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ABSTRACT

We collect data on CEQ pay in 122 closely held firms traded on the Tel-

dviv Stock Exchange during I 005-2001. After estimating CEO pay

performance sensitivity and CEO “excess pay,”’ we examine how these

a5 two pay attributes affect end of period (year 2001 } Tobin’s Q. Our main

' findings and conclusions are that (1) when CEO is from the controlling

family, the end of period Q is negatively correlated with “excess” pay —

“excess” pay to family-CEQOs appears like a form of private benefits; (2)

when a professional nonowner CEO runs the firm, end of period Qis

positively correlated with CEQ pay performance sensitivity — incentives to
professional CEOs help promote firm value.
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1. INTRODUCTION

Existing research on CEO pay focuses on disperse ownership firms. In such
firms, the main compensation-related problem is the design of a pay
contract that would motivale the professional CEO to exert efforts and
would align CEO interests with those of the shareholders. The widely
adopted theoretical and practical solution is to offer the CEQ a relatively
high level of compensation (see Rosen, 1982} and make CEO pay
performance sensitive, that is directly dependent on the company stock
price performance (Jensen & Meckling, 1976).

In practice, however, these optimal pay solutions had dubious effects. The
professional CEOs accumulated power and maneuvered the board of
directors into awarding them extremely gemerous pay contracts (see
Bebchuk & Fried, 2004) and “too large” option grants that occasionally
perplexed the CEOs and led them to immoral behavior (see Jensen, 2004).

This study focuses on CEOs in closely held firms. In such firms, the
problem of a misbehaving professional CEQO is mitigated because the firm
owners closely monitor the professional CEQ actions. However, a new
agency problem emerges. When an owner who controls the firm serves also
as its CEO, this owner CEQO can pay himself inflated unjustified pay. Any
such excessive compensation to the owner CEQ decreases the market value
of the firm at the expense of small public investors." The final outcome, in an
economy where excessive pay to owner CEQ is possible and common, is lack
of investors trust in the publicly traded companies, difficulties in capital
raising, shrinking investments, and less economic growth. Castro, Clementi,
and MacDonald (2004) provide theory and evidence on the positive effect of
investor protection on economic growth.

Studying the level and economic effects of CEO pay in closely held firms
is practically important because most of the globe’s firms are closely held.
Surprisingly, there is only little previous research on CEQ pay in closely
held firms. Given the voluminous literature on CEQ pay in disperse
ownership firms, it is puzzling that the issues of pay and incentives in
closely held firms have been largely overlooked. Research on owner-CEO
pay in closely held firms may also contribute to ongoing theoretical
debates, for example, to the debate on the extent to which CEO’s relatively-
high pay is due to her outstanding talent or to her unique power and ability
to exploit the firm. We believe that in closely held firms the impact of ownet

CEO talent and the impact of her power to exploit the firm are intensified-:
Hence, those factors may become more easily observable in our closely hel
firms sample. ‘
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There exists evidence that owner CEOs earn higher pay (Holderness &
Sheehan, 1988) and that owners (termed “large shareholders” or
“principals” in some of the previous literature) restrict nonowner CEQ pay
(Core, Holthausen, & Larcker, 1999) and decrease the “‘pay for luck™
component (Bertrand & Mullainathan, 2001). However, some new updated
evidence on owner-CEOQ pay is definitely needed, and we could not find any
previous study on our focal point — the impact of CEQ pay on firm
valuation in closely held firms.

In a sample of 122 Israeli CEQs who served their closely held publicly
traded firms continuously during 1995-2001, we find that (1) in family
controlled firms, paying excessive compensation to an owner (i.e., family
member) CEO significantly diminishes the market valuation of firm shares
and (2) in closely held firms, incentives to nonowner professional CEOs are
effective - the higher is the non-owner-CEQ pay performance sensitivity, the
higher is firm’s market value.

The chapter is organized as follows. Section 2 reviews the literature and
develops the hypotheses. Section 3 describes the data and methodology.
Section 4 presents the empirical results, and Section 5 concludes.

2. CEO COMPENSATION AND FIRM VALUE
2.1 Existing Evidence

The main purpose of this research is to study the effect of CEO pay contract
on firm valuation in closely held firms. Prior evidence exists only on disperse
ownership firms. This evidence is important because it may be relevant for
professional non-owner CEOs in closely held firms, and it could be
instructive for methodological design.

Coreetal. (1999) study a sample of 205 US companies during 1982-1984 and
estimate “‘excess compensation™ as the contribution of board of directors
properties and ownership structure characteristics to CEO pay. This excess
compensation estimate has a significantly negative impact on future accounting
measures (ROA) as well as on market performance (stock’s return). Their
conclusion is that weak governance affords excess compensation to CEQs at the
expense of firm public shareholders.

Brick, Palmon, & Wald (2006) estimate excess compensation in a different
way, as the residual in the CEQ pay equation. Yet, their conclusions are
similar to that of Core et al. - excess CEQ compensation is associated with
firm stock price underperformance. Brick et al. also find a positive
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correlation between CEO and directors excess pay, which suggests that
directors and CEO cooperate in expropriating firm shareholders.”

An opposite view also exists. According to this view, excess compensation
reflects CEO quality. Our models for CEO pay are incomplete. and the
explanatory variables we use cannot capture the full compensation for CEO
quality. Hence, the residual in the CEO pay equation (CEO excess pay)
embeds a pay for quality component. Higher quality CEOs would tend 10
have positive residuals (=extra pay), and vice-versa for lower quality CEOs.
Furthermore, if the CEO labor market is efficient, CEQO pay for quality
should be equal or less than CEO contribution to firm value. Thus, “excess”
CEO compensation may just indicate a superior quality CEQ who should
improve (rather than hurt) firmm performance and market valuation. Excess
pay CEOs help promote firm value.

Ang, Lauterbach, and Vu (2003} study the impact of excess compensation
to mewly appointed CEOs. They define excess compensation as the
unexplainable (residual) component in a predictive CEQ equation and
document a significant positive relation between this excess compensation
measure and stock price response to the new CEO appointment. Firm future
accounting performance measures, such as return on total assets (ROA) and
return on equity (ROE) are also positively correlated with excess pay. Ang
et al. (2003) conclude that the CEO labor market is efficient — it offers better
qualified CEOs more generous pay contracts, which eventually improves
firm’s long-run performance.

Hayes and Schaefer (2000) develop a formal framework for examining the
effects of “unobservable” CEO performance, where “unobservable” denotes
performance that was not reflected in current vear accounting numbers and
went unnoticed by the market. In fact, “unobservable” CEQ performance is
synonym with CEQO quality. If the board of directors recognizes and rewards
the CEO for her “unobservable” performance {quality), then a positive
correlation emerges between the current unexplained CEO pay (“excess’”’
pay) and future firm performance. This is because “unobservable” CEQ
performance or quality should pay off in the future. Hayes and Schaefer
(2000) document such a significant positive relation (between CEQ “excess”
pay and future firm ROE) in a sample of US firms collected from the Forbes
Executive Compensation Surveys (1874-1995).

Another positive view on the effect of CEQ compensation package on
firm value is found in Morgan and Poulsen (2001). They report that in the
1990s proxy statements of S&P 500 firms proposing pay for performance
compensation schemes were favorably received by the stock market,
especially when the plan were directed towards the firm’s top executives.
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Providing incentives to top management appears to promote executives’
efforts and increases shareholders’ wealth. This conclusion is supported by
Mehran (1995) who documents that firm’s Q is positively correlated with the
percentage of CEO pay that is equity-based. Apparently, nonowner CEOs
in the United States with a more performance-sensitive pay (higher
proportion of equity based compensation) have better incentives and are
more successful in increasing firm value.

2.2. Hypotheses

In closely held firms, it is likely that the owner CFO extracts some excess
compensation as part of her private benefits’ consumption. This excess
compensation most probably decreases firm market value and long-term
valuation (Tobin’s Q). Thus,

Hypothesis 1. In closely held firms, “‘excess™ owner-CEQ compensation
decreases firm’s long-run market value (end of period Tobin’s Q).

Differences may exist between owner CEOs in family firms and owner
CEOs in “partnership” firms (where a few partoers together control the
firm). This is because it appears easier to coordinate private benefits divisions
within families — families appear more cohesive and more stable than
“partnerships.” In a “partnership,” there might be more mutual “monitor-
ing” and less leeway for generous excessive pay to the owner CEO — see
Bennedsen and Wolfenzon (2000). In the empirical work. we examine
differences between family and nonfamily owner CEQs.

Also interesting are the valuation effects of “excess” non owner CEOs’
pay. In closely held firms the hired professional CEOs are closely monitored
by firm control holders who most probably pursue some optimal
contracting schemes for them. Efficient contracting of professional CEQs
dictates some extra pay for CEOs with superior quality. In turn. these
superior quality professional CEOs reward their firms by enhancing firms’
long-term value.® In sum, it is likely that the surplus generated by a superior
quality professional CEQ is divided between CEQ (receiving “excess”™ pay)
and the firm (whose value increases). Hence.

Hypothesis 2. In closely held firms “excess™ non-owner-CEQ compensa-
tion increases firm’s long-run market value (end of period Tobin's Q).

Economic logic also suggests that (all other things equal) competent
professional CEQs would receive Jarger incentives — a relatively high pay
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performance senstiivity commensurate with their higher marginal product.
Thus,
Hypothesis 3. In closcly held tirms, non-owner-CEQO pay sensitivity to
performance is positively associated with firm’s long-run market value
(end of period Tobin’s Q).

Hypothesis 3 can also be derived without the assumptions of economic
efficiency and equilibrium. Suppose firm owners are reluctant (psychologi-
cally or for other reasom) to large bonuses and generous pay for
performance to their hired CEOs. In such inefficient environments,
increasing pay for performance would stimulate non-owner CEOs to work
harder which contributes to firm value. We should remember that large pay
for performance for CEOs has become popular and prevalent only in the
recent decade or two. Before the 1990s, pay performance sensitivity
appeared low — see Jensen and Murphy (1990). Thus, we cannot be sure
that we are or were at the optimal pay for performance level. If CEOs 1n our
sample were not yet at the adequate pay for performance levels, then
Hvpothesis 3 holds, that is, firms that dared providing their professional
CEOs higher pay performance sensitivity achieved higher market valuations
(all other things cqual).

Last, trying to make predictions about the effect of owner-CEO pay
performance sensitivity is treacherous. The owner CEO has a substantial
exposure to firm performance due to her large holdings in company stocks,
which overwhelm her pay sensitivity as CEQ. Pay (received from the firm)
performance sensitivity may be inconsequential. In addition, firm success
also most probably affords higher (nonmeasurable) private benefits
extraction by the owner CEO. which reduces firm's market value. Thus,
even if pay performance sensitivity induces owner CEO to work and
increase firm value. the market value of the firm may decrease because of
larger private benefits consumption. We refrain from putting forth any
hypothesis regarding the impact of owner CEQ pay sensitivity on firm’s

Tobin .

3. DATA AND METHODOLOGY

3.1. Sample Selection and Variables™ C ONSIFHCHOR

reasons, First, previous

The study employs data from Israel for three main
ively few.

evidence 15 based on the United States, an economy with relat
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closely held firms (see, however, Holderness, 2009). We sought data from an
economy where closely held firms are predominant, and Israel fits this
criterion (over 0% of publicly traded firms in Israel are closely held).
Arguably, a closely held firm economy such as Israel is a more natural and
representative environment for studying the effects of owner CEO pay
contract. Second, Israel may also be considered as a typical closely held firm
economy. Laporta, Lopez-De-Silanes, Shleifer, and Vishny (1998) rank
Israel at about median in investor protection and Dyck and Zingales (2004)
suggests private benefits in I[srael are above median. Hence, results from
Israel could be “about representative.” Last, in Israel we found relatively
high-quality data on all needed variables, which made the study feasible.

The sample comprises all the Tel-Aviv Stock Exchange (TASE)
companies that (1) continuously traded during 1994-2001," (2) did not
replace their CEO during that period. (3) published CEO pay in each year
during the sample period, and (4) did not undergo any substantial
ownership change during the period.®> These exclusions should reduce
measurement noise, assuring that firm’s terminal value (Q) is caused by a
particular CEO acting under a certain stable ownership structure.

Our clean final sample comprises 122 firms.® For those firms we collect
data from several commercial databases. Financial data (total assets, market
value, equity, net income, and leverage) are from “Super-Analyst’’;
ownership and board of directors’ composition are from the company
reports, electronically available on “IFAT™; and stock return data are from
“PREDICTA.” Last, CEQ pay, age, and education are retrieved from
annual tables published by Globes (a leading business newspaper in Israel).

To estimate the long-run impact of CEQ pay on firm valuation, we need a
measure of end of period valuation. Thus, we calculate for each firm its

Tobin @ at the end of 2001 (the last year in our sample), where  is defined
as follows:

0= market value of equity + book value of debt 0
- book value of total assets

Also noteworthy are our ownership structure classifications. On the basis
of the company ownership repotts (Article 24 in its annual report), which
are relatively detailed in Israel and reveal all relations and agreements
between firm large shareholders, we classify a CEO as owner CEQ (non-
owner CEOQ) if she belongs (does not belong) to the family or coalition that
controls the firmi, where control means possession of more than 50% of the
vote. Within the owner-CEQ category, we further distinguish between an
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owner CEQ in a family-controlled firm and owner CEO in a firm controlled
by several (usually two or three) business partners,

The standard deviation of the company daily stock returns during 1995
2001 is our proxy for firm risk. Financial leverage is defined as book debt
over total assets. The CEQ education dummy variable equals 1 when the
CEO has an official academic degree and 0 otherwise. ROE is net profits
divided by total assets. Last, firm's growth potential is approximated by
annual average growth rate in firm's Total Assets (TA) during 1995-2001.
calculated as Ln{TApg / TA 904}7.

3.2. Methodology

Qur main goal is to investigate the impact of CEQO compensation on firm
long-run valuation. We focus on two central aspects of compensation
contracts; the CEO pay level and its sensitivity to performance.

3.2.1. “Excess Pay” and Pay Sensitivity Estimation

To study the impact of CEQ pay level, we adopt Ang et al. (2003) and Brick
et al. (2006) approach and define ““excess compensation” as the residual in 2
predictive CEO pay equation. There are two possible interpretations of such
a residual. First, the residual may stem from CEO extra quality. [t is difficult
to parametrically define and measure CEQ quality. Some important
qualitative factors. observed only by firm insiders and firm board of
directors, considerably affect CEQ appointment and pay level. These soft
qualitative factors cannot be described in a regression equation: hence. they
are captured by the regression residuals. The second possible interpretation
of the regression residual is that it represents a governance failure-the
residual is the overpayment to the CEO. and it should have a long-run
value-diminishing effect.”

The predictive CEO pay equation we use is:

Ln{W;)= B, + BRET; + $-RET, | + f.Lnsize; + f4LntH 1)
+ Benonowner; + fiy(nonowner;, RET; 1) + ,BT(HOI!OWIIGHRETI'I)
+ BgLev;, + fodirector; + f,orisk; + B, institution; + f,a8¢;
+ B zeducation; + WigaDumindustry, + tye [Jumyear, + & )

where ¥, is the apnual pay of firm 7 CEQO in vear r- RET;, and RET ;1 8¢

the annual stock returns in vears 1 and 71— 1. respectively: Nonownel; 153
an

dummy variable equal 10 1 for nonowner CEQs. and 0 otherwise: Levu
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Lnsize; are firm leverage and natural logarithm of firm total assets at the
end of year t respectively; director, is the proportion of the external directors
on the firm’s board; risk; is the standard deviation of the daily stock return
over 1995-2001; institution, is the institutional investor hoidings; age; is the
average CEO age, and education, is a dummy variable equal to 1 when the
CEO has an academic degree and 0 otherwise: Wina* Dumindustry,
represents the industry fixed effect of firm i, and Tyear¥Dumyear, controls
for each calendar year fixed effect.

Regression (2) is a “pooled” time-series cross-section (“‘panel data™)
regression with fixed effects for industry and calendar year. It controls for
the host of variables that affect CEQ pay (Section 2.1) including current and
previous year stock return, CEQ type {(owner vs. non-owner CEQ).
governance factors (external directors and institutional holdings), firm size
and risk, and CEO age and education. It also includes the previous-year
CEO pay as a “catch-all” explanatory variable, designed to proxy for the
impact of the omitted (unknown to us) pertinent explanatory variables.

After controlling for a]l above-specified variables, we estimate the
“excess” CEO pay in firm 7 as the average residual of firm ; in regression
(2), that is, as the average ¢, across the sample years (average across r).

An alternative to the above estimation method is to estimate “excess pay™
in firm ¢ as the residual (1) in the following regression of average CEQ pay:

Ln(W) =8, + BIRET, + B,Lnsize; + Binon-owner; + Badirector;
+ Bsrisk; + Bginstitution; + Brage; + Bseducation,
+ fyLev; + Wina Dumindustry, + n; (3)

Regression (3) is a standard cross-sectional regression, with one observation
for each firm — each firm is represented by its average values over 1995-2001.
that is, W, is the mean CEO pay in firm i over 1995-2001, and so forth, The
estimation of excess pay through regression (3} serves for robustness
purposes. (It does not inciude lagged pay as an explanatory variable.)

Our next goal is to estimate each CEO’s pay performance sensitivity. We
adopt Murphy’s (1999) methodology and fit. for each firm i, the following
time-series regression:

(w,./ Wi )=a+ biRET;ﬁl + ¢ RET, +¢; (4)

where W, is firm’s { CEQ pay in year ¢ and RET, is firm’s ; stock return® in
year f. The sum of coefficient &, 4 ¢; measure the elasticity of CEO pay with
respect to share price, which is the percentage increase in CEO pay in vear /
in response to a 1% increase in firm’s share price in year t and 1+ 1.
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3.2.2. Tobin’s Q analysis

Before examining the effect of pay characteristics on @, we identify some
control variables, that is, variables that are customary in explaining firm'’s
Tobin’s Q. On the basis of prior literature, we use the following control -,
variables: firm ownership structure, size, growth rate, financial leverage,
nisk, and the percentage of external directors on the board. The list of
controls used is not exhaustive — see Himmelberg, Hubbard, and Palia 4
(1999), for example, for some additional variables based on firm's R&D
activity, advertising expenses and capital intensity, which are not available
to us. Nevertheless, the contrels employed should help in achieving a E
more credible inference on the effect of pay characteristics on firm’s end of
period Q.

The Q regression we run is:

Ln(Q;} = a; * family; + a, * pariner; + a3 * non-owner;

+ 24 * family; * excess_comp, + a5 * partner; = excess_comp;

+ g * NnON-OWDner; * €Xcess_comp;

+ a7 # family; » pay_sensitivity,

+ ag * partner; % pay_sensitivity,;

+ 29 * non-owner;  pay_sensitivity,

+ ong * Lnsize; + oy * LeV; + a3 * growth; + o3 * director;

+ o14 * 1isk; + Wing * Dumindustry, + ¢; (5)

where Ln(Q;) is the natural logarithm of firm’s Tobin’s Q at the end of the
sample period (2001); family is a dummy variable equal to 1 if the CEO
family has full control (hold more than 50% of voting power) in the firm
(otherwise family = 0); partner is a dumnmy variable equal to 1 if the CEQ and
her/his business partners together contro! the firm (otherwise partner = 0);
non-owner is a dummy variable equal to 1 if the CEO is an employee, owns
less than 5% of firm equity and does not belong to the control group
(otherwise nom-owner =0); excess_comp is an estimate of CEO excess
compensation using Eq. (2) or (3); pay_sensitivity is CEO pay sensitivity
estimated using Eq. (4); Lev is total debt to total assets ratio; Lnsize is the
natural logarithm of total assets; growth is the average yearly growth in firm
size (total assets) over 1995-2001, computed as (LnSizeqgo — LnSiZ€f1994){7§
director is the percentage of external directors on the board; risk is the d_ally
stock return standard deviation over 1995-2001; and Dumindustry 18 &
dummy variable for the industry sector of the firm.
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4. EMPIRICAL RESULTS

4.1. Sample Description and CEQ Par

Table 1 describes the sample. The mean (median) annual CEQ pay is 1,25
(1.03) millions New Israeli Shekels (NIS) — about $314.000 ($259,000} given
the average NIS/USS exchange rate of 3.978 over the sample period. The
sample comprises 54 owner CEOs in family controlled firms, 35 owner
CEOs in partnership firms and 33 non-owner CEQs. Hence, about 73% of
the sample firms are run by owner CEQs.

The mean total assets is 428 million NIS, with observations ranging from
4.34 millions NIS (lowest) to about 34.5 billion NIS. Our sample firms are
also heterogeneous in their industry affiliation, and in a formal test {not
shown), we find that their cross-industry distribution represents well the
corresponding distribution of all companies traded on the TASE.

The average (median) ROE and annual stock return are 4% (5%) and 9%,
(6%). respectively. These relatively modest profitability indicators stem
from the fact that most of the sample years were poor performance vears in
Israel. The mean company risk (approximated by the daily standard
deviation of company stock) is 3.1%.

External directors comprise, on average. close to 30% of firms’ boards.
The average (median) institutional investors’ holdings is only 2.4% (0%).
hence in more than half of the sample firms there are no institutional
investors at all. Firms® debt is, on average, more than 50% of total assets.
The mean CEO age is 54, and about two-thirds of CEOs have an academic
degree.

Table 2 presents the results of predictive CEQ pay regressions, which we
use for estimating CEO excess compensation. For a few variables, most
notably the CEO compensation, we use the natural logarithm transforma-
tion, to mitigate deviations from the Normal distribution. In addition, since
firm risk, leverage and external directors’ proportion are highly correlated
with firm size (Pearson correlations higher than 0.5), we regress these 3
variables (separately) on Ln(size), and use the residuals of these 3 regressions
as explanatory variables in the predictive CEO pay regressions (Eq. (2)).

Panel A documents the pooled cross sectional time series panel data
regression results with industry and calendar year fixed cffect. We start with
a full model controlling for various economic and governance determinants
of CEO compensation. As expected, CEQ pay is positively correlated with FRC _
firm size (CEOs in larger firms receive higher pay) and stock return 3 DU g7
performance (CEO pay is performance sensitive). The positive correlation ' ' ' '
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Table 2. Predictive CEO Pay Equations - Estimating CEQ Excess

Compensation.
Full model Parsimonious version
Panel A: Regression (1) estimates
Iniercept 0.749%** (7527
16.49) (9.28)
RET._, 0.057%** 0.059***
{4.08) 4.27
{ ek ( } wEF
RET, 1.05% 0.059
14.18) (4.31)
Lnsize, 0.071%** 0.070***
(6.51) (6.43)
LnfW,_,) (75T Q7347
(31.9) (3367}
Nonowner —0.09g*** —0.086***
{—3.30) {—3.16)
Director 0.182
(1.22)
Risk -0.037
(—1.60)
Lev, —~0.060
{—0.81)
Institution 0.269
(0.86)
Age —0.00055
(—=0.37)
Education 0.0092
(037
Nonowner®RET,_, 0.063
([.34)
Nonowner#RET, 0.032
{0.66)
Adjusted R? 0.782 0.782
Panel B: Regression (2) estimates
Intercept —2.555%** —2.399%**
{—7.58) {—1E42)
RET V1 0.49]***
(2.76) (2.72)
Lnsize (h.269*** TN
(7.02) (7.35)
Nonowner —0.437** —0.389%**
(—1.09) (-3.99)
Director 1.069** 1.028**
(2.12) (2.00}
Risk —0.168** —0.200%**

1 2.06) (- 2.74)
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Table 2. (Continued)

Full mode! Parsimonious version
Age G.0018
{0.33)
Education 0.126
(1.36)
Lev, -0.277
(—1.04)
Institution 0.065
—0.06
Adjusted R” 0.465 0.467

Notes: We estimate two regression models:

Lo(Wu} = By + By + RET;, + §, * RET;,_; + B3 % Lausize, + B, + Lo(W,_y) + B¢ * Nonowner,
+ B¢ * Nonowner; » RET,_ 1} + 87 * (Nonowner; * RET:) + g = Lev,
+ By = Director; + 8,9 * Risk; + f,, + Institution; + Bz * Age, + B,; » Education;
+ Wi * Dumindustry; + Tyeq * Dumyear, + & (1)

where W), is the annual pay of firm i CEO in year i. RET; and RET;_, are the annua] stock
returns in years ¢ and (—1, respectively; nonowner, is a dummy variable equal to 1 for nonowner
CEOs, and 0 otherwise; Lev,, and Lnsize, are firm leverage and natural logarithm of firm total
assets at the end of year ¢ respectively; director; is the proportion of the external directors on the
firm’s board; Risk; is the standard deviation of the daily stock return over 19952001
institution, is the institutional investor holdings; Age, is the average CEO age, and education; is
a dummy variable equal to 1 when the CEOQ has an academic degree and 0 otherwise;
¥ira*Dumindustry, represents the industry fixed effect of firm i, and 1y, ¥Dumyear, controls
for each calendar year fixed effect. Regression (1) is a “pooled™ time-series cross-section (“panel
data™) regression.
Lo(W}) = B, + B, * RET; + B, + Lnsize; + By * nonowner,; + fi, * director;
+ By * risk; + g » institution; + B, * age, + Pg * education;

+ Bs # Lev; + Wing # dumindustry; + #, )

Regression (2) is a standard cross sectional regression, with one observation for each firm — each
firm is represented by its average values over 1995--2001, that is, W; is the mean CEQ pay in
firtn 7 over 1995-2001, etc.

The sample includes annual data on 122 publicly traded Israeli firms in the 1995-2001
period. The number of observations is 8§54 (=122#7) and 122 in regression {1) and (2),
respectively. To reduce multicolinearity, risk,, Lev,, and director; were regressed first on Lnsize,
and the residuals of these FEEressions serve as explanatory variables in this table regressions.
t-Statistics are shown in parentheses.**Significance at the 5% level; ***Significance at the 1%
level.
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with previous year CEO pay emanate, in our opinion, from some
determinants of CEO pay (such as firm and CEO characteristics), which
we miss or do not measure optimally in our predictive equation. These
omitted or mis-specified factors may not change much from year to year,
hence may be represented by prior year CEO pay. Previous year pay may
also represent some stickiness of CEQ pay, namely phenomena like partial
or “slow” adjustments of CEO pay.

Another important finding in Table 2 is the significant negative coefficient
of the nonowner dummy variable. Ceteris-paribus, owner CEOs receive
higher compensation than nonowner professional CEOs. This result is
hardly surprising, given the larger responsibility and discretion of owner
CEOs over their firms, and given the stronger ability of owner CEQs to
extract inflated pay.

The other explanatory variables in our predictive pay equation do not
contribute to the explanatory power. As Table 2 documents, a parsimonious
model including only the above-specified significant variables scores the
same “respectable” adjusted R? of 0.782 as the full model.

Panel B presents results of cross sectional regressions of average CEQ pay.
The average CEO pay regression serves for robustness tests, that is, to check
whether results obtained through the more elaborate panel data regression
methodology persist. As in the panel regression, CEQ pay increases with
company size and stock performance and is si gnificantly lower for non-owner
CEOs. However, due to the omission of lagged CEQ compensation, that
cannot serve as an explanatory variable in the average CEO pay regressions
the explanatory power of the regression falls (adjusted R? is 0.465).

Before moving on, our pay sensitivity estimates shouid be reviewed. The
average CEQ pay elasticity in our sample, estimated using Eq. (4),i50.17% —
on average, each 1% rise in stock price increases CEQ compensation by
0.17%. This pay elasticity is positive and statistically significant, yet, it is
lower than in the United States. Murphy (1999) estimates an average pay
elasticity of 0.38% for US CEOs.

4.2. Hypotheses Testing

The central task of our research is to assess the impact of CEO excess
compensation and pay sensitivity on firm’s long-run valuation. We run a
cross-sectional regression of end of period (year 2001) @ on CEQ excess pay
and pay sensitivity using various controls including also industry and
calendar year fixed effects — see Eq. (5). The results are shown in Table 3.




o 1 R AT 12 et ke Rtny b

‘ponad 1007 S661 AU Ul SWY {[RRIST PIRY f12so1a papen Apuqnd 771 U0 BIEp Apesk sapnpul ajdues ayy ..mm.uoz.

—
<
— LD CRO( 780°0 A pasnlpy
) (59°1-)
M £<o0— *s1y
~ Lgm
< G670 107031
e o
Z RRORY 1010
Z (9% 1)
00«. POT0 A
(£60—)
g10°0— Eralil |
ro tre ) (g
e l810 910 a21°0 Aanigns” AndsIaumouoN
(sT1-) (ho )= (€0 1)
RRO0O— ¥S070— LLOT0— {nanmsuas” fndselanyng
sz (960} (g5
20D LE0D €200 Apannsuas” Sud g A1ue ]
o T o) €00
al070 X $200— diunn T2 PR IAUMOUON
e (69°0) (L2
9R10 +RTN L0 dunonT $RAN AN 1AL,
tizg—? (ig=) g0z}
wxBLTO— DT80 w0980 Jiuea ssamask AU,
(61 en sz
wa0FE0 Lo w1000 JAUMOUON
TARY] (£ 56T}
wanlfC0 +es20T0 reatsT0 1R
(Fze) (L) lag7)
I rAL w80 enai 120 Aluae.g
oy 7 UOISIaA | uossardoy g UOISIap | umssarday W UOISIAA | uolssarday
TWONENEA

s PPRH A[PSOL) o AN 20UNULIOJIN And pu® uonesuadio) ssaoxg OFD J0 1208 AL §agny




35

Closely Held Firms

ion in

The Effect of CEO Pay on Firm Valuar

AR 951 oy e 0URDYIUTTG, | {[eAd] %4e al) e S:mom.Em._m..:._
RuadYR03 2l mojaq sassyiuared ut pajuasaid are ‘poyyaw Alym, ay3 Suisn A1pnsepaososioy 10} Pa1231100 ‘sonsnwis-;

U+ "Knsnpunung + Tl ST K f 4 2tojaaarp & '+
fraumouoy * £ + azisuy « T 4 T+ Of = (1 g1 u]

(Z A1qe L 298) potsad 1005661 941 Ul suo Neazasqo A11eok Jo ssfeiane agp sa1qeea Juspusdapur
vossadar Aed gD s910an [EHON22s-880.13 Fulmojog ot uy "Tenpisa ay3 sy dwos ssooxa ruriey daoxs g S3[qLasar
D UClsIap “jopow ¢ snofuowisied v sasn 1 ey 1daoxs v se sues 91 ST g uolsIsp Y{7) uorssasfor — Ppow uohesuadwion gy snomowsied
343 w0 paseq duwos ssaoxa pre ‘aA0qe (1) uoissardar — [epou ¢ [0y ay sasn UCISIIA “91qe) 3y ut poruasaad are 1) uorssa1Sai jo SuoIsIaA san [,
SIA[ISWIY] SAQRLIRA MBI BYY Jo PERISU 52150 o Jojaazip pue "YSLE ‘AT JO SUOIssaIag JO sfenpisaray) asn am aiqes s jo stoIssaI8a1ay) ut st jey)
‘$192ajJa azisu] woy «PRUBI3,, 318 109301D PUB “YsU *Aar] swajqoad A1eaurroonm PIOAR O, 134 Iepusies oy 10) S[qeLes Awump e sy Imaiungg
Pue IRy oY jo J010a8 Anstpui oy 105 aqeniea Awunpes Ansnpungg ! 0026661 Fa40 uoneIAS prepurs umjox Y208 A[1Rp 2073 ST s ‘pieoq oty
U0 S1090201p [BUIA) X3 JO ofvyuasiad S sLI0j0adIp ¢y [(P68 aziguy — 100%azIgury) se peynduios © 1002-$661 1240 (30882 [m107) ZIS WL Ul 1mo1d £ieak
aderaAe o1 st Yimosd ‘sjosse [2107 jo wyiuedo] jemzea 9t} I oZISU foped 32858 230 07 193p S1 AT a4 14 gy wi + LI +n = =y
H "~ B ‘0185981 (sorras swm) 1 wiay ur (£[aanzadsas 1-7 LAY pue 1 9y) wingax Y0015 1824 Burpaoard pue juaiing JO sjuaIpye09 o wns
a1 81 &yiansuas™Ked 4(7) uoissardon [eued ui [enpisay (e8w1ase) 5 Auedwon U983 ST{Mojaq gy suotsion up) duwos™
dnead [onuoos oy o #uofaq jou saop pue Aunba wy fo 0,6 wey $59] sumo *sakojdws ue 1 213 11 [ 07 [enba gqeuea Atuump e st Jsumouou

10 = 1ouped osymiaro) Wiy ayy [oxuea Jay3efo) saauned ss3uisng styfiat pue Ogo) sy gt [ 01 fenba apqeuea Awnp e s1 mujred (0 = Aprugy

ur £ed g0 7wy jo wipuedof einyey 2 st(41 U pue (1007) potiad aidures @ Jopuaay) jefys,mqo] s.uug jo wyyelof feineu A stgnuy
(D 2 + Treafwngg x 1y 4 Ansnpunung * Mg 4 fsumotou o+

7T« g + ramsuwy « 5 4 1-np gy w g 4+ LTS + O = (40 uy
(2 21y, ae%) worssardar w) #p jaued vonesuadmon OFD Fumoioy ap w  Auedwioa U283 10 {1 00766 SSounr) adriaan AU SHduron ssaoxa araym

(1} '2 + *Ansnputump # PULE + 'S % Yo 4
"101311p * Tho + 'yImold « g +lasy e Vi 4 azisuT * 0y 4

'Ayanisuas™Aed * aumouou 6o + "Kiatpsuas™Ked = rautied X % +

‘AuanTsussAed « "Arey Lo+ 'dwos"ssaoxa « LI3UMO-UOU * S 4

'dwos"sseoxs « outied * Sp 4 ‘diuon"ssa0xa * 1 R
TAUMOUOU * €5 4 "atqied & 2o + 'Ajlwig) & 1o = (O

‘uoissardal Bummofio) ayy o SInsal yussard ap

woarvad oo L




36 RONEN BARAK ET AL.

4.2.1. Hypothesis 1 |
The first column of Table 3 (labeled version A) documents regression results 3
for the full Q@ model, controlling for a host of potential determinants of O
found in previous research. In this regression, the excess pay proxy is the
residual of the parsimonious panel data regression reported in Panel A of
Table 2. We find that excess compensation to owner CEOs in family firms. ;
hurts end of period . This finding supports our Hypothesis 1. E
Hypothesis 1 is also upheld by the parsimonious version of the regression — 9
version B in Table 3 and by the robustness test — version C. The essence of
the robustness test is to estimate excess compensation in an alternative way.
In version C we use the residuals of a cross-sectional regression of average
; (1995-2001) CEQ pay, as our estimates of excess CEO pay. The coefficient of
: excess pay to family CEO remains negative and statistically significant.”
: The support of Hypothesis 1 suggests that excess compensation to owner
i CEOs in family firms is a form of private benefits extracted from the firm by ,
i its owner at the expense of small public investors. Apparently, some family
CEOs are “rapacious” — they exploit the firm and hurt its market valuation k
by withdrawing excessive pay.

In an attempt to further investigate this “rapacious CEOs” conjecture, we
collect data on family-CEQO seif-dealing with the company. Self-dealing or
“tunneling” are a known way for extracting private benefits from the firm
(see, e.g., Djankov, LaPorta, Lopez-De-Silanes, and Shleifer. 2006}. The
more self-dealing the family CEQ engages in the more rapacious we consider
her. Data on self-dealing is retrieved from Shareholders General Meetings
summary reports. (In Israel, all deals with the controlling shareholders must
be approved in such general meetings.)

On average, in our sample, a family firm has 0.40 self-deals per year
(median is 0.33). We distinguish between below- and above-median self-
dealing firms by generafing two dummy variables: High_ID equais 1 for firms
with above median deals (and equals 0 otherwise), and Low_D equals 1 for
firms with below median deals (and equals 0 otherwise). Then, we multiply
the CEO excess compensation by High_D and Low_D, and fit the following
regression mn our subsample of 54 family firms:

AL i A2

AN 1

La(Q,) = o + PBlexcess_comp * high_D)i 4 y(excess_comp * low_D),
+ épay_sensitivity, + ¥ind %« Dumindustry; + & (6)

where (; is firm’s Tobin’s @, (excess_compskhigh D); and (excess_
comp*low_D); are firrn’s CEQ excess return times the high_D and low_D
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dummy variables, respectively, Pay_sensitivity, is an estimate of CEQO pay
sensitivity, and Dumindustry; adjusts for industry fixed effects.

When Eq. (6) is fitted with €xcess compensation estimates based on our
panel pay regressions methodology, f = —0.81 (p-value of 0.003), = —0.17
(p-value of 0.63), and & = 0.04 (p-value of 0.29). In comparison, when
Eq. (6) is fitted with excess compensation estimates based on average pay
cross-sectional regressions, f = —0.25 (p-value of 0.007), $ = —0.13 (p-value
of 0.27), and ¢ = 0.06 (p-value of 0.11). The negative and significant g
coefficient strongly suggests that when the family CEO is more rapacious
any excess compensation paid to her is more likely to be due to private
benefits; hence it diminishes firm’s market value,

Another interesting result in the regressions reported in Table 3 is that in
partnership-controlled firms the coefficient of owner-CEO excess pay is
statistically insignificant (and even positive). This suggests that in partner-
ship controlled firms there might be some mutual monitoring, and some
internal objections to one partner (the CEO) withdrawing inflated pay (see
also Bennedsen & Wolfenzon, 2000). Partners in a voting coalition appear
to cooperate less successfully than families in extracting private benefits.
The conclusion that partnership controlled owners extract less private
benefits is consistent with prior evidence such as Volpin (2002} that
document a higher @ for partnership controlled firms (relative to family
controlled firms),

4.2.2. Hypothesis 2
Hypothesis 2 of our chapiter is rejected by the data. Excess compensation to
non-owner professional CEOs does not impact firm valuation. Its coefficient
in the O regressions is minute and statistically insignificant. Excess pay to
non-owner CEOs appears random and inconsequential. Non-owner
professional CEOs who receive positive {negative) excess pay do not appear
to be of higher (lower) quality, as they do not, on average, increase
(decrease) firm valuation. This evidence contrasts with previous findings in
the United States (e.g., Ang et al., 2003; Hayes & Schaefer, 2000) where
excess pay is positively correlated with firm future performance. Possible
reasons for the difference are (a) the performance variable we investigate,
Tobin’s Q, is not related to excess pay - previous “excess pay” studies in the
United States do not report results for ¢, and (b) the market for professional
CEOs in a closely heid firms' economy with many owner CEOs such as Israel is
less developed and less efficient than in the United States.
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4.2.3. Hypothesis 3

Hypothesis 3 of the study is weakly supported by version A of our
regressions. Non-owner-CEQ pay elasticity has a positive effect on firm Q,
and its coefficient is almost significant at the 5% level (p-value of 0.07). Hired
CEQs in Israeli firms appear more successfil in promoting firm value when
their compensation schemes are better aligned with firm stock performance.

Further empirical tests reinforce the support for Hypothesis 3. For
example, version B in Table 3 presents results of a parsimonious @
regression, after omission of all control variables that lack statistical
significance in version A. In version B, the coefficient of non-owner-CEO
pay sensitivity is positive and even closer to statistical significance (p-value
of 0.055). Interestingly, when we omit the industry dummy vanables from
the parsimonious (version B) regression, the coefficient of non-owner-CEO
pay elasticity becomes significant at the 1% level. Finally, in our robustness
test, that is based on alternative estimates of excess CEO pay, the coefficient
of non-owner-CEO pay elasticity is positive and statistically significant
(p-value of 0.03) — see version C in Table 3.

The economic interpretation of the support for Hypothesis 3 is not simple.
Originally we suggested that higher skill professional CEQOs receive higher
pay (excess pay) and more performance sensitive employment contracts, and
deliver, in return, higher firm valuations. However, given our rejection of
Hypothesis 2, that is, given our finding of no relation between professional
CEO “excess pay” and future firm valuations, we have to withdraw from
the view that in Israel, during the sample period, professional CEQ pay
contracts were efficient. It appears that the proper interpretation of the
support for Hypothesis 3 must rely on the alternative reasoning for it offered
before in Section 2.2 — during the sample period closely held firm owners
were reluctant to provide adequate “performance pay” to their hired
professional CEOs. (Perhaps these owners relied too much on their ability to
monitor the hired CEQ.) The less than optimal incentives generate the cross-
sectional relation between professional CEO pay performance sensitivity
and firm valuation. Firms and owners that dared providing their hired CEOQ
more generous incentives benefited from it, as presumably their CEOs
exerted more efforts and increased firm valuations.

5. SUMMARY AND CONCLUSIONS

We examine the effects of CEO pay performance sensitivity and CEQO
“excess pay”” on end of period firm valuation. Using a sample of 122 closely
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i firms that did not replace their CEO during the entire 1994 -2001
beld [sraell_ ¢ find that (a) in family firms. excess pay to an owner CEO
sampie pem)d'[;,ve controlling family) decreases firm's end of period (year
a CEQ o 0: and (b) in Elosely held firms that hire a professional non-
2001) ngg S‘[he.higher the pay performance sensitivity of the professional
z:;,n;rwner C EO. the higher is firm’s end of period Q. Both these findings
are novel in the literature. ) _ o

The first finding above supports the view that excessive pay to a iam:l_»-‘

member CEO hurts public sharehplders by reducing the market value of
public holdings. There 13 some evidence ( Holder_ness and Sheehan. 1988)
that owner CEOs receive higher pay thap professional CEOs. However. we
are the first to demonstrate a direct relation between excess owner-CEO pay
and firm valuation. A cautious interpretation of our findings ts that some
family CEOs exploit their publicly traded firm and extract private benefits in
the form of excessive pay. Indeed we show that excess pay to family CEQs
who are more likely to be rapacious (family CEOs with an above-median
frequency of self dealing with the company) influences more negatively
firm’s market value. Apparently, excess pay to rapacious family CEOs is
part of the private benefits they extract from their firms, This is perhaps our
most important evidence,

This finding also relates to two theoretical debates. First. it supports the
view that in some cases CEQ's power within the firm is exploited to extract
inflated pay at the expense of public shareholders. A CEO who receives
€XCess pay is not necessarily extremely talented. She might just be boidly
rapacious. The second related debate js- Does family ownership enhance or
diminish firm value? Our evidence 1s consistent with Bennedsen. Nielsen.
Perez-Gonzalez and Wolifenzon (2007) view that ceteris paribus family
ownership decreases both firm performance and market value.

Our other empirical results are also instructive. For example. we
document a positive relation between the pay performance sensitivi ty of a
non-owner CEO and firm's end of period valuation. This finding may
indicate that in closely held firms the owners do not provide enough
meentives to their hired professional CEQs. Consequently, a natural cross-
sectional  distribution emerges  professional CEOs who receive more
performance-based pay cxert more efforts and further increase firm
valuation. Future studies should examine more closely the pay contract of
hired professional CEOs in closely held firms and its effect on firm value,

Finally. it is interesting that we cannot find any relation between owner
CEO excess pay in puartnership-controlled firms (firms controlled by g
coalition of (wo or more business partners) and end of period @, It is
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possible that the partners in a parmership-controllcd firm monitor each
other and monitor the partner appointed as CEQ. Hence. less "excess pay’
can be withdrawn by the CEO. and CEQ's ¢xcess pay is less indicative of
exploitation. This “lower private benefits™” interpretation is consistent with
previous tindings and contentions (see Volpin. 2002, for example) that O s
higher in partnership firms because under the partnership coalition structure
less private benefits are consumed. Alternatively. the insignificant valuation
effect of excess pay to Owner CFOs in partnership controlled firms may be a
sample specific aberration. The ritual call for further research is reiterated.

NOTES

1. Other members of the family or coalition that controls the company together
with the owner-CEO can also receive some pay from the company or be compensated

in other forms. Thus, they will not object the excessive owner-CEQ pay.
5 Faulkender and Yang (2007) document that in firms with weak internal
gOVernance, CEQs are most able to establish self-serving compensation benchmarks
for their own pay. In weak governance firms the CEQs, together with the Board’s
compensation committee, construct @ “compensation peer group’” that is biased
toward highly paid CFOs. As a result. CEQ's pay 1s raiscd and becomes inflated.
3. We assume that the superior quality protessianal CEO does not extract the full
value of her contribution to the firm through excessive pay, That 1s, we assume hoth

firm and CEQ share the surplus,
4. Although we focus on the

our apalysis: previous year sioc

(o collect data for 1994 as well.

5. We define substantial chan
equity holdings.

6 After the exclusions detailed above, we had 1
omit two more firms with outlving { ratios of 0.17 and 19.2.

7 We employ both these interpretations. Our Hypothesis | relics on the second
interpretation (CEQ overpayment). while Hypothesis 2 relies on the first interpreta-
tion (CEO quality).

% As a robustness test,
ROE and found their coc
resulg is consistent with prior empirical evid
CEOQ pay depends primarily on stock performance.

9. Comparing Versions B and C results, we obs
variables involving excess pay in version € are closer 10

an error in the variabl

1995-2001 peried. (wo lagged variables arc used in
k return and previous year CFEO pay. Thus. we have
ge as a change of 3% or more in control group’s

24 firms. However. we decided 10

we attempted accounting performance measures such as
flicients Lo be positive vel statistically insignificant. fus
ence (see Core et al., 1999) indicating that
ents of (e

erve that the coeffict
anterparts

zero than their €0
¢ problem. [n gener

in version B. This emanates from
cectional regressions of averape pay generate  More volatile excess pay ot
ay from the predictive regression. The I
girectly 1
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