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ABSTRACT

This paper presents evidence on how executive compensation depends on the
structure of firm control. We utilize a sample of over 400 firms listed on the Tel
Aviv Stock Exchange to examine a wide range of ownership structures. They range
from firms with disperse ownership to majority owned firms whose ownerships
are further classified into: controlled by a single family, a few partners, or another
business concern. A main result is that the pay is higher and the pay to performance
relation is stronger in organizational structures that delegates greater decision
making discretion to their top executives. The managerial discretion effect appears
to dominate the competing alignment and monitoring considerations. Further-
more, we do not find support to the hypothesis that owner-managers draw

excessive compensation.
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ExtanF finance literature frequently assumes that the principal business
.orgamzaFional formis alarge corporation with diffuse owners. It operates
inanenvironment with an active market for corporate control and a liquid
and efficient capital market. The executives of these firms own few
shares and face competition from a well functioning external managerial
labor market.

This characterization may be appropriate for most firms in established
economies such as the United States and United Kingdom, and possibly
to a much lesser extent in Japan and Germany. The dominant control
structure in the rest of the world, however, is based on majority holdings
by families, business groups, or partnerships/joint ventures of families
and business groups. Furthermore, the CEOs of these non-diverse own-
ership firms often own a very substantial share of the company.

The purpose of this paper is to investigate how firms with different
ownership and organizational structures and thus, different monitoring
and governance structures, differ in their compensation contracts for top
executives. The topic is of theoretical and practical interests. The greater
variety of available firm types examined here will enable more robust
tests of current executive compensation theories. Furthermore, practical
issues associated with family and business group’s dominated firms can
also be addressed.

The paper is organized as follows: Section I presents general hypothe-
ses on executive compensation, and discusses their implications for a
variety of organizational structures. Sections II and III describe the data,
variables, and empirical models used in the analyses. Sections [V and V
report the results, and Section VI concludes.

I. EXPLAINING DIFFERENCES IN EXECUTIVE
COMPENSATION AMONG FIRMS WITH
DIFFERENT ORGANIZATIONAL STRUCTURES

In many economies, the dominant owners of firms are entrepreneurs,
families, and business groups which are in turn contrglled by one or
several partners. Over time, a rich variety of organizational struc.tures
evolve (see Figure 1). Among the majority owneq ﬁrm§, tl.le‘dommant
owners could be individuals (family or partnersh1p§ of 1nd1v1dua%ls)., or
other firms (concerns), owning solely or jointly with others. Wlthm a
firm owned by a family or partnership of individuals, the top executive
may be an owner, or a professional “outside™ manager.



‘uonedtyIsse refnonted e w
SULITF JO ISqUINU 313 $33ed1put Nl *2In3onas drysisumo jo san [BONIRISNY (SIDZRULW SE I9UMO-UOU SNSIIA JAUMO ‘Apnure g

‘18euew se rawred-uou snsiaa Touwred ‘Anuey-uou) § x (Arurey snsraa Arwrey-uou ‘surasuod ssautsnq jo diysiouyred
SNSI9A 3[08) { X (SIDUMO [ENPIAIPUL SNSIDA SUIIIUOD ssauIsnq) g x (Ajuolew-uou snsiaa Auofew) z e ojyur papissep are
Sy peg o ardures ay 1 -arngonns dryszsumo £q sury 1aelsy papen Aprqnd jo sjdures 31 JO uonedyIsseRy  ‘r anSigy

IT=N

1a8euey
se A1wey-uon
ESE=N
Knueyg
STl =N
Ja8eucw se

13quusw Ajlweg

16T=N
S[ENpiAlpu]
Yi=N £
1a8eueiy q paumg
se sauired-uoN
€I =N
digsasunieg
Ajwreg-uon
ol =nN £6€ W N
Jafeury paumQ) Aol
ST JauLeg
bEr =N
LC=N swiy papesy Aprqed
(SAIMUIA Juiof) SIaumo Jo oqdweg
ssauisnq jo diysratneg
WOl =N

(su1adu0))
Sa)ssautsnq £q pau
(s3)ssautsng £q paumgy Ih=N
paumo Kuofew-uon
SL=N
I2UMO $S3UISNQ 2{0§



4 JAMES S. ANG, SHMUEL HAUSER, and BENI LAUTERBACH

Monitoring and incentive alignment mechanisms, as alternate control
and governance systems, vary across these organizational structures.
Consequently, executive pay could depend on the ownership structure
that is, the proportion of shares owned by various interest groups such
as the family, partners, banks, and even the CEOs themselves. In the
following, four general hypotheses on executive compensation are de-
rived to test predictions about the effect of organizational structures on
executive compensation. Table 1 summarizes the predictions at the end
of this section.

A. The Degree of Managerial Discretion

Some firms find it optimal to grant their managers greater discretion
(Smith & Watt, 1992). In such firms, the key role played by the CEO
should translate directly into his or her pay contract. CEO’s pay level and
pay to performance sensitivity are expected to be high, making these
executives’ compensation a function of the quality and consequences of
their decisions.

We utilize the insight that the extent of managerial discretion varies
across various paired organizational types to test the relevance of the
managerial discretion hypothesis. For instance, top executives are gen-
erally expected to have more discretion when they have or represent large
ownership. Another conjecture, which is more relevant among non-
owner managers, is that top executives have more discretion when they
are jointly supervised by several owners. Monitoring may be inadequate,
because of the free-rider problem in joint supervision.

We design a series of tests involving sets of parallel “dichotomous”
organizational structures. The managerial discretion hypothesis predicts,
among ownership structures, higher pay levels and pay performance
sensitivities is to be observed in the following comparisons in (see Table
1): majority firms (when compared to non-majority firms); individuals’
controlled firms (versus concern-controlled firms); joint ventures (ver-
sus sole subsidiary of a business concern); family firms (versus partner-
ship of individuals controlled firms); and owner managers (versus
outside professional managers).

To complete the analysis, we also include a few broader measures of
managerial discretion. Executives are expected to have more discretion
when they hold both the CEO and the Chairman of the Board positions
(duality). They may also have more discretion to make decisions when
the firm: (a) has more investment opportunities, (b) operates in more
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risky environments, and (c) uses less debt. We will also take into account
that some top executives, when given greater discretion, may pursue their
self interests and reduce firm value.

B. Alignment of Interests

According to the agency theory of Jensen and Meckling (1976),
increases in the manager’s ownership in the firm would reduce agency
costs owners/managers due to greater alignment of manager’s interest
with that of the shareholder. For example, the interests of family own-
ers/managers are aligned with their shareholders in two ways. The first
is their large percentage ownership, and the second is the undiversified
nature of their ownership (a major portion of the owner/family’s wealth
1s tied up in the firm). This appears to be a credible bonding mechanism.

In comparison, professional managers are from outside the control
group, and are hired for their specialized ability. Their superior profes-
sional knowledge may create asymmetric information between them and
the owners. As monitor, non-managing owners may lack the technical
know-how or financial sophistication to fully understand the operation.
Direct monitoring may thus be less effective, which makes alignment via
incentive contract a more viable alternative.

The alignment hypothesis postulates that executives owning fewer
shares be given a pay contract that is more performance sensitive.
Therefore, we expect higher pay to performance sensitivity in compen-
sation contract for executives in the following comparisons (see Table
1): non majority owned firms (relative to majority firms); concern-
controlled firms (relative to individuals’ controlled firms); partnership
of individuals (relative to family controlled firms); and outside managers
(relative to owner managers).

C. Monitoring Effectiveness

There are alternate mechanisms to incentive alignment, such as moni-
toring and bonding. Bonding consists of actions committed to mitigate
agency problems, for example, reducing firm’s free cash flows via
dividend distributions. Other forms of bonding tie the manager’s long
term compensations and benefits to his or her tenure related performance
in the firm.

Direct monitoring of the managers’ actions is more effective when
there exist large outside blockholders, non-managing members of the
controlling family, and non-managing partners. In some economies there
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is also a large monitoring role for banks and other financial institutions.
For example the Israeli authority requires large mutual funds to attend
shareholders’ meetings and make their vote public. It is an explicit
recognition of the funds’ monitoring role (Baker, Jensen, & Murphy,
1988).

The monitoring hypothesis predicts that firms with effective monitor-
ing reduce the need for incentive alignment. Gordon (1994), Triachal and
Gallinger (1994), and Goch, Liaw, and Moy (1995) present empirical
evidence on the substitutability of alignment and monitoring. Specifi-
cally, more effective monitoring could lead to lower pay to performance
sensitivity. Thus, we predict lower pay-performance sensitivities in the
following organizational types (see Table 1): (1) majority firms vis-a-vis
non-majority firms; (2) individuals’ controlled firms vis-a-vis concern
controlled; (3) independent subsidiaries of concerns vis-a-vis joint ven-
tures of concerns (monitoring by several parties is less effective due to
the duplication of monitoring costs and the incentive to free ride); (4)
partnership owned firms vis-a-vis family owned firms; and (5) family or
partnership controlled firms with outside professional managers vis-a-
vis owner-manager firms. In addition, firms with large outside block-
holders, of shares and debtholders, may be better monitored and thus
depend less on pay incentives.

D. CEO’s Influence on Pay

Thus far, we consider only value maximizing rationales for executive
compensation. In practice, the CEOs’ power and leverage on the Board
of Directors could also affect his or her compensation. To capture CEO’s
power vis-a-vis the Board’s, we use the following proxies: (1) the
proportion of shares under the CEO’s control, directly or indirectly
(family and foundation), relative to (2) the proportion of shares owned
by independent board members; (3) shares owned by outside large
blockholders; (4) the dispersion of shares (Fama & Jensen, 1983); and
(5) the effectiveness of other means of external monitoring such as
outside debtholders and regulatory agencies. A CEO’s concern for repu-
tation, and the presence of external mechanisms such as regulations to
protect minority shareholders’ rights may mitigate somewhat the extent
of excessive compensation.

We hypothesize an influential own utility maximizing CEO would
demand a compensation contract with a high pay level but with a
relatively low pay to performance sensitivity. Accordingly, such contract
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of higher compensation and lower performance sensitivity are predicted
in the following organizational types reflecting the relative bargaining
power of the CEOs (see Table 1): (a) majority-controlled firms versus
non-majority firms; (b) individuals’ controlled versus concemn-controlled
firms; (c) joint ventures (with many monitors) versus subsidiaries (with
a single monitor); (d) family controlled firms versus partners’ controlled;
and (e) owner-manager firms versus professional manager firms.

II. DATA

This study utilizes a large sample of firms listed on the Tel-Aviv Stock
Exchange (TASE) at the end of 1994. The choice of Israeli data is due
not only from its availability but more importantly, their reliability to be
explained below. The great variety of organizational structures observed
among Israeli firms makes Israeli data an ideal laboratory setting for our
hypotheses testing.

Listed Israeli firms are required to disclose compensation information
on the company reports under Section 123a of the Company Ordinance
Law, and Section 64 of the Securities Regulations. However, it was not
until 1993, under the Arrangement of Financial Statements of the Secu-
rities Regulations, that the reported compensation data are consistent
across firms started. Thus, for comparability, we rely on post 1993
compensation data.

We omitted firms that did not report compensation data on time or in
the right format. The judgment as to the accuracy of the compensation
statements was made by the experts at the Israel Security Authority (the
Securities and Exchange Commission of Israel) where one of the
coauthors is the Chief Economist. The 434 companies included in this
study represent 67 percent of the firms whose stocks are listed on the Tel
Aviv Stock Exchange. In terms of market capitalization, they represent
over 80 percent of the total.

Reported executive compensations include: salary, bonuses, certain
benefits such as pensions, car and car expenses, and personal loans.
Personal expenses such as meals and vacations (which are not reported)
and options (which are relatively rare) are omitted. Only 60 out of the
434 firms in the sample are found to mention options, and of these only
23 firms reported the terms of the options.

Most of the financial and compensation data are collected from
company reports. In addition, stock price and number of shares data are
from the Israel Securities Authority (ISA) data base. Information on the
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control structure of the firms is collected from various sources such as
“Holdings of Interested Parties” issued by the Israel Securities Authority
(ISA), the “Meitav Stock Guide,” and “Globes Stock Exchange Year-
book.” In some cases ownerships, involving mainly family holdings, are
disguised as holdings of foreign or other domestic companies (about 15%
of the sample). The control structure identification also relies on the
intimate knowledge of consultants and experts from the industry. Thus,
many of the crucial variables are closer to being primary and more
reliable than from secondary sources.

A taxonomy of various firm types is summarized in the hierarchical
organizational tree of Figure 1. Only about 10 percent of the firms are
not over 50 percent controlled by a small group of interested parties,
where interested parties are defined as insiders and blockholders with
over 5 percent of the shares each. These “non-majority” firms are usually
larger and older firms, with more diffuse ownership. Of the majority
owned firms, about three fourths are owned by individuals while the rest
are either owned by a single corporation as in an independent subsidiary,
or are a joint venture of two or more corporations. Among firms that are
owned by individuals, slightly over one half are owned by a single
dominant family, while the rest are partnerships of several individuals.
Although firms controlled by family or partnerships are usually managed
by family members or partners, about 15 percent hire outsiders as
managers.

Overall, the family/business group form appears to be the prevalent
business owner in Israel. This pattern of ownership is also common in
many other economies. Thus, we hope that our findings and conclusions
would be representative and applicable in most of the world’s economies.

ITII. RESEARCH DESIGN

This section outlines the variables’ definitions and statistical models. The
main task is to design tests of the central proposition of the paper, that
executive pay and pay performance sensitivity depend on ownership

structure.

A. The General Formulation of the Relation of Executive Pay
to Performance

To facilitate comparison with previous studies of pay and perform-
ance, we regress executive compensation on measures of performance
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and a set of control variables. We employ two performance measures:
net income and the change in shareholders’ wealth. Net after tax income
is our primary performance measure. It has been found in various studies
to be an important determinant of executive pay, especially in determin-
ing bonuses. The rationale for its use is particularly strong when stock
market lacks depth or is relatively volatile. The high volatility of the stock
market in Israel is evident in the following year-by-year returns on the
Tel-Aviv Stock Exchange Index: 1991 (56%), 1992 (94%), 1993 (40%),
1994 (-39%), and 1995 (14%).

To reduce noise in our primary performance measure, we average the
net incomes of the firm in the period 1992-1994. This 3-year average
should represent a more stable component of income and performance
than a single year net income alone. This “longer term” performance
measure may be more significantly related to executive compensation if
the later are also determined on basis of longer term considerations. The
use of accounting incomes in compensation studies, found support in Ely
(1991), Lambert and Larcker (1987), and Jarrell and Dorkey (1992).

The control variables added to the pay performance regression include
firm’s size, growth opportunities, risk, financial policy and governance
structure. Firm’s size, as proxied by the natural logarithm of total assets,
is often found to be positively related to executive pay. Executives in
larger firms receive higher pay because their job is more complex (Jensen
& Murphy, 1990), and they have more responsibility. In a larger firm,
top manager’s decisions influence more people or assets (Rosen, 1982).
Thus, by the selection process in the labor market, better executives end
up in larger firms where they can be of greater contribution and receive
higher pay. Adjustment for size is widely used—see Winn and Shoen-
haim (1988), and Mayers and Smith (1992), for example.

The second control variable describes the firm’s investment opportu-
nities. Firms with greater growth potential need more talented executives
who are naturally more expensive. The existence of investment oppor-
tunities may be measured by Tobin’s Q. It is approximated by the firm’s
market value of equity plus book value of total liabilities, all divided by
the book value of total assets. This definition of Tobin’s Q has the virtue
of being simple, and it is less prone to error than other approaches that
only selectively use some items on the firm’s balance sheet.

The third control variable is risk. Managers in high risk firms may
demand higher compensation. Firm risk is represented by either the
systematic risk (the stock’s beta coefficient), or as total risk (the standard
deviation of the firm’s weekly stock returns).
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Fourth, we control for governance related variables. The percentage
of voting power controlled by various classes of shareholders is compiled
from the publication “Holdings of Interested Parties” issued by the
Tei-Aviv Stock Exchange (TASE). Then we compute the voting power
of: (1) the “Interested parties,” which consist of all insiders, and block-
holders who own over 5 percent of shares; (2) CEO and Chairman of the
firm; (3) all the members of the controlling group; and (4) bank and
financial institutions that are not on the management team. The number
of blockholders, and the number of banks owning the firm’s shares are
also collected. Variables pertaining to the ownership of management
reflect their power, while ownership by the non management blockhold-
ers could proxy for the strength of external monitoring.

Lastly, we also control for differences in financial policies. Firms may
use financial policies, for example, increase debt or dividend payout, as
devices to reduce the free cash flows that are under the discretion of the
top executives. In this study, leverage is measured as the ratio of total
debt to total assets. A dummy variable indicates whether or not the firm
is dividend paying. Only about 30 percent of the Israeli firms pay
dividends. This is because of the tax system that favors capital gains over
dividends for most investors.

B. Testing the Impact of Organizational Structure on Executive
Compensation

The comparisons of top manager compensations across firm types
proceeds in a step wise manner along the hierarchical data tree of Figure
1. In each step, a pair of parallel branches of the data tree, for example,
the majority owned versus non-majority owned firms, are examined and
contrasted. To test for a significant difference between the pay levels and
the pay to performance sensitivity coefficients of executives in say,
branch 1 and 2, we use the following procedure. We first construct a
firm-type dummy variable (Dum Type) that assume a value of 1 (for
branch 1 of the paired comparison) and a value of 0 (for the second or,
parallel branch). We then estimate for each branching pair in Figure 1
the following regression equation:

Top executive pay = o, + o, Dum Type + a,, Performance

+ oy (Dum Type * Performance) + 3 (control variables) + e
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In the regression model above, a statistically significant o, would
indicate a difference in the “basic” pay levels between the two organiza-
tional structures. Likewise, a statistically significant a, coefficient would
confirm a difference in their pay to performance sensitivities.

IV. PRELIMINARY OVERVIEW

A. The Sample

The sample of 434 firms represents a wide cross section of the Israeli
corporate sector. Table 2 shows some summary statistics for listed firms
in the Tel Aviv Stock Exchange. They have assets that range from over
16 billion N1S (New Israeli Shekels), or over $5 billion, to as low as 6
million NIS (or $2 million). Even though 1994 was considered a poor
performing year, there are indications of a sustainable robust growth in
the economy. For instance, average business sales rose by 17.5 percent
in 1994. Moreover, even though the stock market was down for the year,
in which TASE index declined by 39 percent, the average Q at the end
of 1994 was still 1.18, that is, the market value of the firm exceeded book
value by 18 percent. A final observation in this context is the very sharp
increase in the number of listed firms, as 44 percent of the firms traded
on the TASE at the end of 1994 were first listed for trade after 1991. The
growth in the number of listings reflects both the needs of firms to finance
expansion and an increase in the demand for shares due to the peace
process in the Middle East.

Reviewing the governance items in Table 2 shows that insiders and
blockholders hold on average 77 percent of total shares outstanding, with
a majority ownership as high as 97 percent in one firm. On average, the
percentage of shares held by the CEO and/or Chairman is quite substan-
tial. At over 23 percent, these holdings reflect the pre-eminent role of the
family and partnership of individuals in controlling businesses. The
annual total compensation of CEOs is 640,000 NIS on average (or about
$200,000 for firms with average sales of $60 million) which is quite
comparable to the United States.

B. Profiles of Firms with Different Organizational Structures

Table 3 provides a concise description of the characteristics of firms
across the organizational structure dimension. Six dichotomous pairs of
organizational structure are presented.



016'6£0'% pOF'ECL pee'chy 950'TH9 254 (s3yauag pue sasnuog ‘A1efes) O Jo Aeg gl
00’1 0 1950 $0€°0 beD (1 = sa) Awrungg smyeyg Swhe puspiaiq “Z1
8c0'1 5000 €57°0 2050 1157 19SSV [@10L/3Ga(] [®I0L 91
0011 00T 0S'1 68T ek spumQ adte jo aquuny gL
Po'Iy 0 186 68’6 6T fueg oy, £q paumQ areyg a8eiusdiag pl
dnoiny
0096 0 JAR 2l SI°/9 11352 Surionuo) 3y, 4q paumq sareyg agejusdiag ‘gl
001 0 4540 L¥T0 1554 pleoq ayJ, jo uewreyD) osfe ST OFD 7L
6588 0 64'SC 1T€T Ty OHD 3y 4q paumQ) sareys afejuadsag ‘11
Iaployyolg
(4443 €061 SLET 969/, k4574 %G pue swpisu] g paumQ) sareyg a8ejuaniag 01
000'T 0 L6V°0 8€%0 294 3unsry ze61 31504 6
¥56°0 SL6°0~ 970 9£5°0- 9/¢ P66L UL LMY 30035 g
L08°€ £66'0~ G080 1£9°0 6€C £661 UL WINY 0I5 £
881°0 1€0°0 Gz0°0 £60°0 8Th suoneiaa( plepueig Apsap © 9
€e'T Sh0- ¥€0 9’1 8Th eRgPAsY g
06°S 9¢0 ¥5°0 8I'T 65€ 0loog /1R O b
6411 689°7¢- AL GIl'6 wy (000) d8RI2AY P-7661 ‘DWOdY] g
S69'671°6 S¥9 €92°129 0¥Z'SLL 80% (000) 3%e124Y F6-7661 ‘AT 7
£88'6%9'1 9€5’9 906'80%'1 6£9'P6€ 254 (000) 38128y $6-7661 ‘S19SSY |
WRWIXDI WRIUIN (1 pIS :u&\ﬂ N B

alqoina

refop 1ad GIN Z1°¢ St F661 JO pus ay} e ajer adueyoxs mﬁlwmos\s ‘(SIRYS T[2eIST M3N]) SIN ST 3un

£re3uow YL (¥661 JO pPUS 10§ 218 SIDqUINU [[B SSIMIBJO PJedIPUL SSI[UN ‘H66] JO PUS JY3 Je UL 33 JO S}ASSE [2)03) 533sse ”\?oam:maxwrwm aIe so[qerrea
SUL "SaN[2A WNWIXLW PUL WRWIUNL ‘UOIBIASD PIRpUR]S ‘U3 343 ‘() BIBP S[qe[IRAR YJIM SWLIJ JO J3qUUnU JY} ‘S[qrLieA yoes 10§ sprodsa ajqes ay

P61 ‘swy Ipels] papel], Apiqn g jo apdureg e jo sonsyeig aanduosaq -z 219y

13



ot 44 41 €S 48 69 44 S8 LL 9z1 9¢ €0 €661
00'T €90 190 590 L0 ¥9°0 ¥50 090 840 890 ¥8°0 ¥9°0 UL SWIMY 32015
e 801 ¥4 748 sel [4°8 L2 14 10) 8 £8¢ )4 88¢ SUONRIAS(]
0600 S600 €800 6600 S60°0 960°0 48070 v80°0 | S80°0 S60°0 660°0 £60°0 plepueg’o ‘g
€C 601 |14 74! Sel st e ji74 101 £8C 0¥ 88¢
Q0’1 6l'L 901 0t Sl L1'L A rt 2l 9T'L W8T SL'L @M d g
6L L6 61 ¥6 [419 411 14 99 L6 6CC 6€ 0ce (oog /13 ren)
9L [z 161 811 €C'L <l 'L e KqNt €L W01 0zt O ¥
iz4 s |4 Izt 8el Lyl 9z |9 L6 S8 oy e8¢
$EST 9reT ¥8s9 786'C 8LET 165€ £29'8Y 080°0C 0.4 $00¢ LLS'L 9LT'6 (000) dwoduy ¢
€2 0L 0C 0ct et L1 9 79 06 84C oy 89¢ (000)
S6T'e6L  989FS  89LIEL 1ST0L  plS'ey SLYLL FIFITO'L 80S'99C LC6SV8Y  8L0°8L 8TSVSL  16¥'241 $6-26 's3reS T
124 ()81 ¥4 azlL 8€l 34 L2 GL 201 16T 874 €6¢ (000) 23esaay
L9TLET  €89UEL  1LUL9T  T80'LOL  698'ZSI  166'0€L L06'66'L SSI'E90' 9¥9'€0T'L SEETHL  _6VOLIF  OZ8'6LL  16-26‘SI9SSY
1a3ouny  w@8ouvy  aaSpuvpy L3SPUBI  pajjo4jL0D) pajjoiiu0y aUmuap 10§ pajjoluod pajjouo)  Ajiolopy  Apiolopy ajquLivp
Joig FEVIR Jou g Apuvy  siujang Ay jutof Wi2U0D)  Spmploipu]  UoN
oy papaig oy paprary o] papraly ojuf EMMEQ OUJ papralq o
SULLL S4B suL g Apuv g Swag Spnpiaipuy UL UAIUOT) suLrg Ajrolopy paprarq sund jjy

$aInNIg reuoneziuedio

USISJI(] SSOIIY SIIGRLIEA 3OUBUISAOD) pUR ‘paseq 1R [enide)) ‘ferdueury snotiep jo uostiedwo) v -¢ 219y

14

Tabke 3 pages



¥
€87

124
85°0L

174
€800

4
65

44
9482

¥
re0

0c
0=

o1t
9

011
4804
601
6£C°0

901
029z

)83
VOiL

Orr
0650

S6
AN

Ic
€CP1

1Z
24804

Iz
,.000°0

1z
L861T

1z
L0678

1z
8¢H 0

61
9¥0-

o141
£€6'11

14}
1489

qcl
8870

1A
IR a7

Gel
1908

Gcl
0990

001
650~

8l
019

8¢€L
9914

LEL
LZIT0

£et
e

8¢l
L8V LL

8¢t
LS80

81t
90~

€91
LT

€q1
0169

€St
S0¥'0

161
901y

€61
el

€91
9€5°0

ecl
250~

Vs
LS

e
65°0Z

Lz
200

14
Le°1

Vid
879

LT
§81°0

9z
Iyo-

Iz
soct

€L
U9

£90°0

74
890

€L
Ge'18

Sz
99T°0

69
870~

86
<E0L

001
25°69

z01
8900

66
.S80

001
8662

Z01
LS¥T0

56
90~

L6C
6

16¢
920

06¢
yLIeo

¥8¢
8CTE

L6z
[S'64

16¢
£65°0

574
950~

0y
[444¢

0%
098¢

¥
0

6¢
S8°El

1y
LESTS

874
860°0

oy
£5°0~

68¢
696

L6¢
£0°04

6e
S0

€8¢
91¥¢

L6¢
£9°6L

€6¢
€LV0

9¢e
€90~

(%) ueg ayy
Aq paumqy ateyg
a3ejuania

dnoiny
Suronuon 4q
PauMmo saxeys
Jo adejueniag

uewyey )
os|e st 0gD)

OHD 4q
P3auUMO sateys
jo 98ejuadia g

1oployyorq
%6 S1apisut Aq
paumo sareys
Jo a8ejuadiag

(T661 150()
sareys

jo unsyy map

v661
UL W3y §03G

4!

€L

L

jAs

01



UI] Pu0d3s ayy uo pajrodar st suORRAISSQO JO aqunu ay I A[pandadsar (%g) 10 (%01), £q pareorput axe jueogiuBis Aeonsyess are jey) saduAIBHI

198eurw
[euoissajord 1auyred uou e £q 10 awmred e 4q paBeuew aq 1ayna Lew sy ay) ‘s1augred ae sraumo j1:dysiounie ] ut 1aBeury [BUOISSAJOL] 'SA 1a8euey sBuRy 9

“98euew
[euolssajoid 1apIsyno ue 10 Afiure; ays Jo quIsW € aq Aewt afeueur ayi ‘Quofew e sumo Ajnuey e 1 :Ajrure,] /108 eue)y [eUOISSaj01] ‘SA Apure / 1a8euey BBUMO)

senpiarput jo dryssauyred e 10 £jnuey a(3ws e woly aq Pod siaumo JUBURUOP 3Y) ‘paumo Ajuofewr syenprarput ji :Aruejuon 'sa Afnuey
“(IMUBA Jurof) ULy U0 URY) 210w 10 ‘ULt [ZUIS B 3G JBY3ID P[NOD SIBUMO TUBUIWIOP 3y} ‘Paumo AJLIOfeW LISIUOD J1 :2INUDA JUIO[ "$A JusIe ] 3[05
‘SUISDUOD $SAUISTI L3I0 IO S|PNPIAIPUT 13U}1d d1e WL 3y} JO SIDUMO 31} ‘Paumo AJLIofeus ji :SIIaduod 'sa [enpiarpug

oS+ s

‘saleys
3UIpuEISING [ JO 940G I3A0 UMO S13pJoY ¥0]q d31e[ Y10 pue siepjoyareys Surjonuod ay; Ew;BmwoﬁmkmmEEUm:gobco?_.:“b:o_mrc.:oz.m>bto._£2.~

"sad 4} reuoneziuedio jo suonesyisserd xis 10 sajqeriea PAIL[3I-[013U0D pue [epueuy 3% awos jo sadesaae sapraoid ajqel sy :sajoN

(siyouag pue
¥ 011 |14 or 4 8€L €61 Lz S 201 167 |84 £6€ sasnuog ‘Arefeg)
POU0LY 90498 €€5'979  CHI'EH9  OIFZ9S  £5T/9€9 JJLLE06 €979 698704 909'€09 P89'8S.  888'679 OaDJo Aeg g1

(I =5R)
Awrumy
44 011 1< 14 § 8¢l €qt 4 74 01 16¢ 1% £6E smyeig Sux
80°0 £49¢°0 LBar 0 9410 | €EE0 €020 €650 L4 2 VRN ¥4 40 S9T0 LHLO 81€0 -AeJ puapralq /1
¥ 801 114 L1 9eL 548 9T 89 ¥6 6.C 8¢ €LE REES
€67°0 LYY0 48%°0 1050 4570 $09°0 10570 S090 |, £.80 18¥°0 0¢s0 G040 [e10L/393 130L 91
¥ 011 1Z 748 8¢l st L 74 [41) 06¢ % [4223 s1sum(y a8re]
w'e 4004 6L'C S6'1 86t 6L L18€ 20T LE5T €6'C 20°¢ €8'c Jo quuny ‘61
1a8oup  1aSvuyy  4aSpuvpy A8PUBIN  PaIJOAFUOT) Paj0iIu0D)  2iMJUIA 2105 pajjoquo) pajjoauo]  Apuofopy Aol a1quLiA
Joag RETEVIR Jou g fpuny  siugpg  Apung jurof WA30U0D)  S|unplaipu)  UoN
o1u] papraiq o] paprad o] papiei( o] papiaiq o] papiai(q ojuf
SULILT SIaUTAY ] sui g Apuny Sty  spunpraipuy SULIT] UI30U0T) sutai{ Apraolopy papiaiq sty Iy

panunuo) g aquL

16



Top Executive Compensation 17

The first wide column in Table 3 compares majority versus non-
majority owned firms. Majority owned firms are younger (47% are
newly listed versus 9.8% among non-majority firms), experience higher
growth rates (larger (s), and higher utilization of their smaller asset base.
They are also a bit more profitable, and less risky (in terms of ¢ and B).

As expected, the average holdings of interested parties in majority
firms (almost 80%) is considerably higher than in the non-majority firms.
Non-majority firms pay their CEOs a higher compensation, and a sig-
nificantly lower proportion of them pays dividends to shareholders. This
may indicate that agency problems are more pronounced among non-
majority firms, as they have more diffuse ownership.

The second wide column in Table 3 compares individuals versus
concerns as majority owners. Among majority owned firms, corporation
owned businesses are larger and older than those owned by individuals.
This is an expected observation because it takes more resources to
organize relatively large firms, thus, corporations and joint ventures of
corporations are more capable to form large enterprises. Firms owned by
individuals demonstrate an average return on assets similar to concerns,
yet with greater share price volatility and higher growth prospects (Q),
perhaps reflecting their greater marginal but uncertain investment oppor-
tunities.

The parents of concern-owned firms control as many stocks as the
“majority owners” in individuals’ owned firms. The professional CEOs
in concern-controlled firms own, however, a much lower percentage of
the company shares (less than 1% in comparison to over 32% in indi-
viduals’ owned firms). Also, CEOs of concern-owned firms receive a
higher pay, partly reflecting a reward for managing larger firms.

Next, Table 3 compares single concern versus multiple concerns as
majority owners. The sole concern owned firms, which are publicly
traded subsidiaries of other firms, are smaller in size but otherwise
similar in characteristics to joint (multiple concern) ventures. The CEOs
of joint ventures own twice as many shares as their (sole concern)
subsidiary counterparts, and are paid significantly more. The pay differ-
ence may suggest that CEOs of joint ventures are more likely of proven
talents, as their appointments would have to be approved by the joint
venture partners.

In the fourth wide column of Table 3 we compare family versus
partners-owned firms. These two groups of firms are quite similar in size,
profitability, growth potential, and stock price performance. Interested
parties in family firms and their CEOs hold more shares. Fewer family
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owned firms (1/5) pay dividends in comparison to partners owned firms
(1/3), which may reflect a use of dividends to resolve agency conflicts
among partners. Finally, CEOs in family firms receive slightly higher
pays.

The fifth wide column compares owner-managers versus professional
managers in family owned firms. Family owned firms that hire outsiders
as managers are, in comparison to owner managed firms, about twice as
large in assets, sales and profits. The outside-managers-run-firms also
have greater growth potential (), and lower share price volatility. These
results suggest that family firms that are older, may have retired their
founders, or have outgrown their founders or heirs’ capability, hire more
qualified outside managers. Their specialized talents would probably
make monitoring by the family more difficult, hence owners may have
to depend on pay incentives.

Duality is common in owner-managed family firms where in almost
half of the cases the CEO is also the Chairman. In contrast, none of the
professional outside CEOs is also Chairman. This is because a family
member usually retains the position of Chairman of the Board. Consis-
tent with this description, we find that in an outside managed family firm,
the chairman owns on average 21 percent of the vote while the profes-
sional CEO control 1 percent of the vote only.

The last column in Table 3 compares partners versus outsiders as
managers. Similar to the situation in family owned firms, professional
outside managers hired by individual-partners run larger businesses with
more stable share prices. The compensation of professional managers in
partnership firms is lower than their counterparts in family owned firms.
Their pay are also low relative to firms managed by partners. Perhaps
that is the reason why they deliver on average a lower return on assets.

V. REGRESSION TESTS OF THE HYPOTHESES
A. Determinants of Top Executive Compensation

Table 4 reports results of several alternate specifications of the top
executives’ pay equation. The results are consistent with expectations.
First, size is the principal variable accounting for the differences in
executive pay. Second, both performance variables, after tax income and
change in shareholders’ wealth are statistically significant as determinant
of executives’ pay at the 10 percent level in a simple univariate regres-
sion. Only the less noisy net income variable is significant in multiple
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regressions. Low pay to share price sensitivity is reported in other studies
as well, for example, Murphy (1985), Kerr and Bettis (1987), and Jensen
and Murphy (1990).

Regressions results show (see Table 4), on average, a dividend paying
status could add more than 100,000 NIS (or about 15-20%) to the
executive’s pay. This result is consistent with the presence of free cash
flows. Firms generating more cash than is required by their investment
opportunities (and hence have “free cash flows”) may only distribute part
of this excess as dividends to shareholders. They could conceivably
spend the rest within the firm, such as increasing CEOs pay.

The second significant control variable is the percentage vote of CEO
and Chairman. Its positive coefficient in the pay regressions suggests a
potential agency problem. It appears that as top managers’ share in the
firm increases so does their wage. This finding gives some support for
the hypothesis that CEOs may have influence over own pay.

Finally, leverage has a marginally significant negative coefficient.
This may indicate that in a highly levered firm the discretion of a manager
is limited by the alternate mechanism of monitoring by banks. Hence,
his or her compensations are lower as well.

The other explanatory variables in Table 4 are not statistically signifi-
cant. Nonetheless, Q (investment opportunities) and B (risk) have the
expected signs. Observe, however, that the percentage vote of interested
parties enters with an insignificant negative sign, indicating that majority
holding per-se decreases (or at least does not increase) management pay.
We conduct more detailed tests of the effect of ownership structure in
the following section.

B. Paired Comparisons of Organizational Types

Table 5 examines six pairs of “dichotomous” organizational struc-
tures, based on the hierarchical tree design of Figure 1. For each pair, we
run a regression of executive compensation on the independent variables
found influential in Table 4 plus two new organizational structure vari-
ables. The first variable is Dum Type, a dummy variable for firm type.
(As a convention, a Dum Type value of | always indicates the first firm
type of the pair.) A statistically significant Dum Type coefficient indi-
cates that the pay level of a top executive in the first firm type is higher
(+) or lower (—) than that of a top executive in the second firm type. The
second added regressor is the interaction variable involving firm type
and profit (Dum Type x Inc.). Its coefficient indicates whether the pay
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to performance sensitivity of firm type 1 is higher (+) or lower (-) than
that of the second firm type.

The results in Table 5 support the managerial discretion hypothesis.
When compared to its predictions in Table 1, the managerial discretion
hypothesis is confirmed by the signs of nine out of the 12 Dum Type and
(Dum Type x Inc) coefficients in Panel A. Consistent with the managerial
discretion hypothesis, pay level is higher for managers in individuals’
controlled firms relative to concern-controlled, in partnerships of con-
cerns when compared to sole-concern owners, and in partnerships of
individuals and family-controlled firms when an owner is also the top
manager. The differences in pay level (Dum Type coefficients) are,
however, statistically insignificant in all cases except for the case of
partnerships, where owner managers are found to earn significantly more
than non-owner managers.

Stronger statistical support for the managerial discretion hypothesis
is provided from an examination of the differences in pay for perform-
ance (the Dum Type x Inc) coefficients. Five out of the six (Dum Type
x Inc) coefficients in Panel A agree in sign with the hypothesis and are
statistically significant or borderline significant. Pay for performance is
higher in individually owned firms when compared to concern owned
firms, in partnerships of concerns when compared to sole-concern owned
firms, in family firms when compared to partnerships of individuals, and
in family and partnership of individuals’ controlled firms when the top
manager is one of the controlling owners.

The monitoring hypothesis is also supported in the tests, as it correctly
predicts the signs of five out of the six (Dum Type x Inc) coefficients in
Panel A. Of particular interests are the two cases where the predictions
of the discretion and monitoring hypotheses differ. In one of these cases,
majority versus nonmajority firms, the sign of the coefficient favors the
monitoring hypothesis, yet the coefficient is insignificantly different
from zero. In the other case, individuals’ versus concern controlled firms,
the coefficient favors the managerial discretion hypothesis and it is
statistically significant.

As for the alignment hypothesis, four out of its five predictions
regarding the pay sensitivity difference (Dum Type x Inc) coefficients
are rejected. Similarly, the hypothesis that CEOs exercise their influence

in setting pay is not supported by five of the six pay sensitivity difference
coefficients in Panel A. These results do not imply that notions of
alignment or CEO’s influence on wage are irrelevant. Rather, they
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highlight the merit of the managerial discretion and monitoring hypothe-
ses as key explanatory factors.

In order to gain some perspective on the robustness of Panel A’s
results, the regressions have been reestimated with 1994 net income as
the performance measure (instead of 1992—1994 average net income).
The ‘ﬁndings on the two main independent variables, pay level and pay
sensitivity differences, are recorded in Panel B. The evidence in Panel B
is similar to that of Panel A, except that the managerial discretion
hypothesis receives stronger support. The signs of the coefficients in
Panel B are consistent with the managerial discretion hypothesis in
eleven out of twelve cases. In the two cases where the managerial
discretion and monitoring hypotheses disagree, the evidence upholds the
discretion hypothesis.

Upon reflection, the relative success of the managerial discretion
hypothesis is not surprising. The hypothesis proposes that the larger is
CEO’s power and impact on performance, the stronger should his/her
wage be tied to performance. It relates to the fundamental principle that
the marginal pay of managers should equal their marginal product. Or
an even simpler idea that managers who are given more discretion should
also be held responsible for their actions.

Reviewing the results of Table 5, there is only one case which
persistently contradicts the predictions of the managerial discretion
hypothesis. CEOs in disperse ownership firms earn more than CEOs in
majority controlled firms, although in both these firm types, their pay to
performance sensitivity certificates are similar. This finding casts doubt
on the efficiency of firms with disperse ownership. Of all firms in the
sample, they are the most suscept of overpaying their managers.

C. A Further Analysis of Firms Owned by Families or
Partnerships of Individuals

The subsample of individuals’ controlled firms, family firms an.d
partnerships of individuals, is worth a closer look. Not only does it
constitute the largest subgroup among Israeli firms, but itis also probably
the dominant organizational form in many other countries.

The analyses here focus on the role of bonding and monitoring
mechanisms in these “closely held” firms. The variables considered are
the percentage vote of several important investor groups: banks, top
managers, and the controlling group. We hope to capture the role of banks
as outside monitors in all cases, and in the case of firms managed by
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outsiders, the role of the controlling group as an inside monitor. The
number of banks owning above 5 percent of company stock and the
number of blockholders with above 5 percent of the shares are also added
as explanatory variables.

Table 6 summarizes the results of pay regressions with the inclusion
of these more-detailed control structure variables as regressors. The
added explanatory variables, representing voting power and outside
monitoring, are found to be statistically insignificant. Banks and the
voting power of the control group seem to have only a negligible
influence on CEOs’ pay. Column 2 indicates however that compensation
policy depends on whether the firm is family or partnership of individuals
controlled, and on whether or not the manager is one of the controlling
owners, which lead to further examinations of various related subsam-
ples.

Columns 3 and 4 compare owner versus outside managers. Notewor-
thy are the results for non-owner managers (column 4). Although the
coefficients of inside monitoring are not significant, their signs are in
agreement with the monitoring hypothesis. Specifically, the vote of the
controlling group and the number of large owners have a negative effect
when the managers are hired from the outside. This suggests tighter
inside monitoring in closely held firms. Nevertheless, the large and
significant pay increases for outside managers when their firms pay
dividends (see the dividend payments’ coefficient) casts some doubt on
this conclusion, in reference to the free cash flow problems. Hence, both
inside and outside wage monitoring appear weak.

The executive compensation equations for owner managers in family
and partnerships of individuals’ firms are shown in the last two columns.
As a group, what distinguishes these owner managers from the rest are
their high pay sensitivity to size and income. The owner managers’
contracts seem more flexible which enables them to reduce pay in bad
times and be compensated in good times. This might reflect owner-man-
agers’ greater wealth and/or the higher risk aversion of outside managers.

An important result in Table 6 concerns the coefficient of Vote CEO.
For the sample of managers who are also majority owners, this coeffi-
cientis very close to nil and its ¢-statistic is 0.0. In contrast, for the overall
Israeli sample, reviewed in Table 4, the coefficient of Vote CEQ is about
2,100 with a #-statistic of 2.6. Surprisingly, of all firms, shareholders of
majority owner-manager firms are the least likely to be exploited by
powerful CEOs for higher pay. Despite the ability of majority owner-
managers to pay themselves excessive compensation (based on their
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voting power), they refrain from doing so. This self-restraint is remark-
able. In contrast, the compensations of CEOs in non-owner manager
firms are positively related to the CEOs’ percentage ownerships, vote
(see Table 5 results for example).

The self-restraining policy interpretation of owner-managers is rein-
forced upon examination of the dividend payment coefficients in col-
umns 3 and 4. Owner-manager’s compensation is insignificantly related
to dividend payment (our “free cash flow” proxy), while professional
manager’s compensation is strongly positively related to dividend pay-
ments. It appears that majority owner-managers are not exploiting their
firms in “free cash flow” situations, nor do they use their vote to extract
compensation. Thus, owner-managers appear to be better behaved (that
is, cause less serious agency problems) than previously thought, at least
in terms of their executives’ pay.

D. Additional Analysis of the Discretion Hypothesis

We further test the managerial discretion hypothesis using a different
approach. Recall that according to the managerial discretion hypothesis,
in firms where the manager has greater discretion, higher pay perform-
ance sensitivity is expected. We classify firms into “high” and “low”
levels of managerial discretion based on the operating characteristics of
the firms. We compare dichotomous partitions of the overall sampie
along the following characteristics: (a) investment opportunities, that is,
whether Q is higher or lower than 1.0; (b) financial leverage, that is,
whether debt to total assets ratio is less or more than 50 percent; (c)
uncertainty in the operating environment, that is, whether weekly stock
return standard deviation is higher or lower than 0.09; and (d) duality,
that is, whether or not the top manager is both CEO and Chairman of the
Board. The managerial discretion hypothesis predicts that CEO’s influ-
ence on performance is stronger when the manager is both CEO and
Chairman, when operating uncertainty is higher, when leverage is lower
(fewer restrictions from banks and bondholders), and when the firm has
more attractive growth opportunities.

Panel A oftable 7 confirms the hypothesis that pays are more sensitive
to performance in companies with more attractive investment opportu-
nities. The results in Panel B confirm the hypothesis that a high (low)
pay to performance sensitivity is associated with low (high) levered
firms. Panel C confirms that executives in higher risk firms receive a
more performance sensitive pay. Finally, Panel D confirms the duality
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predictions, showing that the pay of managers who are both CEO and
Chairman is more sensitive to performance. Overall, the managerial
discretion hypothesis is again strongly supported.

VI. CONCLUSIONS

The paper studies the effect of organizational structure on top executive
compensation. Using a sample of 434 [sraeli companies, we differentiate
between firms where the control group holds above or below 50 percent
of the vote; firms where control is in the hands of large concerns and
firms that are controlled by a few individuals; firms that are controlled
by a family and firms controlled by a partnership of several individuals;
firms that are managed by one of the controlling owners and firms that
are managed by an outside professional manager.

Overall, there seem to be two conclusions. First, the managerial
discretion hypothesis relating pay-level and pay-performance sensitivity
to the amount of discretion delegated to the top manager is strongly
supported. When there are conflicts between the discretion hypothesis
and other considerations such as monitoring and alignment, the discre-
tion approach appears to dominate. Second, majority-controlled compa-
nies are not found to be more expropriative in terms of managerial
compensation than non-majority diverse-ownership companies. This is
an indication that despite of the owner-managers’ ability to pay them-
selves excessive compensation due to their majority vote, they choose
not to do so. Perhaps owner-managers have less incentive to exploit their
own firms, or that they worry about the adverse reputation repercussions
and the unfavorable effect of excessive compensation on future attempts
to raise capital in the markets.

This paper demonstrates that the design of organizational structure
deserves a more serious research effort. It could also be of importance
in central corporate finance decisions such as financial structure design,
dividend and remittance policy, executive compensation, and asset in-
vestment/divestment decisions. Future studies should fill in this gap.
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