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Introduction and Statement of Hypothesis:

The agency problem and its related costs have been the subject
of extensive studies. previous literature has already shown that
agency problems and costs can be reduced by increasing the
degree ot the control over the manager. Different methods of
increasing the degree of control over management have been
suggested and used (e.g.. auditing the firm’s financial reports).

Presently, institutions hold a considerable number ot shares in
other companies. Hessel and Norman (1992) report that about 40
percent of the shares outstanding are held by institutions. For two

reasons the managers of firms whose stock is held by institutions
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ownership is more complicated than we have initially suggested.
One of the limitations of this paper is related to the limited and
relatively insignificant changes in the institutional ownerships. It is
possible that the agency problem of free cash flow can be avoided
only under conditions in which the change in the institutional
ownership is very significant. If the institutional ownership is not
large enough to provide proper incentives to the investing
corporations to impose higher control on the firm. then the
manager will try to use his discretion to have access to larger
amounts of free cash tlow as is seen in the results of this paper.
One way to improve the design of the study is to limit the sample
to those firms who are facing substantial changes in institutional
ownerships. Although the new design has a selection bias
limitation, the problem of small changes in the independent

variable is alleviated.
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lead to take-over actions.

one possibility is that the management thinks that the CF is not
monitored by the institutional owners. prior research shows that
firms who are candidates for being taken private, have shown
(relative to others) more intense free-cash-flow problems (Lehn
and poulsen, 1989). our findings coupled with that of Lehn and
poulsen (1989) provide evidence that the free-cash-flow problem
is alleviated only when the firm is being very closely controlled

(i.e., taken private).

Summary And Conclusion:

This study reports the empirical results for testing the eftect of
the changes in institutional ownership on the free-cash-tlow
problem and its related agency costs. We proposed that since an
increase in institutional ownership results in instituting more
control on management actions. then the free-cash-tlow problem
should be alleviated by institutional ownership.

Our results, although showing statistically significant
coefficients for the regressions, were opposite to what was
expected. The results provide evidence that the management
keeps additional cash (as a means to additional power in the
firm)more often when the degree of institutional ownership is
increased. The results suggest that only when a firm is being taken
over is the free-cash-flow problem alleviated. perhaps the

relationship between the free cash flow and institutional



Y.V Effect of Institutional ...

see the expected negative relationship between the two,
suggesting that the higher the institutional control, the lower the

ageney costs of tree cash tlow. Table 4 reports the results of this

analysis,
o MODEL ) i Number of | ;-:-'_ '_ BN _ ' S;;-;:.;:m K 'I
iochservations i \.-\H:.:.:l_:_ ! B el i
CFes = SHARE,. i 3i2 T . AR :
CFaa = SHARE . i UK Ponns | : I
CF,: = SHARI,. 32 T IRNNK ; 0,072 |
CFea = SHARE 285 I { II N censhioant I
CF o, ewn = SHARE o 122 Guat | '

NOTES: For definition 2¢ the variablen soo mooes = Paibil.

Table 4o The resuin of tegressinn for the test of the by potiess

Although. there is no signiticant relationship between CF and
SHARE in 1980, signiticant coetficients {(with opposite
directions)tor vears JUS7 to J989 will be noticed. Also. when we
pooled the data for all vears. we tound the same significant

\
relationship. The results in Tables 2 and 4 show that the higher
the institutional ownership, the more intense the freecash-tlow

problem. This suggests that the tfirm’s management does not

consider the tree-cash-tflow problem as a serious problem that can

I Alter using toial 1evenue to standardize CEwe ran the regressions using i standardized value
for CFThe results did not improse. However, when we divided the sample anto large and small

companies. we noticed that the observed resalts are driven mainly by the large companies.
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(CSHARE-s7). however, is opposite to the current independent
variable. one explanation may be that it takes the management
one period to be able to adjust the amount of tree cash flow in
response to the changes in the institutional ownership. Another
explanation is that the change in CCF and CSHARE both result
from a general economic condition and not the tirm’s specitic
conditions. Given the results shown in Tables 2 and 3. no

conclusion can be made, however.

i
MODEL Numbher ol "

observations

Nigmfcant Signiticant

NESHNTH at el

and s sien

CCF yp.40 = CSHARE e ;-

CSHARE ;s * 285 ul Not signifioant
CSHARE pq a0 !
CSHARY o0 ¢ (S8
CCF g7.9 = CSHARE 4ga: - 28§ ool e
CSHARE ;40 CSHARL ;o 0 O0s

NOTE:

CSHARE and CCF information is available only fcor years
1989. As a result, it is not possible to include IS
two independent variables for the rodel when CCF.-.. i1s the
dependent variable.

Also see notes to Table 2.

Table 3 The results of pegression for the test of the hypothesis

when the lag vanables are included.

Another way of testing the hypothesis is by studying the
relationship between the changes in CF and SHARE. It the

theory constructed in this paper is valid. then we should be able to
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We pooled the yearly data and ran the regression using all

company-year data. Results are shown in the last row of Table 2.

MODEL Number of I| RY I| Sign of tie ‘ Signtficant ot
obhservations coctiivient 4 Laevel

CCFopae © CSHARE s en 312 u Not sizmificant
CCF gy 5s = CSHARE s/ 0 312 0 0404 . I 0.0001
CCF gg s = CSHARE g6 6, 2RS 0.0034 Not sigmificant

CCF i compory-vams CSHARE . ;omoen veas 909 0 OUOR l . l 0.0127

NOTE:

CCF = The changes in the amount of free cash flow from period

(t) to period (t+1), and the dependent variable.

CSHARE = The change in the constitutional ownership from period
(t) to period (t+1), and the independent variable.

"all company-years” represents changes in the amount of the
variable for years (86-87), (87-88), and (88-89) .

Also see notes to Table 1 for additional information.

Table 2: The results of regression for the test of the hypothesis.

Again we found a significant relationship between the changes in
the institutional ownership and changes in the amount of free
cash tlow. The observed directions are, however, opposite to what
was expected. To see it the prior-year (lag) changes in the
institutional ownership can have a follow up effect, the changes in
free-cash-flow were regressed on the changesinthe institutional
ownerships for up to two prior years. The results of this analysis
are reported in Table 3.

Interestingly, again the only significant coefticients are found

for year 1988. The direction of the lag of independent variable



NG Y.

Table 11 Provides Selected Statistics for the Sample.

i === ——— ..
V : . . - - ! . [
| Vanahle'Year 1950 ' 1683 f jusg ' PoARY ek
T T f
SHARE UK R I P ; RV b s R L |
e, ] 308y | (3i%, I| ALY

] 1] - H
CHANGE IN N A Powosio A B IES R
SHARE | 1201, [ e | 1T |
1 H ;
FREE CASH I RRITE Y] | 208 9583 | RERIRIVE & | ARTEEEYT ;
ran ] H ! !
| FLOw (285 S TEY ! D et
— * + — !
R | ; . | I i
| CHANGEIN || Poonesss P | s y
I vRee cash B N i i | : i :
b oiow ; i i X

NOTES:

Mean of the
** Number of obserwvati

variable.
*r+ Numbers are

S
%

2]
tr

[t}

FREE CASH FLOW =

CHANGE Ix
FREE CASH FIOW =

Tabie I The Mean (aumber of abservations ) of variables included 1 the analysis,

Results Of The Study:

Table 2 provides the results of regressing the changes in the
mstitutional ownership on the changes in the tree cash tlow.

The results show i statistically significant relationship between
the changes in the amount of the free cash tflow and the

mstitutional ownership tor only one of three yearly models 1988,
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institutional ownership data on DISCLOSURE for at least two
consecutive years from 1986 to 1989. This means that it the
institutional ownership data was only available for 1987 and not
for other years, then that tirm was deleted from the samplc The
DISCLOSURE data base provided institutional (mncrshlp data
for 291 firms for 1986, and data for 318 firms for years 1987 to
1989. The compustat data base provided the data necessary to
caleulate the free cash tlow items for years 1986 to 1989. Out of
318 firms. we were able to find complete data for 312 firms tor
years 1987, 1988, and 1989. For 1986, only 285 firms had complete

data for free-cash-flow calculation. The following summarizes the

data availability according to the year.

Year Number of companies tor which data
(institutional ownership and free-cash-flow)
available:

OB et evev s e e aeseae st bR s 285
YL Ty AU OO U OO OO ORI OO PP PPSRTRBI S RSO 312
LR E S USROS OO PP PPPP PSSP S ISR 312
LR oot ee e ea e s 312
COMPANY-YEAT ODSETVIILONS (oot 1221

1- To caleulate the institutional ownership, we divided the total number of shares owned by

corporations by the firm’s outstanding shares at the end of the period.
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INTEXP Gross 1interest expanse on short- and ong-term debt
(Compustat item #1%);

PFDDIV Total amount of preferred dividend reguilremnent on
cumulative preferred stock and divig 1id on
noncumulative preferred stocy (Jompustat :tem #. I

ividends declared on common

COMDIV Total dollar amount of
stock (Compustat ltemn

Bl .

The hypothesis was tested by regressing, the change in tree
cash tlow on the change in the institutional ownership for each
vear. resulting in three regressions tor changes in vears 1987 to
1989, We expect to tind a statistically significant negative
coetticient tor ecach ot these models in order to reject the
(alternative) hypothesis. Furthermore, since it is quite possible
that any decision to change the amount of free cash tlow may lag
behind an actual change in the institutional ownership, the change
in free cash flow is also regressed on the change in the
istitutional ownership for the current and two previous

)
vears (hmited to the data availability).

Sample Selection:

We used the compustat data base to draw a random sample of
the manufacturing firms whose fiscal year ended on December 31,
1989. The original sample of 450 (randomly chosen) was later

limited to only 318 firms for which we had access to the

I Forexample. pourgalali (1992) shows that the choices of accounting policies are atfected by

the lagged values of independent variables such as debt-to- equity.
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that the manager should have incentives to avoid the free cash
flow problem when he perceives the possibility of take-over
action. This possibility increases when the institutional ownership
increases. AS institutional ownership increases, the amount of
effort necessary to take the firm private or introduce motions and
proposals counter to management policies at annual meetings
decreases. Therefore. the firm’s manager. in an etfort toreduce
the chance of losing control, should alleviate (remove) the
free-cash-flow problem. The following hypothesis (st ited in the
alternative form) summarizes this:

H.: An increase in the institutional ownership does not affect

the tree-cash-flow problem.

Methodology and Sample Selection:

The free-cash-flow hypothesis suggests that the proportion ot a
firm’s assets consisting of tree cash tlow should relate directly to
the agency costs (and likelihood of a firm’s going private). holding
constant the tirm’'s growth prospects. We measured undistributed
cash flow (CF) of a randomly selected sample of tirms for 1986 to
1989 (the years under study). This variable (following Lehnand

poulsen, 1989} is defined as:

CF = INC - TAX - INTEXP - PFDDIV - COMDIY,

Where:

INC Operating income before depreciation, (Compustat iten
#13);

TAX Total income taxes (Compustat item #1G,, minus change

in deferred taxes from the previous year to the curren
year (change in Compustat item #30);
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free-cash-flow problems are more subject to take-over actions by
other firms. One view about take-overs (especially leveraged
buyouts \) is that they are valid investment opportunities,
providing a proper return for the level of risk involved, while
dramatically increasing the efticiency of the firm.

Jensen (1986) suggests that going-private actions may control
the agency costs of free-cash-flow problems. Going private allows
the firm to use its free cash flow more etficiently. The ensuing
interest payments on debt may be an alternative to having used
the free cash flow to pay dividends. The buyout may be seen as
having led to liquidating dividends tor stockholders. thus
eliminating the free-cash-tflow problem and the agency costs
associated with it (Epplin. 1992). Since take-overs (especially in
cases of tender offers and proxy contests) usually result in a
change in the management of the target firm, management has
incentives to avoid the take-over efforts by avoiding the agency
costs. Lehn and poulsen (1989) use Jensen's methodology in
measuring free cash flow and show that there is a significant
relationship between undistributed cash tlow and a firm's decision
to go private.

The free-cash-tflow problem increases the likelihood of going
private since avoiding the free cash flow will increase the firm’s

value (Lehn and poulsen, 1989). Given this argument, we suggest

1- Leveraged buyouts (LBOS) became increasingly popular during the 1980's.
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are under great pressure to maximize short-term performance.
First, when a firm’s performance weakens’ the institution may be
divested. Because of the current high level of institutional
holdings, sudden divestiture tends to make the firm vulnerable to
raiders. To avoid this risk, the management alters policies to
satisty institutional investors. The second form of pressure is that
at annual meetings institutional investors can easily introduce
motions and proposals counter to management policies. The
passage of such motions as well as the fear of passage has caused
managers to alter policies to reflect both the short-term goals of
institutions and institutional abhorrence of poison-pill
amendments and golden parachutes (reported in Business Week,
May I8, 1987).

prior research has suggested that one agency problemis that
management maintains additional cash (in excess of what needed
for the operation) as a means to additional power in the firm
(Jensen, 1986). Jensen calls this agency problem a "tree-cash- tlow
problem.” Surplus tunds should be distributed tosharcholdersit
the firm's value is to be maximized. But managers may choose to
take on negative net present value projects or retain excess funds
in order to increase the resources under their control. According
to this theory’ the value of the firm is inversely affected by the
existence of the tree-cash-flow problem. Because of the inherent
and unrecognized value in the tirm that will be realized when the

agency costs are avoided, firms with higher degrees of
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