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ABSTRACT

This paper examines the relationship between common stock and option holdings of
managers and the choice of investment and financing decisions by firms. The authors
find support for the hypothesis of a positive relationship between the security holdings
of managers and the changes in firm variance and in financial leverage. This conclusion
is based on samples of acquiring and divesting firms. The findings are consistent with
the hypothesis that executive security holdings have a role in reducing agency problems.

MANAGERIAL INCENTIVE PROBLEMS THAT arise in a corporation due to the
separation of ownership and control have troubled economists for some time
(e.g., Smith [14], Berle and Means [4], and, more recently, Jensen and Meckling
[10] and Harris and Raviv [8]). Fama and Jensen [7] argue that the prevalent
choice of the corporate form suggests that there exist mechanisms that reduce
agency problems. Two types of such devices have been identified: competitive
market mechanisms and direct contractual provisions. It has been argued that
market mechanisms such as the threat of takeover provided by the market for
corporate control (Manne [11]), and “ex-post settling up” by managerial labor
markets (Fama [6]) discipline managers and induce them to pursue the interests
of shareholders. Fama argues that the discipline induced by capital and labor
markets will be sufficient to eliminate incentive problems under a variety of
conditions. On the other hand, the existence of elaborate (and costly) contracts
between managers and shareholders suggests that management compensation
schemes also have an important role in aligning the interests of managers with
those of shareholders.

The theoretical arguments of Jensen and Meckling [10] and Haugen and
Senbet [9] and the empirical evidence of Amihud and Lev [1], Walkling and
Long [16], and Benston [3], among others, suggest that managers’ holdings of
common stock and stock options have an important effect on managerial incen-
tives.! This implies that investment and financing decisions of firms may be
influenced by the security holdings of their managers.
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! For example, Benston finds that changes in the value of managers’ stockholdings are larger than
their annual employment income.
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In this study, we empirically investigate two related issues. First, we examine
the relationship between a manager’s holdings of common stock and options and
the characteristics of the investment decisions made by the firm—specifically,
changes in the variability of returns on the firm’s assets. Second, we study the
relation between a manager’s security holdings and the firm’s financing decisions.
These issues have not been addressed by previous studies.

We examine three types of investment decisions: acquisitions by mergers,
acquisitions by tender offers, and divestitures by sell-offs. Acquisitions and sell-
offs are particularly suited for this study since these are typically large transac-
tions between two publicly traded corporations and hence have considerable
impact on the firms. An examination of these three types of investment decisions
and the concomitant financing provides more specific evidence on the issues
addressed and allows for a comparison between these decisions.

The remainder of this paper is organized as follows. Section I contains a
discussion of the economic hypotheses. Section II discusses the details of man-
agement compensation, empirical methodology, and data sources. Section III
presents the empirical findings, and Section IV provides a summary.

I. Issues and Hypotheses

The total wealth, W, of a manager may be classified into three main types of
assets: his or her common stock and option holdings, W,, if any, in the firm that
employs him or her; his or her human capital, W, which equals the present
value of the stream of future earnings from employment; and holdings of other
assets unrelated to the firm, W,. The stock and option holdings in the firm are
valued in the capital markets, and their value is directly affected by changes in
the characteristics of the firm’s cash flows. Changes in the firm’s cash flows may
also affect the stream of the manager’s employment income and thus his or her
human capital.? Managerial incentive problems arise, in part, because corporate
investment and financing decisions by managers are influenced by their personal
wealth considerations.

A. Manager’s Incentives Regarding Selection of Risky Projects

It has been argued that the manager has an incentive to select investment
projects that reduce the variability of the firm’s earnings stream, ceteris paribus,
due to the overinvestment of his or her human capital in a single firm and the
consequent underdiversification of his or her personal wealth portfolio. Amihud
and Lev [1] argue that, to the extent that the manager’s employment income is
tied to changes in firm value, an increase in the variance of returns on the firm'’s
total assets, 0%, increases the variance and reduces the certainty equivalent of
the stream of his or her employment income. The manager obviously dislikes
such decreases in his or her human capital, W, and therefore has an incentive
to reduce o%.

2Suppose the firm performs poorly. This may have several effects on the manager’s future
employment income. First, his or her remuneration in the current job falls, as the evidence in Murphy
[13] suggests. Second, his or her potential wages in alternative employment decrease, as Amihud and
Lev [1] argue. Third, in the extreme case, if the firm liquidates, his or her firm-specific human capital
is lost.
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If the manager owns common stock and stock options in the firm, his or her
incentives with respect to a reduction in o% are not obvious. In such a case, there
are two further effects on the manager’s personal welfare. First, if the firm has
risky debt, we know from the option-pricing models (Black and Scholes [5]) that
the value of common stock increases when ¢% goes up. Thus, the value of the
manager’s common stock and stock option holdings, W,, increases. Second, an
increase in o% also increases the variance of common stock returns, 2. The
effect of an increase in ¢% on the variance of the manager’s total personal wealth
portfolio, o3, is not obvious. It depends, among other things, on the correlation
of returns on his or her stock and option holdings with those on the remainder
of his or her total wealth portfolio and on the relative weight of the former in
the latter. (See the Appendix for an elaboration.)?

In summary, when a manager owns common stock and stock options in the
firm, a variance-increasing investment by the firm can have three effects on his
or her personal welfare: the value of his or her common stock and option holdings
in the firm W,, increases; the value of his or her human capital decreases; and
the variability of his or her total wealth, ¢%,6 changes. If there is sufficient
spanning in the capital markets, the effect on personal portfolio variance can be
diversified away. When a manager has large stock and option holdings in the
firm, the first effect is likely to dominate. Thus, large stock and option holdings
by a manager induce him or her to select variance-increasing corporate invest-
ments.

However, as pointed out by Haugen and Senbet [9], such a risk-shifting
incentive of managers increases agency problems between bondholders and
stockholders. They show that, under certain conditions, countervailing contracts
such as a put option provided to bondholders (e.g., a convertibility option on a
bond) can reduce a manager’s risk-shifting incentive in the presence of executive
stock options. Thus, it is not clear that a manager necessarily has an incentive
to reduce the firm’s risk, as was implied by Amihud and Lev [1]. The manager’s
incentive with respect to changes in the firm’s variance is then an empirical
issue.

B. Manager’s Incentives with Respect to the Financial Leverage of the Firm

An investment decision such as an acquisition or a sell-off usually results in a
change in the capital structure of the firm. In the case of an acquisition, such a
change is a result not only of the financing instrument used to purchase the firm,
but also of the capital structure of the acquired entity. In the case of a sell-off of
a division, such a change is a function of the form of payment, while, in the case
of a sell-off of a subsidiary, it is also a function of the capital structure of the
subsidiary.

A reduction in the firm’s financial leverage has three potential effects on the
manager’s personal welfare. First, a reduction in the firm’s debt-equity ratio,

3 As pointed out by the referee, the true agency problem arises when the shift in risk is also
associated with a value shift. Under certain conditions, this shift benefits managers and stockholders
even when a negative-NPV project is adopted; see Barnea, Haugen, and Senbet [2]. In the discussion,
we assume ceteris paribus, i.e., investment in zero-NPV projects, and thus ignore the value-shift
effect.
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caused, for example, by an issue of additional equity by an acquiring firm to
finance a merger by exchange of stock, reduces the probability of bankruptcy of
the firm. To the extent that the manager’s future employment income is tied to
the continued survival of the firm, a reduction in financial leverage increases the
value of the human capital of the manager.* Second, a reduction in leverage also
increases the value of existing risky debt because bondholders now get greater
protection on their claims. If the financing decision has no effect on the total
value of the firm, then the value of old equity, as well as that of executive stock
options, is reduced. This causes a decrease in the value of common stock and
option holdings, W;, of the manager. Third, a reduction in financial leverage also
reduces the variance of stock returns, o%. This may change the variance of the
total wealth portfolio, o3, of the manager, as discussed above. (See Section I,
Subsection A.)

In summary, a reduction in financial leverage has three effects on the personal
welfare of the manager who holds common stock and options in the firm: W,
increases, W, decreases, and ¢% may change. The incentive of a manager with
respect to changes in the firm’s financial leverage is then an empirical issue.

II. Methodology and Data

A. The Sample

We examine three types of investment decisions: acquisitions by mergers,
acquisitions by tender offers, and sell-offs. An initial sample of all firms that
were acquired during 1974 to 1982 is taken from the CRSP files. Names of the
corresponding acquiring firms and the announcement dates are identified from
the Wall Street Journal (WSJ ) newspaper and Index. The announcement date
is defined as the trading day preceding the first WSJ publication date of the
intention to acquire. We include acquisitions in which the market value of equity
of the target is ten percent or more of the acquiring firm. The maket value of
equity of each firm is computed for the day following the announcement date.
We require that acquiring firms have available stock return data for days —120
to +120 around announcement date and for seventy days after completion date.
This left us with a sample of 205 acquiring firms. Out of these, we were able to
obtain data on management compensation, stock and option holdings, and long-
term debt for 153 firms.

The preliminary list of divesting firms in selloffs has been collected from the
FTC “Annual Statistical Reports on Mergers and Acquisitions” and from the
“Mergers and Acquisitions” journal. We have identified 294 firms for which the
purchase consideration was disclosed. We eliminate divesting firms for which the
announcement date cannot be ascertained from WSJ, those that are not listed
on the NYSE or AMEX, and those for which the stock return data for the
required period are not available. We also eliminate firms for which the value of
the sold-off unit is less than ten percent of the equity value of the divesting firm.

4 Bankruptcy of the firm not only increases the probability of the loss of the current job of the
manager, but also generates adverse information about his or her managerial abilities that can reduce
his or her income in alternative employment.



