directly and so can adjust x withowt any
influence costs being incurred. In such a situation, it is @ fortiori the case that FY exceeds P,

An example of this case is the following. Let e take on each of the two values D and -D



24

with probability 1/2, where D < B. Let § = v + B(2-8), so thatx” = 1. Then one can calculate
that there is a value k() > O for the moving costs such that if & > k(D}, then F exceeds the
value in the hypothetical case. {The value k(D) is decreasing in D and goes to zero as D — (.)
Then, as § falls from @° towards v + B(2-8), the difference F' -F¥ goes from positive to

negative: Divestilure becomes preferable,

‘ 6. Conclusion

Divestitures are an imbonanl economic phenomenon, We have explored one reason for
them: to avoid the influence costs that arise when managers” jobs are threatened by the prospect
of possible fayoffs. This explanation helps account for the fact that divestitures are more
common among divisions with poor growth prospects. It also helps account for the pattern that
when divested units are bought by other firms, the acquirers tend 1o be in related businesses,
The arguments also suggest an advanlage of corporate focus.

The influence cost approach generates a number of additional implications that are not
incorporated into our model. One is that, once the meviability of a reduction in empioyment
becomes known, 11 15 best to act quickly and decisively, thereby Himiting the time gver which
influence can be atiempted and the corresponding costs incurred.”® Another is that, if top
management’s forecasts are used by employees both for decision making in the organization and
for personal decisions about nfluence attempts, it may pay top management to deter fluence
by making excessively rosy predictions in bad times 1o signal that things aren't reaily so bad.™
The whale set of predictions fit the stylized facts well and highlights the advantages of influence
cost theory for explaining economic behavior in decliming umits of organizatians.

There are, of course, many features of divestitures and orgamzational politicking that we
have nol treated here. Two of these are part:cularly worth mentioning. First, we have modelled
the mfluence cosis that arise when the unit is within the farger orgamization and would be
avoided if the unit were divested and run as a sepasate organization. We have interpreted these
as a reason for preferring the latter mode, but we have not treated the influence costs that would
anse when the mode choice is being made. In general, if different orgamzational forms

ultimately give rise to different distributions of costs and benefits for their participants, then we
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should expect that the choice of organizational form will itself be the subject of influence
activities. Thus, for example, there might be severe politicking when the divestiture decision is
being made, for example to altempt to ensure that the unit is sold to another firm that can use
the unit’s managers, rather than, for exampte, spun off as a stand-alone operation, where their
jabs are threatened.™ These activities could be interestingly modelled, and, more generally, it
would be worthwhile to study the nature and effects of influence activities aimed at affecting the
choice of organizational structure.

Second, as we noted earlier, firms do in fact sometimes divest fast-growing, profitable
units. Although our present treatment does not address this phenomenon, it appears that
influence costs might have an important role here as well, Units with especially good prospects
generate lots of rents, for example in the form of superior promotion opportunities. These would
be the object of influence activities arising in other units of the firm whose members would like
to have these opportunities for themselves. The arguments of Milgrom and Roberts (1990a,
1992) about how influence costs can account for the frequent failure of acquisitions of small,
innovative, fast-growing firms by larger, more iraditional ones might thus be turned around to
suggest that influence costs may be avoided by spinming off winners. Expioring this possibility
mn a formal model would be worthwhile,
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End Notes
1. Mergersrat Review 1990 (1991).

2. U.S, firms accounted for only about one-third of global acquisitions in 1990 according to The

Merger Yearbook Internarionai (1991).

3. See, for example, Mergerstar Review (1991), page 59: “Companies have been divesting slow
growing, cash-draining and/or other non-core businesses.” We have not, however, found any
very direct, systematic evidence on this point. One bit of indirect evidence refates to divestitures
of previous acquisitions. Kapian and Weisbach (1990} examined 271 large acquisitions made
between 1971 and 1982, They found that, of those unils that were subsequently divested, as
large a percentage involved an accounting loss on sale as involved a gain. It scems implausible
that half of all business units in large firms are unprofitable, and so (unless acquired units are
quite unrepresentative of business units generally) unprofitable units would indeed seem to be

over-represented among divestitures.

4. For example, Bhagat, Vishny and Shleifer (1990) found that the asset sales following hostile
takeovers in 1984-86 fit this pattern, and Kaplan and Weisbach (1990) found that only 20 percent
of previous acquisitions that were later divested were sold to firms in businesses that were not
highly related. This pattern is also consistent with the well-documented trend to refocusing and

de-conglomeration (Lichtenberg (1991), Markides (19%0)).

5. We could assume that they are also trying 1o protect the jobs of their employees and the
results would be essentially unchanged. However, the data reported by McKee and Wintrobe

{1989} renders such an assumption questionable. They found that decline in bureaucracies may
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even increase the absolute number of managers at the same ume that the fotal number of
employees is falling.

6. For example, there were more divestitures in each year from 1970 through 1974 than in any
year during the 1980s (Mergerstar Review 1990 (1591)).

7. Quasirents are the portion of the retumns to an investment that exceed what could by cbtained
by shifling the asset ex post 1o its next best use.

8. This assertion implies that compensating differentials are not universal within organizations:
There are, for example, “good jobs™ and “bad jobs™ within a single firm, and pay does not
adjust to offset these differences. For discussions of this point, see Milgrom (1988} and Milgrom

and Roberts (1990a).

9. Such as the increased garbling of information that might cccur as the height of the managenal
hierarchy grows with the firm’s size (Williamson (1967)).

10. Abegglen and Stalk (1985), page 25. See also Sheard (1991).

11. This is in contrast 10 rent-seeking in the public sphere. For example, Baldwin (1989} notes
the frequency with which declining industries receive trade protection.

12. See, for example, Carmichael (1983} on this point.

13. There could aiso be a conflict among the managers in thie Unit who may be 1n competition
10 save their jobs. This, too, would be present only in a declining organization.

14. This assumption can be made into a conclusion by reformulating to allow the number of
managers caught misbehaving and the associated Josses to be stochastic with their support

independent of i. Then, at a pure strafegy equilibruun, the firm would ignore this information
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in drawing its conclusions about i. The reason is that it would start its analysis with prior beliefs
about { represented by a point mass at the equilibrium value and would then make an observation
consistent with that value. In this variation of the model, g(i} and L{/} would be understood lo
be the expecred fraction of managers fired and the expected firm losses from influence,
respectively.

15. See Milgrom and Roberts {1990b}.

16. The method of parameter-dependent transformations for comparative statics analysis was

introduced by Milgrom and Shanron (1991).

17. For example, Stiglitz and Weiss (1981), Galc and Hellwig (1585) and Myers (1977) explain
why firms might be unable to borrow. Greenwald, $tiglitz and Weiss (1984) make a similar

argument about why firms might be unable to issue new equity.

18. The N mode is perhaps a better representation of a firm that has been spun off, sold through
a public offering, or sold to a firm that is not subject to influence than of one that has gone
through an MBO, because we continue 10 assume that the owners, who set the employment level

through capital allocations, are distinct from the managers.

19. To see this, transform {9) by dividing through by & (which leaves the maximizing value of
{ unaffecied), then note that the oniy interaction between 1 and k is through the term C(i)/k. In
the modified problem, an increase in & lowers the marginal cost of § and 50 leads to an increase
in L

20. This conclusion emerges from a model in which there is a one-time change in the optimal

size of the firm and employess compete among themselves to keep their jobs.
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21. A simple signaling equilibrium model generates this conclusion.
92, In some circumstances, the firm might be able to limit influence activities by committing
itself to provide cutplacement services for employees or to sell only to firms who are expected

to maintain employment near its current levels.
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Captions

Figure 1: Time line for the repeated game.





