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The allocation of excess cash has long been recognized in the finance literature as an important aspect of the basic
agency conflict between managers and owners. In the advertising budgeting context, marketing scholars report that
firms possessing high levels of cash tend to spend more on advertising than what seems necessary or desirable.
Indeed, this positive link between excess cash and advertising expenditures constitutes a part of what is commonly
referred to as the affordability method of advertising budgeting. Surprisingly, there has been little research that
attempts to view this association as a manifestation of agency costs. Therefore, in this article, the authors exam-
ine whether agency costs, as measured by managerial ownership, moderate the relationship between excess cash
and advertising expenditures. On the basis of received theory, the authors conceptualize that agency costs will first
decrease, then increase, and then decrease again with the level of managerial ownership. Accordingly, the authors
hypothesize and find that the fraction of incremental earnings reinvested in advertising follows the same pattern in
managerial ownership. These findings support the notion that the use of the affordability method is driven, in part,
by agency costs. The authors conclude by discussing the theoretical and managerial implications of the findings.

allocation of free cash flow is an important aspect of the

basic conflict of interest between managers and owners
(Jensen 1986).! Specifically, free cash flow tempts managers
to expand the size of the firm, thereby increasing managers’
control and personal remuneration even though such an
action may decrease the overall value of the firm. Marketing
scholars have also identified a similar phenomenon in the
allocation of excess cash to advertising. Tellis (1998, p. 396),
for example, writes, “when firms are flush with cash, they
tend to spend liberally on advertising, even beyond what
seems necessary or desirable.” This link between excess cash
and advertising budgets constitutes one part of what is gen-
erally known in the literature as the “affordability” method of
advertising budgeting. However, to date, there has been no
attempt to view the use of this heuristic as a manifestation of
the agency costs between owners and managers.2 This
research is an attempt to explore this connection.

Why does free cash flow tempt managers to expand the
size of the firm beyond the optimal point? Jensen (1986)

I t has long been recognized in the finance literature that the

IFormally, free cash flow is defined as cash in excess of that
required to fund all positive net present value projects. Loosely,
free cash tlow may be considered analogous to excess cash on
hand.

2Agency costs refer to the sum of the costs of designing, imple-
menting, and maintaining the appropriate control system within
organizations and the residual loss resulting from the difficulty of
solving control problems completely (Jensen and Meckling 1992).
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notes that growth typically increases managers’ power by
increasing the resources under their control. Moreover,
growth is also directly related to managerial compensation
because changes in compensation are often positively
related to growth in sales. Finally, the tendency of firms to
reward managers through promotion rather than year-to-
year bonuses also creates a strong organizational bias
toward growth in order to supply the new positions that such
promotion-based reward systems typically require.

In the context of advertising budgeting, free cash flow
may give rise to a scenario in which managers reinvest dis-
cretionary dollars into advertising with a view to expand
sales, even if these investments are not cost effective. Given
the economic significance of advertising budgets to both the
economy and individual firms,3 our primary objective in this
research is to investigate whether the propensity to invest
excess cash into advertising is driven, in part, by agency
costs in the owner—manager relationship. As such, our
research may also be viewed as an investigation into the use
of the affordability method in situations in which firms have
excess cash.

The mere existence of a positive link between free
cash flow and advertising budgets does not imply ineffi-
cient use of monies. There may be sound economic rea-
sons for such a link. Nerlove and Arrow (1962), for exam-
ple, demonstrate that under conditions of constant price
and advertising elasticities, the optimal advertising
expenditures may well be a fixed percentage of sales. To

3Nationally, companies in the United States invested approxi-
mately $200 billion on advertising in 1998. This amounts to more
than $700 for each of the nearly 270 million men, women, and
children in the United States. In addition, several U.S. firms invest
more than $1 billion in domestic advertising. Even the U.S. gov-
ernment advertises to the tune of $670 million annually (Czinkota
1999, p. 431).
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the extent that sales and free cash flow are correlated, it
may indeed be optimal to invest excess cash into adver-
tising. Another reason for the positive link between free
cash flow and advertising budgets may be found in the
inherent uncertainty about the advertising—sales relation-
ship. In this connection, it is important to recognize that
setting the advertising budget in order to achieve the max-
imum yield is an immensely difficult problem (Bigne
1995). In general, it is challenging to determine the sales
response to advertising. Moreover, many studies show lit-
tle or no impact of advertising on sales in the short run
(Eastlack and Rao 1989). Given a lack of understanding
of the advertising—sales relationship, a strategy of allocat-
ing some fraction of discretionary dollars toward adver-
tising could be akin to purchasing insurance: More is pur-
chased when the firm has a greater amount of
discretionary dollars and, consequently, a lower cost of
capital. Given these arguments for a positive link between
free cash flow and advertising, our incremental contribu-
tion is to demonstrate that this association is moderated
by agency costs.

We operationalize our emphasis on agency costs by
focusing on a key agency variable, namely, the extent of
managerial ownership. Indeed, it is well documented in the
finance literature that ownership can prove to be a valuable
tool in reducing agency costs between managers and owners
(Jensen and Meckling 1976). Specifically, ownership moti-
vates managers to use their decision rights efficiently
because they bear the rewards and punishments of their
actions. Previous research, however, suggests that agency
costs need not decrease uniformly with the level of manage-
ment ownership. Morck, Shleifer, and Vishny (1988), for
example, posit that agency costs will first decrease, then
increase, and finally decrease again with the level of man-
agerial ownership. Accordingly, they hypothesize that mea-
sures of firm valuation will first increase, then decrease, and
finally increase again with the proportion of managerial
ownership.

Briefly, the rationale for these counterintuitive expecta-
tions is as follows: Morck, Shleifer, and Vishny (1988)
suggest that ownership first improves firm performance
because of the convergence in interests between managers
and owners. That is, providing managers with a claim on
the firm aligns their goals with those of owners and moti-
vates them to take actions that are value maximizing.
However, this beneficial effect of ownership is soon miti-
gated by an adverse effect. Specifically, as managers begin
to hold a substantial fraction of the firm’s equity, they
become entrenched; this entrenchment, in turn, enables
them to pursue non—value-maximizing behaviors without
being disciplined by the market. Thus, in this range, firm
value decreases with ownership as the adverse effects of
entrenchment become increasingly pronounced. This does
not imply that convergence effects are absent here—they
continue to operate but are dominated by entrenchment
effects. Finally, as management ownership increases fur-
ther, the high level of ownership gives rise to a situation in
which convergence effects dominate; consequently, in this
region, firm value again increases with ownership.

We follow Morck, Shleifer, and Vishny (1988) and
specify that agency costs will vary nonmonotonically with
the level of managerial ownership. As do Morck, Shleifer,
and Vishny, we measure managerial ownership by the
extent of firm ownership among members of the board.
We then examine whether the fraction of earnings rein-
vested in advertising is moderated by the level of owner-
ship in a sample of firms culled from the Compustat data-
base. As hypothesized, we find that ownership by board
members has a systematic and economically significant
impact on the fraction of earnings that is reinvested in
advertising. Moreover, we also find nonmonotonic effects,
which suggest the same interplay of convergence and
entrenchment effects demonstrated by Morck, Shleifer,
and Vishny (1988). We therefore conclude that agency
costs play an important role in the reinvestment of excess
cash to advertising.

In a broader context, our work explicitly highlights one
specific mechanism through which agency problems
degrade firm value. Although agency problems have been
well documented in the marketing literature (see, e.g.,
Bergen, Dutta, and Walker 1992), there is little research on
the specific mechanisms through which this value dissipa-
tion occurs. Our work suggests that the misallocation of
excess monies to advertising is one specific route through
which agency costs degrade firm value. As such, the current
investigation also deepens the understanding of alternative
mechanisms through which agency costs affect firm value.

The rest of the article is organized in the following manner:
In the next section, we provide a brief review of the literature.
We then describe our hypothesis and model. Next, we describe
our sample, measures, and estimation equation. Finally, we
present our empirical findings and conclude by discussing the
contributions and limitations of our research endeavor.

Literature Review

Our literature review is divided into three parts. In the first,
we review the impact of agency costs on the allocation of
discretionary monies. We then examine how agency costs
vary with a key variable of interest, namely, managerial
ownership. Specifically, we describe in detail the conver-
gence and entrenchment effects identified in prior work,
because it has a direct bearing on our research. Finally, we
provide a general overview of advertising budgets. This
overview provides the appropriate context and aids in the
development of our hypothesis

Impact of Agency Costs on the Allocation of Free
Cash Flow

The finance literature has long recognized the impact of
agency costs on the allocation of discretionary monies (the
so-called free cash flow hypothesis). A large strand of
research examines the relationship between agency costs
and financial structure. Jensen (1986) posits that leveraged
buyout activities are one way of controlling free cash flow
because the debt incurred in such transactions forces man-
agers to disgorge excess cash rather than direct it to unprof-
itable opportunities. Evidence supporting the free cash flow
motivation for financial restructuring has been provided by

Affordability Method of Advertising Budgeting / 95



many authors (Gibbs 1993; Griffin 1988; Gupta and Rosen-
thal 1991; Lehn and Poulsen 1989; Loh 1992; Moore, Chris-
tensen, and Roenfeldt 1989).

In the accounting literature, Gul and Tsui (1998) exam-
ine the relationship between the amount of free cash flow
and audit fees. They hypothesize that because managers will
likely engage in non—value-maximizing activities while
allocating free cash flow, auditors’ assessment of the inher-
ent risk and, in turn, the audit effort will increase with the
amount of free cash flow possessed by the firm. Gul and
Tsui therefore postulate a positive relationship between high
levels of free cash flow and audit fees. As expected, they
find this association in their data set.

The free cash flow hypothesis has also been tested in the
context of the issue of equity. Mann and Sicherman (1991)
hypothesize that shareholders will respond negatively to
equity issue announcements because they expect manage-
ment to misuse such nonbonded funds. Furthermore, they
also expect shareholder response to be moderated by the
track record of management with respect to previous equity
issues. Finally, Wells, Cox, and Gaver (1995) compare the
level of cash flow for mutual insurers and stock insurers and
find that the latter possess greater levels of cash flow. Wells,
Cox, and Gaver posit that management at these firms is able
to hoard cash because it is governed by fewer monitoring
and control mechanisms. This hoarding of cash, though
non—value maximizing, provides management with the
important benefit of avoiding the scrutiny of the capital mar-
kets when the firm requires additional capital.

In summary, there is a vast body of research in account-
ing and finance that convincingly demonstrates that agency
costs play an important role in the allocation of discre-
tionary monies. As is evident from this brief review,
researchers have examined the impact of agency costs on
various topics, such as financial structure, audit fees,
response to equity announcements, and the level of free cash
tflow. This stream of research enables us to conceptualize the
impact of agency costs on the allocation of discretionary
monies in an important marketing context, namely, advertis-
ing budgeting.

Agency Costs as a Function of the Level of Firm
Ownership by Board Members

As mentioned previously, management ownership may
serve as a useful mechanism to reduce agency costs and
bring about goal alignment. As their stakes in the company
rise, managers bear a larger portion of the cost of pursuing
non-value-maximizing objectives; consequently, they will
increasingly pursue value-maximizing objectives. It is
important to recognize that small levels of firm ownership
by managers can prove to be significant when viewed as a
proportion of total managerial compensation. Thus, even
small levels of firm ownership can prove to be beneficial.
Overall, this goal alignment through ownership is referred to
as the convergence-of-interests effect.

Many scholars have pointed out limitations in the ability
of managerial ownership to bring about goal alignment
(Demsetz 1983; Fama and Jensen 1983). These researchers
suggest that when a manager owns only a small stake, mar-
ket discipline (e.g., the managerial labor market [Fama
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1980], the product market [Hart 1983}, and the market for
corporate control [Jensen and Ruback 1983]) may indeed
force the manager toward value maximization. However,
managers who control a substantial fraction of the firm’s
equity may have enough voting power and/or influence to
indulge in their preference for non-value-maximizing
behavior. Examples of such non-value-maximizing behav-
ior include empire building, expensive corporate offices,
lavish company trips, purchase of high-priced paintings,
installation of a fleet of business jets, and so forth. This so-
called entrenchment effect, arising from relatively unfet-
tered power, suggests that ownership may not always lead to
goal alignment and value maximization.?

On the basis of these considerations, Morck, Shleifer,
and Vishny (1988) empirically examine how these opposing
effects resolve in the case of firm performance. They sug-
gest that whereas the convergence-of-interests effects should
increase uniformly over the range of ownership, entrench-
ment eftects may surface only after some threshold level of
ownership. In particular, they posit that entrenchment effects
may begin to surface above some critical level of ownership
and increase to attain their peak well before majority own-
ership (for a pictorial representation of these effects, see
Figure I). Now, as ownership increases from 0% to 100%,
the relative influences of convergence and entrenchment are
as follows: Initially, entrenchment effects are absent and
increases in managerial ownership give rise to an increase in
convergence effects. As ownership increases further, how-
ever, entrenchment effects begin to surface. In this range, as
entrenchment grows, managers can increasingly indulge in
non—value-maximizing behaviors. Finally, as ownership
increases even further, convergence effects again begin to
dominate because the high level of ownership causes man-

41n this connection, Weston (1979) reports that no firm in which
insiders owned more than 30% has ever been acquired in a hostile
takeover. This suggests that managers who control a substantial
portion of the firm’s equity may be relatively free from the disci-
pline of the market.

FIGURE 1
Relative Strengths of Convergence and
Entrenchment as a Function of Managerial
Ownership
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agers to fully bear the costs of any non-value-maximizing
action. For these reasons, firm value, as measured by Tobin’s
Q and profit rate, should first rise to reflect the impact of
convergence, then decrease as entrenchment effects come
into play, and finally increase again as convergence effects
dominate. In their empirical work, Morck, Shleifer, and
Vishny find these effects, and the results are robust across
both measures of firm performance. Figure 2 displays their
findings with respect to Tobin’s Q.

Advertising Budgets

It is generally recognized in the marketing literature that
many firms overspend with respect to advertising. In a well-
known article titled, “Are You Overadvertising?” Aaker and
Carman (1982) review the findings from both field experi-
ments and econometric studies. They conclude that, in gen-
eral, firms are overadvertising and suggest that several
advertisers should experiment with reduced advertising
expenditures. They also suggest that the reward structure at
advertising firms is likely to be a key driver behind this
observed pattern of overadvertising.

More recently, Prasad and Sen (1999) review the acade-
mic literature since 1982 and examine whether there is evi-
dence of systematic overadvertising. Specifically, they
review the articles that have appeared in the years following
Aaker and Carman’s article. Prasad and Sen (1999) report
that though the econometric studies yield mixed findings,
the evidence from field experiments points to continued
overadvertising by firms. They also suggest that incentive
structure, among other factors, could likely contribute to the
excessive spending with respect to advertising.

SFormally, Tobin’s Q is measured as the ratio of the market value
of a firm (or the weighted average firm in the financial markets) to
the net replacement cost of firm assets (Wernerfelt and Mont-
gomery 1988).

FIGURE 2
The Relationship Between Ownership Level and
Tobin’s Q
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Aaker and Carmon’s (1982) and Prasad and Sen’s
(1999) work is relevant to our research in two ways: First, it
is consistent with the general sentiment documented in the
finance literature that managers often misuse the discre-
tionary resources under their control. Second, these
researchers also suggest that incentive structure can play an
important role in contributing toward the observed overad-
vertising. Following the suggestion of these researchers, we
conceptualize how incentive structure (i.e., managerial own-
ership) affects agency costs and how these costs, in turn,
influence the reinvestment of free cash flow into advertising.

Development of Hypothesis and
Model

Background

Two issues need to be addressed as we set out to develop our
research hypothesis. First, do board members influence
lower-level tactical decisions such as advertising budgeting?
In this regard, we conjecture that though board members are
not directly involved in the day-to-day operational decisions
of the firm, their motivations strongly influence the behav-
ior of lower-level managers. Such a view is consistent with
Fama and Jensen’s (1983) observation that lower-level man-
agers initiate (and implement) decisions and board members
ratify them. Thus, depending on the level of ownership,
lower-level managers learn to submit plans that have more
of a convergence-of-interests flavor or an entrenchment fla-
vor. The approved plans are then implemented and go on to
affect firm value positively or negatively, depending on the
intent behind the plan. We believe that in this way, board
members influence various tactical decisions taken by
lower-level managers, including the setting of advertising
budgets.

The second issuc pertains to the relevance of agency
costs to board members. Specifically, because board mem-
bers often belong to other organizations, it may be reason-
ably argued that their ability to enjoy the benefits of
increased firm size is limited. However, there is strong
empirical evidence to show that the compensation of board
members is significantly influenced by firm size (Hempel
and Fay 1994). Thus, the agency problem of expanding the
firm beyond the optimal size applies with equal force to
board members.

Finally, as we develop our hypothesis, we note that
unlike other investments such as factory equipment, real
estate purchases, and so forth, the return on advertising is
harder to measure. As such, in many situations, good argu-
ments can be made for increasing the advertising budget,
irrespective of whether such an increase is warranted. Con-
sequently, our focus on examining the inherent motivations
of key decision makers is particularly salient in the context
of advertising budgeting.

Hypothesis

On the basis of the discussion thus far, we posit that man-
agerial ownership will have a systematic impact on the rein-
vestment of free cash flow into advertising. In effect, we
posit that self-interested managers will choose a level of
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reinvestment in advertising that maximizes their private ben-
efits, namely, control and personal remuneration. Consider
the impact of ownership at low levels of ownership. Here,
entrenchment effects are absent. As ownership increases
within this range, managers begin to bear increasingly the
cost of inefficient investments; consequently, they will
become increasingly circumspect about investing excess
cash into advertising. Therefore, in this range, the fraction of
discretionary dollars reinvested in advertising will decrease
with ownership.

Next, consider the impact of ownership within an inter-
mediate range. Here, increasing levels of ownership give
rise to increasing levels of entrenchment. This increasing
level of entrenchment, in turn, gives managers the freedom
to reinvest excess cash into advertising. In this case, man-
agers recognize that the private benefits from increased firm
size exceed their share of the loss in firm value. Conse-
quently, as managers become increasingly entrenched, the
fraction of discretionary dollars reinvested in advertising
will increase with ownership. )

Finally, as ownership increases even further, another
effect emerges. By now, managers are fully entrenched and
possess considerable freedom with respect to reinvesting
excess cash into advertising. Here, however, the relatively
high level of managerial ownership begins to put a check on
this behavior. In effect, as ownership increases, managers
begin to bear fully the cost of reinvesting excess cash into
advertising. Moreover, the magnitude of this cost increases
with the level of managerial ownership. As such, in this
range, the tendency to reinvest excess cash into advertising
will again decrease with ownership.6

We encapsulate these arguments in the following
hypothesis:

H,: The amount of free cash flow reinvested in advertising will
be moderated nonmonotonically by the fraction of man-
agement ownership. Specifically, the proportion of free
cash tlow reinvested in advertising will decrease, then
increase, and finally decrease again with the fraction of
management ownership.

We note that the postulated nonmonotonic interplay of
entrenchment and convergence effects follows directly from
Morck, Shleifer, and Vishny’s (1988) theoretical and empir-
ical work. This view is also becoming widely accepted by
scholars of corporate governance (see, e.g., the review arti-
cle by Walsh and Seward [1990]). However, its applicability
to the advertising budgecting context has not been explored
in the literature. Our research efforts aim to redress this gap.

Model

On the basis of our hypothesis, we present the following
model of advertising budgeting:

60ur arguments here work best when we assume, as suggested
in the literature, that increased advertising is not cost effective in
that most firms are overadvertising. Although firms will certainly
vary in the degree to which they are overadvertising, it is difficult
to describe conditions that will cause this heterogeneity to yield
these nonmonotonic effects. [n other words, it is unlikely that our
hypothesized nonmonotonic etfects can be ascribed to this
heterogeneity.
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(1) Advertising = BDiscretionary Monies_;[1 + Agency Costs]
+ X,

where the amount of advertising is influenced by the level
of discretionary monies with a lag. Moreover, this relation-
ship is moderated by agency costs. In addition, in Equation
1, X is a large vector of covariates representing firm, mar-
ket, and industry characteristics. It is included for proper
specification.

In our empirical work, it is more convenient to work
with the following first-difference model:

(2) AAdvertising = BADiscretionary Monies_,{1 + Agency Costs],

where A denotes the first-difference operator with respect to
time. In this specification, the coefficients associated with
time-invariant covariates, Yy, need not be estimated because
they have been differenced out.

Empirical Context, Data, Measures,
and Estimation Equation

Empirical Context

Because our primary rescarch question pertains to the
impact of agency costs in allocating free cash flow, we
exclude firms that experience negative earnings (no free
cash flow). In addition, we separately analyze firms that
experience an increase in earnings across two consecutive
periods from those that experience a decrease in earnings
across two consecutive periods. We recognize that from an
estimation point of view, these firms are identical to firms
that experience an increase in earnings. However, it is pos-
sible that these latter firms are characterized by somewhat
different dynamics. Specifically, to the extent that earnings
in the first period serve as a reference point, management
may come to view the situation in the second period as one
of limited discretionary monies rather than excess discre-
tionary monies. As such, firms that experience an increase in
earnings provide us with a better context to examine the
impact of agency costs on the allocation of free cash flow.
(Subsequently, we also report findings among firms that
experience a decrease in earnings.)

Our initial sample is all 10,055 firms described in the
Compustat database over the 1990-97 time period (approxi-
mately 70,000 firm-year observations). (The Compustat
database is a collection of financial statements gathered from
the annual reports and Securities Exchange Commission fil-
ings of nearly all publicly traded firms.) In this sample, many
firms either have no advertising expenditures or invest too
small an amount to report advertising expenditures as a sep-
arate line item on their income statements. This causes a
majority of firms to drop out of the sample. The extent of
management ownership is gathered from the Marketbase
database. (The Marketbase database provides a summary of
stock ownership by directors and officers of a corporation as
reported in filings and proxy statements submitted to the
Securities Exchange Commission.) Consistent with our pre-
vious discussion, we include only firms that report positive
earnings across the two periods. In addition, after reducing




the sample for the firms that do not report other necessary
financial variables or are not covered in the Marketbase data-
base, we are left with 2763 firm-year observations.

Measures

The measures we use in our empirical work follow directly
from the model described in Equation 2. For expositional
convenience, we describe our variables over the span of an
upcoming period as well as a prior period rather than the
span of two previous periods as suggested in Equation 2.
The earnings at time 0, Ey, report the earnings for the period
just ended.” The earnings at time -1, E_j, report the earnings
for the previous period. We use the difference between these
two amounts, Eg — E_;, as our measure for ADiscretionary
Monies. We label this key measure CHG EARN. The depen-
dent variable is the change in the advertising budget
between the period just ended, A, and the upcoming period,
A,. Our dependent variable is thus A, — A, and we label it
CHG ADV.

With respect to management ownership, we follow
Morck, Shieifer, and Vishny (1988) and construct the fol-
lowing variable (ownership refers to ownership by the top
management team, i.e., board members):

OWNERSHIP LOW = ownership, if ownership < .05

= .05, if ownership > .05

OWNERSHIP MED = 0, if management ownership < .05
= ownership — .05, if .05 < ownership < .25

= .20, if ownership > .25

OWNERSHIP HIGH = 0, if ownership < .25
= ownership — .25, if ownership = .25

We use boundaries of .05 and .25 because they emerge in
Morck, Shleifer, and Vishny’s (1988) empirical investiga-
tion. However, as these authors themselves point out, the
exact cutoff points are nebulous because the extent of
entrenchment is not likely to be perfectly correlated with
ownership. Some management teams, by virtue of their
tenure with the firm or status as founding family, may
become entrenched with relatively small stakes. Moreover,
although higher ownership will typically lead to deeper
entrenchment, diminishing returns may set in well before
50% is reached. These arguments notwithstanding, the sen-
sitivity analysis conducted by Morck, Shleifer, and Vishny
convinces us that the aforementioned boundaries are appro-
priate for empirical work.8

7Earnings are frequently used to represent discretionary monies.
We use EBITDA, that is, earnings before interest, taxes, deprecia-
tion, and amortization. This measure is widely used in accounting
and finance studies.

8Subsequently, we also discuss sensitivity analysis pertaining to
these boundaries.

Estimation Equation

In straightforward fashion, we use the following equation to
investigate the effects we seek:®

(3) CHG ADV = B, + B;,CHG EARN
+ B,CHG EARN x OWNERSHIP LOW
+ B;CHG EARN x OWNERSHIP MED
+ P4CHG EARN x OWNERSHIP HIGH.

Findings

We organize our findings into three main parts. We first
describe our sample characteristics. We then present our
main findings. This is followed by additional evidence that
supports the notion that our observed effects are not driven
by omitted variables. Finally, we report findings pertaining
to sensitivity analysis and present alternative specifications
of our basic model to demonstrate the robustness of our
findings.

Sample Characteristics

Here, we report sample characteristics for the 2763 firms
that enjoy an increase in earnings across two consecutive
periods. In our sample, the mean change in earnings is
$15.42 million, and it varies from O to $944 million. Despite
an increase in earnings, firms chose to decrease their adver-
tising budgets in 780 (28.2%) cases. In the remaining 1983
cases, firms increased their advertising budgets. The mean
change in advertising is $2.61 million. It varies from
—-$97.70 million to $335.75 million.

Figure 3 displays the distribution of management own-
ership in our sample. The distribution slopes downward as
the level of ownership increases. The mean level of owner-
ship on our sample is .30, with standard deviation .22.

Table 1 presents the simple correlation matrix for our
analysis variables. We find that CHG EARN and the three
interaction terms associated with CHG EARN are all posi-
tively and significantly correlated with CHG ADV. As
expected, there is a significant, positive correlation between
CHG EARN and the three interaction terms associated with
this variable. Indeed, two of these three correlations exceed
.50. Moreover, there is a statistically significant, positive
correlation within the three interaction terms associated with
CHG EARN; two of the three correlations exceed .50.

90ur measures and specification described in Equation 3 are sta-
tistically equivalent to the standard specification recommended to
estimate piecewise linear regressions (see, e.g., Neter, Wasserman,
and Kutner 1985, p. 348). The standard specification would sug-
gest the following four variables: CHG EARN, CHG EARN x
Ownership, CHG EARN x (Ownership — .05) x Dummy 1, and
CHG EARN x (Ownership — .25) x Dummy 2. Here, Dummy 1 =
I if Ownership > .05, 0 otherwise; Dummy 2 = | if Ownership >
.25, 0 otherwise. This latter specification, however, would require
us to collect coefficients to represent the impact of ownership in the
[.05, .25] and [.25, 1.00] intervals; consequently, for expositional
convenience, we follow the measures and specification described
in Equation 3.
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Finally, because we include sales in a variant of our basic
model, we also report correlations between change in sales
(CHG SALES) and the remaining variables. We find that
CHG SALES is positively and significantly correlated with
CHG ADV, CHG EARN, and the three interaction terms
associated with CHG EARN.

We also find that the advertising-to-sales ratio has a
mean of 3.82% and a median of 2.06%. More important,
the advertising-to-earnings ratio has a mean of 47.12% and

FIGURE 3
Distribution of Managerial Ownership in the
Sample
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a median of 16.75%. This last finding suggests that adver-
tising budgets are a large enough proportion of earnings
that they will warrant scrutiny and ratification by the
board.

Findings

We use ordinary least squares to estimate the model
described in Equation 3, and the results are displayed in
Table 2 (Model 1). The results reveal that the overall model
is highly significant (p < .0000), with an adjusted R2 of .40.
All coefficients have the expected sign and are significant at
the .01 level. We find that changes in the level of earnings
have a significant impact on the advertising budget for the
upcoming period. On average, for a firm with no manage-
ment ownership, a substantial amount of each discretionary
dollar, namely, $.262, is reinvested in advertising. This level
of reinvestment in advertising, expressed as a fraction of
advertising in the current period, can be fairly substantial.
Specifically, the median reinvestment is approximately

) 28.2% of the current advertising budget. We are quick to
2 point out, however, that this large reinvestment need not
& 400} indicate the use of the affordability heuristic. It could simply
5 ' be a manifestation of the percentage of sales method advo-
8 300 ; cated by Nerlove and Arrow (1962) or the insurance argu-
& " ment discussed previously.
— _ . . ‘
peid In contrast, our findings with respect to the three inter-
action terms can potentially shed light on the impact of
agency costs in allocating discretionary monies. The coeffi-
e cient associated with OWNERSHIP LOW is negative and
statistically significant, which implies that in the 0%-5%
RS PR S e T L et ownershfp range, each percentage point of ‘management
ownership reduces the amount of the discretionary dollar
Percentage of Managerial Ownership reinvested in advertising by $.0612. This finding reveals that
e as managers begin to bear the cost of advertising, they
TABLE 1
Correlation Matrix of Variables (n = 2763)
CHG CHG CHG
EARN X EARN x EARN x
CHG CHG OWNERSHIP OWNERSHIP OWNERSHIP CHG
ADV EARN LOwW MEDIUM HIGH SALES
CHG ADV 1.00
CHG EARN .53 1.00
(.00)
CHG EARN x .24 .76 1.00
OWNERSHIP (.00) (.00)
LOwW
CHG EARN x .24 e .78 1.00
OWNERSHIP (.00) (.00) (-00)
MEDIUM
CHG EARN x .08 .19 .30 .54 1.00
OWNERSHIP (.00) (.00) (.00) (.00)
HIGH
CHG SALES 47 .70 .63 57 15 1.00
(.00) (.00) (.00) (.00) (.00) (.00)

Notes: All correlations are significant at the p < .01 level.
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TABLE 2

Regression Results (Dependent Variable: Change in Advertising; Analysis Restricted
to Increases in Earnings)

Expected Model 1 Model 2 Model 3
Variable Sign Estimate Estimate Estimate
CHG EARN + .2620™** 5 s 12077
(38.94) (29.49) (12.44)
CHG EARN x - -.0612*** -.0592*** —.0714***
OWNERSHIP LOW (-22.44) (—22.02) (—29.47)
CHG EARN x + .0136*** .0103** Q207"
OWNERSHIP MEDIUM (13.74) (10.04) (19.77)
CHG EARN x - —-.0034*** -.0019** -.0056***
OWNERSHIP HIGH (—4.32) (-2.42) (-8.28)
CHG SALES - Q123" 02107
(9.82) (17.19)
CHG EARN x Two-Digit SIC Dummies
13 Oil and gas extraction —-.0480
(—11)
15 Building construction .0463
(.31)
16 Heavy construction -.5420
(-.02)
21 Tobacco products .1480
(1.24)
22 Textile mill products .0267
(.23)
24 Lumber and wood -.0511
(—.11)
25 Furniture and fixtures B155
(.07)
26 Paper and allied products —-.1340***
(—2.83)
27 Printing and publishing .0061
(.05)
28 Chemicals and allied products .2140™**
(21.74)
29 Petroleum refining —-.1460***
(—4.99)
30 Rubber and plastic products .7400***
(22.86)
32 Stone, clay, glass, and concrete products -.0791
(—.44)
33 Primary metal industries .1020
(.48)
34 Fabricated metal products .0423***
(2.70)
35 Industrial machinery and computer equipment -.0912***
(=7.09)
36 Electronic equipment J170"
(10.15)
37 Transportation equipment —2830%
(-11.81)
38 Measuring equipment, photography, and watches .0994***
(3.95)
39 Miscellaneous manufacturing industries .4320***
(6.99)
48 Communications .0284*
(1.69)
50 Durable goods —.2090
(—.47)
51 Nondurable goods .3640
(:57)
57 Home furniture and furnishings .0546
(.40)
65 Real estate —.0330

(=14)
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TABLE 2

Continued
Expected Model 1 Model 2 Model 3
Variable Sign Estimate Estimate Estimate
70 Hotels, rooming houses, and camps .0844
.65)
73 Business services —(.1220"‘
(-3.78)
87 Engineering, accounting, research, -.0111
management, and related services (-.02)
CHG EARN x Year Dummies
Y89 -.2280***
(—4.70)
Y90 .0154
(.26)
Y91 —-.0598
(-1.04)
Y92 .0612
(1.22)
Y93 .0182
(.04)
Y94 —.0431
(-.65)
Y95 —.0848"
(-1.64)
Y96 .0784***
(8.30)
Adjusted R2 .40 42 .63

*Significant at the p < .10 level.

**Significant at the p < .05 level.

***Significant at the p < .01 level.

Notes: n = 2763; t-statistics are in parentheses.

become more circumspect about investing discretionary dol-
lars back into advertising.

The coefficient associated with OWNERSHIP MED is
positive and statistically significant, implying that in the
5%-25% ownership range, each percentage point of man-
agement ownership increases the amount of the discre-
tionary dollar reinvested in advertising by $.0136. This find-
ing is consistent with our conjecture that as managers
become entrenched, they will begin to pump up advertising
expenditures with a view toward empire building.

Finally, as hypothesized, the coefficient associated with
OWNERSHIP HIGH is negative and statistically signifi-
cant. Economically, this implies that in the 25%-100%
ownership range, each percentage point in ownership
decreases the amount of the discretionary dollar reinvested
in advertising by $.0034. As expected, this change in invest-
ment policy occurs because the high level of ownership
causes managers to become careful about how discretionary
dollars are allocated.!0

I0Recall that the partial correlation matrix reveals a positive cor-
relation between the three interaction terms and our dependent
variable, CHG ADV. Here., however, we describe two negative
coefticients and one positive coetticient. To reconcile this, note that
the three interaction terms are all positively correlated with CHG
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To better understand the manner in which discretionary
dollars are reinvested in advertising, we plot the fraction of
earnings that is reinvested as a function of the level of man-
agement ownership. We obtain this graph in straightforward
fashion by using the coefficients associated with CHG
EARN and its interaction with the three ownership terms
(see Figure 4).

Figure 4 reveals the aforementioned effects pictorially.
Initially, management ownership has a strong negative
impact on the fraction of earnings that is reinvested in adver-
tising. However, this pattern reverses for intermediate levels
of ownership and reverses again as ownership reaches high
levels. The proportion of discretionary earnings reinvested
in advertising is approximately similar at zero ownership
and at an ownership level of approximately 25%. At both
these levels, about one-quarter of each discretionary dollar
is reinvested in advertising. Because this latter maxima is
observed in a domain in which both convergence and

EARN. CHG EARN, in turn, is positively correlated with CHG
ADV. Therefore, it is likely that the positive correlation between
the three interaction variables and CHG ADV is driven by the
underlying association between CHG EARN and CHG ADV.
Indeed. after controlling for CHG EARN in the regression, we
obtain the hypothesized eftects.




FIGURE 4
Fraction of Earnings Reinvested in Advertising as a Function of Ownership Level
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entrenchment effects are at work, it is obvious that the rein-
vestment due to entrenchment alone is larger than the rein-
vestment arising at a firm with zero managerial ownership
(i.e., no convergence or entrenchment effects). Thus, the sin-
gular impact of entrenchment can be fairly substantial.

Overall, our findings are consistent with the postulated
interplay between convergence and entrenchment effects:
The reinvestment in advertising varies nonmonotonically as
the level of managerial ownership increases. Specifically,
managers who are entrenched spend a greater proportion of
discretionary dollars on advertising than do managers who
are effectively disciplined by the market or managers who
bear the full cost of advertising expenditures.

Next, we run a second regression in which we include
the change in sales as a potential control variable. In effect,
we use the difference in sales at time 0, Sy, and time -1, S_,
to account for the conjecture that some firms may be influ-
enced by the level of previous sales in setting their advertis-
ing budgets. Given our first-difference specification, we
label this variable, S — S_;, as CHG SALES. The results
including this variable are displayed in Table 2 (Model 2).

This model has an adjusted R? of .42, an improvement
of only about 2 percentage points over the previous model.
As before, all coefficients have the expected signs and are
statistically significant. Here, we find that only a relatively
small amount, namely, $.0123, is reinvested in advertising
per dollar of sales increase. Overall, this set of findings sug-
gests that CHG SALES is not as salient as CHG EARN in
the advertising budgeting process. These findings further
justify our focus on the role of earnings in explaining
changes in advertising budgets.

Finally, recognizing that there may be considerable het-
erogeneity across industries in the fraction of earnings that
is reinvested in advertising, we extend our basic model by
including interaction terms for each industry. Following the
work of Chauvin and Hirschey (1993) on advertising expen-
ditures, we employ two-digit Standard Industrial Classifica-
tion (SIC) codes to serve as our proxy for industry dummies.
We also include dummies for the different years to account
for structural changes that may have occurred over time.
These results are also reported in Table 2 (Model 3).
Although specifying expected signs by industry is outside
the scope of this article, we do find industry-specific effects:
The overall R2 for the model increases to .63. Moreover, of
a total of 28 industries,!! 12 of the SIC x CHG EARN terms
are statistically significant. In addition, three of the Year x
CHG EARN are significant, implying structural changes
over time. Our main findings remain unchanged from both a
statistical and a substantive point of view. These findings
give us confidence that our observed effects are not being
driven by differences in advertising budgeting practices
across industries and time.

Omitted Variable Bias

Here, we allow for the possibility that our estimation equa-
tion is incompletely specified and our findings are driven by

ltAny SIC codes with few firms are lumped into an “other” cat-
egory. This is the category that is excluded in the estimation
equation.
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excluded variables. Although such a conjecture is indeed
reasonable for any model, it is less of a concern for our
model for two reasons: First, the interaction terms are
hypothesized to vary in a nonmonotonic manner. As such,
any bias arising from omitted variables must also vary in a
systematic manner to render our findings spurious. Second,
our first-difference specification alleviates this problem to
some extent (see, e.g., the discussion of this point by Ander-
son, Banker, and Ravindran [2000] and the references con-
tained therein). Nevertheless, as a further test, we present
results from estimating the model presented in Equation 3
among firms that experience positive earnings in two peri-
ods but have a lower level of earnings in the latter period. As
mentioned previously, these firms are identical to those that
experience an increase in earnings from an estimation point
of view. However, they differ in an important manner from
a behavioral perspective. Specifically, the drop in earnings
may cause management to view the firm’s situation as one
of limited discretionary monies rather than excess discre-
tionary monies. Consequently, the hypothesized agency
effects pertaining to the allocation of excess discretionary
monies should be less pronounced within this domain.

Accordingly, we analyze 1141 firms that experience a
decrease in earnings across two consecutive periods. Sur-
prisingly, in this subsample, 646 (56.6%) increased their
advertising budget despite the decrease in earnings. The
remaining 495 decreased their advertising budget as a result
of depressed earnings. As before, we use ordinary least
squares to estimate a model with CHG ADV as the depen-
dent variable and CHG EARN and its interaction with man-
agement ownership as the independent variables. The results
are displayed in Table 3.

Table 3 reveals that the model has much lower explana-
tory power in this domain (R = .02). If our previous find-
ings were indeed being driven by omitted variables, we
would have observed a comparable role for these variables
in this domain. This is not the case here. Moreover, three of
four coefficients are statistically significant, but with signs
opposite from those expected. Overall, these findings sug-
gesl that perceptions of excess cash flow are driven by both
the presence of positive earnings and the trend in earnings.

In any case, these findings weaken the argument that our
observed effects are being driven by an omitted variable
bias.

Sensitivity Analysis: Cutoff Points and
Construction of Ownership Variable

To examine whether our model is sensitive to the cutoff
points used for ownership and/or our construction of the
ownership variable, we estimate our basic model employing
a cubic polynomial in the level of ownership. The results are
displayed in Table 4. Compared with our basic model, this
model has a somewhat lower fit: The adjusted R2 is .36.
Using the coefficients, we plot the reinvestment graphically.
This is displayed in Figure 5. We find a similar pattern of
nonmonotonic effects, though the boundaries seem to be
shifted somewhat to the right to 13% and 57%. This right-
ward shift in the cutoff points may be driven, in part, by the
difficulty of the cubic polynomial to change direction. Sim-
ilarly, the large negative reinvestment at high levels of own-
ership is likely driven by the fact that the cubic function
explodes at high levels of its argument. Overall, however,
our main message of nonmonotonic effects prevails, though
we concede that some doubt is cast about the exact location
of the cutoff points.

Alternative Specifications

We also run a basic model with change in earnings modified
by the logarithm and square root transformation. In both
cases, all independent variables continue to be statistically
significant. The adjusted R2, however, drops to 15% and
30%, respectively. Overall, these transformations do not
affect the substantive impact of our empirical findings.

Contributions, Limitations, and
Conclusions

Despite large monetary outlays, advertising budgeting is a
poorly understood topic. Research conducted over a period
of two decades suggests that the vast majority of firms are
overadvertising (Aaker and Carman 1982; Prasad and Sen
1999). Moreover, empirical surveys report that practitioners

TABLE 3
Regression Results (Dependent Variable: Change in Advertising; Analysis Restricted
to Decreases in Earnings)

Variable Expected Sign Estimate
CHG EARN + —-.0819**
(-5.18)
CHG EARN x OWNERSHIP LOW - .0505**
(2.77)
CHG EARN x OWNERSHIP MEDIUM + —.0148*
(—2.38)
CHG EARN x OWNERSHIP HIGH - .0016
(.98)

Adjusted R2

.02

*Significant at the p < .05 level.
**Significant at the p < .01 level.
Notes: n = 1141; t-statistics are in parentheses.
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TABLE 4
Regression Results (Dependent Variable: Change in Advertising; Cubic in Ownership)

Variable Expected Sign Estimate
CHG EARN + .2020"
(35.78)
CHG EARN x OWNERSHIP - -.0029*
(—4.36)
CHG EARN x OWNERSHIP SQUARE - .00002841*
(7.42)
CHG EARN x OWNERSHIP CUBE - —.00000005702*
(-12.16)

Adjusted R2

.36

*Significant at the p < .01 level.
Notes: n = 2763; t-statistics are in parentheses.

FIGURE 5
Fraction of Earnings Reinvested in Advertising as a Function of Ownership Level (Cubic Specification)
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frequently employ heuristics such as the affordability
method in setting their advertising budgets (Tellis 1998).
Given this state of affairs, it is not surprising that marketing
scholars have highlighted the need for additional research on
the topic of advertising budgeting. In addition, an area often
identified for further research is the impact of the incentive
structure on advertising budgeting decisions (Prasad and
Sen 1999). This research responds to these calls, from both
a theoretical and an empirical perspective.

Following research in the finance literature, we first
show that the impact of the incentive structure on the adver-
tising budgeting decision is complex. Specifically, a key
incentive tool, namely, managerial ownership, predicts a
nonmonotonic effect on the use of the affordability method.
In particular, managerial ownership gives rise to a mix of
convergence and entrenchment effects. Therefore, as owner-

ship increases from 0% to 100%, we hypothesize that self-
interested managers will first decrease, then increase, and
finally decrease their propensity to reinvest excess cash into
advertising. The identification of such nonmonotonic effects
within the advertising context is an important theoretical
contribution of our work.

Empirically, we find that the fraction of discretionary
dollars reinvested in advertising varies systematically with
the level of managerial ownership. These findings are note-
worthy because they uncover a hitherto undocumented rela-
tionship, namely, that of a nonmonotonic relationship
between the use of the affordability heuristic and the level of
managerial ownership. This finding, coupled with those
reported in the accounting and finance literature, paves the
way toward an empirical generalization that ‘would link
agency costs and the allocation of discretionary monies in a
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wide variety of settings. This second contribution of our
work is also important because, as Bass and Wind (1995)
note, empirical generalizations are the building blocks of
science.

Finally, our findings provide an explicit manifestation of
the theory documented by Morck, Shleifer, and Vishny
(1988). Although these researchers convincingly demon-
strate that firm value varies nonmonotonically with owner-
ship levels, our study suggests one route by which this rela-
tionship might come about. Specifically, our empirical
findings suggest that entrenched managers tend to dissipate
firm value by overspending on advertising. This identifica-
tion of a specific mechanism by which firm value is dissi-
pated is important in its own right. It also underscores the
importance of marketing resource allocation decisions in
influencing firm value. These insights constitute a third con-
tribution of our research.

Our work also offers specific managerial implications.
In particular, our findings suggest that one way to enhance
the advertising budgeting process is to redesign the reward
structure so as to bring about greater goal alignment
between managers and owners. In scenarios in which it is

difficult to bring about goal alignment through the right
level of managerial ownership, our research informs stake-
holders that they need to institute alternative mechanisms to
govern the advertising budgeting process. Our research also
informs key decision makers that such scenarios are likely to
occur for intermediate levels of managerial ownership.

Our research is not without limitations. Given the aggre-
gate level of data we analyze, we are unable to verify with
certainty if our observed effects are indeed being driven by
the micro-level processes that we suggest. In other words,
although our data are consistent with a view in which the
motivations of board members are ultimately injected into
the advertising budgeting decisions of various divisions of
the firm, we are unable to establish that this is indeed the
process. There is a need for additional research, conducted
perhaps with qualitative techniques, that will provide a
deeper understanding of the relationship among free cash
flow, agency costs, and the affordability method of advertis-
ing budgeting. We hope our research will stimulate such
efforts.
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