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Abstract

This paper examines the impact of managerial self-
interest on corporate pension funding decisions. It is pos-
tulated that managers with no ownership stake in the
firm will have incentives to maintain financial slack in
the form of excess pension funding. Pension funding slack
may be viewed as a managerial perquisite that decreases
the probability of necessary future debt financing. Such a
strategy may increase the value of undiversified human
capital to the detriment of maximizing shareholder
wealth. As managerial ownership increases, the incen-
tives to consume such a perquisite will decrease since the
interests of managers and shareholders become more
aligned. The results presented in this study strongly sup-
port this proposition.

Introduction

In recent years, the structure of corporate owner-
ship and its influence on managerial incentives has in-
trigued researchers from a number of perspectives. For
example, Agrawal and Mandelker [1] report that invest-
ment decisions appear to increase firm risk when mana-
gerial equity holdings are larger. Saunders, Strock and
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Travlos [34] suggest that increased stock ownership will
also enhance the proclivity of risk taking activities. Pa-
paioannou, Strock and Travlos [33] examine the implica-
tion of ownership structure for corporate liquidity policy.
This article examines corporate ownership as a determi-
nant of pension funding decisions. The analysis is con-
ducted within a framework that incorporates the risk to
managerial human capital associated with such finan-
cial decisions. Such an investigation is important be-
cause corporate pension funds have increasingly come to
be viewed as an integral part of the overall financial
management of the firm.

Managers whose wealth portfolio consists mostly of
investment in human capital have little incentive to in-
crease equity risk. This is because an increase in the
variability of returns on equity, holding everything else
constant, will increase the uncertainty associated with
the stream of employment income and reduce the value
of their human capital. Corresponding to such increases
in risk is the increased probability of bankruptcy that
can devalue managerial human capital and reputation
(Gilson [14] and Gilson and Vetsuypens [15]). Therefore,
it is proposed that managers with no equity stake in the
firm will pursue activities that minimize default risk via
overfunding of pension plans. In contrast, if the firm has
risky debt, the equity ownership stake of managers will
increase in value as the volatility of the return on equity
increases (Black and Scholes [6]). This indicates that eq-
uity ownership by managers will increase the incentives
for pursuing risky policy alternatives which should re-
sult in underfunding of pension plans. It is proposed
that equity ownership by managers and the attendant
implications on risk taking will influence the pension
funding decision.

Researchers have identified two major incentives
which may guide corporate pension funding decisions,
and help explain the heterogeneity in funding observed
across firms. Black [5], Feldstein and Seligman [13], and
Tepper [37] suggest that the tax advantages associated
with pension fund contributions create incentives for
firms to maximize the extent to which pension liabilities
are funded. Such contributions are tax deductible, and
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the earnings on assets within pension funds are not
taxed. In contrast, Sharpe [35] suggests that firms have
incentives to minimize the extent to which pension li-
abilities are funded. This incentive is related to the in-
surance protection of retiree benefits provided by the
Pension Benefit Guaranty Corporation (PBGC). The
value of PBGC insurance may be summarized within a
put option pricing framework where the level of pension
liabilities are analogous to the exercise price and pen-
sion fund and net corporate assets represent the under-
lying asset of the put option. Less funding will enhance
the value of this insurance pension put. (For an insight-
ful summary of these tax and insurance motives for pen-
sion funding decisions see, for example, Bicksler and
Chen [4]).

These two strategies present extreme solutions of
either overfunding or underfunding to the maximum ex-
tent allowable. Bodie, Light, Morck and Taggart [7, 8]
and Bicksler and Chen [4] propose a more general corpo-
rate finance perspective of pension decision making.
This more comprehensive view suggests that pension
policy is not independent of the firm’s overall corporate
strategy. For example, in addition to including the tax
and insurance aspects of funding policy, these studies
also suggest that corporate profitability influences fund-
ing decisions through the choice of actuarial assump-
tions. Furthermore, Bodie et al. [7, 8] propose that firms
may desire to maintain excess liquidity, or financial
slack, in the form of overfunded pension liabilities. My-
ers and Majluf [31] suggest that managers have incen-
tives to maintain financial slack to finance investment
opportunities that arise at inopportune times. To avoid
the adverse selection problem associated with external
equity financing, firms may maintain financial slack in
the form of unused debt capacity, in the form of pension
fund assets, or excess liquidity.

This article focuses on the decision by managers to
store financial slack in pension funds. Overfunding of
pension plans can be viewed as financial slack which has
tax benefits that unused debt capacity does not have. Af-
ter controlling for such tax-related aspects of the fund-
ing issue, it is proposed that the extent of managerial
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ownership may create incentives for preferring to main-
tain financial slack in the form of excess pension fund-
ing. Managers with no equity stake in the firm may have
a motive to pursue a strategy of overfunding to provide a
potential source of funds in the future. Such a strategy
may reduce the need for future debt financing which can
adversely affect the value of managerial human capital.

Clearly, excessive pension funding is not the only
method that can be used to reduce the risk of the manag-
ers. For example, managers whose portfolio consists only
of human capital can achieve reduction in their risk by re-
ducing variability of cash flows via diversification.' Ami-
hud and Lev [3] provide evidence that managers behave
as though they are more risk averse than stockholders in
the context of conglomerate mergers. It is widely acknow-
ledged that mergers undertaken solely for diversification
do not benefit the stockholders as the latter group can di-
versify at the personal level. However, managers will
benefit from diversification as they hold partially “undi-
versifiable” portfolios in the form of non-portable invest-
ment in firm specific human capital. Amihud and Lev [3]
find that managers of firms with broadly dispersed own-
ership (i.e., no dominant shareholders to monitor manage-
rial decisions) are more likely to engage in diversifying
mergers to reduce the riskiness of the firm.

Discussion and Hypotheses

The framework utilized in this paper is similar to
the one employed by Agrawal and Mandelker [1] in their
analyses of managerial financing and investment deci-
sions. The wealth derived from the manager’s associa-
tion with the firm may be dichotomized as follows: First,
the managers receive a stream of employment income as
remuneration for the provision of services associated
with their human capital. Second, if managers have an
equity position in the firm, their wealth position will
change as the value of the firm’s stock changes. Thus,
the manager’s wealth can be viewed as a portfolio com-
posed of human capital and ownership in the firm. In
the absence of ownership by the manager, human capi-
tal is the dominant asset in the portfolio.

Copyright © 2001. All Rights Reserved.



Managerial Self-Interest 699

The preceding incentives associated with manage-
rial wealth can influence the corporate pension funding
decision. With no equity ownership in the firm, manag-
ers may have an incentive to maintain excess pension
funding. When investment opportunities arise in the fu-
ture, these managers may have an aversion to using ad-
ditional debt financing since this would increase the
riskiness of corporate cash flows, the uncertainty of their
employment earnings, and hence reduce the value of
their human capital, ceteris paribus. This proposition
does not imply that overfunding will be debt financed.
Rather, managers are averse to using additional debt to
finance future investment opportunities (i.e., prefer us-
ing pension slack) which would increase the risk of their
human capital.

Excess pension assets can be accessed as a source of
financing either indirectly or directly (see Canan [10]).
Plan sponsoring firms can reduce the size of plan contri-
butions by changing actuarial assumptions (McGill and
Grubbs [25] and McGinn [26]). For example, by increas-
ing interest rate assumptions, the present value of prom-
ised benefits will be reduced. This in turn enables the
sponsoring firm to slow the rate at which it contributes to
its plans (McAvoy, Cantor, Dana, and Peck [24] and
McGill and Grubbs [25]). The funds not allocated to mak-
ing pension contributions can be reallocated to other uses
within the firm. Mittelstaedt [29] documents that in the
1982-1984 period, 1,061 firms accessed excess pension as-
sets by increasing the actuarial interest rate assumption.

In contrast to such an indirect method of accessing
excess pension assets, firms can also terminate over-
funded plans and revert the excess assets directly. Ac-
cording to the PBGC, in the 1980s over 2,000 overfunded
plans were terminated with a subsequent reversion of
over $21 billion to sponsoring firms. Apparently, this po-
tential source of funds has not gone untapped by corpo-
rations. Such terminations entail that the plan sponsor’s
board of directors adopt a resolution authorizing the ter-
mination and ensure that arrangements are made to ful-
fill retirement promises made to employees (Simone and
Greene [36]). However, the safety cushion from excessive
pension funding could potentially be costly to stockhold-
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ers. Mittelstaedt [29] suggests that his empirical results
are “consistent with the termination of pension plans be-
ing a costly source of financing.” Although terminations
of pension plans provide a quick access to surplus assets,
there are costs incurred by the firm. For example, the
firm will incur additional pension benefit obligations
upon plan termination since non-vested benefits become
vested as required by Sections 4041 and 4044 of Em-
ployee Retirement Income Securities Act (ERISA) of
1974. Furthermore, a 15 percent excise tax is imposed
on the amount of the asset reversion. Finally, termina-
tions cause certain explicit transaction costs, related to
the purchase of annuities and the implementation of a
replacement plan. Nevertheless, storing internal funds
in the form of pension slack has tax advantages that al-
ternative sources of financial slack do not have.

On the other hand, when managers have an owner-
ship stake in the firm, their wealth positions are not
solely related to their human capital. Their interests and
wealth are more closely aligned with those of sharehold-
ers. Thus, as equity ownership of managers increases
and managers more fully bear the cost of any perquisite
consumption, they will behave in a manner which is
more consistent with increasing shareholder wealth
(Jensen and Meckling [20]). Therefore, it is proposed
that the motive for using excess pension funding to re-
duce the risk to human capital will be offset by manage-
rial effort to increase shareholder wealth when
managers have significant equity exposure.

Although the main objective of this paper is to ex-
amine the relationship between managerial equity own-
ership and the degree of corporate pension funding,
some insights pertaining to the preceding proposition
may be drawn from existing studies. Alderson and Chen
[2], Mitchell and Mulherin [28] and Haw, Ruland and
Hamdallah [16], for example, present evidence that
shareholder wealth may be enhanced as firms reduce
pension funding through excess asset reversions. Thus,
if managers own significant equity in the firm, and if
shareholder wealth is enhanced through lower funding,
they too may have a preference for lower degrees of cor-
porate pension funding.
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In contrast, if managers have no equity stake in the
firm they may have motives to exploit any device that
potentially enhances the safety of their human capital.
Bondholders also value safety enhancing mechanisms
that reduce the risk associated with their investment in
the firm. Thus, when managers own no equity their self-
interest to enhance the safety of their human capital in-
vestment in the firm may coalesce with the risk-
reducing motive of the bondholders. Insights pertaining
to this paper’s central proposition may again be drawn
from existing studies. For example, Martin and Hender-
son [23] show that lower levels of pension funding ad-
versely affect corporate bond ratings, while Datta,
Iskandar-Datta and Zychowicz [11] show that a reduc-
tion in pension funding via an excess asset reversion re-
duces bondholder wealth. It is intuitive that when
managers have no equity stake in the firm, their inter-
ests may be more closely aligned with bondholders, from
the perspective of protecting the safety of their interest
in the firm.

Taken together, the preceding discussion of the re-
lated literature clearly suggests that managers with an
equity stake in the firm will be less likely to exploit ex-
cessive pension funding as a human capital risk reduc-
ing device. In contrast, managers with no equity stake in
the firm are more likely to utilize overfunding as a
mechanism to preserve the safety of their human capi-
tal. Therefore, the first hypothesis may be summarized
as follows.

HI1: The degree of managerial ownership and
the degree of pension funding are expected to be
negatively related, ceteris paribus.

However, the relationship between managerial
ownership and pension financial slack may be mitigated
by internal and external mechanisms used to monitor
management. External monitoring mechanisms include
capital markets, the market for corporate control (Jen-
sen [21]) and institutional investors, while internal
monitoring is performed via the board of directors and
the structure of managerial compensation. If the market
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perceives that the maintenance of excessive pension fi-
nancial slack is more motivated by managerial self-in-
terest rather than a corporate strategy aimed at
maximizing shareholder wealth, disciplinary market
forces, such as takeovers or institutional investors, may
act to constrain management from utilizing excessive
funding as a risk reducing device. A similar argument
can be made with respect to the board of directors’ disci-
plinary measures on senior management.

Some existing research reports that the termination
of overfunded plans are often part of more general corpo-
rate restructuring (Mitchell and Mulherin [28], and
Moore and Pruitt [30]). If corporate restructuring is re-
quired to remedy existing firm inefficiencies, and if such
inefficiencies are more symptomatic of low ownership
firms, then management teams with low ownership may
be unable to use pension plans as a superfluous risk-re-
ducing device without incurring disciplinary market
pressures. In this scenario no relation between manage-
rial ownership and pension slack is expected. Further-
more, it is possible that the excise tax imposed on
reverted excess assets acts as an additional deterrent to
management’s excessive use of pension slack.

In the managerial compensation literature, mana-
gerial risk aversion in corporate decision making is well
established. A study by Lambert and Larcker [22] at-
tempts to show whether stock options motivate manag-
ers to reduce their risk aversion and behave more in the
interests of the stockholders. The standard option pric-
ing model implies that the value of stock options will
rise with the increase in the variability of the stock re-
turn resulting in an alignment of managerial interests
with those of shareholders. However, the standard op-
tion pricing framework may not work in the case of
managerial stock options since these options are nor-
mally “in-the-money,” and managers may avoid taking
risk which might lead to their options being “out-of-the
money.” In summary, if external and internal monitor-
ing mechanisms are effective in constraining manage-
ment from excessive use of funding as a risk reducing
device, then no relation will be observed between mana-
gerial ownership and pension funding slack.
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H2: Given effective disciplinary internal and
external pressures, the degree of managerial
ownership and the degree of pension funding
are expected to be unrelated.

The Model

This section presents a model that allows for testing
the preceding propositions concerning managerial owner-
ship and pension funding slack. The theoretical under-
pinnings of the model are well established in the existing
pension literature. The model is specified as follows:

PFSI, = ROWN,, PROF,, RISK, TAX,, GOVN) (1)

where PFSI, is the degree of pension funding slack for
firm i, OWN, denotes the degree of managerial owner-
ship, PROF, is corporate profitability, RISK, is corporate
risk, TAX, represents the potential tax benefits derived
from pension funding, and GOVN, denotes the external
and internal disciplinary (governance) mechanisms. An
explanation of the variables, their measurement and
their predicted relation to corporate pension funding are
presented next.

Degree of Pension Funding Slack (PFSL)

The degree of corporate pension funding slack
(PFSL) is defined as the value of pension fund assets mi-
nus adjusted vested pension liabilities divided by net
corporate assets. Vested liabilities are an accrued benefit
that employees have earned while with the firm and rep-
resent the retirement obligation of the firm if an em-
ployee were to leave the firm. Although projected benefit
obligations are another measure of potential liabilities,
vested benefits have been the conventional choice of past
researchers, and have been found to be used by the mar-
ket in valuing corporate equity (see for example Feld-
stein and Morck [12], and Ippolito [18]). Vested pension
liabilities are adjusted to reflect the heterogeneity of the
actuarial assumption rates used by different firms. It is
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recognized that actuarial interest rate assumptions are
crucial in determining the reported value of pension
liabilities. Following Feldstein and Morck’s [12] adjust-
ment method, this study uses the interest rate assump-
tions for individual firms along with a sample-wide
average interest rate assumption to perform the follow-
ing adjustment to reported vested benefits:

VBA = VB * (INT,/INT,,,) (2)

where VBA is the adjusted vested benefits, VB repre-
sents reported vested benefits, INT denotes interest rate
assumption used by firm i to find the present value of fu-
ture vested pension obligations, and INT,, is the aver-
age interest rate assumption used by firms in the study
sample. This formulation has the effect of increasing
pension liabilities for firms which use above average ac-
tuarial interest rate assumptions while reducing pension
liabilities for firms which use below average actuarial in-
terest rate assumptions.

Managerial Ownership (OWN)

The managerial ownership stake in the firm, OWN,
is measured by the percentage of outstanding shares
owned by the top five corporate insiders. Two proposi-
tions are offered concerning the relationship between
managerial ownership and pension funding policy. The
first proposition predicts a positive relationship. If excess
pension fund assets provide a source of funds which are
less risky relative to potential external borrowing, then
the managers with low degree of ownership are expected
to attempt to minimize the risk to their human capital by
maintaining a greater degree of pension funding slack.

In contrast, the alternative proposition predicts no
relationship between managerial ownership and the de-
gree of pension funding if monitoring devices effectively
discipline managers who maintain pension financial
slack to reduce the risk to their human capital. To deter-
mine which of the two preceding propositions is more ac-
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curate is the major focus of the analysis reported in this
paper.

Firm Profitability (PROF)

The extent to which firms fund pension liabilities is
related to a firm’s ability to do so. Bodie et al. [7, 8] re-
port findings which show that pension funding and prof-
itability are positively related. The ability to fund
pension liabilities is measured as firm cash flow scaled
by net assets, PROF.

Corporate Risk (BETA and CVCF)

The equity risk is expected to be negatively related
to pension funding, ceteris paribus. This is because the
value of PBGC pension insurance may be conceptualized
as a put option which increases in value as pension
funding is reduced (Sharpe [35] and Bicksler and Chen
[4]). The pension put option allows firms to put the pen-
sion assets plus 30 percent of the market value of corpo-
rate net worth to the PBGC in satisfaction of pension
claims. Pension liabilities are analogous to the exercise
price while the pension plan assets and corporate net
worth represent the underlying asset of the put option.
Therefore, less funding will enhance the value of this in-
surance pension put. The value of the insurance put op-
tion will also increase with higher risk of the underlying
value of the equity. Since the risk of pension plan assets
is not easily obtainable, the risk measures are restricted
to equity beta, BETA, and coefficient of variation of cor-
porate cash flows over a ten year period, CVCF.

Tax Benefits of Pension Funding (TXNA and
TLCF)

Because pension contributions are tax deductible
and the earnings on assets within pension funds are not
taxed, it is expected that the extent of corporate pension
funding is positively related to the tax benefits associated
with such funding (Bicksler and Chen [4], Black [5],
Feldstein and Seligman [13] and Tepper [37]). It is pro-
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posed by Bodie et al. [7] [8] that such tax benefits are
positively associated with the tax-paying status of indi-
vidual firms. Consequently, the potential tax benefits are
measured as the total taxes paid by each firm scaled by
net corporate assets, TXNA. An alternative indicator of
the tax benefits associated with pension funding is the
tax loss carryforward, TLCF, reported by individual
firms. Haw, Ruland, and Hamdallah [16] report that
firms which reduce pension funding levels through excess
asset reversions have higher tax loss carryforwards. The
tax benefits of pension funding are expected to be lower
when firms have tax loss carryforwards to offset taxable
income. This suggests a negative relationship between
pension funding slack and tax loss carryforward.

Governance (OPTION, BOARD and INST)

To control for managerial self-interested behavior
regarding pension funding decisions, three disciplinary
proxy variables are used. The binary variable OPTION,
denoting whether a firm has outstanding stock options
in its managerial compensation package, and the vari-
able BOARD, defined as the proportion of insiders® in
the board of directors, serve as measures of internal
monitoring of the managers. It is expected that the de-
gree of internal monitoring is directly related to the in-
clusion of stock options in the compensation package and
the proportion of independent outside directors on the
board. On the other hand, the extent of institutional
ownership (INST), measured as the percentage of out-
standing shares held by institutions, is used as a proxy
for the degree of external monitoring. If these monitor-
ing devices are optimally structured, they will reduce
the agency conflict between managers and shareholders
regarding the pension funding decision of the firm.

Sample Selection and Data Sources

All firms in the sample meet the following three cri-
teria. The first criterion is that firms with defined bene-
fit plans be listed on the Compustat database. The
second criterion is the availability of insider ownership
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data for the top five firm insiders (officers and directors)
from the Value Line Investment Survey. The final crite-
rion eliminates firms that did not have pension data,
such as pension plan assets, vested benefits and the ac-
tuarial assumption rate, on SEC 10-K filings. The ro-
bustness and stability of the proposed model over time is
examined by analyzing the sample of firms for two non-
consecutive years, 1985 and 1988. Because pension fund-
ing occurs over a period of time, the financial variables
are normalized over a number of years. The variables
PROF, TXCF, and TXNA are normalized over three-year
periods (1983-1985 for the 1985 sample and 1986-1988
for the 1988 sample) while the coefficient of variation of
cash flows, CVCF, is computed over ten-year periods of
1976-1985 and 1979-1988, respectively. Beta coefficients
reported by Value Line are used as an alternative meas-
ure of risk. After deleting all firms with insufficient
data, the final samples for 1985 and 1988 contain 207
and 201 firms respectively. The regressions using the
governance variables for the two sample years 1985 and
1988 have sample sizes of 177 and 174, respectively, due
to unavailability of data on one or more of the these vari-
ables which are retrieved from the SEC 10K filings and
CD Disclosures database.

The Financial Accounting Standards Board (FASB)
statements 35, 87 and 88 introduced new pension ac-
counting standards which were to be phased in between
1986 and 1988 to enhance the quality and quantity of
the disclosure of pension related information (Jarnagin
[19]). Firms with unfunded pension liabilities are now
required to report these liabilities on corporate balance
sheets. However, from an economic perspective, the mar-
ket efficiently recognized such liabilities when they were
strictly off-balance sheet items. Such liabilities are found
to be impounded in corporate equity prices by numerous
researchers (see Oldfield [32], Feldstein and Morck [12],
and Feldstein and Seligman [13]).

Table 1 provides summary profiles of the sample
firms. For 1985 (1988) sample, the degree of pension
funding slack stands at 0.095 (0.158) where 6.8 percent
(4.5 percent) of the sample firms have underfunded pen-
sion plans. This is in agreement with Mitchell and Mul-
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TABLE 1
Summary Statistics for Firms with Defined Benefit Pension Plans
for 1985 and 1988

Panel A: 1985

Mean Standard
Variable (N =207) Deviation Maximum Minimum
PFSL® 0.0952 0.1507 1.3812 -0.2359
OWN 0.1677 0.1637 0.6400 0.0000
PROF 0.2413 0.0769 0.5823 0.0573
BETA 1.0937 0.2282 2.0000 0.5000
CVCF 0.3853 0.1641 1.5130 0.1096
TXNA 0.1085 0.0570 0.4411 0.0012
TLCF 0.0081 0.0895 1.2812 0.0000
OPTION 0.0213 0.0283 0.3083 0.0000
BOARD 0.3030 0.1350 0.7060 0.0670
INST 0.4705 0.1489 0.8950 0.0930
Panel B: 1988

Mean Standard
Variable (N =207) Deviation Maximum Minimum
PFSLY 0.1583 0.3608 4.5529 ~0.1962
OWN 0.1412 0.1538 0.6300 0.0060
PROF 0.2800 0.2621 2.1878 -0.3386
BETA 1.0980 0.2290 2.0000 0.5000
CVCF 0.3919 0.1772 1.1420 0.1083
TXNA 0.0967 0.0558 0.3220 -0.1290
TLCF 0.0065 0.0351 0.4380 0.0000
OPTION 0.0340 0.0384 0.3020 0.0000
BOARD 0.3110 0.1563 0.9290 0.0670
INST 0.4739 0.1480 0.8494 0.0000

“14 firms have underfunded pension liabilities (i.e. negative PFSL).
*9 firms have underfunded pension liabilities (i.e. negative PFSL).

Variable Definitions: OWN is the percentage of outstanding shares owned by
top five insiders; PROF is the corporate cash flow scaled by net assets; BETA
is the beta of equity; CVCF is the coefficient of variation of cash flow for the
preceding 10-year period; TXNA is the total taxes paid scaled by net assets;
TLCF is the amount of tax loss carry forward; OPTION is the number of stock
options as a percent of outstanding shares; BOARD is the proportion of inside
directors in the board; and INST is the proportion of institutional holding of
the outstanding shares.
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herin’s [28] study which shows that defined benefit
plans, on average, were overfunded during the 1980s.
The magnitude of senior management ownership in the
firm was similar in both sample years, 16.77 percent in
1985 and 14.12 percent in 1988. Mikkelson and Partch
[27] report average ownership by officers and directors
of 13.9 percent for a sample of 715 NYSE and AMEX
firms, which is similar to the sample used in this study.

Empirical Results

Cross-Sectional Analysis

To ascertain the relation between the percentage of
managerial ownership and the degree of financial slack
stored in the form of excess pension assets, six configu-
rations of the cross-sectional model outlined earlier are
estimated. The regression results for the years 1985 and
1988 are presented in Tables 2 and 3 respectively. Each
of the six estimated regressions includes the ownership
variable plus different combinations of the remaining ex-
planatory variables discussed above.

In all six regression models for the two sample
years, the coefficients of the ownership variable (OWN)
have a negative sign and are statistically significant at
the conventional levels. This indicates that firms with
more pervasive inside ownership maintain less pension
financial slack. The observed relation strongly supports
the proposition that managers with low equity owner-
ship in the firm may attempt to maintain a relatively
safer source of potential funds in the form of pension
funding slack, thereby reducing the risk exposure to
their human capital.

The profitability variable (PROF) is included in four
of the six regressions for each of the two years. For both
1985 and 1988, this variable is significantly positive at
the conventional levels. This indicates that firms with
stronger cash flows maintain higher degrees of pension
funding which is consistent with previous empirical stud-
ies reporting a positive relation between corporate profit-
ability and corporate pension funding (Bodie et al [7] [8)).
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TABLE 2

Regressions Explaining the Degree of Pension Funding Slack for the
Year 1985 (¢-statistics in parentheses)

Variable Model1l Model2 Model3 Model4 Model5 Model 6

CONST 0.064 0.091***  0.035 0.104 0.081 0.116
(1.04) (2.65) (0.82) (0.68) (0.54) 0.77)

OWN —-0.130**  —0.141** —0.129** —0,143** (.112* 0.173**
(-2.03) (-2.21) (-2.02) (-2.00) (-1.53) (-2.27)
PROF 0.271** 0.258** 0.239**  0.214*
1.97) (1.88) (1.60) (1.44)
BETA -0.011 -0.016
(-0.24) (-0.33)
CVCF 0.060 0.053 0.101 0.088
(0.94) (0.83) (1.42) (1.28)
TXNA 0.046 0.007
(0.25) (0.04)
TLCF -0.088 —0.096 —0.086 -0.098
(-0.74) (-0.81) (-0.71)  (-0.82)
OPTION -0.029
(-1.13)
BOARD ~0.010
(-0.11)
INST —0.002**
(-1.91)
Adj R? 0.043 0.029 0.048 0.035 0.034 0.061
N°® 207 207 207 177 177 177

Variable Definitions: OWN is the percentage of outstanding shares owned by
top five insiders; PROF is the corporate cash flow scaled by net assets; BETA
is the beta of equity; CVCF is the coefficient of variation of cash flow for the
preceding 10-year period; TXNA is the total taxes paid scaled by net assets;
TLCF is the amount of tax loss carry forward; OPTION is a binary variable
denoting the presence or absence of managerial stock options in the compen-
sation package; BOARD is the proportion of inside directors in the board; and
INST is the proportion of institutional holding of the outstanding shares.

®Models 4, 5 and 6 have fewer observations due to unavailability of data on
OPTION, BOARD and INST for some firms. Using all three monitoring vari-
ables (OPTION, BOARD and INST) in the same regression preserves our re-
sult of a significant negative relation between pensions funding slack (PFSL)
and OWN.

***Significant at the 1 percent level.
**Significant at the 5 percent level.
*Significant at the 10 percent level.

Copyright © 2001. All Rights Reserved.



Managerial Self-Interest 711

TABLE 3

Regressions Explaining the Degree of Pension Funding Slack for the
Year 1988 (¢-statistics in parentheses)

Variable Modell Model2 Model3 Model4 Model5 Model 6

CONST 0.170* 0.178***  0.097* 0.120 0.208 0.140
(1.32) (2.44) (1.40) (0.67) 1.27) (0.85)

OWN —0.326** -0.394** _0.340** -0.283%* _0.166** -0.232***
(-196) (-2.38) (-2.049) 2.587) (-1.93) (-2.54)
ROF 0.226** 0.220** 0.317***  0.326***
(2.35) (2.28) (5.88) (5.98)
BETA -0.026 —0.108**
(-0.24) (-1.96)
CVCF 0.142 0.125 0.044 0.027
0.97) (0.85) (-0.58) (-0.38)
TXNA 0.197 0.468**
(-0.43) (1.98)
TLCF -0.100 -0.273 —0.052 —0.045
(-0.14) (-0.36) (-0.15)  (-0.13)
OPTION (0.016)
(0.47)
BOARD —0.066
(-0.79)
INST -0.113
(-1.17)
Adj R? 0.053 0.031 0.056 0.062 0.221 0.209
N°® 201 201 201 174 174 174

Variable Definitions: OWN is the percentage of outstanding shares owned by
top five insiders; PROF is the corporate cash flow scaled by net assets; BETA
is the beta of equity; CVCF is the coefficient of variation of cash flow for the
preceding 10-year period; TXNA is the total taxes paid scaled by net assets;
TLCF is the amount of tax loss carry forward; OPTION is a binary variable
denoting the presence or absence of managerial stock options in the compen-
sation package; BOARD is the proportion of inside directors in the board and
INST is the proportion of institutional holding of the outstanding shares.

®Models 4, 5 and 6 have fewer observations due to unavailability of data on
OPTION, BOARD and INST for some firms. Using all three monitoring vari-
ables (OPTION, BOARD and INST) in the same regression preserves our re-
sult of a significant negative relation between pensions funding slack (PFSL)
and OWN.

***Sjgnificant at the 1 percent level.
**Significant at the 5 percent level.
*Significant at the 10 percent level.
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The coefficients of the risk variable BETA are gen-
erally insignificant, except in Model 5 for the year 1988.
Likewise, the second risk variable CVCF is also insig-
nificant in explaining the degree of pension funding
slack. Alternate proxies for risk, such as the standard
deviation of the return on book equity and the standard
deviation of the return on market equity (measured over
the preceding ten-year period) yield similar results. The
variable TXNA (an indicator of potential tax benefit
from pension funding) is significantly positive only in
Model 4 for the year 1988. The variable TLCF is also in-
significant in explaining the pension funding slack.

The three monitoring variables—OPTION, BOARD
and INST—are included in Models 4, 5 and 6 for each of
the sample years to investigate the effects of internal
and external disciplinary mechanisms on the managers’
pension funding decision. Due to the observed correla-
tion between these three variables, only one of these
variables is included per model. It is found that, except
for the significant negative coefficient of INST in Model
6 for year 1985, none of these monitoring variables are
significant.’ Since the inclusion of the external and in-
ternal monitoring variables is not effective in changing
the significant negative relation that exists between the
degree of insider ownership and pension funding slack,
the analysis fails to find support for the second hypothe-
sis. This finding is not consistent with the findings of
Byrd and Hickman [9], but is congruent to the results
reported by Hermalin and Weisbach [17] and McAvoy et
al. [24] who find no relation between corporate perform-
ance and board composition. The result related to the ef-
fectiveness of the board composition in mitigating the
divergent behavior of the managers is consistent with
the fact that the top management plays a significant role
in the board selection process.

This study finds that managerial self-interest under
low insider ownership outweighs the control mecha-
nisms that the market and the firm place on managers
via institutional holdings, board composition and com-
pensation packages. The results are also in support of
Lambert and Larcker’s [22] argument that managers
will avoid taking risks as it may lead to their stock op-

A A 1 A8 RO AP
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tions, normally “in-the-money,” to become “out-of-the
money.” In general, the findings suggest that internal
and external disciplinary mechanisms do not have a sig-
nificant influence on the pension funding decision of top
managers which is driven partly by the degree of their
ownership in the firm.

Finally, if managers with high ownership stake un-
derfund pension plans and engage in risky allocation of
plan assets (e.g. all stock portfolios) as Sharpe [35] sug-
gests, then the results of this analysis understate the re-
lation between managerial ownership and underfunding.
Such a strategy of risky asset allocation would be consis-
tent with Sharpe’s view of maximizing the value of pen-
sion insurance. The inter-relationship between ownership
structure, capital structure, pension funding and asset al-
location of pension funds is a complex issue which cannot
be currently addressed due to unavailability of firm-spe-
cific asset allocation data for the sample period.

Components of Financial Slack

Table 4 reports the analysis of the relation between
managerial ownership, pension slack and other forms of
financial slack by partitioning the sample into quartiles
based on the ownership stakes of corporate insiders.
First, an alternative measure of pension funding slack is
considered. The magnitude of excess pension funding per
employee (PFMP) is examined for each quartile of in-
sider ownership. The null hypothesis of equality between
the mean values of PFMP for the quartiles with highest
and lowest insider ownership can be rejected at the 5
and 1 percent level of significance with ¢-statistics of
—-2.00 and -12.81, respectively, again indicating a signifi-
cant negative relation between the degree of insider
ownership and pension funding slack.

The managerial motive for maintaining pension fi-
nancial slack may also have implications for maintaining
slack in the form of unused debt capacity. In Table 4, the
times-interest-earned ratio, TIE, is employed as a proxy
for unused debt capacity, and it is hypothesized that the
higher the degree of insider ownership, the higher the TIE
ratio. The relation between insider ownership and unused
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TABLE 4

Mean Values for Inside Ownership, Pension Funding Slack, Unused
Debt Capacity and Liquidity Slack

Variables

Sample
Year OWN® PFSLP PFMP* TIES LQD®

Panel A: Highest Ownership Quartile (N = 52, 1985) (N = 50, 1988)

1985 0.414 0.063 27.678 30.782 0.099
1988 0.378 0.105 40.594 63.626 0.128

Panel B: Second Ownership Quartile (N = 51, 1985) (N = 51, 1988)

1985 0.183 0.079 26.822 10.671 0.084
1988 0.126 0.070 39.321 10.135 0.065

Panel C: Third Ownership Quartile (N = 52, 1985) (N = 50, 1988)

1985 0.060 0.122 43.113 23.478 0.089
1988 0.046 0.199 116.500 22.745 0.090

Panel D: Fourth Ownership Quartile (N = 52, 1985) (N = 50, 1988)

1985 0.014 0.116 45.585 13.041 0.101
1988 0.016 0.238 78.938 11.910 0.072

*OWN: percentage of outstanding shares owned by insiders.
PPFSL: degree of pension funding slack.

‘PFMP: pension fund assets minus vested pension liabilities divided by num-
ber of employees (in hundreds of dollars).

TIE: mean operating income divided by the mean interest expense normal-
ized over previous three years.

°LQD: cash plus marketable securities divided by total assets normalized over
previous three years.

debt capacity, as measured by TIE, is consistent with the
proposition that managers with low ownership may at-
tempt to minimize the risk associated with their human
capital by maintaining (storing) greater degrees of finan-
cial slack in the form of excess pension assets rather than
excess debt capacity. These insiders will be more averse to
using additional debt to finance future investment oppor-
tunities which would increase the risk to their human
capital. However, it must be acknowledged that this hy-
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pothesized relation might not necessarily hold as it is con-
ceivable that a low insider ownership associated with high
pension slack does not rule out a high unused debt capac-
ity (high TIE), as the two stores of financial slack may not
necessarily be perfect substitutes. Hence, this argument
about the positive relation between insider ownership and
unused debt capacity must be interpreted with caution.

For the 1985 (1988) sample, the firms with the
highest insider ownership have mean TIE ratio of 30.782
(63.626), while the firms with the lowest degree of in-
sider ownership have mean TIE ratio of 13.041 (11.910).
The t-statistic testing the mean difference for TIE vari-
able between the highest and lowest quartiles is 1.71
(2.09), indicating significance at the 5 and 1 percent lev-
els respectively.

The results of the analysis do not reveal any consis-
tent relationship between unused debt capacity and the
degree of insider ownership. Specifically, the analysis re-
veals that for firms with lowest insider ownership (Panel
D), pension overfunding is high and unused debt capac-
ity (TIE) is low. This is consistent with the prediction.
On the other hand, the results in Panel A indicate that
for firms with highest insider equity stakes, overfunding
is low (consistent with hypothesis H1) and unused debt
capacity is high. This latter finding reveals that for
firms with high insider ownership, a preference exists
for storing financial slack in the form of unused debt ca-
pacity rather than pension overfunding.

Although the primary focus of this paper is to inves-
tigate the relation between managerial ownership and’
corporate pension funding, this article offers a potential
explanation for this observed preference for storing fi-
nancial slack in the form of unused debt capacity for high
insider ownership firms. This explanation is based on the
premise that at low levels of equity ownership, managers
have a greater incentive to minimize their risk to human
capital while possessing an enhanced proclivity for share-
holder wealth-destroying perquisite consumption. With
higher degrees of managerial ownership, the potential for
such agency problems will be mitigated. Therefore, at low
levels of insider ownership, managers maintain financial
slack in the form of pension overfunding and excess li-
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quidity to avoid debt financing, which may increase the
risk exposure to their human capital. It also allows them
to circumvent the monitoring and disciplinary pressures
of the capital markets that may expose or constrain their
perquisite consumption. However, at high degrees of in-
sider ownership, the lower proclivity for managerial per-
quisite consumption makes the monitoring of the capital
markets of much less concern to managers. More impor-
tant for managers of such firms, any increase in risk to
their human capital may be offset by possible enhance-
ment to the value of their equity stake in the firm. This
line of reasoning may explain the observed preference for
high insider ownership firms to store financial slack in
the form of unused debt capacity.

A second alternative to maintaining financial slack
in the form of overfunded pension plans is to maintain a
store of liquidity in the form of cash and readily market-
able securities. Hence, the liquidity ratio, L@D, is de-
fined as cash and marketable securities scaled by total
assets. It is postulated that for managers for whom the
human capital component of wealth dominates equity
ownership, there will be an incentive for maintaining ex-
cessive financial slack in the form of liquid assets, LD,
to minimize the necessity for future borrowing that ex-
poses human capital to greater risk. For the 1985 sam-
ple, the firms with the highest degree of ownership (first
quartile) have a mean LQD ratio of 0.099, while the
firms with the lowest degree of insider ownership (quar-
tile four) have a mean liquidity ratio of 0.101. The differ-
ence between these two mean values is not statistically
significant. However, for the 1988 sample, firms with
more prevalent insider ownership have a mean LD ra-
tio of 0.128, while the comparable figure for firms with
the lowest insider ownership is 0.072. The difference be-
tween these two variables is statistically significant (z-
statistic = 2.52). Thus, it appears that for the 1988
sample firms, characterized by extreme degrees of high
managerial ownership or low managerial ownership, ex-
cess pension funding and cash and marketable securities
are substitute methods of storing financial slack. How-
ever, reliable conclusions cannot be drawn from this evi-
dence because these two types of financial slack (pension
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and liquidity) have different tax advantages. A firm has
to use debt (reduce financial slack) to take advantage of
the debt tax shield, while with pension funding, a firm
can get the tax shield advantage and increase financial
slack at the same time.

Overall, the empirical investigation reveals that
managerial self-interest provides motivations for main-
taining a source of potential funds in the form of pension
financial slack. This finding is consistent with the view
that when managerial ownership is small vis-a-vis the
investment in human capital, human capital will be the
dominant factor influencing managers pension funding
decision. In addition, this relation seems stable and con-
sistent over time as the results for both samples, 1985
and 1988, are very similar.

Summary and Conclusions

In this paper, it is proposed that managerial self-
interest may be a motive for preferring to maintain pen-
sion financial slack. When managers have no ownership
stake in the firm, the source of their wealth, originating
from their association with the firm, is their human
capital. This may create incentives for such managers
to build up relatively safer sources of funds to finance
future investment opportunities. The potential to bor-
row in the future, as reflected by unused debt capacity,
may be perceived as a riskier source of funds in com-
parison to excess pension funding. The findings re-
ported in this paper provide strong evidence that firms
characterized by low managerial ownership maintain
greater degrees of pension funding slack, while firms
characterized by higher insider ownership have lower
degrees of pension slack. However, no consistent rela-
tionships between the degree of insider ownership and
the other two forms of financial slack, namely, unused
debt capacity and excess liquidity are found.

Notes

1. It is not clear whether excessive pension funding dominates diver-
gification as a method of reducing human capital risk. In some instances,
such as when the firm has a low tax status, excessive pension funding
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may be less beneficial. However, diversification efforts may be less benefi-
cial. On the other hand, diversification efforts may depend on the pres-
ence of indenture covenants restricting mergers sale of corporate assets.
Finally, firms experiencing financial distress are less likely to use either
method because of the cash needs of the firm.

2. Board members not affiliated with the firm in any manner are
classified as independent outsiders. All other members (officers of the
firm, consultants, legal counsel etc.) are considered insiders.

3. Using all three variables in the same regression preserves the sig-
nificant relation between pension funding slack and insider ownership.
The results are also not different when the OPTION variable is measured
as the number of stock options as a percent of outstanding shares.

4. To identify any relationship between managerial ownership and
the leverage of the firm, we calculate the correlation between the degree
of managerial ownership and the firm’s debt ratio (total debt/total assets)
for both samples. We find that the correlations, although negative (-0.07
for 1985; —0.08 for 1988), are statistically insignificant.
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