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The effect of severance pay on management behavior during a takeover battle is generally ambi-
guous. Yet, the severance payment completely restraining all influence activities always consti-
tutes a @olden parachuteO The manager leaving office still benefits from the
increase in the merged firm@ total value. Moreover, given that managers are compensated
according to an identical scheme, the optimal shareholder policy always entails a corner
solution. Managers will either receive no severance pay, or the payment will be chosen
such that their influence activities equal zero. Relatively strong incentive intensities and
low synergy gains then imply that offering no severance pay dominates.
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Vanity invented the accelerator while wisdom devised the brake.
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Case 1 Assume that both managers have an identical incentive scheme, i. e. "y = ",

$ =%, and & = +! In this case, 8- 148- 4 = 0. Both influence payments are neither

substitutes nor complements in a local environment around the equilibrium.
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Stage 0: The severance pay commitment
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Lemma 1 At 50'%#@ there are no conflicting interests among the shareholders of the two

firms with regard to the severance pay offers.
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Corollary 1 For ‘low’ values of $ ($%@) the shareholders are willing to accept a merger

plan even with negative synergies, 1 % 1!
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Corollary 2 There exists a critical value for the incentive intensity,
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with the following property: for all incentive intensities $%@(1), the optimal shareholder
policy implies rewarding the minimum severance payment, +* = "fg#, which just induces

the managers to avoid all influence activities. Given incentive intensities $ / @(1)# the

optimal severance payment equals zero, +* = 0!
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Corollary 3 For ‘low’ incentive intensities ($ % @(1)) the severance payment +* is a
“golden parachute”: each manager would be equally well off if remaining in office or laid
off. For ‘high’ incentive intensities ($' ®(1)) the severance payment +* is equal to zero.

The successful manager is better off ex post than the defeated manager.
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© ABSTRACT B

The effect of severance pay on management behavior during a takeover battle is generally ambi-
guous. Yet, the severance payment completely restraining all influence activities always consti-
tutes a @olden parachuteO The manager leaving office still benefits from the
increase in the merged firm@ total value. Moreover, given that managers are compensated
according to an identical scheme, the optimal shareholder policy always entails a corner
solution. Managers will either receive no severance pay, or the payment will be chosen
such that their influence activities equal zero. Relatively strong incentive intensities and
low synergy gains then imply that offering no severance pay dominates.
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Proposition 2 The severance pay value that induces the manager to withhold her influence

activities is independent of the “poweredness” of the severance pay.
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5 The general case
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Proposition 3 The minimum severance payment inducing each manager to completely
withdraw from influence activities ensures that the manager incurs no income loss if leaving
office. Stronger merger synergies therefore yield a higher benefit for the manager leaving

office.
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Proposition 4 Assume that the shareholders wish to minimize the influence activities of
their managers. The shareholders minimize the total management compensation costs by

mazimizing the “virtual” severance payment to the retained manager.
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Proposition 5 Suppose that the “virtual” severance pay offered to the manager who will
be retained does not exceed the actual dismissal costs. Further assume that the shareholders

wish to minimize the influence activities to their managers.
1. If1' 142 and "y ="4, it is better to retain manager &if and only if & % $u.
2. If § = %, it is better to retain manager &if and only if "y %" 4.

3. It is possible that manager &should be laid off although " + & %" 4 + $u.
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Proposition 6 Consider a takeover battle in which both managers invest in influence ac-

tivities. The following relationships hold:

1. If"y ="+ =0and + =+ =0, it follows that - y = - » irrespective of & and $ .
2. If% =% and + =+, it follows that - y %- -, "y [ "-.
3. If"y ="+ and =+ =0, it follows that -y %--, &/ $.

4. The effect of severance pay on the equilibrium influence activities is generally am-

biguous.
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6 Summary and conclusions
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Appendix: The reaction of the influence activity level to

changes in the severance payments
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