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Abstract

This study examines changes in top executives’ compensation of formerly
privately held stock CEOs at the time of an initial public offering. The results show that
CEOs’ benefits increase materially following an IPO. The results also find evidence that

reduced ownership retention by managers increases agency costs.
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Abstracts
This study examines changes in top executives’compensation of =
formerly Prlvately held stock CEOs at the time of dn nitial public offering.
The restlts show that CEQs” benefits increase materially following an IPO.

The results also find evidence that reduced ownership rétention by managers
Increases agency costs.

Introduction

Agency theory focuses on the contract between two parties, which are the
principal and the agent. The agent receives authority to govern the firm from the
principal. Since these two parties have different utility functions, it is reasonable to
believe that an agent will not always act in the best interest of the principal. Thus,
contracts between the two parties that unreasonably favor the agent will be costly to
owners (Beatty and Zajac, 1994; Jensen and Meckling, 1976; Tosi, Katz and Gomez-
Mejia, 1997).

Much empirical literature supports the idea that senior executives tend to pursueI
strategies that increase their personal benefits at the expense of principals (Gomez-Mejia,
Tosl, and Hinkin, 1987; Jensen and Meckling, 1976; Kroll, Wright, and Theerathom,
1993; Wright, Ferris, Sarin and Awasthi, 1996). For example, managers may overinvest
in non-value maximizing investments such as corporate acquisitions (Chung and Wright,
1998; Chung, Wright, and Charoenwong, 1998). Furthermore, managers may make
operating decisions that reduce their personal risk, although shareholders may prefer that
riskier projects are pursued (Crutchley and Hansen, 1989). A number of researchers (Hill
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and Snell, 1989; Kroll, et al., 1993) state that managers prefer to increase firm size
because this strategy will enhance their benefits and reduce risk for the top executives,
even at the expense of the owners. Taking these facts together, top managers will likely
not exercise the same diligence and exert as much effort as the owners would and will try
to extract excessive pecuniary and non-pecuniary benefits from the owners.

According to Jensen and Murphy (1990), self-serving strategies of top managers
can be pursued because the incentives of top executives are independent of their
performance. Their study finds that corporate Strategies that increase or decrease a
firm’s market value by millions of dollars may only minimally affect the financial
benefits of top executives.

Previous researchers (Fama and Jensen, 19833, 1983b; Fields and Tirtiroglu,
1991) argue that different organizational governance mechanisms can be effective in
controlling agency problems. Effective control of the owner-manager conflict
discourages senior managers from using resources to serve their self-interests. - In stock
companies, top executives are governed by traditional control or governance
mechanisms. (O’Hara, 1981).

Various reasons have been provided to explain why companies o public
(Dannen, 1984; Fenske, 1985; Tillman 111, 1985; and Pagano, Panetta, and Zingales,
1998), such as greater access to capital, ease of merging and diversification, liquidity,
improved image, and enhanced incentives to managers. Jensen and Meckling (1976)
arque that making managers part owners of their firms will reduce agency problems. A
public corporation can use incentive devices such as share options and share bonuses.
However, Hetherington (1969) suggests that demutualization may be fostered by the self-



interests of managers. Through demutualization, managers may be able to convert their
de facto ownership, which results from the ineffectiveness of the mutual policyholder
owner, into stock. The stock the managers come to control may represent a considerable
fraction of the company’s net worth,

In this study, from a theoretical perspective, it is questioned whether there is
evidence of agency problems at the time of company IPOs by examining whether top
executives’ rewards increase materially following initial public offerings. These answers
are both interesting and important since they are unexplored issues. Insight is gained as
to how senior managers make resource allocation choices driven by their self-interests.

The remainder of this paper is organized as follows. In the next section, |
present the literature on which my hypotheses are based. Then, | describe the sample and
research methodology. Subsequently, | report the results of the study. Finally, I present
discussion and conclusions.

Literature Review and the Development of Hypotheses

Fama and Jensen (1983b), Hansmann (1985), Mayers and Smith (1981, 1986, 1
1988, 1994), and Smith (1986) study the costs and benefits of each organization form and
the implications of agency theory to different kinds of ownership structure. They arque
that the unique characteristic of stock companies is the separation of manager, owner and
customer. This separation allows increased efficiency through specialization. Managerial
talent can be selected without considerable thought about the wealth of the manager and
how much risk the manager is willing to bear (Mayers and Smith, 1981; and Fama and
Jensen, 1983p).
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In publicly-held stock companies, top managers are subject to traditional control
mechanisms. Three types of mechanisms that reduce agency problems are the presence
of the market for corporate control, the managerial labor market, and the capital market.
A mechanism that constrains management discretion which Manne (1965) first calls the
“market for corporate control” is in the form of proxy fights, tender offers, and takeover
bids (Agrawal and Mandelker, 1987; and McNamara and Rhee, 1992).

Fama (1980) argues that the managerial labor market provides an effective control
mechanism. Fama states that managerial labor markets truely reflect available
information concerning the marginal productivity of managers. How well an executive
operates the company will affect his/her reputation, which the market will use to value
his/her human capital. This process which Fama called “settling up” provides discipling
that makes managers reduce deviations from contracted behavior.

This settling up procedure makes the managerial labor market efficient. Hence,
the owners can be confident that the managers will have the motivation to reflect high
marginal value to the market and are unlikely to utilize their positions to gain personal
rewards. Moreover, Kroll et al. (1993) suggests that junior managers will force senior |
managers to achieve higher levels of performance because the market will also evaluate
their productivity partly on the firm’s productivity. In conclusion, Fama and other
researchers (Amihud, Kamin, and Romen, 1983; and Kroll and Johnson, 1986; Jensen
and Smith, 2000) argue that managers will not abuse their positions to diverge from the
goal of shareholder wealth maximization, as such action will count in the settling up
process, thereby reducing the managers” market value.



The presence of capital markets ensures that stock insurers are monitored by
Institutional investors, other blockholders, and stock analysts. Capital markets can act as
a force to control management. Managers try to satisfy shareholders’expectations. They
try to reduce agency costs to receive good performance assessments of themselves and
their companies in the capital markets (Fields and Tirtiroglu, 1992).

Incentive compensation devices such as stock options and restricted stock make
the interests of top managers and shareholders congruent (Jensen and Meckling, 1976;
Mayers, Shivdasani, and Smith, 1997). According to Jensen and Smith (2000), because
the value of stock options increases with stock price variance, options motivate the
manager to invest in riskier projects. Stock options also help manage the under-leverage
problem, as managers increase leverage to increase equity volatility and thus the value of
their options.

A private stock company has no stock traded on an established exchange
and is owned by a limited number of shareholders who usually are the entrepreneurs or
the founders, or their families. According to agency theory (Jensen and Meckling, 1976;
Megginson, 1996; Wells, Cox, and Gaver, 1995), when the owner possesses 100 percent
of the company, he/she will be responsible for all the results of hisfher performance. If
the owners consume perquisites such as luxury offices, excessive staff, personal
airplanes, big cars, or lengthy vacations, these costs are borne by the owner. However,
when the owner sells a part of his/her firm to outside investors, he/she no longer bears the
full cost of perquisite consumption. In the case of 100 percent ownership, the equity
agency cost is zero. After an IPO, the original owner’s stake is reduced; partial
ownership results in the manager’s greater consumption of perquisites. This occurs



because the sole owner bears the entire cost of the decrease in firm value, while the
partial owner bears only a portion of the cost of abusive behavior (Wells, Cox, and
Gaver, 199).

According to agency theory (see Jensen and Meckling, 1976), reduced ownership
by managers increases agency costs. Empirical studies provide evidence supporting the
notion that reduced ownership leads to higher agency costs. For example, Walkling and
Long (1984) find that a target firm will be more likely to oppose an offer if the potential
wealth of the firm's management is reduced. Mikkelson and Partch (1985) argue that
when ownership concentration decreases, underlying firm share values fall. Agrawal and
Mandelker (1987) report a positive relationship between the common stock holdings of
managers and the changes in the variance of returns on the firm’s total assets and the
changes in financial leverage. Morck, Shleifcr, and Vishny (1988) using Tobin’s q as a
valuation measure, find that low managerial ownership is associated with low measures
of corporate value. Oswald and Jahera (1991) examine the relationship between
ownership structure and financial performance. They report higher excess retums for
firms with greater inside ownership. Yennack (1996) arques that when officersand |
directors have more ownership, firm market value is significantly higher, although this
ownership variable has an ambiguous relationship with measures of accounting
performance. Kroll, Wright, Toombs, and Leavell (1997) argue that acquisition
announcements result in negative excess returns to shareholders for manager-controlled
firms but positive excess returns for owner-manager controlled firms. Brush, Bromiley,
and Hendrickx (2000) argue that firms that have large stock ownership by management
mitigate the influence of free cash flow on a firm’s performance. Jain and Kini (1994)
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find a significant positive relationship between post-IPO operating performance and
equity retention by managers. On the other hand, other researchers arque that the
ownership retention of top managers is irrelevant (Fama and Jensen, 1983h; Mikkelson,
Partch, and Shah, 1997).

Given these earlier findings, it is expected that when privately-held stock
companies go public, their top executives will increase their salaries and bonuses at the
expense of the shareholders.

Hypothesis 1

There will be significant increases found between pre- and post-IPO CEO salaries
and bonuses for“formerly privately-held stock companies.

Before an IPO, top executives of privately-held stock companies may not pay
themselves as much salary because they are responsible for the full cost of the reduction
in the value of the firm. According to Gilles (1999), top executives of privately-held
stock companies consider compensation as an expense rather than an investment,
However, if the top executives increase their compensation after an PO, they will bear
only a portion of the full cost. Therefore, we expect top executives’ salaries and bonuses/
for former privately-held stock companies to increase. Ifthe results support this part of
our hypothesis, we will have found evidence to support the idea that reduced ownership
retention by managers increases agency costs in previously privately-held insurers.

Hypothesis 2

There will be si?nificant Increases found hetween pre- and [post-IPO CEO total
values of annya Pay packag,es {ljncludlng salary, bonus, options, stock
appreciation rights and restricted stocks.
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|f the results support Hypothesis 2, we will have found evidence to support the idea that
top executives make the transition of firm from private to public ownership to enhance
their personal benefits.

Sample and Research Methodology
Sample
The sample consists of both a study group and the control group. The study group
contains 30 privately-held stock companies that initiated IPOs during the years 1986-
2000 that have verified IPO dates in 10K reports and have pre-IPO compensation data
available. Information related to executive compensation is obtained from prospectuses
and proxy statements. Details about sample firms are provided in Exhibit L

Insert Exhibit 1here

Dependent Variables

Dependent variables consist of changes in CEQ salaries and bonuses and change/s
in total values of annual pay packages. Total value of annual pay packages
IS the sum of salary, annual bonus, stock appreciation rights, restricted stock, stock
options, and other compensation. With regard to options, | use the value of exercisable
and unexercisable in-the-money options that each company provides in the proxy
statements.

In order to measure the changes in each CEQ’s salary and bonus, | calculate the
percentage change from the year prior to the IPO to the IPO year and one year following,



adjusted for inflation. In order to measure the changes in total values of annual pay

packages, 1calculate the percentage change from the year prior to the IPO to the IPO
year and one year following, adjusted for inflation.

Measurement Procedure

Hypothesis 1 involves determining the relationship between changes in CEQ
salaries and honuses for formerly privately-held stock companies.

Due to the limited number of former privately-held stock companies and the
skewed underlying distribution of changes in compensation, | employ a nonparametric,

ilcoxon signed rank test as recommended by Flores (1989), after having excluded

obvious outliers to detect whether the salaries and bonuses of top executives of formerly
privately-held stock companies increase. The Wilcoxon Signed rank test assumes that
the observations are independent. This test is normally used under conditions where the
underlying distribution is not normally distributed. Earlier studies by McNamara and
Rhee (1992), Jain and Kini (1994) also use Wilcoxon signed rank test. Hypothesis 2
involves making comparisons hetween the total value of compensation packages of the
top executives of formerly privately-held stock insurers for the year preceding the IPO
with that of the IPO year and one year following.

The research methodology follows Kaplan (1989), Smith (1990), Muscarella and
Vestsuypens (1990), Degeorge and Zeckhauser (1993), and Jain and Kini (1994). All use
the median change in levels because the mean is particularly sensitive to outliers.

Results of the study
This portion of the paper presents the results of the tests of the stated hypotheses.
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Hypothesis 1

Hypothesis 1 proposes that there will be significant increases across the IPO event in
CEOQ salaries and bonuses for formerly privately-held stock companies. The change in
salaries and bonuses is measured relative to the pre-1PO year (year -1).

Changes in salaries and bonuses of top executives of formerly privately-held
stock companies for the IPO year (year 0) and the post IPO year (yearl) are reported in
Exhibits 2 and 3 respectively. The median change in salaries and bonuses for the IPO
year and year Lare 43.39 % and 59.99 % respectively. Both the increases are significant
at the 0.01 level. The results appear to support Hypothesis 1 or the notion that the
reduction in management ownership increases agency costs as described in Jensen and
Meckling (1976).

Insert Exhibit 2 and 3 here

Hypothesis 2

Hypothesis 2 proposes that for formerly privately-held insurance company CEOs, the
changes in total value of annual pay packages across initial public offerings will be
significant. Changes in the total value of annual compensation packages of top
executives of formerly privately-held stock insurers are reported in Exhibits 4 and 5.
The median change in total value of compensation packages for the IPO year and year 1
are 128.96 % and 352.73 %, respectively. Both increases are significant at the 0.01 level.
The results show that CEOs’ rewards of fonnerly privately-held stock companies
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increase very significantly following IPOs. The findings are supportive of Hypotheses 2
that CEOs may make the transition from private to public ownership to increase their
OWn rewards.

Insert Exhibit 4 and 5 here

Discussion and Conclusions

The managers of formerly privately-held stock companies represent the group
whose ownership is reduced when their firm go public. The results show that the total
values of annual pay packages for this group significantly increase following IPOs and
their salaries and bonuses significantly increase in the IPO year. This study supports the
findings of other researchers (Jensen and Meckling, 1976; Walkling and Long, 1984,
Mikkelson and Partch,1985; Morck, Shleifer, and Vishny, 1988) that reduced ownership
retention by managers increases agency costs. As mentioned earlier, before IPOs, top i
executives consider their compensation as expenses (Gilles, 1999). They have to select
the level of both firm value and- rewards that maximize their utility (Wells, Cox, and
Gaver, 1995). When outside equity is issued, they increase their rewards at the expense
of the new owners.

In conclusion, the results indicate that agency problems occur at the time of an
IPO. We can conclude that one of the reasons senior managers decide to convert their
companies is to boost their personal benefits. The results are consistent with the previous
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empirical studies that find that top executives tend to pursue strategies that increase their
personal rewards (Gomez-Mejia, Tosi, and Hinkin, 1987; Hetherington,1969; Jensen and
Meckling, 1976; Kroll, Wright, and Theerathom, 1993; and Wright et al., 199).
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EXHIBIT 1

Formerly Privately-Held stock companies

No.

©O© oo ~N o o1 B W N s

[ T T L T N R R e T L T N B A ) T O S
O W OO0 N oo O B W D PO o oo 1oy Ol N N o

Company

Liberty financial cos

FPIC

ESG RE LTD

Vesta Insurance Group Inc
Hartford Financial Services
Travelers Aetna Property
Allstate Corp

ACE limited

Renaissancere Holdings Ltd
Life Re Corp

MM Cos Inc

First Alliance Corp

Paula Financial

Chartwell Re Corp

RTW Inc

PMA Capital Corp
Rightchoice Managed care inc
Everest Reinsurance Holdings
Oxford Health Plans Inc

Exel Ltd

Wellcare Management Group Inc

F B L financial Group Inc
American Safety Insurance
standard Management Corp
Terra Nova Bermuda
Lasalle Re Holdings Itd
United Wisconsin Sevices
CNA surety Corp

Triad Guaranty Inc

PMI group

100780



EXHIBIT 2

Change in Salaries and Bonuses for Formerly Privately Held Stock companies CEOs

Panel A
For the PO year
No. Company
1 Liberty financial cos
2 FPIC
3 ESG RE LTD
4 Vesta Insurance Group Inc
5 Hartford Financial Services
b Travelers Aetna Property/Casualty group
7 Allstate Corp
8 ACE limited
9 Renaissancere Holdings Ltd
10 Life Re Corp
il MMI Cos Inc
12 First Alliance Corp
13 Paula Financia
14 Chartwell Re Coip
15 RTW Inc
16 PMA Capital Corp
i Rightchoice Managed care inc
18 Everest Reinsurance Holdings
19 Oxford Health Plans Inc
20 Exel Ltd
21 Wellcare Management Group Inc
22 F B L financial Group Inc
23 American Safety Insurance
24 standard Management Corp
25 Terra Nova Bermuda
26 Lasalle Re Holdings Itd
27 United Wisconsin Sevices
28 CNA surety Coip
29 Triad Guaranty Inc
30 PMI group
Median
Median Increase
Mean

Mean Increase

18

Salary and Bonus

Year -1
979,500
255,671
283,710
366,827
825,000

2,760,000

647,500
431,573
393,750
180,000
327,600
54,170
275,000
454,675
094,431
1,074,115
384,551
1,115,350
191,442
575,000
167,505
348,123
367,485
276,341
850,000
352,921
337,570
379,219
223,635
215,447
367,156

522,937

Year0
1,114,786
332,027
526,575
526,386
1,171,962
3,192,441
1,276,578
658,984
468,750
531,752
342,184
73,433
474,096
664,086
605,916
1,230,315
700,138
1,499,392
378,731
653,791/
255,618
369,978
386,304
365,611
1,050,831
1,024,332
444 885
491,868
276,512
310,065
526,480
43.39%
713,278
36.40%



Exhibit 2
Panel B

Change in Salaries and Bonuses for Privately Held Stock Insurers CEOs
For the IPO year

Year -1 Year 0
Median 367,156 526.480
Median Change Relative to Year -1 43.39%
Two-tailed Wilcoxon Signed Rank Test 0.000

Ohservations 30 30



Panel A

EXHIBIT 3

Change in Salaries and Bonuses for Formerly Privately Held Stock companies CEOs

for year 1

No.

N oo ol B~ N

e}

10
1
12
13
14
15
16
i
18
19
20
21
22
23
24
25
26
27

Company

Liberty financial cos

FPIC

Vesta Insurance Group Inc

Hartford Financial Services

travelers Aetna Property/Casualty Group
Renaissancere Holdings Ltd
Life Re Coip

M1 Cos Inc

First Alliance Corp

Paula Financial
Chartwell Re Corp

RTW Inc

PMA Capital Corp
Rightchoice Managed care inc
Everest Reinsurance Holdings
Oxford Health Plans Inc

Exel Ltd

Wellcare Management Group Inc
F B L financial Group Inc
American Safety Insurance
standard Management Corp
Terra Nova Bermuda

Lasalle Re Holdings Ito
United Wisconsin Sevices
CNA surety Corp

Triad Guaranty Inc

PM1 group

Median

Median Increase

Mean

Mean Increase

Salary and Bonus

Year -1
979,500
255,671
366,827
825,000

2,760,000
393,750
180,000
327,600

54,170
275,000
454,675
594,431

1,074,115
384,551

1,115,350
191.442
575,000
167,505
348,123
367,485
216,341
850,000
352,921
337,570
379,219
223,635
215,447
366,827

530,568

Year 1
1,375,481
337,545
515,240
1,713,541
3,405,638
859,116
706,947
537,247
73,385
586,895
799,946
599,912
1,203,831
455,377
1,524,254
418,836
694,924
288,389
407,185
375,122
312,269
1,163,711
1,093,651
467,193
601,915
239,024
566,264
586,895
59.99%
789,757
48.85%
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Exhibit 3

Panel B

Change ill Salaries and Bonuses for Privately Held Stock companies CEOs
For tile Year 1

Year -1 Year 1
Median 366.827 586,895
Median Change Relative to Year -1 59.99%
Two-tailed Wilcoxon Signed Rank Test 0.000
Observations 21 27
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EXHIBIT 4
Panel A

Change in Total Values of Annual Pay Packages for Formerly Privately-held stock
Insurers for the IPO Year

No. Company Total Values of Annual Pay Packages
Year -1 Year O

1 Liberty financial cos 1,023,868 6,551,050
2 FPIC 279,796 873,007
3 ESG RE LTD 318,205 561,024
4 Vesta Insurance Group Inc 394,163 1,346,157
5 Hartford Financial Services 846,956 18,582,173
6 Travelers Aetna Property 3,887,292 15,541,509
7 Allstate Corp 829,723 3,976,656
8 ACE limited 951,771 3,323,342
9 Renaissancere Holdings Ltd 558,033 2,782,822
10 Life Re Corp 180,000 1,203,465
11 MMI Cos Inc 615,002 520,213
12 First Alliance Corp 115,911 113,134
13 Paula Financial 275,347 6,790,245
14 Chartwell Re Corp 579,176 903,505
15 RTW Inc 666,214 695,209
16 PMA Capital Corp 1,145,961 3,400,377
17 Rightchoice Managed care inc 536,339 836,972
18 Everest Reinsurance Holdings 14,458,668 1,728,641
19 Oxford Health Plans Inc 191,442 378,731
20 ellcare Management Group Inc 167,505 374:555
21 F B L financial Group Inc 372,785 877,347
22 American Safety Insurance 372,285 574,215
23 standard Management Corp 284,833 817,315
24 Terra Nova Bermuda 950,000 1,484,168
25 Lasalle Re Holdings Itd 499,913 5,823,773
26 CNA surety Corp 420,323 508,843
27 Triad Guaranty Inc 225,883 478,937
28 PMI group 264,699 1,343,029
Median 460,118 1,053,485

Median Increase 128.96%

Mean 1,163,411 3,051,497

Mean Increase 162.29%
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Exhibit 4
Panel B
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Change in Total Values of Annual Pay Packages For Formerly Privately-held stock

Insurers CEOs For the IPO Year
Year -1
Median 460,118
Median Change Relative to Year -1
Two-tailed Wilcoxon Signed Rank Test

Observations 28

Year O
1,053,485
128.96%
0.000
28



EXHIBIT 5
Panel A
Change in Total Values of Annual Pay Packages for Formerly Privatelv-held Stock
Insurers for Year 1

No. Company Total Values of Annual Pay Packages
Year -1 Year 1

1 Liberty financial cos 1,023,868 9,750,350
2 FPIC 279,796 2,961,669
3 Vesta Insurance Group Inc 394,163 13,671,528
4 Hartford Financial Services 846,956 21,464,963
Travelers Aetna Property 3,887,292 18,908,478

6 Renaissancere Holdings Ltd 558,033 9,721,252
I Life Re Corp 180,000 1,284,972
8 MMI Cos Inc 615,002 1,170,356
9 First Alliance Corp 115,911 111,081
10 Paula Financial 275,347 608,829
1 Chartwell Re Corp 579,176 1,905,947
12 RTW Inc 666,214 645,509
13 PMA Capital Corp 1,145,961 3,625,561
14 Rightchoice Managed care inc 536,339 561,584
15 Everest Reinsurance Holdings 14,458,668 2,511,758
16 Oxford Health Plans Inc 191,442 11,202,853
17 Exel Ltd 915,389 3,000,379
18 Wellcare Management Group Inc 167,505 303,536
19 F B L financial Group Inc 372,785 1,933,653
20 American Safety Insurance 372,285 408,663
21 standard Management Corp 284,833 665,282
22 Terra Nova Bermuda 950,000 4,091,416
23 Lasalle Re Holdings Itd 499,913 12,391,086
24 United Wisconsin Sevices 420983 1134757.282
25 CNA surety Corp 420,323 793,349
26 Triad Guaranty Inc 225,883 241,811
27 PM 1 group 264,699 1,874,566
Median 420,983 1,905,947

Median Increase 352.73%

Mean 1,135,139 4,701,674

Mean Increase 314.19%
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Exhibit 5

Panel B

Change in Total Values of Annual Pay Packages For Formerly Privately Held stock
Insurers CEOs For Year 1

Year -1 Year 1
Median 420,983 1,905,947
Median Change Relative to Year -1 352.73%
Two-tailed Wilcoxon Signed Rank Test 0.000

Observations 27 27





