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Introduction

In the area of factors related to managers and their behavior, one of the
factors of interest is the creation of empires by managers. The motivation
to build an empire is related to the degree of uncertainty, the structure of
the management compensation plan, and the degree of risk aversion and
preference for caution (Bragoli et al., 2022). Empire-building managers,
through their decisions, opportunistically grow their companies beyond
the optimal size. Opportunistic decisions, such as excessive capital
expenditures, growth of assets beyond the optimal level, and acquisition
of new companies, are often made with goals such as: achieving power,
prestige, and position, receiving excessive compensation, and keeping
unused resources under management control (Hope & Thomas, 2008). Young
et al. (2014) believe that managers with high motivations to build a
managerial empire purposefully hide information from the reporting
department, which leads to lower financial reporting quality. Accordingly,
it can be said that the incentive to create an empire with an impact on the
quality of financial reporting can be important for shareholders,
stakeholders, analysts, and all individuals and organizations that use the
company's information (Weiskirchner-Merten, 2023).

It is of great importance to examine the factors that can affect the
construction of a management empire. One of the factors that can affect
the construction of a management empire is the liquidity of stocks.

One of the most important functions of financial markets, especially the
capital market, is to increase the liquidity of stocks and reduce the risk




Journal of Capital Market Analysis

Volume5 Issue 1 Online ISSN: 2783-3488
Page: 46-75 https://jcma.aliabad.iau.ir

associated with liquidity. The attractiveness of investing in a stock
depends on the liquidity of that stock, which is also an important aspect of
the optimal resource allocation process. Liquidity is one of the major
sources of risk for investors, and it can be said that market liquidity has a
significant impact on the stability of financial systems, because liquid
markets can absorb systematic shocks. Liquidity prevents imbalances in
the market, because risk is better distributed (Acharya & Pedersen, 2005).
Investors accept a riskier asset if it offers them a higher return, and
therefore one of the factors affecting asset risk is its liquidity. The lower
the liquidity, the less attractive the stock becomes (Ng, 2011).

Relatively little understanding is found in the literature on the
consequences of stock liquidity, particularly whether these factors allow
managers to benefit from personal gains when ownership of the firm is
separated from its management. Hence, the contribution of the present
study to the literature is to provide evidence on the impact of stock
liquidity, considering the role of financial constraints and CEO
overconfidence on managers’ willingness to engage in empire building.
The hypotheses of this study are formulated as follows:

Hypothesis 1: Stock liquidity has a positive effect on managerial empire
building.

Hypothesis 2: Financial constraints enhance the effect of stock liquidity
on managerial empire building.

Hypothesis 3: CEO overconfidence moderates the effect of stock liquidity
on managerial empire building.

Literature and Background Review

Azad et al. (2020) conducted a study titled "Behavioral Characteristics of
Managers and Stock Liquidity". In this study, indicators of management
ability, tenure, and optimism were used as behavioral characteristics of
managers. The sample of this study included information from 100
companies listed on the Tehran Stock Exchange. The results of the data
analysis indicated that the behavioral characteristics examined in this
study, including optimism, ability, and management tenure, did not have
a significant effect on the liquidity of shares of companies listed on the
Tehran Stock Exchange. These findings indicate that stock trading on the
Tehran Stock Exchange is not largely influenced by the behavioral
characteristics of company managers and benefits from other information
to shape the price and volume of transactions.

Weiskirchner-Merten (2023) conducted a study titled “Capital budgeting and
managerial empire building.” This paper examines how a company's
headquarters uses an empire-building manager's report about decision-
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relevant private information to make capital budgeting decisions and
compensate the manager. To this end, a model consisting of a headquarters
(principal) and the manager (agent) who reports on the investment
project's expected profitability. was developed. Optimal investment sizes
and compensation payments were identified, where the headquarters trade
off managerial information rents — arising from empire-building benefits
inducing the manager to favour overinvestment — for investment
efficiency. The headquarters counteract the manager's desire for
overinvestment with investment distortions in the form of
underinvestment (or overinvestment) for a high (or low) expected
profitability. Due to these distortions, the expected compensation is not
monotone in the level of empire-building benefits. Unlike previous capital
budgeting studies, in this study, the results showed that that managerial
empire-building benefits can multi-directionally affect companies' optimal
capital budgeting decisions and related compensation schemes.

Chatterjee et al. (2021) conducted a study titled “Stock liquidity, empire
building, and valuation”. It is predicted that high stock liquidity negatively
affects firm valuation by inducing inefficient investment. This study was
conducted over the period 1981-2011 and using 12,916 firm-year
observations. The results showed that that a liquid firm is more likely than
an illiquid firm to acquire a public firm. Such a takeover by a bidder with
higher stock liquidity destroys bidder value to a larger degree. These
patterns occur in both stock and cash acquisitions and hold after we use
decimalization of tick size as a quasi-exogenous shock to stock liquidity.
Finally, the results showed that financial constraints and corporate
governance play important roles in the effects of stock liquidity on empire
building in mergers and acquisitions.

Method

The present study is a descriptive and correlational study in terms of its
fundamental experimental objective and in terms of the relationship
between variables. The data and information used are historical and post-
event. The Tehran Stock Exchange website was used to collect data and
the Eviews 10 software was used to test the hypotheses. In this study, five
criteria were used in combination to calculate managerial empire building.
The criteria in question are acquisitions, consolidation, growth in capital
expenditures, growth in total assets, and growth in tangible fixed assets.
The ratio of tax expense to pre-tax profit was used to calculate tax
avoidance. Also, a dummy variable was used to measure the variables of
supervisory mechanisms and CEO overconfidence. The statistical
population of this study is the companies listed on the Tehran Stock
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Exchange from the beginning of 2014 to the end of 2022 that have
maintained their membership in the stock exchange during this period. The
statistical sample of this study was also selected from among the
aforementioned companies using the elimination method (systematic), and
a total of 105 companies were selected. To test the hypotheses of the
present study, estimation of multivariate regression models using the
mixed data method was used.

Results

The results of testing the first hypothesis showed that stock liquidity has a
positive effect on building a managerial empire. In fact, stock liquidity has
the potential to strengthen the building of a managerial empire, so the first
hypothesis of the study is accepted. The results of this study are
significantly consistent with the research of Chatterjee et al. (2021) They
showed in their study that a company with higher liquidity is more likely
to acquire a government company than a company with less liquidity. Such
a takeover by an offeror with higher stock liquidity would significantly
erode the value of the offeror company. The results of the second
hypothesis test showed that financial constraints strengthen the effect of
stock liquidity on managerial empire building. It seems that financial
constraints themselves are a factor that increases managerial empire
building by affecting stock liquidity, so the second hypothesis of the study
is accepted. The results of this study are also significantly consistent with
the research of Chatterjee et al. (2021). They showed in their study that
financial constraints play an important role in the effect of stock liquidity
on empire building in mergers and acquisitions. The results of the third
hypothesis test showed that CEO overconfidence moderates the effect of
stock liquidity on managerial empire building. In fact, when a CEO is
overconfident in his decisions, this factor strengthens the effect of stock
liquidity on managerial empire building. Therefore, the third hypothesis
of the study is accepted. The results of this study are significantly
consistent with the research of Meng et al. (2023). They showed in their
study that directors' liability insurance reduces the effect of CEO
overconfidence and risk-seeking behaviors on their acquisition decisions.
In general, the results of this study show that directors' liability insurance
can play an effective monitoring role that prevents managers from empire
building.

Conclusions

According to the research results, managers in highly liquid companies
have incentives to overinvest and inefficiently (i.e., engage in empire
building). Managers in these companies choose to do this to pursue their
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own private interests rather than maximizing shareholder value. Therefore,
it is suggested to prevent managers from building empires by increasing
company debt and using strong corporate governance mechanisms,
because companies that are more financially constrained and face greater
pressure to provide debt have less incentive for managers to overinvest
and build empires.
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