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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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