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The Rise of a New Corporate Ideal

In recent years, the American ideal of the modern firm as a conglomerate operating a portfolio of investments in different industries has given way to a new ideal of the firm as an industry leader devoted to raising share price quarter in and quarter out.  Under the conglomerate ideal of the firm, long-term growth was the metric for evaluating the firm.  Mergers and acquisitions were the firm’s most vital activities.  Purveyors of this model argued in the 1970s that managers should pursue diversification, creating internal capital markets that could shift profits to growth industries with the ultimate goal of creating mammoth firms.  They argued that the top management team should be run by a Chief Executive Officer (CEO) focused on long-term acquisition strategy and a Chief Operating Officer (COO) who would make the widgets.  Under the emergent shareholder-value ideal of the firm, the movement of stock price was the metric for judging the firm.  Meeting analysts profit projections was the firm’s most vital activity, for this is what determined stock price.  Promoters of this new model suggested that the firm should be oriented not to long-term growth but to increasing value for shareholders.  Firms should expand in the core industry, where management expertise lay, and sell off unrelated businesses.  Operations should be run an industry-expert CEO, assisted by a Chief Financial Officer (CFO) managing both earnings and shareholder expectations.  We track these models by examining three of their correlates; earnings management, corporate acquisition strategy, and the configuration of top management positions.  
What produced this change?  Was it the same set of forces that produced the shifts from the production to the marketing strategy, and then from the marketing to the conglomeration strategy, between 1900 and 1970?  Neil Fligstein’s The Transformation of Corporate Control (1990) traced those changes to power struggles among management groups seeking to gain control of large corporations.  Experts in production, marketing, and financial management successively took control of the large corporation by convincing the world that their management specialty held the key to corporate efficacy.  Environmental changes brought opportunities for new management groups seeking to gain control.  Thus the shift from marketing to finance management was kicked off in 1950 when Congress passed the Celler-Kefauver Act, making it difficult for companies to acquire others in related industries.  Finance managers responded with a new business model, soon backed by portfolio theory in economics, in which the large firm should not act like a marketing machine growing in a single sector but like an investor with a diversified portfolio.  Fligstein’s story was radical in that it challenged the prevailing wisdom of America’s preeminent business historian, Alfred DuPont Chandler, who in The Visible Hand (1977) recounts the history of the evolution of corporate strategy as a just-so story of efficiency.  For Chandler, each change came about when a new corporate strategy outcompeted the status quo.  Fligstein traces each new management model to a particular network of experts spanning corporations that employed its organizational power to push its preferred strategy – to convince firm owners and shareholders that the new model would outcompete the old.  New corporate strategies were spread by self-interested hucksters as much as by market competition.  
The rise of the shareholder value conception of the firm offers important lessons for new institutional theories of organizations.  First, this change in management strategy was initiated from outside of the firm.  This does not challenge Fligstein’s model of change in organizational strategy so much as enrich it.  New management specialists successfully promoted a new model of the firm that was in their own interest, arguing that it was in the interest of all.  This much is entirely compatible with Fligstein’s (1990) view.  The new insight is that these management groups can be located outside of the firms they change.  This is a story of “The External Control of Organizations” (Pfeffer and Salancik 1978) if ever there was one.  External groups sketched new corporate strategies and then used their market power to impose them on management (Davis, Diekmann, and Tinsley 1994).  Sociological institutionalists (Strang and Meyer 1994) argue that to succeed in promoting a new corporate practice, expert groups first articulate their own interest in the practice and then tie it to the interests of the corporation at large.  In the case at hand, three groups tried to shape corporate behavior to their tastes.  First, hostile takeover firms broke conglomerates up, demonstrating that the component parts could sometimes be sold for more than the price of the firm.  After reaping huge profits for themselves, they came to argue that the hostile takeover benefited investors, who reaped higher share prices, and ultimately benefited the economy as a whole by creating an efficient market for “corporate control”.  They redefined the illicit as licit, making the hostile takeover part of the great shareholder value movement.  Second, as the share of stock controlled by institutional investors skyrocketed in the 1980s, professional money managers encouraged corporate boards to offer stock options that would enrich CEOs who did as they asked.  Meanwhile through their market power they reduced the value of diversified conglomerates that muddied up their own carefully diversified portfolios.  Their prophesy that conglomerates were undervalued became self-fulfilling.  Soon they were describing their efforts to popularize stock options, and their efforts to get firms to focus on one industry, as part of their work on the behalf of shareholders.  Third, securities analysts who specialized by industry neglected or low-balled diversified firms, as they found it impossible to determine the proper value of rambling conglomerates (Zuckerman 2000).  Later they defined their own preferences for focused firms as part and parcel of the shareholder-value movement, improving market efficiency by creating lean and mean corporations.
Thus the second lesson this case offers for institutional theory builds on Karl Weick’s notion of retrospective sensemaking (Weick 1993; 1995).  Weick finds that people make sense of their own actions retrospectively, rather than prospectively.  They explain to themselves why they did something after they did it, describing their behavior as part of a plan (Weick 1979, p. 194).  Sensemaking is like cartography in Weick’s view, in that there is no one best map of the world but many useful maps.  In sensemaking, people assemble causal maps of the world from bits and pieces of practice and theory.  “What the world is made of is itself a question which must be answered in terms of the available conceptual resources of science at a particular time” (Fay 1990, p. 36).  Given the practices and theories extant in the 1980s, people did in fact assemble different causal maps of corporate efficiency, but the emergent map that assembled components under the umbrella of shareholder value was the one that caught on.  We import the notion of sensemaking to institutional analysis of organizational change, exploring its utility for analyzing social construction at the interorganizational level.  
We find that key players in financial markets contributed to emerging shareholder value theory so that it justified the activities they had been engaging in.  Elements of the new theory could be found here and there, in agency theory and in Jack Welch’s braggadocio speechifying, but the new corporate behaviors of selling off unrelated units, elevating CFOs to handle investor questions, and manipulating stock price were not originally part of a coherent theory of the firm.  Three groups pursued their own interests at first and their interests led the firm in diverse directions.  But their forced makeover of the American firm succeeded because they engaged in collective sensemaking, drawing on new streams of rhetoric to cobble together the doctrine of shareholder value.  Central components were agency theory, core competence theory, and business process reengineering.  Agency theory in economics (Jensen and Meckling 1976) encouraged firms to tie executive compensation to stock performance by giving executives options that would enrich those who drove up stock price.  Core-competence theory was given its name in 1990 by C.K. Pralahad and Gary Hamel in the Harvard Business Review, in an article titled “The Core Competencies of the Firm.”  It encouraged firms to focus on what their managers knew best rather than on creating extensive portfolios of enterprises.  Hammer and Champy’s 1993 Reenginering the Corporation: A Manifesto for Business Revolution championed “business process reengineering”, or downsizing, to eliminate the middle layers of the conglomerate so that executives would manage the business directly.   The umbrella concept of “shareholder value” put all of these ideas into a single doctrine.  
Takeover firms, institutional investors, and analysts initially used their market power to sway corporate CEOs and only later defined their actions as part of the shareholder value revolution.  These three groups drove firms to focus on meeting analysts’ estimates, drove the CEO to trade in his COO for a CFO, and drove mammoth conglomerates to shed enterprises.  To document this revolution we chart changes in the influence of the three market players and then show how they contributed to the rise of earnings management, shifts in the top management team, and new acquisition strategies among 429 large American corporations between 1963 and 2000.  We used industry Fortune 100 lists to sample firms from 22 sectors, drawing a sample from all Fortune lists published over the period rather than from one year (to avoid survivorship bias).  Consequently, the sample includes firms founded later than 1963 and firms that ceased to exist sometime before the year 2000.  Observations of each sample firm are transformed into annual spells, such that a firm existing for the entire observation interval from 1963 to 2000 would have 38 spells (firm-years).  We gathered information on governance structures and strategies from Thomson Financial’s CDA Spectrum and FirstCall databases, I/B/E/S, and from SDC Platinum.
New Groups Outside of the Firm 
What happened to the conglomerate ideal of the firm?  Davis and colleagues (Davis, Diekmann and Tinsley 1994) and Fligstein and Markowitz (1993) argue that institutional investors discouraged diversification because they preferred to invest in firms with clear industry identities.  Zuckerman (2000) argues that securities analysts found it hard to evaluate diversified firms and thus encouraged firms with focused industry profiles.  Finance managers and CEOs collectively constructed a response, which was to build firms that were less diversified so as to increase the value of corporate stock and reduce the risk of hostile takeover.  Was the result a new “conception of control” among leading firms, in Fligstein’s (1990) terms?  On the one hand, Ocasio and Kim (1999) conclude that the prevalence of finance-trained CEOs fell with the fall of the conglomerate and that the finance conception of control has hence waned.  On the other, Fligstein (2001) takes the view that there is a new conception of control, but that it is still part of a wider finance model of how to run the large firm.  We build on these studies, arguing that the shareholder value view of the firm is indeed a new “conception of control” in that it represents a new theory of how to manage the firm, but that it did not dethrone the reigning group of management experts as earlier changes in “conception of control” did.    
Takeover Firms, Institutional Investors, and Analysts

We first look at the changing roles of takeover firms, institutional investors, and analysts in our sample of 429 firms, examining indicators of hostile takeover activity, of the extent of institutional ownership, and of coverage by securities analysts.  Then we turn to the rise of strategies these groups promoted; earnings management, the rise of the CFO on the top management team, and dediversification.   

Davis and colleagues (Davis, Diekmann and Tinsley 1994) attribute the demise of the conglomerate model in part to the activities of takeover firms that bought up undervalued conglomerates to break them up and sell off the parts.  Their data from a sample of Fortune 500 firms show that about 30 percent of these large corporations received takeover bids between 1980 and 1990.  In this period, unsolicited takeover attempts constituted a particularly grave threat to incumbent executive teams.  To track the behavior of hostile takeover firms, in Figure 1 we plot the number of hostile takeover attempts targeting firms in our sample, which is comparable to the sample used by Davis et al.  Between 1980 and 1990, more than 11 percent of the firms in our sample received hostile takeover bids.  Hostile takeover activity declined significantly toward the 1990s.  As Davis and colleagues suggest, a firm didn’t have to receive a hostile takeover bid to read the writing on the wall, and many CEOs sold off unrelated businesses to increase their stock price and make takeover less attractive.  
[INSERT FIGURE 1 HERE]
The hostile takeover became a popular way to shake up the undervalued conglomerate.  The theory was that diversified conglomerates served the interests of their CEOs, whose compensation was based on the sheer size of the firm.  But their CEOs often knew little about the businesses they acquired and managed them badly, or so takeover specialists would argue.  The firm of Kohlberg, Kravis, and Roberts (KKR) showed how successful the strategy of buying up large conglomerates and selling off tangential businesses to raise the stock price could be.  Beginning in 1976, they bought up over 40 companies and restructured them, including such behemoths as Beatrice Companies and RJR Nabisco.  They often sided with management in these buyouts, in the role of “white knight” against external hostile takeover firms.  But the results of the “white knight” takeover and the hostile takeover were much the same; the diversified conglomerate was broken up and a streamlined firm emerged.  
Well into this trend, economists chimed in with a theory of why hostile takeovers were good for investors.  Their ideas became part of the retrospective sensemaking of the hostile takeover wave.  As Michael Jensen wrote in the Harvard Business Review in 1984, critics ignore “the fundamental economic function that takeover activities serve.”  Congress was alarmed at the wave of takeovers in the early 1980s, but that alarm was misplaced:

In the corporate takeover market, managers compete for the right to control – that is, to manage – corporate resources.  Viewed in this way, the market for corporate control is an important part of the managerial labor market … After all, potential chief executive officers do not simply leave their applications with personnel officers.  Their on-the-job performance is subject not only to the normal internal control mechanisms of their organizations but also to the scrutiny of the external market for control. (Jensen 1984, p. 110)
Jensen thus legitimized takeover activity as a mechanism for ousting poorly performing chief executives and giving control of their firms to those better suited to run them.  
The takeover wave coincided with the growing importance of institutional investors and securities analysts.  These groups were largely responsible for establishing the valuation of firms, and their preference for non-conglomerates played a role in undervaluation of conglomerates that, for takeover specialists, was the rationale for breaking firms up.  
Driven in large part by the explosion of defined contribution pension plans and the increasing popularity of mutual funds as a form of investment among American households, institutional investors grew from minor stock market players to lead actors.  Figure 2 displays the average percentage of shares controlled by institutional investors among the firms in our sample.  From slightly more than 20 percent in 1980, the percentage of institutionally-controlled stock grew almost threefold in twenty years’ time.  At the same time, institutional investors increased their influence over the internal workings of firms.  Because it was costly to unload large blocks of stock in foundering companies, instead of selling the shares of underperformers institutional investors increasingly tried to reform them.  Figure 3 presents data from the Shareholder Proposal Database (Proffitt 2001) on institutionally-sponsored proxy votes for the economy as a whole. This was one visible way institutional investors could reform firms.  Between the mid-1980s and the mid-1990s, the number of proposals that were supported by pension funds and other investment companies more than tripled.

[INSERT FIGURES 2 AND 3 HERE]


Figure 4 shows the growing importance of stock analysts among the 429 firms in our sample.  Between the late 1970s and the early 1990s, the average number of stock analysts covering a firm rose from 8 to 18.  The market for analysts report was certainly fueled by the growth of institutional investors, who sought information on which to base investment decisions.  Ezra Zuckerman (1999; 2000) shows that the conventional wisdom that shareholders demanded the dismantling of diversified firms in the 1980s misses a key process.  In the late 1980s and early 1990s, firms de-diversified to please stock analysts, who had difficulty valuing diversified firms because they typically specialized in a single industry.  He also shows that firms that were not covered by these industry specialists suffer lower share prices than their peers.  Their CEOs, dependent on stock options for income, suffer as well.

[INSERT FIGURE 4 HERE]

Changing CEO incentives: The Rise of Stock Options

The key to changing the behavior of CEOs was to link their compensation to the movement of stock price, according to agency theorists in economics, and this was one of the changes that institutional investors promoted when their power over firms grew.  Institutional investors were vocal advocates for replacing the old executive compensation system, which amounted to pay-for-size because the highest salaries typically went to managers of the largest corporations, with pay-for-performance via stock options.  They sometimes cited agency theory.  Michael Jensen, a finance professor at the University of Rochester who would later move to Harvard Business School and become a principal of the Monitor Group consultancy, was coauthor of the article credited with popularizing agency theory in financial economics (Jensen and Meckling 1976).  Writing in Harvard Business Review, Jensen (Jensen and Murphy 1990) argued forcefully that major firms made the mistake of paying their executives like bureaucrats, tying compensation to showing up for the job rather than to performing.  Jensen and Murphy called for boards of directors to require CEOs to be substantial shareholders, to link compensation to performance through stock options and bonuses, and to fire CEOs when they performed poorly.  Boards had some trouble demanding that CEOs be major stock holders, for after exercising stock options they typically turned around and sold the stock to diversify their own portfolios.  Boards also found it difficult to discipline CEOs, in part because CEOs typically staffed boards with their cronies.  Boards found it easy to offer stock options on top of regular salary and bonuses, and so this is the advice they most often took.  
[INSERT FIGURE 5 HERE]
Figure 5 charts the rising value of stock options for CEOs in the 429 firms our sample and the declining proportion of total CEO compensation coming from salary.  Data for the 1980s were not available, but note that by 1992, the average CEO was already reaping nearly $2 million a year from stock options alone.  By 2000, he was earning over $16 million from stock options.  By 1992, fixed salary accounted for only half of total income for CEOs in our sample.  Between 1992 and 2000, fixed salary declined as a percent of total income to 25%.  The incentive to increase the value of company stock only became stronger during these years.  
Between the 1970s and about 2000, the prevalence and salience of takeover firms, institutional investors, and analysts grew markedly.  Partly because of the new popularity of stock options, CEOs became increasingly attentive to the preferences of institutional investors and securities analysts who controlled the price of stock.  What were their preferences?  We first explore what they liked to see in quarterly reports, next turn to implications for the top management team, and finally turn to their preferred acquisition strategy.  
Managing Earnings to Manipulate Stock Price
As the power of analysts, institutional investors, and takeover firms increased, these groups began to redefine efficiency.  In the 1960s, investors had been concerned with profitability and dividends in the belief that stock price would reflect these two indicators.  Even before the bull market of the 1990s, however, profits began to look like a poor measure of a firm’s value in the burgeoning high technology sectors.  As during the heady days of railway expansion in the nineteenth century, prospects for future profitability seemed more important than current accounts.  Journalist Joseph Nocera notes that at the institutional powerhouse Fidelity, the focus was still on the bottom line in the late 1980s.  
From time to time, young Fidelity hands would rush into Lynch’s office to tell him some news about a company. They would say things like, ‘Company X just reported a solid quarter-up 20%.’ Eleven years later, as I review my old notes, I’m struck by the fact that no one said that Company X had ‘exceeded expectations.’ There was no mention of conference calls, pre-announcements or whisper numbers. Nor did I ever hear Lynch ask anyone -- be it a company executive or a ‘sell side’ analyst on Wall Street -- whether Company X was going to ‘make the quarter’ (Nocera 1998).

Whereas stock price used to rise and fall on the strength of profits per se, now it rose and fell on the strength of profits vis-à-vis analysts’ forecasts.  For new high technology firms, red ink was no measure of future prospects.  Fortune magazine argued in 1997 that the managerial obsession with analysts had been fueled by new firms reporting forecast data.  
Executives of public companies have always strived to live up to investors’ expectations, and keeping earnings rising smoothly and predictably has long been seen as the surest way to do that. But it’s only in the past decade, with the rise to prominence of the consensus earnings estimates compiled first in the early 1970s by I/B/E/S (Institutional Brokers Estimate System) and now also by competitors Zacks, First Call, and Nelson’s, that those expectations have become so explicit. Possibly as a result, companies are doing a better job of hitting their targets: For an unprecedented 16 consecutive quarters, more S&P 500 companies beat the consensus earnings estimates than missed them (Fox 1997).

With this increase in attention came more volatility in stock price.  Stock price began to move more frequently in tandem with quarterly earnings reports and with analysts’ buy and sell recommendations.  Now that stock options shackled CEO compensation to stock price, executives became preoccupied with meeting analyst profit targets.  As Justin Fox wrote in Fortune in 1997: 

This is what chief executives and chief financial officers dream of: quarter after quarter after blessed quarter of not disappointing Wall Street. Sure, they dream about other things too—megamergers, blockbuster new products, global domination. But the simplest, most visible, most merciless measure of corporate success in the 1990s has become this one: Did you make your earnings last quarter? (Fox 1997)
With increased scrutiny from institutional investors and securities analysts, and with executive compensation now joined at the hip with stock price, firms began to try to influence performance expectations.  CFOs held conference calls and reported updates about sales and costs much more frequently.  They issued earnings preannouncements to bring analysts’ predictions into line with the firm’s own forecasts.  As Harris Collingwood wrote in the Harvard Business Review’s June 2001 issue (p. 5); “There’s a tyrant terrorizing nearly every public company in the United States – it’s called the quarterly earnings report.  It dominates and distorts the decisions of executives, analysts, investors, and auditors.  Yet it says almost nothing about a business’s health.  How did a single number come to loom so large?”  The key to earnings management was to have a CFO in place who could develop a plan every quarter.  It was these CFOs – Scott Sullivan at Worldcom and Lee Fastow at Enron – who would became the poster boys for corporate malfeasance.  Using data on thousands of quarterly reports between 1974 and 1996, Degeorge, Patel, and Zeckhauser (1999) show that firms are significantly more likely to report earnings that exactly match analysts predictions than they are to report earnings that overshoot or undershoot by even a penny.  
There was of course a downside, for investors became skeptical of earnings reports, as Dennis Altman reported in the New York Times:

In the 1990’s, men like Mr. Fastow (CFO at Enron) and Mr. Swartz (CFO at Tyco) were paragons of corporate ingenuity for meeting and beating ever-higher revenue forecasts, but those values have backfired. That model made it hard for investors to figure out how much companies are really worth. Now, even many scrupulous companies see earnings statements parsed for accounting gimmicks (Altman 2002: 10).

Still, some five years after the market crash of 2000, the market has not invented a better metric of corporate behavior, and stock price continues to be tied to analysts predictions and quarterly reports.  To document the rise of earnings management, in Figure 6 we show the growth of earnings preannouncements among the firms we sampled.  The first firms did this in the early 1990s, and by 2000 half of firms were doing it.  The most telling measure is perhaps whether firms managed to meet analysts’ forecasts, by hook or by crook.  Figure 6 shows that firms became more successful at meeting or beating consensus forecasts.  Whereas for most of the 1980s, the share of firms meeting or exceeding expectations hovers around 50 percent, the percentage rises to about 70 percent in the late 1990s.  

[INSERT FIGURE 6 HERE]

Who is Second Banana? From COO to CFO

When the conglomerate ruled the world, the ideal CEO was a finance manager who could manage the acquisition strategy of the firm.  He was trained in how to diversify and how to finance acquisitions.  After a while, finance chiefs began to name COOs to take over day-to-day operations.  The idea of a second-in-command in charge of operations, leaving strategy and vision to the CEO, first emerged in the mid-1960s.  When David Rockefeller created the position at the Chase Manhattan Bank in 1975, naming William Butcher who was at the time president, Business Week (1975) reported: “a great deal more of the day-to-day job of checking the slide in Chase's return on assets, reducing its soaring loan losses, and fattening its capital base has fallen onto Butcher's shoulders.”  In a study of the rise of the COO (Dobbin, Dierkes, Zorn, and Kwok 2003), we find that in the 1970s, firms pursuing conglomeration were most likely to install COOs.  We find that once COOs became popular among high-flying conglomerates, even single-industry firms appointed them.  
Under the nascent theory that the firm should focus on one or two lines of business, leaving the job of diversification to investors, the COO became a liability – a signal that the firm was still operating with the antiquated conglomeration model.  Thus the spread of the COO position slowed from the early 1980s as the conglomerate model declined.  In 1983 Jack Welch at General Electric was among the first to eliminate the position of COO and he did so with the explicit rationale that the CEO should be running operations.  

Now CEOs needed sidekicks who could manage the expectations of institutional investors and analysts.  Enter the CFO.  Corporate accounts had been handled by the treasurer, or sometimes a vice president of finance, who oversaw bookkeeping, tax reporting, and the preparation of financial statements.  The finance officer monitored debt and capital structures and created the budget, but he typically got involved well after key strategic decisions had been made (Gerstner and Anderson 1976; Harlan 1986, pp. xv-xvi; Walther 1997, p. 3; Whitley 1986, p. 181).  To manage earnings, communicate with analysts, and placate institutional investors firms now needed experts with new skills.  Leading firms created an elevated finance officer, giving him the new title of CFO.  The CFO was to manage stock price and market expectations.  As Daniel Altman wrote in the New York Times in April of 2002:

In the last decade, as Wall Street demanded more frequent reports of results and more guidance about companies’ prospects, chief financial officers became spokesmen and even salesmen, conducting conference calls with analysts and often delegating to others the mundane task of watching the numbers. Companies began recruiting lawyers, investment bankers and consultants as chief financial officers, more for their deal-making talents than for technical expertise or fiduciary integrity (Altman 2002: 10).  

With more analysts following firms and producing profit estimates, and with CEO compensation tied to stock price, firms implemented investor relations programs under the CFO.  By 1990 the investor relations function had become a full-time professionalized operation (Useem 1993, p. 132).  The New York Times reflected on the change in 2002: 

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

Conglomerates had paved the way for a more prominent role for financial instruments.  The financial tools they came to depend on summed up the performance of each business unit, allowing executives not schooled in the particular industries they managed to make strategic decisions nonetheless.  Corporate headquarters could be relatively small, focusing on monitoring the performance of units and reallocating funds based on relative yields.  Conglomerates were first-movers in the appointment of CFOs.  In 1970, the Olin Corporation, with a product range that included books, chemicals, aluminum, and mobile homes, named James F. Towey vice president and chief financial officer (Wall Street Journal 1970).  Sperry Rand Corporation, another huge multi-product firm, named Alfred J. Moccia chief financial officer in September 1972 (Sperry Rand Corporation 1973) and Rockwell International Corp., a diversified aerospace and industrial manufacturer, recruited Robert M. Rice from CBS Inc. as its new CFO in 1974 (Wall Street Journal 1974).  
We track changes the top management team with data from Standard and Poor’s Register of Corporations, Directors and Executives.  Figure 7 shows the prevalence the CEOs, COOs and CFOs among firms in our sample (in several, cases, a single person holds more than one of these titles).  Figure 8 shows the combinations of these titles over time: CEO-COO, CEO-COO-CFO and CEO-CFO. The rise and fall of the CEO-COO dyad and the steep rise of the CEO-CFO dyad are striking, while the CEO-COO-CFO troika looks like it is being phased out.  The data confirm that from the mid-1980s, firms demoted operations officers and promoted financial officers.      

[INSERT FIGURES 6 AND 7 HERE]

Taken together, these two graphs show the rise of the COO toward the end of the managerial finance conception of control, and then the stagnation of that title (in Figure 7) and its decline as one of the top two positions in the corporation (in Figure 8).  The COO position lost cache because it became a signal that the CEO was not minding the store.  The CFO surpassed the COO quickly in prevalence (in Figure 7) and the CEO-CFO duo became the dynamic duo of the 1990s.  

The New Acquisition Strategy

Jack Welch whittled down General Electric to a few broad domains, spinning off unrelated businesses and buying aggressively in the main lines of endeavor.  He pursued both horizontal acquisitions, of firms making the same products as its core firms, and vertical acquisitions, of suppliers within those industries.  The strategy did not take off right away, but as General Electric’s star rose, Welch became the poster boy for a new approach: focus on a few endeavors and become the industry leader in each of them.    
By 1980 the strategy of diversification was so widespread that only 25% of the Fortune 500 operated in a single industry – in one two-digit Standard Industrial Classification category.  Fully half of the Fortune 500 operated in three or more broad industries (Davis, Diekmann and Tinsley 1994, p. 553).  Portfolio theory in economics reinforced the idea that the modern firm should be run as an internal capital market, investing in promising sectors and spreading risk across different sorts of industries.  The institutional economist Oliver Williamson (1975) also reinforced this idea, arguing that conglomerates could acquire poorly performing firms and improve their profitability by managing them under financial accounting methods.  Meanwhile the major consulting firms – McKinsey, Arthur D. Little, The Boston Consulting Group – had developed technologies that simplified the management of diversified conglomerates.  They proselytized, and provided the tools for the strategy of diversification.  By the end of the 1970s, 45% of the Fortune 500 had adopted these portfolio planning techniques (Davis, Diekmann and Tinsley 1994, p. 554).  
This business model came crashing down surprisingly quickly in the 1980s.  As Michael Useem (1996, p. 153) argues, “While diversification had been a hallmark of good management during the 1960s, shedding unrelated business had become the measure during the 1980s and 1990s.”  The conglomerate never made sense to financial and organizational economists because it turned the firm into a diversified stockholder that could not easily sell off stocks that had turned into bad bets.  Managers would have to turn around poorly performing units in industries they knew nothing about.  The Reagan administration helped to make a new model of the large firm possible.  Under Reagan, regulators relaxed restrictions against mergers among competitors and the courts relaxed controls of hostile takeovers, in the first place permitting firms to expand by moving toward monopoly and in the second allowing groups to acquire and break up conglomerates (Davis, Diekmann and Tinsley 1994, p. 554).  

The Changing Pattern of Acquisitions  

Davis, Diekmann, and Tinsley (1994) show two effects of the decline of the conglomerate ideal.  First, in the 1980s, firms that were diversified were significantly more likely to be acquired than single-industry firms of similar size.  Second, the lion’s share of the acquisitions in the late 1980s were horizontal and vertical acquisitions.  We look at two related indicators.  First, we examine acquisitions over a long period of time, to show the decline of diversifying acquisitions and the rise of horizontal and vertical acquisitions.  We use the Mergers & Acquisition database (provided by SDC Platinum) to retrieve information on domestic acquisitions patterns among firms in our sample (Sanders 2001).  We follow extant research in the field of mergers and acquisitions and distinguish between horizontal, vertical and unrelated acquisitions (those not related to a firm’s main business) (e.g., Blair, Lane and Schary 1991; Haunschild 1993). To assign a particular acquisition or divestiture to any of these three groups, we follow Davis and colleagues (1994, p. 560).

Figure 9 charts the change in acquisition patterns from 1983 to 1998 among 328 of the 429 large firms in our sample.  This figure shows the relative numbers of unrelated (diversifying) acquisitions, horizontal acquisitions (those in an industry the firm currently operates in), and vertical acquisitions (those in an industry that supplies, or buys from, an industry the firm currently operates in).  The number of diversifying acquisitions rises until the mid-1980s, but then declines and remains low.  Meanwhile, the number of horizontal acquisitions rises sixfold, and the number of vertical acquisitions rises fourfold.  The decline of the portfolio model is stark in this graph; for firms become less likely to try to diversify and more likely to buy other firms that are in their existing areas of strength.

[INSERT FIGURE 9 HERE]

The second trend we examine is the overall level of diversification.  Figure 10 represents the number of 4-digit industries the same 328 members of our sample operated in, by quartiles, from 1963 to 2000.  The firm at the 75th percentile increases from 5 to 9 industries and then decreases to 6.  Diversification in the median firm rises from 3 to 5 and then declines to 3.  Diversification in the firm at the 25th percentile rises from 1 to 2 and declines to 1.  The overall pattern suggests that the average firm in 2000 is no more diversified than the average firm was in 1963 – despite the fact that the average firm is much larger.  Our data on diversification, then, show a pattern consistent with that found by Davis and colleagues.  These huge corporations shed unrelated industries, and when they went shopping, they bought competitors and suppliers rather than branching out.  

[INSERT FIGURE 10 HERE]

While the power of three different groups is at the core of our argument, it took more than raw power to restructure the firm.  It also took old and new theories of the firm that would explain the change in terms of efficiency and not simply in terms of the whims of powerful groups.  Financial economists favored firms that were more focused, and favored allowing investors to diversify their portfolios on their own.  The “core competence” movement among management consultants built on the classical theory of managerialism, which suggested that managers should stick to what they know best.  They advised against diversification.  That movement engaged agency theory from economics to suggest tying executive compensation to stock price as a way to get executives to work for stockholders rather than for themselves.  The downsizing movement (Hammer and Champy 1993) suggested that firms should eliminate unnecessary layers of management.  The diversified conglomerate had extra layers of management, including the COO job, that could be eliminated if the firm would spin off unrelated businesses.  These theories contributed to the process of sensemaking that went on during the 1990s, as disparate streams of activity and theories of corporate behavior were reconceptualized as elements of the early shareholder value movement.  Institutional investors, securities analysts, corporate boards, CEOs, and even hostile takeover firms recast their activities of the 1980s and 1990s as parts of this revolution.  
Conclusion

Our depiction of what happened in the American business community in the 1980s and 1990s depends on a sort of economic relativism.  In the single-peak optimality view of the world, there is one best way to run a business and firms strive to discover that one best way.  New corporate strategies represent moves toward the best way to organize under current economic conditions.  In the “varieties of capitalism” view there are multiple efficient equilibria, notwithstanding the fact that the Enlightenment worldview depicts singular laws of the physical and social universe that would seem to suggest that economic efficiency is singular. The varieties of capitalism literature documents significant variation in modern economic systems and underscores the different logics of efficiency they operate on (Hall and Soskice 2001; Whitley and Kristensen 1996).  Weick’s (1995) notion that there is not one true representation of the world, but many possible representations based on particular assemblages of ideas and social practices, captures this point of view at the micro level.  If there is not “one best way” driving both corporate behavior and our representations of that behavior then explaining where particular forms and representations come from is key.  If, in other words, the shareholder value revolution is not the next inevitable step on the staircase to ultimate market efficiency but is instead a patchwork of business practices that was sewn together by key financial players into a particular quilt then there is something worth explaining here.  We have explored the roles of sensemaking and market power in constructing this revolution in corporate efficiency.  
As hostile takeovers threatened huge firms in the 1980s, as corporate boards backed stock options for CEOs, as institutional investors won more and more money to manage, as securities analysts issued buy recommendations for focused firms and neglected to issue any advice about conglomerates, the notions of “shareholder value management” and “core competence” had yet to be invented.  The business community made sense of all of these changes after the fact, using “shareholder value” as a shorthand for understanding a wide range of changes to the firm.  It was a simplifying concept that not only made sense of these activities, but gave force and reason to them going forward.  
We began by bringing insights from the sensemaking literature in psychology to the paradigm of organizational institutionalism.  Since Knorr-Cetina’s (1981) call for exploring the micro-macro link by examining how micro behavior reifies macro structures, few have sought to bring the two levels together.  Rather than empirically linking them, as Knorr-Cetina (Knorr-Cetina and Bruegger 2002) herself does so well in her interactionist analysis of global currency trading, we have rather clumsily pointed out that the process of retrospective sensemaking can be a collective process that spans organizations, as well as a social process within organizations.  This collective process of sensemaking contributes to the teleological view of economic history, and the singular conception of economic efficiency, that are emblematic of modernity.  Collective sensemaking makes history look neat and tidy because all of history has been a prelude to the current movement.  When business analysts look back on the last three decades they describe diverse forces pushing for changes that moved the firm in one direction, toward the ultimate goal of shareholder value.  Prospectively, none of the key actors could have anticipated that the various and sundry components – business practices, rhetorical maps – would come together, for a time, in such a coherent whole.  What happened is that key financial market actors used their power to shape the behavior of firms, and then through retrospective sensemaking defined all of this activity as of a piece.  The idea of collective sensemaking seems to capture the character of management revolutions more generally, for key participants in these revolutions pursue their disparate goals until a moment when all of their activities can be redefined within a broader framework.  Revolutions of all sorts have this character.  The French Revolution, the American Revolution – participants had their own reasons for fighting the fight, but in retrospect each revolution was defined as singular in motive as well as in result.  Thus one of our contributions has been to think about how sensemaking happens across organizations.  
Another has been to think about how power plays a role in changing business practices.  The prevailing theories of power look at management groups within the firm struggling to win control of decision-making or competitors seeking to win market share.  But for the work of a few key sociologists (Davis, Diekmann, and Tinsley 1994; Zuckerman 2000; Fligstein 2001), the community of management experts outside of the firm is unexamined.  The initial formulation of organizational institutionalism (Meyer and Rowan 1977), suggested that government agencies might promote new models of management, or that organizations and consultants might develop new models among themselves.  In DiMaggio and Powell’s (1983) version, executives could copy peer organizations, states could coerce firms to adopt new management techniques, or professional groups that spanned organizational boundaries could promote new techniques.  Many of the empirical studies (Dobbin and Sutton 1998; Edelman 1990) showed how these last two factors worked together – how professional groups actively interpreted public policy edicts and constructed compliance mechanisms that diffused among organizations.  The idea was that management models generally come from embedded networks of managers – personnel professionals, finance managers, accountants, engineers – who react to environmental changes with strategies that serve their own interests and that purportedly respond to those changes at the same time (Strang and Soule 1998; Edelman 1990; Fligstein 1990; Dobbin and Sutton 1998; Baron, Dobbin and Jennings 1986).  The “open systems” vision of the firm posits that exogenous environmental shifts are interpreted by networks of experts who span firms (Scott 2002).  
Our story builds on William Roy’s (1997) conceptualization of power in shaping corporate strategy.  For Roy, groups outside of the firm exert power by changing the perceived interests of decision-makers within the firm.  Takeover firms, institutional investors, and securities analysts did just that; they altered executives’ perceptions of their own self-interest.  Here the newfound power, and newly articulated preferences, of emergent exogenous groups became increasingly important to corporate executives.  These groups expressed their preferences for a diverse set of new corporate strategies.  They preferred executive pay via options, less diverse firms, a focus on stock price, CFOs dedicated to managing earnings, and firms that catered to the demands of professionals in the financial community.  When firms did not abide by their preferences, these groups lowered the price of their stock (in the case of institutional investors), recommending against buying their stock (in the case of stock analysts), or took them over and restructured them (in the case of hostile takeover/white knight firms).  
The power of takeover firms over executives was direct in this case, because the takeover firm threatened to depose the executive who did not turn his conglomerate into a lean-and-mean single industry firm.  The power of analysts and institutional investors was mediated by the implementation of stock options in executive compensation packages, because the CEO’s wealth was now a direct function of how analysts and investors valued his firm.  CEOs were thus beholden to these key financial market players in a way that they had not previously been.  Executives rethought their interests as institutional investors and securities analysts became more important.  They became acutely aware of the norms for corporate governance that financial market mediators were developing. The result of these events was a new myth of the efficient firm.  These groups succeeded in large part by translating their own interests into general management principles.  They defined their own, unexamined, self-interested behavior after the fact as part of great teleological transformation of the firm.  This reinvention of the recent past may ring disingenuous, but that is not our point at all.  On the contrary, in a world where there is one best way to do everything, where history is efficient when it replaces old economic customs with new, and where agents are unaware of their own rationality and even of their own preferences until these things are revealed by their behavior, people can only be expected to view their behavior as part of a master plan that they are unaware of as it unfolds. 
Will the shareholder value model of the firm now spread everywhere?  If there is truly one best way of organizing corporations and if the highest-growth economies demonstrate that way to their near competitors then we might expect every country to jump on this bandwagon.   The Washington Consensus around neoliberal policies that cater to shareholders certainly predicts that all countries will follow this model.   But the multiple-equilibria view of corporate rationality that is now popular among comparativists (Kristensen and Whitley 1996; Hall and Soskice 2001) suggests that there is no reason it should.  If studies of the comparative advantages of different business systems are heeded, in fact, then movement toward a homogenous shareholder-value system of business strategy and corporate governance can only reduce the overall efficiency of the global economy by undermining what is distinctively efficient about the systems in place in Japan, Denmark, or Sweden.  If the shareholder value approach does spread, we suspect it will be because of its great rhetorical power.  It makes a good story.  On the other hand, that power was much greater before the spectacles of Enron and Worldcom gave the lie to the idea that American firms were reaping larger profits year in and year out.  
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Figure 1: Percentage of Firms Receiving Hostile Takeover Bid (3-year centered moving average)
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Figure 2: Percentage of Shares Outstanding Held by Institutional Investors
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Figure 3: Number of U.S. Firms’ Shareholder Proposals Sponsored by Institutional Investors

(3-year centered moving average; source: Shareholder Proposal Database (Proffitt 2001))
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Figure 4: Average Number of Securities Analysts Covering Each Firm
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Figure 5: The Rise of Stock Options in Compensation Packages 
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Figure 6: Percent of Firms Meeting/Beating Analysts’ Consensus Forecast and Issuing Earnings Preannouncements
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Figure 7: Percent of Firms with Each of Three Positions
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Figure 8: CEO, COO, CFO Combinations Over Time
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Figure 9: Horizontal, Vertical, and Unrelated Acquisitions, 1983-1998
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Figure 10: Distribution of Firm Diversification Levels, 1963-2000 (25th, median and 75th percentile)
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		1991		0.5415162455		0.3429602888		0.1046931408		0.0902527076		0.1407942238		0.1985559567		0.1985559567		0.3357400722		0.1624548736		0.0397111913				0.4548736462		0.2924187726		0.0722021661		0.0902527076		0.1299638989		0.1805054152		0.1444043321		0.2166064982		0.2093862816		0.0288808664

		1992		0.5		0.3623188406		0.0615942029		0.0760869565		0.1775362319		0.1485507246		0.1739130435		0.3550724638		0.1268115942		0.018115942				0.518115942		0.3152173913		0.1449275362		0.0579710145		0.1594202899		0.2173913043		0.1413043478		0.2789855072		0.1992753623		0.0289855072

		1993		0.5036764706		0.3235294118		0.1066176471		0.0735294118		0.1654411765		0.1838235294		0.1544117647		0.3051470588		0.1801470588		0.0183823529				0.5477941176		0.3198529412		0.1213235294		0.0919117647		0.1544117647		0.1985294118		0.1801470588		0.2683823529		0.2242647059		0.0330882353

		1994		0.6640926641		0.4092664093		0.1698841699		0.0733590734		0.2277992278		0.2625482625		0.1621621622		0.4015444015		0.2316602317		0.0193050193				0.6370656371		0.332046332		0.166023166		0.1274131274		0.1698841699		0.2432432432		0.2123552124		0.2934362934		0.2664092664		0.0501930502

		1995		0.79296875		0.46484375		0.2265625		0.09765625		0.26953125		0.33203125		0.1875		0.4296875		0.3046875		0.0546875				0.703125		0.41015625		0.13671875		0.15625		0.23046875		0.25390625		0.21875		0.36328125		0.2734375		0.05078125

		1996		0.8835341365		0.5421686747		0.1847389558		0.1526104418		0.313253012		0.3212851406		0.2449799197		0.4979919679		0.2931726908		0.0883534137				0.702811245		0.3694779116		0.1807228916		0.1365461847		0.2369477912		0.2289156627		0.2208835341		0.297188755		0.3092369478		0.0602409639

		1997		0.9045643154		0.5477178423		0.2531120332		0.1037344398		0.2904564315		0.4149377593		0.1991701245		0.5228215768		0.3112033195		0.0705394191				0.7136929461		0.4315352697		0.132780083		0.1369294606		0.2033195021		0.2614107884		0.2365145228		0.2946058091		0.2987551867		0.0456431535

		1998		1.1506849315		0.7077625571		0.2785388128		0.1643835616		0.4109589041		0.4429223744		0.296803653		0.6164383562		0.4474885845		0.0867579909				0.698630137		0.4246575342		0.1552511416		0.095890411		0.2283105023		0.2739726027		0.1735159817		0.0821917808		0.0730593607		0.0182648402

		1999		1.2796208531		0.7535545024		0.36492891		0.1611374408		0.4170616114		0.5402843602		0.3222748815		0.7061611374		0.5023696682		0.0710900474				0.7203791469		0.355450237		0.1374407583		0.0947867299		0.2559241706		0.2085308057		0.1232227488		0.0568720379		0.0236966825		0.009478673

		2000		0.9565217391		0.5760869565		0.3097826087		0.0706521739		0.3152173913		0.4619565217		0.1793478261		0.1684782609		0.1413043478		0.0217391304
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