Control rights

e Control right: the right to make decisions
that affect the firm’s activities after the
firm has started.

o Day-to-day management, choice of
personnel, etc.
o Refinancing; dividend policy
o Investments; mergers
e Ownership; authority; constitution/charter.

e Contingent control rights: contingent on
some future event.

e Partial control rights: covering some
decisions and not others.

e Induced control rights: controlling
decision A may give some bargaining
power with respect to decision B.
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e Key question: what is the optimal
allocation of control rights?
o Between entrepreneur and investors.
o Between various investors.

Pledgeable income and the allocation of
control rights

e Fixed-investment model
o Risk neutral entrepreneur has asset A
and a project needing | > A. Project
yields R if success, O if failure. Success
probability pn If entrepreneur works, p.

= pu — 4p and a private benefit B if not.
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e Modelling day-to-day management

o An interim action (that cannot be
contracted upon at the financing stage)
raises the success probability by 7> 0,
to pn + zor pL+ 7, but costs ¥> 0 for
the entrepreneur.

o A scope for renegotiation on the
Interim action, since it is not included
In the initial contract.

e Entrepreneur and investors can agree in
advance who Is to decide on the interim
action.

o Two conflicts of interest — over success
probability and over interim action;
choosing the latter need not be
delegated to the entrepreneur.

e Allocating control over the interim action
affects the chances of getting funding.
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e Suppose the interim action is not optimal:
R <y
o The action costs the entrepreneur more
than it gains the project.

e [nvestor control: Investors get part of the
gain and none of the cost and will therefore
carry out the action.

o No renegotiation, since the
entrepreneur has no cash to compensate

Investors for the loss of the action not
being carried out.

oPledgeable income: (pu + 7)(R — A%)

o Borrower utility equals NPV.
Up=(pn+ 7 )R-1-y
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e Entrepreneur control: The entrepreneur
will not carry out the action.

o 7R < yand R, <R imply that Ry < y.

oPledgeable income: pr(R — 2)

o Borrower utility
Usp=puR—-1>pu+ DR—-1 -y

e Investor control reduces borrower utility
but increases pledgeable income.

e Investor control Is necessary for funding if
p(R— ) <1-A<(pu+ )R- 2)

e |f the Interim action is optimal, R > y,
then investor control is surely better.
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e Going public
o A family owned firm may have to
surrender control to outsiders in order
to finance further growth.

e Multiple control rights

o Suppose there are many intermediate
actions, k € {1,..., K}. The
entrepreneur surrenders control over
those with the highest ratios wR/ .

o Strong firms (with high A) abandon
fewer rights.

o Partial control rights.
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e Contingent control rights

o Tranfer of control rights made
contingent on verifiable information.

o Resemblance with multiple rights:
control rights in multiple states of
nature.

o In addition: control rights contingent
on a measure of performance can boost
Incentives and therefore the
entrepreneur’s borrowing capacity.

o Fixed-investment model with a
suboptimal interim action: R < .
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o Before the interim action is decided
upon, a measure of performance is
obtained.

= A signal that is high or low.
= The probability that the signal is |
when effort is I:
aij, where 1, ) € {H, L}
* Note: oin+ oL =1,1€ {H, L}.

o The signal is a sufficient statistic of
effort: the entrepreneur should be
rewarded based on the signal only. The
entrepreneur receives Ry, If signal is
high, O if it is low.
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o Non-contingent investor control
* Entrepreneur’s incentive
compatibility constraint:
(ovH— oH)Re =B
* Pledgeable income:
(PpH+ )R—onn B

Opy — O

o Contingent control: the entrepreneur
has control if signal is high, investors if
signal is low.

= When signal is high, entrepreneur
both receives Ry and avoids costs y.
Incentive compatibility constraint:
(ot —on)(Ro+ ) =B
= Pledgeable income:

(pH + oL 7)R—onn(— 8 —9)

Opy — O
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o Contingent control facilitates funding.

= The statement Is true whenever

(pH + ot )R — onn(— 8 — %)

Oy —On

> (pn + )R — onn—2

Oy —Oh

< onHy> (1 — ony) R

< >R
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Noncontractible investments

e Suppose the interim action requires
managerial initiative.

e Fixed-investment model.

o After project start, entrepreneur may spend
¢ > 0 In order to find an alternative way to
run the project — the managerial initiative.

e |f she spends c, she finds two versions of
the modification
o Borrower friendly: Success probability

Increases by = and creates a private
benefit, — » > 0, for the entrepreneur.
o Lender friendly: Success probability
Increases by n and creates a private
benefit, — » > 0, for the entrepreneur.
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e Further assumptions:

o Both versions are good for the
entrepreneur, since costs are now

benefits: — > — 1> 0.

o Investors prefer lender-friendly
version: o1 > 1, > 0.

o Entrepreneur prefers borrower-friendly
version, for relevant values of Ry:

mRo — > Rb — 1 > 0.

o Managerial initiative is desirable, and
Investor control is first-best optimal:

aR—n>wR—-p>cC.

o If the entrepreneur spends c, the
entrepreneur and the investor may
renegotiate over the version, with the
entrepreneur making take-it-or-leave-it
offers to the investors.
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e [ncentive compatibility requires R, > B/Ap.
¢ |Investor control

o No scope for renegotiation, since
entrepreneur cannot compensate
Investors.

o Investors choose lender-friendly
version In case there Is an interim
action to take.

o The entrepreneur shows managerial
Initiative if and only if
aRb—yn=>C <
(aR—n) —c= a(R —Rv)

= The increase in NPV from the

managerial initiative is greater than
what the investors get out of it.
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e Entrepreneur control

o Investors are willing to accept a higher
return Ry’ > Ry to the entrepreneur as
compensation for the entrepreneur
choosing the lender-friendly version of
the interim action, as long as

(pv+ 2)(R-Rp’) 2>
(PH + )(R — Ro)
= Ry =52"5R+ Pt Ry

Py +7, Py t7

o So, with managerial initiative, the
entrepreneur obtains utility
(PH+ 2)Ry’ —p—C =
(n— )R+ (P + m)Rp—pn—C

o Without managerial initiative, the
entrepreneur obtains

PHRb
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o The entrepreneur shows managerial
Initiative as long as
(a—m)R+ (pn+ m)Ro—n—C
> PHRb
< (aR =) —c= m(R—Rv)

= Again, the increase in NPV from
the managerial initiative must be
greater than what the investors get
out of It.

e The difference between investor control
and entrepreneur control Is not the
outcome, because of the renegotiation.
Rather, it is the split of the gain that differs

— with entrepreneur control, investors get
less:

m(R —Rp) < a(R —Ry)
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e With entrepreneur control, the entrepreneur
appropriates more of the gain from her
non-contractible investment — the
managerial initiative.

e As a result, entrepreneur control may
Increase pledgeable income and therefore
be good for funding.

o Higher stake for entrepreneur —
Improved incentives — Higher value

e A large literature on buyer-supplier
relationships

o Incomplete contracts and relationship-
specific investments.

o The hold-up problem: disincentives to
Invest in investments that do not pay
off with other partners, if such
Investments worsen the bargaining
position in a subsequent renegotiation.

o Costs and benefits of integration.

oRonald Coase, “The Nature of the
Firm™, 1937.
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Real control to manaqgers

e Suppose investors have formal control.

e But investors do not know which interim
action to take: There exist many possible
actions, characterized by various

combinations {z, 7}.

e Suppose the manager has information
about the various actions that can be taken.
Should the investors go along with the
manager’s proposal — that is, should they
give her real control?
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e The investors can only know that an action
proposed by the manager has R, — > 0.
They will say yes if and only If E(7| 7Ry —
y>0)>0.

e The higher is Ry, the more congruent are
the objectives of manager and investors.

e Managers with higher R, — that Is, with
more high-powered incentives — have more
real control.

e Entrepreneurs in strong firms — with a high
A — have more real control than those in
weak firms.
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e An active monitor with similar interests to
other investors collects information about
the possible actions.

o A proposal which is also backed by the
monitor conveys even more
Information.

o Active monitoring — by blockholding

shareholders or relationship lenders —
Is particularly useful for weak firms.

e Supplementary section to chapter 10 is not
required reading.
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