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ABSTRACT

Managerial Compensation and the Market Reaction to Bank Loans*

This Paper considers why a manager would choose to submit himself to the
discipline of bank monitoring. This issue is analysed within the context of a
model where the manager enjoys private benefits, which can be restricted by
the monitor and is optimally compensated by shareholders. Within this setting,
we find that managers will submit to monitoring when they receive favourable
private information. This result is consistent with event study evidence that
suggests that the market has a favourable view of financing choices that
increase monitoring.
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NON-TECHNICAL SUMMARY

Previous research has analysed the monitoring role of banks in
entrepreneurial models where firms are managed by their owners. In these
models, entrepreneurs relinquish control in favour of a monitor whenever
monitoring produces a net gain in firm value – say, by inducing more efficient
investment and liquidation decisions. However in public corporations, where
ownership and control are separated, a conflict of interest emerges: the cost
of bank monitoring falls largely on management, while the potential gain in
value accrues, in principle, to shareholders.

This Paper considers why a manager would choose to submit himself to the
discipline of bank monitoring. This issue is analysed within the context of a
model where the manager enjoys private benefits, which can be restricted by
the monitor, and is optimally compensated by shareholders. Within this setting
we explain why some firms use bank financing while others do not, why the
choice of bank financing tends to raise the firm’s stock price, and how these
price effects can be used by shareholders to induce optimal financing
decisions.

In our model, bank monitoring reduces the manager’s temptation to
misbehave and so complements the use of incentive compensation by
reducing its cost. However, the cost of providing a compensation package that
induces the manager to submit to the discipline of bank monitoring and to take
less private benefits depends on firm profitability, which is not known before
the compensation contract is written. We consider a firm that can turn out to
be one of two types, a type with high profitability and a type with low
profitability. If the firm turns out to be the low type, then the level of incentive
pay necessary to induce the manager to submit to bank monitoring and
forsake inefficient private benefits is larger than if the firm turns out to be the
high type.

Because firm type is not observable, except to the manager, shareholders
cannot offer compensation contracts that are contingent on whether or not the
firm turns out to be the high or low type. Therefore, to induce the manager to
behave when the firm turns out to be low, shareholders would have to
substantially overpay the manager when the firm turns out to be high.
However, as we show, shareholders may find it optimal to induce the high-
and low-type firms to separate by making the manager’s compensation
depend on whether or not he chooses to be monitored by a bank. Specifically
we show that shareholders may want to offer a contract that induces only
high-profitability firms to use bank financing and incentive pay.

This separating regime features an endogenous association between the
firms’ unobservable profitability, bank monitoring and incentive pay which
makes the use of bank financing work as a signal of high profitability. Thus,



this association provides a theoretical rationale for the well-documented
finding that the announcement of a bank loan agreement produces positive
abnormal returns on the borrower’s stock. In addition, we show that the
valuation effects that follow the announcement of financing choices allow an
intuitive implementation of the optimal managerial contract using market-
based compensation.

Our analysis offers predictions both on the size and the direction of the market
reaction to the announcement of financing choices as well as on the cross-
sectional determinants of these choices. Additionally, our results raise novel
predictions regarding the links between incentive compensation and financing
sources. For instance, it is suggested that, controlling for other observable
factors, firms that use bank financing will tend to be characterized by larger
pay-performance sensitivities.

Despite the fact that we emphasize the relationship between governance,
compensation and the managerial submission to monitoring present in the
choice of bank loans, the logic of our analysis may extend to other managerial
decisions with a similar impact on the subsequent incentive problem. These
include any managerial proposal of changes in financing, governance,
accounting, auditing or internal organization that reduce the private benefits
that managers could obtain by deviating from value maximization – we
consider leveraged buy-outs as an example. Our results provide insights
about the type of managerial compensation contracts that one can use to
induce these changes and clarify the circumstances in which their
announcement is likely to produce stock-price responses.
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