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This paper examines the link between non-executive employee ownership and the terms and pricing of
corporate loans. The negative effect of employee stock ownership on loan spreads suggests that
non-executive ownership can significantly reduce financing costs using private loans.

One paper derived from this project has been published in a refereed
journal. The paper is titled " Non-executive ownership and private loan
pricing” and is published in the Journal of Corporate Finance.
Results of the paper reveal that employee stock ownership may affect loan spreads by improving
corporate governance, curbing managerial risk-taking, reducing information asymmetry, and improving
employee retention. In contrast, we find that employee ownership via stock options Is associated
with greater loan spreads, perhaps owing to their convex payoff structure. Overall, our results
underscore the importance of the level and structure of employee ownership for pricing corporate
loans.
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Employees’ ownership of a firm consists of executive ownership and non-executive
ownership. The existing literature examining the effects of employee’ s ownership
mainly focuses on exploring how the executive’ s incentives can be altered
against/aligned with the interests shareholders (Coles et al.,2012; Core and Larcker
2002). The effects of executive ownership on debt financing are also documented in
the existing literature (Bagnani et al., 1994; Ortiz-Molina, 2006; Kabri et al.,
2013). Non-executive ownership is the other major component of employee’ s ownership
that can generate incentives to monitor the managers’ decision-making process and
can create its corresponding effects.

In terms of the effects from the incentives of non-executive ownership on
shareholders, the existing literature has provided two contrasting views. On the one
hand, the study by Oyer (2004) suggests that non-executive employee stock options may
have no incentive effects. In addition, Hochberg and Lindsey (2010) argue that the
ownership created via non-executive employee compensation, may be too diffuse to
create incentive effects and even if it creates incentives, the free-rider problem
may weaken their incentive effects. On the other hand, the study by Bova et al.,
(2015) suggests that in terms of its size and capacity, non-executive ownership is
large enough to generate incentives to non-executives for risk-reduction and is able
to alter firm risks. In addition, they conclude that the adoption of non-executive
ownership may subsequently alter stock returns in a positive way (Kim and Ouimet,
2004; Chang et al., 2015; Kato, Miyajima, and Owan, 2016).

Nevertheless, the existing literature examines the effects of the incentives
created through nonexecutive ownership mainly on the equity side. This current
project intends to fill the gap by examining the effects of non-executive ownership

on the liability side.

This project will focus on the effects of the nonexecutive ownership through the
participation in employee stock ownership plan (ESOP) on the cost of debt financing.
In addition, this project will examine the channels through which
nonexecutive ownership plays its essential role on affecting the cost of debt. In
particular, this project will explore the research question whether ESOP can be
utilized as an effective governance mechanism to deter managerial risk-taking
behaviors. This is to show whether there exists interest coalition between the
executive managers and nonexecutive employees. Moreover, the project will examine
whether the utilization of ESOP may cause wealth transfer between stockholders and
debtholders.

This project intends to explore the following research questions:



(1) Whether the non-executive ownership through ESOP can create any significant

effects on the cost of debt financing?

(i1) How the use of ESOP can further portrait the firm s risk profiles and serve as

a governance mechanism to subsequently affect the firm' s cost of debts?

(iii) Whether there exists any wealth transfer between shareholders and debtholders?
In other words, is it likely that the documented positive effects of on

increasing shareholder values (Kim and Ouimet, 2004; Chang et al. 2015; Kato,

Miyajima, and Owan, 2016) are at the expenses of debtholders?

It is evidenced that the incentives for non-executives to reduce stock volatility
are even more heightened in the case when a higher executive ownership creates even a
higher risk-taking incentives (Bova et al., 2015). This project extends this view and
considers the effects of non-executive ownership may vary with different degrees of
risk level. We further illustrate the non-linear effects of non-executive ownership
on debt spreads based on different categories of risks. In other words, for firms
that are more sensitivity to credit risks, such firms can benefit more from non-
executive ownership in the way of reducing their debt financing costs. We postulate
such hypothesis by categorizing firms with different risk levels and compare their
debt spreads. For the managers in Japanese firms and US firms may carry different
degrees of risk-taking incentives, we will extend this
hypothesis by comparing the effects of ESOPs of Japanese and US firms with respect to
the firm risks.

Another important feature embedded in non-executive ownership is that it offers
an alternative internal governance mechanism (Babenko and Sen, 2016). We intend to
examine whether such governance feature can reinforce or ease the concerns to
debtholders in the way of affecting the firm' s debt financing costs. The governance
feature can be illustrated as follows: as a firm faces a hostile takeover threat,
employees’ retirement plans containing non-executive ownership can be effectively
utilized by the managers to form a worker-management alliance to deter hostile
takeover. This line of research suggests that employees’ retirement plan can
mitigate the agency problems between nonexecutives, managers, and shareholders.

We are motivated to examine whether such mitigation of agency problem resulting
in an effective deterrence of hostile takeover is likely to extend the benefits to
the debtholders. In this sense, non-executive ownership can be considered as an
alternative mechanism for internal governance that can effectively deter hostile
takeover as well as deter managerial risk-taking incentives. To this end, we
postulate that for firms with weak governance structure, they are more likely to
benefit more from the implementation of non-executive ownership.

We investigate this hypothesis through further categorizing firms to weak and
strong governance groups and compare the results for Japanese and US firms to

recognize their regulation difference. This paper examines the link between non-



executive employee ownership and the terms and pricing of corporate loans. Results
show that the increase in employee stock ownership is associated with a decrease in
loan spreads and one fewer restrictive loan covenant. Overall, the results from this
paper underscore the importance of the level and structure of employee ownership for
pricing corporate loans.

The project set up three major hypotheses as follows:

(H1) There exists a negative association between non-executive ownership and the
cost of debt due to the risk-reduction function of the non-executive employees
incentives.

(H2)The reduction impact of non-executive ownership on loan spread is due to its
attenuating effects of the managerial risk-taking incentives.

(H3) The reduction impact of non-executive ownership on loan spread is due to the
improvement of information disclosure and quality.

To examine these hypotheses, the project has applied multivariate regression
models and the following models to ease the endogeneity concern such as (1) the
lagged variables regression and (2) instrumental variables (IV) regressions.

This paper examines the link between non-executive employee ownership and the terms
and pricing of corporate loans. Results show that the increase in employee stock
ownership is associated with a decrease in loan spreads and one fewer restrictive
loan covenant. Overall, the results from this paper underscore the importance of the

level and structure of employee ownership for pricing corporate loans.

One paper has been derived from this project has been published in a refereed
journal. The paper is titled " Non-executive ownership and private loan pricing" and
is published in the Journal of Corporate Finance. Results of the paper reveal that
employee stock ownership may affect loan spreads by improving corporate governance,
curbing managerial risk-taking, reducing information asymmetry, and improving
employee retention. In contrast, we find that employee ownership via stock options is
associated with greater loan spreads, perhaps owing to their convex payoff structure.
Overall, our results underscore the importance of the level and structure of employee
ownership for pricing corporate loans.

Before the paper has been published, the paper has been presented at a major
international finance conference, 2018 annual meeting of FMA (Financial Management
Association). In addition, the paper was also presented in IFABS Chile Conference. |
was also invited to give a talk at Department of Quantitative Finance, National
Tsing-Hua University, Taiwan.

This project also promoted the international collaboration with the researchers

from North Dakota State University and University of North Carolina at Charlotte.
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