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ABSTRACT

Public Trading and Private Incentives*

This Paper studies the link between public trading and the activity of a firm’s
large shareholder who can affect firm value. Public trading results in the
formation of a stock price that is informative about the large shareholder’s
activity. This increases the latter’s incentives to engage in value-increasing
activities. Indeed, if he has to liquidate part of his stake before the effect of his
activity is publicly observed, a more informative price rewards him for his
activity. Implications of this perspective are derived for the decision to go
public and security design.
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NON-TECHNICAL SUMMARY

We consider a firm with a large shareholder and otherwise dispersed shares,
which are publicly traded. The block holder is an insider in the sense that he
can undertake actions that directly affect the firm’s value. We identify two
sources of incentives for the insider to engage in activities that will increase
firm value. The first one is his stake in the firm. Since the insider participates
in a value increase in proportion to his equity stake, a larger stake increases
his interest in seeing to the firm value being high. A second and more indirect
incentive effect is provided by the trading of the firm’s stock. Examine the case
in which the insider believes he is likely to have to liquidate his stake before
the impact of his activities is publicly known. He will participate in a value
increase brought about by his activity only in so far as it is reflected in the
stock price. By feeding more information into the stock price, public trading
can thus increase the insider’s incentive. Hence, although the dispersed
shareholders’ activity (i.e. their trading) is not aimed at affecting firm value, it
can affect it indirectly.

This simple insight has several interesting implications and applications. First,
it suggests that public trading can increase the incentives of large
shareholders. In that respect, going public can have a disciplinary effect. This
perspective is in contrast with the view that market monitoring makes large
shareholders redundant as monitors, i.e. that market and insider monitoring
are substitutes. It is in even greater contrast (although not in contradiction)
with the concern that by making exit easier, market liquidity reduces a large
stakeholder’s incentive to monitor (Coffee (1991), Bhide (1993)). Second,
while price informativeness can enhance the incentive effect of the insider’s
stake, increasing price informativeness and the insider’s stake can constitute
conflicting objectives. Ownership concentration and stock-price
informativeness are likely not to be independent. This in turn suggests a
theory of the ongoing public decision. Firms whose insiders are more likely to
face liquidity shocks (as defined above) are more likely to go public. Indeed,
such insiders put a greater weight on the price at which they might have to sell
their shares and hence their incentives rely more on price informativeness. In
this view, going public is motivated by an informational rather than an
immediate financial need. Third, this insight can be extended (under some
conditions) to the choice of securities. On the one hand, direct incentives are
best provided to the insider by a stake the value of which is closely tied to firm
value, i.e. a value-sensitive stake. For instance, better incentives may be
provided by an equity stake than by a safe debt stake. On the other hand, if
the trading of the firm’s securities is to generate some information, their value
should depend to some extent on that information, i.e. these securities should
be information-sensitive. For instance, trading essentially safe corporate debt
might not generate much information about the insider’s activity. Hence, the
optimal choice of securities (and maybe the optimal design of securities) might



strike a balance between value-sensitivity of inside claims and information-
sensitivity of outside claims. When the latter objective dominates, a pecking
order for initial offerings can arise, in which firms issue publicly traded claims
that are information-sensitive. One interesting aspect of this incomplete theory
of capital structure and security design is that it deals with the securities of
both insiders and outsiders.

Among other extensions, we explore the possibility of the insider engaging in
strategic trading, i.e. selling or retaining his shares in order to exploit some
private information about the firm. Such a possibility is important in our
context. Indeed, the gains from strategic trading depend on the degree of
information asymmetry, which is itself affected by public trading. By reducing
the level of information asymmetry, public trading might decrease the insider’s
reluctance to sell when he has positive information about the firm. This
creates another channel through which public trading affects incentives. Two
findings are particularly noteworthy. First, an increase in the price
informativeness does not necessarily increase the unconditional probability of
exit. This is due to the feedback effect on effort which affects the distribution of
states. Second, even in the case in which the exit probability increases, effort
increases.
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