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The article presented is a theory of the ownership structure of the firm.  The article’s content is developed from the theory of agency, the theory of property rights and the theory of finance.  Considerable focus throughout the article is on the behaviour of managers with respect to their control over equity and debt and the relationship between managers and the issuers of these funds. Jensen and Meckling present a Pareto optimality where the main parties involved in the value of the firm (ie, managers, and equity and debt lenders) reach their highest utility, where at a point of equilibrium it is not possible to increase one party’s utility without sacrifice of welfare to another party.  The constraint of this objective is maximisation of the value of the firm.

The body of the article begins with a proposition on the effects of outside equity on agency costs.  These are the costs that arise in the form of monitoring of managers’ activities on behalf of the acquirer and bonding activities to reduce monitoring costs on behalf of the vendor/owner.  The comparison is made between the motives of the manager when he holds complete equity in a firm to that when he sells part of the firm to outsiders.  The article presents the position that the original owner bears the wealth effects which arise when outside acquirers anticipate a manager’s divergence from “value of the firm” maximisation through excessive expenditure on “non-pecuniary benefits”.  This section of the article also proposes that agency costs are as likely to arise in monopolistic firms as they are in competitive firms. This is due to owners of both type of firm having the same incentives to maximise wealth.  The conclusion to this proposition is that agency costs are essential, yet to reach Pareto optimality, the value of the firm is lower than that when equity is entirely internal.

Debt in a firm’s capital structure is then addressed.  Three main propositions are given as to why debt doesn’t dominate the capital structure of a firm.  These are:

1 creditors’ limit on borrowings due to the owner’s possible misuse of funds which would result in costs to the creditors,

2 a residual loss to the owner which arises in the contract of debt.  (The residual loss is the difference in  the value of the firm without debt to the value of the firm with debt.  As with agency costs associated with equity, the residual loss is incurred by monitoring and bonding costs), and

3 the costs of bankruptcy and reorganisation.  Although Jensen and Meckling state that these costs in themselves have a low impact on the determination of the capital structure, the firm’s operating revenues will be adversely affected where there is a high probability of bankruptcy (eg. higher salaries to executives as an incentive to offset the disincentive of prospective unemployment).

Although the sentiment from the article is that debt isn’t completely relied upon for a firm’s capital structure, Jensen and Meckling give reasons why debt financing is still relied upon as a source of capital.  Firstly they refer to Modigliani and Miller’s (1963) proposition that tax subsidies increase the value of the firm.  They then go on to state that debt is a method of transferring risk.  A manager may engage in risky projects using a company’s capital resources, but a debt lender doesn’t share in the increased returns which may be generated by the projects, yet the lender does share in losses incurred.  Dividend payments which are not passed on to the lenders may also be paid out from debt generated capital.  Managers may also raise additional loans which make the initial debt riskier.  Therefore, if the firm doesn’t receive tax subsidies, debt is still a viable source of capital.  An alternative to debt capital is equity raised through preferred stock.  This has similar characteristics to debt with respect to liability, although it appears as equity on a balance sheet and providers of preference equity may also be entitled to dividends.

The article also mentions that public companies are likely to have a lower debt to equity ratio than highly regulated industries including the banking sector or public utilities due to the high constraint against management taking on risky projects.  The constraint is in the form of monitoring undertaken by government agencies.

Jensen and Meckling state that management would voluntarily engage the services of independent auditors to verify the authenticity of accounting reports and make these accounts available to creditors and stockholders.  By volunteering this information, the manager has control over the (bonding) costs which arise from such undertakings.  Such services willingly provided by management (although this is slightly contentious as independent audits are not a contractual arrangement rather than a legal necessity for public and large proprietary companies under corporations law in Australia) are an attempt to reduce monitoring costs by outside equity holders.

The article also presents the theory that security analysis as a monitoring cost is socially productive, even if the result isn’t an increase in portfolio returns for the investor.  This assumption is substantiated by the demand for security analysis in financial sectors.  Jensen and Meckling also state that the analysis reduces agency costs by increasing the flow of publicly available information to potential investors, which is in itself socially productive.

Subsequent to the release of the above article, further journal articles have been published which question some of the propositions presented by Jensen and Meckling.  Ronen (‘The Dual Role of Accounting: A Financial Economic Perspective” in Handbook of Financial Economics, ed. J. Bicksler, North-Holland, Amsterdam, 1979, pp.415-54) questions outside equity holders’ ability to obtain unbiased information on management’s behaviour.  He indicates that such information can only come from two sources, ‘..from the manager himself, or (2) from observations of the manager’s behaviour over time and his past responses to reductions in his ownership share’.  Ronen states that the first source of information is unlikely, and the second source would result in agency costs incurred by new shareholders.

Another article, published by Fama (‘Agency Problems and the Theory of the Firm’, Journal of Political Economy, April, pp. 288-307) states that managers are unlikely to be major shareholders of the firms they work for.  The article also states that managers’ rewards are mainly performance based due to competition in the workforce and monitoring by other managers within the firm.  These elements would reduce the ability of managers to divert the firm’s wealth to themselves.  Fama argues that agency costs would be comparatively small to those presented by Jensen and Meckling.

Another issue has been raised by researchers into agency costs and monitoring of managers’ behaviour.  In an article by K. Bhaskar & P. McNamee, (‘Multiple Objectives in Accounting and Finance’, Journal of Business Finance and Accounting, Winter 1983, pp. 595-621) research provided evidence that the main objectives of managers were shareholders’ interests or the company as a whole.  Although the study found that other managers also set other objectives as goals, such as growth, liquidity and risk, these were small compared to maximising the market value of the company’s shares.  These objectives were independent of managers’ personal motives.

Although Jensen and Meckling have presented sound theories on the optimal capital structure of the firm, there is a lack of substantiation and definition as to the specific nature and size of monitoring costs on behalf of outside equity holders.  Further studies have also indicated that in general, motives of management isn’t to misappropriate the firm’s wealth.  More empirical evidence could be gathered to quantify these aspects to more accurately substantiate Jensen and Meckling’s assumptions.
