MGMT 480 – Ch #2

Learning Objectives:

1) To learn the three components of a mission statement and to identify those components when examining actual mission statements.

2) To learn the problems that agency theory identifies when examining corporate governance relationships.

What is a Company Mission?
1) An enduring statement of a firm’s intent.  The wording of the mission can be broken down into three components.  First, it identifies WHO the organization serves, the stakeholders.  Next, WHAT product or service needs it must satisfy for those stakeholders.  Lastly, HOW the organization serves those stakeholders better than competing organizations.  Missions can be brief.  Many are only one sentence in length.  The book doesn’t use the terms who, what, or how.  Look to the section below to learn the book’s version of who, what, and how.
2) Who.  This identifies the stakeholder that the organization is most dependent on for continued resources.  If the organization is unsuccessful in serving its most important stakeholder group, it will probably fail.  For 90% of organizations, the most important stakeholder group will be customers.  For the rest, it’s usually investors or employees.  Organizations have multiple stakeholders, must prioritize their efforts to serve one groups above all others in order to succeed.
3) What.  This identifies the product or service needs the organization satisfies for its stakeholders.  This is defined as anything directed towards stakeholder than will fulfill their product or service needs.
4) How.  This will state how the organization will meet the stakeholders needs better than competitors.  This is where the organization’s competitive advantages lie.  When you see the words “through” or “by” in a mission statement then, a broad description of competitive advantages should follow.  This might include words such as: innovation, excellence, technology, etc.
Three Components of the Mission:
1) Identification of the basic product or service.  This is WHAT needs the organization provides its stakeholders with.
2) Identification of the primary market.  This WHO the organization is positioned to serve, its primary stakeholder group.  In the book, its broadly defined as a target market or a market segment.
3) Identification of the principal technology for production or delivery.  This is HOW the organization delivers better products or services than its competitors, its competitive advantages. 
Overseeing the Strategy Makers - The Board of Directors:

1) 8-12 qualified individuals.  Publicly held companies have board of directors who are frequently diverse in terms of gender and race.  Next, many directors will have significant business experience and will provide counsel to the CEO.  Last, nearly all CEOs serve on their boards.  Half of them also chair the board, which gives them significant influence and control.  Directors are elected by stockholders to represent their interests.
2) Establish and update the mission.  The board does this, in consultation with the CEO and other executive managers.  The process is lengthy, requiring up to two years to complete because t involves collecting and analyzing stakeholder information.
3) Elect and determine compensation of the firm’s top officers.  This is because the executives of the organization report to the board.
4) Determine dividends.  Legally, only the board has the right to set dividends.
5) Set important policies on a broad basis.  Included here are policies such as ethics, matters of employee rights, and matters that affect the reputation of the company.
6) Set company objectives and allow management to implement long-term strategies.  Only after the board first approves of the company’s direction.
7) Managing legal and ethical matters for the company as a whole.
Agency Theory:

1) Agency problems – moral hazards and shirking.  When a company’s stock ownership is diffused and no one has significant stakes, stockholder influence weakens.  There’s a problem in coordinating numerous shareholders because the costs of doing so can outweigh the benefits of exercising control over the company.  In cases such as this, management may usurp control from shareholders and load the board with directors who will empower management at shareholder expense.
2) Company growth, rather than profitability.  The #1 determinant of CEO compensation is company size.  The fastest way to make a company grow is by acquiring others.  However, if this is done by paying a premium for the shares of the acquired company, it dilutes shareholder value and leads to dropping stock prices.
3) Diversification of risk.  Managers may want to smooth earnings from year to year by acquiring companies whose pattern of profits offset ups and downs of the parent company.  While it may create an image of consistent CEO performance, it may come at a significant cost.  Again, acquisitions to accomplish this dilute shareholder value.
4) Avoidance of risk.  CEOs are commonly advanced in their careers and age, usually staying only about five years before leaving.  There’s a danger that a CEO may not want to expend resources that have an uncertain long-term payoff, especially when the benefits would accrue to the company after the CEO has left.  If they forego such expenditures, short term profits rise, as would bonuses based on those profits.
5) Executives optimize their personal payoffs.  Given significant influence and power, a CEO may have the ability to virtually determine his/her own compensation.
6) Executives act to protect their status (entrenchment).  By loading the board with individuals who are loyal to the CEO more than to shareholders, the CEO may have a much reduced risk for being fired for underperforming or misdeed.
Solutions to the Agency Problem:

1) Incentives to align executive interests with shareholders.  This is often accomplished with stock options.  So, CEOs will have a motivation to act in a way that benefits shareholders.
2) Monitoring by directors.  It’s imperative that directors acquire their own information about the company’s performance from sources other than the CEO so that they can be more independent in attitude and approach.  Monitoring also provides directors with opportunities to ensure that the CEO complies with board directives and behaves in a way that maximizes shareholder value.
