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This paper analyses the role financial policy decisions play in establishing effective internal control. The study is developed through an analysis of sealed air corporation’s leveraged special dividend, a transaction that increased the company’s debt nine-fold to pay shareholders a huge cash dividend. Managers at Sealed Air (SA) used the leveraged dividend as a tool to disrupt the status quo and promote internal change.
Question:

Effective internal motivated change seems rare. ( Are organisations capable of forcing timely internal change upon themselves, and if so how?
Experiment:

Shortly after the close of trading on April 27, 1989, Sealed Air Corporation issued a press release announcing a one-time special dividend of $40 per share. With 8.245 million shares of stock outstanding, the total cash payout amounted to $329.8 million, or 87% of the total market value of the firm’s common stock at $45.875 per share. SA had never paid out a dividend larger than 18 cents per share previously.

With insufficient funds on hand to finance the special dividend, the company borrowed a total of $306.7 million.

A number of other firms paid leveraged special dividends in an attempt to thwart hostile takeovers. SA however, was not the target of a takeover attempt prior to its special dividend.

Historically, SA (producing packaging material) was protected from competition by patents and could afford inefficient production. Management neglected manufacturing and focused on sales and marketing.

By the mid-1980s, management began planning for the product market competition they would encounter when valuable patents expired. Management decided to launch an initiative to improve manufacturing efficiency throughout the company (‘World Class Manufacturing’, WCM). Employees’ initial response was enthusiastic, but soon faded given that the company’s high profitability led to complacency, and therefore was a barrier to improvement.

Management saw no investment opportunity constituting a productive use of free cash flows as defined by Jensen (1986): cash in excess of that required to fund all positive net present value projects.

Porter (1990) finds that problems similar to SA’s are common among successful organisations: “Successful companies tend to develop a bias for predictability and stability; they work on defending what they have. Change is tempered by the fear that there is much to lose. The organisation at all levels filters out information that would suggest new approaches, modifications departures from the norm,…innovation ceases; the company becomes stagnant; it is only a matter of time before aggressive competitors over take it” (replacement effect?)

Hence, WCM on its own would only have increased free cash flow and not really address the problem. It was only WCM together (complimentarity?) with dividend policy that created the atmosphere of urgency and seriousness to induce real change in both culture and efficiency. Given the high debt, failure to improve performance was to risk default, bankruptcy, layoffs, etc.

Management also introduced five company wide priorities:

1) putting customers first

2) cash flow

3) WCM

4) Innovation

5) Earnings-per-share

Compensation schemes were redesigned. Previously bonuses were based on earnings-per-share. Under the new plan payout was based on EDBITDA, inventory turns, accounts receivable, and working capital, (consistent with the cash demands of high leverage).
Outcome:

Post-dividend Stock price performance: The total cumulative return to the company’s stock over the 42-month post-dividend period, is 275.5%. (S&P 500 index: 35.9%).

Exogenous factors (Industry wide effects and unusual events) as reasons are ruled out as causes.

Post-dividend Operational Performance: Relative to its own history and industry, SA’s operating performance improved substantially following the special dividend.

Managers at SA used the increased leverage not only to absorb free cash flow, but also as a tool to disrupt the status quo and promote internal change. Financial leverage substituted for the then-absent capital and product market pressure, providing a sense of urgency to change.

SA CEO: “our purpose was to use the company’s capital structure to influence and even drive a change in strategy and culture…”

Conclusion:
Evidence on Sealed Air’s lacklustre pre-dividend performance, its stalled manufacturing program, and employees’ views support the conclusion that its outstanding performance could not have been achieved absent financial leverage. It is equally unlikely, however, that substantial performance improvement would have been achieved without effective changes in internal control. At Sealed Air, the two reinforced on another to create an environment that supports value-maximising decision making.
