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Abstract

This study clarifies how family firms use the vesting provision of incentive grants and calibrate

the interests of non-family executives so that they merge better with the firms’ interests. Given

the risks that family firms confront when they are considering strategic decisions, this study finds

that family-owned firms provide more risk-based incentives to their non-family executives,
primarily when the firms are performing below their aspirational level. Moreover, these firms
rely more often on relative performance measures to assess the efficacy of their non-family
executives as their performance deteriorates. These findings stand in stark contrast with the
literature on this topic, which suggests that firms always use risk-based incentives and absolute

performance measures to reward their executives regardless of the firms’ performance.
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Chapter 1 Introduction

Over the past two decades, executive compensation in family firms has received an
extensive amount of attention from researchers. This is not unexpected since family firms
continue to dominate other firms in their numbers and influence across the globe (Claessens,
Djankov, Fan, & Lang, 2002; Claessens, Djankov, & Lang, 2000; La Porta, Lopez-de-Silanes, &
Shleifer, 1999; Schulze & Gedajlovic, 2010) and in the U.S. (Anderson & Reeb, 2003a; Combs,
Penney, Crook, & Short, 2010). In fact, in the U.S. alone, family firms account for one-third of
the Fortune 500 companies, and the control of these family firms lies wholly or partially within a

single family (Anderson & Reeb, 2003a).

Besides their ubiquity in the world economy, family firms are inherently different from
non-family firms. Researchers have pointed out that family firms, unlike their non-family
counterparts, have a strong inclination to preserve their socioemotional wealth (SEW) and their
financial wealth (Gomez-Mejia, Cruz, Berrone, & De Castro, 2011). Family business scholars
refer to such wealth as the family’s stock of social, emotional, and affective endowments vested
in the firm (Gomez-Mejia, Patel, & Zellweger, 2018). These include the opportunity to pass the
firm onto future family generations (Zellweger, Kellermanns, Chrisman, & Chua, 2012), the
reputational advantages from being associated with the firm (Deephouse & Jaskiewicz, 2013),
and the preservation of benevolent ties between family members and other stakeholders (Cruz,
Gomez-Mejia, & Becerra, 2010). The distinctive attribute of SEW preservation leads family
firms very often to make strategic and managerial decisions that do not strictly adhere to the

objectives of profit maximization (Gomez-Mejia et al., 2011).



In particular, SEW research has shown that family firms are loss-averse regarding their
SEW and hence want to minimize any unnecessary risk to it unless the firms encounter an
existential threat. Studies have shown that family-owned firms undertake R&D investments
(Chrisman & Patel, 2012; Muifioz-Bullén & Sanchez-Bueno, 2011), risk assessments (Patel &
Chrisman, 2014), entrepreneurial ventures (Schepers, Voordeckers, Steijvers, & Laveren, 2014),
and diversification strategies (Gomez-Mejia, Makri, & Kintana, 2010) based in large part on

SEW considerations.

Perhaps the most essential dimension of SEW is a family’s desire to maintain
organizational control. Numerous studies (Anderson & Reeb, 2003a; Gomez-Mejia, Larraza-
Kintana, & Makri, 2003; McConaughy, 2000; Villalonga & Amit, 2006) have shown that family
firms place a heightened emphasis on protecting their involvement in ownership, on the top
management team, and as part of the board of directors. Moreover, even if a family member does
not head the firm, the controlling family can still shape executive compensation packages to

influence the decision-making and risk-taking behavior of non-family executives.

Echoing this standard view, family business scholars have shown that ownership of
family firms (Combs et al., 2010; Mazur & Wu, 2016) and family involvement on boards of
directors greatly moderate the effect of equity compensation of family and non-family CEOs on
firm performance (Sapp, 2008). Similar findings have been demonstrated in the corporate
finance and accounting literature, which theorizes that CEO remuneration levels are sensitive to
firm performance (Coles, Daniel, & Naveen, 2006; Core & Guay, 1999; Core, Guay, & Larcker,
2003a). Several authors have pointed out that this pay-for-performance form of remuneration is
best seen in CEOs’ variable equity compensation, which often includes the vesting of equity

grants and is put in place as performance incentives for executives (Aboody & Kasznik, 2000;



Bettis, Bizjak, Coles, & Kalpathy, 2010; Cadman, Rusticus, & Sunder, 2013; Core, Holthausen,

& Larcker, 1999; David, Kochhar, & Levitas, 1998; Hall & Liebman, 1998).

The vesting of equity grants presents complex corporate issues. However, the vesting
mechanism itself is relatively simple. The vesting of grants occurs either over a specified period
or after the attainment of specified performance goals. Otherwise put, CEO equity grants can
vest over time without having any associated conditions (i.e., the time-based vesting of grants) or
can vest when the CEO achieves a preset performance target (i.e., the performance-based vesting
of grants) (Bettis, Bizjak, Coles, & Kalpathy, 2018; Brisley, 2006). In either case, the CEO
receives a vast amount of variable equity compensation as an incentive. This form of
compensation is most often higher than his or her annual pay. While highlighting the importance
of incentive-based equity grants, Bettis et al. (2018) have shown that U.S. firms use more
performance-based vesting grants as incentives for their top executives than the time-based
variety. They further found that the amount of performance-based vesting (p-v) equity awards
made to top executives in large U.S. companies increased from 20 to 70% between 1998 and

2012.

Moreover, CEO compensation studies have shown that vesting remains a critical issue for
firms given how it influences financial reporting (Core & Packard, 2017; Murphy, 1999),
earnings management (Bettis et al., 2010), can help to minimize agency conflicts (Bolton,
Scheinkman, & Xiong, 2006), provides CEO retention incentives (Balsam & Miharjo, 2007), and
restricts the bargaining power and opportunistic behavior of CEOs (Cadman et al., 2013).
Additionally, some studies have suggested that the time-based vesting of grants is more
beneficial for firms (Bebchuk & Fried, 2010; Cadman & Sunder, 2014; Cadman et al., 2013;

Walker, 2010), while others have argued in favor of the performance-based vesting of grants



(Bettis et al., 2010; Brisley, 2006; Gerakos, Ittner, & Larcker, 2007; Johnson & Tian, 2000). A
vast number of research studies (Bettis et al., 2010; Cadman et al., 2013; Carter, Ittner, &
Zechman, 2009; John Harry, Gao, Hwang, & Wu, 2017; Kuang, 2008; Kuang & Qin, 2009;
Laux, 2012) have thus examined the prevalence and impact of vesting provisions on executive
compensation and firm performance. However, unfortunately, these studies have failed to

distinguish between family and non-family firms.

Regarding family firms, previous research has documented that family-owned firms
assess their risk, growth opportunities, investment prospects, CEO appointments, and
organizational and management strategies based on a variety of financial and SEW goals
(Gomez-Mejia et al., 2011). Consequently, these factors play a critical role in moderating the
relationship between executive compensation levels and firm performance (Combs et al., 2010).
Critics have pointed out that firm performance often depends on executive decision-making.
These decisions depend on the incentive-based compensation structure that the firm offers as a
part of its compensation contract (Gopalan, Milbourn, Song, & Thakor, 2014; Mehran, 1995). In
other words, critics have argued that the vesting of grants generates variable equity compensation
for CEOs, which should have the effect of motivating them to efficiently align their interests
with the firm (Kuang & Qin, 2009). As a result, CEOs should make better decisions to achieve
superior financial performance (Brisley, 2006). However, how these incentive contracts have

evolved in the context of family firms, which are known to protect their SEW, remains unknown.

I thus posit that the vesting of grants is vital to family firms, given that previous empirical
evidence has demonstrated that executive compensation in family-owned firms is sensitive to
firm performance (Combs et al., 2010; Jaskiewicz, Block, Combs, & Miller, 2017). However,

whether family firms incorporate performance-based or time-based vesting conditions when they

4



design their executive compensation is still unknown. Moreover, whether such vesting provisions
use absolute or relative performance measures to assess the efficacy of their executives remains
unanswered as well. Drawing on insights derived from family business strategy research, I argue
that the owners of family firms use vesting provisions (time vs. performance) and performance
measures (absolute vs. relative) to ensure that non-family managers adapt to their risk

preferences in their decision-making processes.

Given the absence of academic research on the vesting provisions of family firms, my
study focuses on how family firm owners reward incentive grants to their hired non-family CEOs
such that they adapt to the family firm owners’ risk preferences while making strategic decisions.
Additionally, I investigate the type of performance measures family firms typically put in place
to evaluate their hired non-family executives. I also look into why these firms prefer such
measures. This line of investigation is necessary because the vesting of grants requires the

performance evaluations of executives to be done in relative or absolute terms.

To answer my proposed research questions, I analyzed CEO compensation data for 582
firms listed in the S&P 1500 index in 2014. My analysis finds that family firm owners award
more performance-based incentive (p-v) grants to their hired non-family executives when
organizational performance dips below the industry standard. This implies that when there are
lower performance conditions, family firm owners allocate more p-v grants to executives so that
they will take more risks and, hopefully, earn higher returns. Because underperforming firms
face the looming threat of closure, family firm owners do not hesitate to incur more risk for the
sake of earning more of a return since this is imperative for the short- and long-term viability of
the family firm. This kind of strategic behavior provides new insight into the allocation of grants

in family businesses, while it also extends the previous research by showing that family firm



owners can use vesting to ensure that their hired non-family executives adapt to their risk

preferences.

My research illustrates that family firm owners typically use relative performance
measures to evaluate the efficacy of their hired non-family executives. My study also finds that
when family firms are underperforming when compared to their industry peers, firm owners are
more likely to use relative performance measures to evaluate the efforts of their hired non-family
executives. Because relative performance measures are riskier (Wruck & Wu, 2017), family firm
owners tend to use them aggressively to ensure that hired non-family executives adapt to their
preferences for taking on higher levels of risk. By contrast, when family firms outperform their
peers, firm owners tend to use fewer relative performance measures when assessing the efficacy
of their hired non-family executives. This is not unexpected since family firm owners often avoid
taking unnecessary risks that may jeopardize their stock of SEW when their firms are

outperforming their industry peers.

These results demonstrate how family firm owners perceive risk about their SEW and
financial wealth. They also show how they try to choose the most appropriate vesting provisions
and performance measures so that their hired non-family executives adapt to their risk
preferences, which varies according to the firms’ performance relative to the industry. Therefore,
this study adds to the family business literature that has focused on the strategic actions of family
firms by demonstrating that the strategic choice of vesting provisions and performance measures
provides a means for family firm owners to effectively align the risk preferences of their non-

family executives with those of the firm.

In the following chapters, I first review the literature on strategic decision-making by

family firms. Then, I develop hypotheses based on the relevant literature. Next, I describe the



sample and the variables employed in my empirical model. Afterward, I summarize the data and
discuss my empirical findings. A detailed discussion follows that clarifies and examines the
implications of these results. Finally, the last chapters focus on the limitations of my research and

are followed by my conclusion.



Chapter 2 Literature Review

Family Firms and SEW

During the past three decades, research on family-owned and managed firms has become
ubiquitous within management research. Scholars across many disciplines have unequivocally
acknowledged that family firms represent the dominant ownership structure across the globe.
This type of firm accounts for a substantial proportion of all publicly traded international firms
(Combs et al., 2010). In the United States, family firms account for one-third of all Fortune 500
companies. The ownership of these companies lies at least partially or entirely within a single
family, or by a single person, or by a family trust that maintains substantial ownership over the

company.

The ownership of family firms is complicated, and it becomes even more complex when
the firm’s founder is involved. To this end, Villalonga and Amit (2006) have identified several
concerns related to the ambiguity of the status of the founder in family firms. For instance, they
point out that founder-run firms like Microsoft are not family firms in any meaningful sense
because the founder has cashed out and has not passed control of the firm to his or her heirs.
However, in these cases, the founder still owns a substantial ownership stake in the firm. A
second issue concerns the identification of the appropriate founder when a firm has had multiple
founders, such as in the case of Hewlett—Packard where the families of cofounders Bill Hewlett
and David Packard own large ownership stakes in the firm, even as the Packard family retains a
larger share than the Hewlett family. Third and most importantly, the founder of the firm may
have little to do with its expansion, success, and market recognition, which may have occurred
under the leadership and control of later generations of successors or other families who took

over the firm. This creates a significant amount of difficulty in determining the rightful owner of



these firms. In light of these complex ownership issues, Villalonga & Amit (2006, 2009) defined
family firms as companies in which the founder or a member of his/her family by blood or
marriage is an officer, director, or blockholder that either individually or as a group owns at least
5% of the voting stocks. However, this definition leaves out critical differences that distinguish
lone-founder firms from family firms with multiple family members who own more than 5% of
the voting rights (Miller et al., 2007). This prompted me to identify family firms, instead, as
those firms where one or more members of a family own at least 5% of the firms’ equity,
individually or as a group. Other studies have also utilized similar standards for defining family

firms (Allen & Panian, 1982; Gomez-Mejia et al., 2003).

Family firms typically differ from their non-family counterparts in terms of their
management process, strategic decisions, organizational governance, business ventures, and
stakeholder relationships (Gomez-Mejia et al., 2011). Several studies have pointed out that these
differences arise because family-owned firms, unlike their non-family counterparts, make
decisions while keeping in view both their financial constraints and SEW endowment (Gémez-
Mejia, Haynes, Nuifiez-Nickel, Jacobson, & Moyano-Fuentes, 2007; Gomez-Mejia et al., 2003;

Le Breton-Miller & Miller, 2013; Zellweger, Nason, Nordqvist, & Brush, 2013).

SEW refers primarily, as suggested above, to a host of unique, non-financial, and
intangible factors, such as family identity, societal reputation, the sense of family control, acting
as a measure of family influence, and marking the perpetuation of a family dynasty, that the
family desires to preserve through its business (Chen, Chen, Cheng, & Shevlin, 2010; Gomez-
Mejia et al., 2011). For instance, Astrachan, Klein, and Smyrnios (2002) emphasized that, unlike
conventional corporate firms, family firms try to retain control of their firms to satisfy their

family’s dynastic ambitions (Goldberg & Wooldridge, 1993). Such scenarios often culminate in



a critical (Barontini & Caprio, 2006), cumbersome, and lengthy ownership succession process in
which the owners face the difficult task of selecting and nurturing an appropriate successor from
among the family members (Miller, Steier, & Le Breton-Miller, 2003). These processes of
ownership succession do not follow any conventional norms or financial rationale, which would
suggest choosing the most qualified and deserving candidate without having a bias for someone

within the family.

Just like the succession process, the professionalization of management distinguishes
family and non-family firms. Gomez-Mejia et al. (2011) highlighted this fact and stressed that
family control over strategic decisions is attenuated when a firm hires outside managers or
professional experts and delegates authority to them so that the firm relies on a command
structure independent of the family. Many family firms are reluctant to do this, making them
more hesitant to professionalize their management process than non-family firms. Echoing a
similar view, Gomez-Mejia et al. (2003) have shown that the strategic decision-makers who have
ownership ties face a more significant risk in a family business than their non-family
counterparts. They argue that family business’s risk involves the probability of a loss of financial
wealth and SEW, which is comprised of the family legacy (Jaskiewicz, Combs, & Rau, 2015),
family reputation, identity, and image. This more significant amount of risk, however, does not
deter decision-makers from engaging in irrational decisions that involve a high probability of

failure at the cost of preserving SEW (Gémez-Mejia et al., 2007).

Similar efforts, when directed toward the preservation of SEW (GémezMejia et al.,
2007), induce family firms to follow a less compliant approach towards corporate diversification
(Anderson & Reeb, 2003b), internationalization (Gomez-Mejia et al., 2010), mergers and

acquisitions (Caprio, Croci, & Del Giudice, 2011; Shim & Okamuro, 2011), and technology

10



adoption and R&D investments (Chen & Hsu, 2009; Gomez—Mejia et al., 2014). In essence,
these studies have followed the behavioral agency model of risk aversion (BAM) (Wiseman &
Gomez-Mejia, 1998), which views family firms as loss-averse entities regarding their SEW.
Consequently, family-owned firms often take a more conservative approach toward strategic

investments than non-family firms.

Recently, several scholars have sought to revise the preexisting theory about SEW-loss-
averseness based on the notion of BAM while postulating that family firms, in fact, often do
engage in risky strategic investments by waiving SEW loss (Bromiley, 2009). Applying the
mixed gamble perspective, they posited that when family firms prioritize the loss of financial
wealth over the loss of SEW, they engage in strategic investments. However, when the loss of
SEW is prioritized over financial wealth concerns, these firms tend to abstain from strategic

investments.

This view has been echoed in many studies that have used the mixed gamble theory to
explain how the strategic actions of family firms vary with their SEW risk propensity. A classic
example of this is found in a study by Alessandri, Cerrato, and Eddleston (2018), who found that
the extent of internationalization in a family firm strongly depends on its assessment of financial
risk and its risk of losing its endowed SEW. Specifically, they have shown that if family firms
have a high level of financial slack, they are less willing to engage in extensive
internationalization because the high amount of slack provides them protection against possible
financial losses in the near term, which allows the family to emphasize its SEW concerns. By
contrast, having a low level of financial slack induces family firms to look for more slack, which
encourages them to pursue a more significant amount of internationalization. This more

substantial amount of internationalization provides the long-term buffer associated with
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recoverable slack and leads family firms to place a greater weight on prospective SEW and
financial wealth, making them more comfortable with the loss of SEW. Similar inferences
emerge in other studies by Gomez-Mejia et al. (2018) and Hussinger and Issah (2019). They
report that family-owned firms acquire more related firms if they perform above their aspiration
level. However, they found that if these firms perform below their aspiration levels, they are less
willing to acquire related firms. Following suit, Bauweraerts, Diaz-Moriana, and Arzubiaga
(2019) have demonstrated that European family firms under moderate family management often
engage in growth activities since they view growth as leading to future gains in SEW.
Nevertheless, under strong family management, firms do not engage in growth activities since
strong family managers tend to view growth as detrimental to SEW. Thus, the literature on
family-firm strategy has shown that family firms do not follow in the footsteps of non-family
firms by pursuing risky strategic activities when they face financial distress, or when they have
fewer concerns about the loss of their SEW. Moreover, family-owned firms often abstain from
venturing into risky strategic activities when they perceive the future potential loss of their SEW
is greater than the future potential gains in financial wealth. By contrast, non-family firms are

imperturbable toward SEW and pursue their strategic activities based strictly on financial gains.
Executive Compensation in Family and Non-Family Firms

Historically, the topic of executive compensation in corporate firms has been a critical
focus of research in corporate finance and corporate governance literature. Scholars have shown
that the amount of aggregate executive compensation is vital to organizational success (Barkema
& Gomez-Mejia, 1998; Core et al., 1999; Murphy, 1999; Murphy, 1986) and that it receives a
consistent amount of attention from all the stakeholders (institutional owners, minority

shareholders, regulators, etc.) (Holderness, 2003; Jensen, 1989). They have also pointed out that
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the microstructure of executive compensation is comprised of various equity-based incentives
that help drive a firm’s financial performance (Mehran, 1995), which leads to organizational
success. Jensen & Murphy (1990a) provided a theoretical rationale for incentive-based executive
compensation when they argued that this type of compensation gives managers the correct kind
of incentives to maximize firm value (Jensen & Murphy, 1990a). This theoretical proposition
gained momentum when Hall and Liebman (1998) took up the growing trend in U.S. CEO
compensation levels and their sensitivity to firm performance. The authors further showed that,
from 1980 to 1994, the percentage of U.S. CEOs who headed large publicly traded firms and
held incentive-based compensation awards increased from 57% to 90% and that a large
proportion of CEO compensation was comprised of stocks and options grants (Bergstresser &
Philippon, 2006). This trend represented a changing pattern in U.S. firms, which increasingly
leaned towards performance-based compensation instead of salary-based compensation for their
executives. Recognizing this shift, several authors have investigated the performance-based
compensation of executives. The results of these studies have failed to come to any agreement.
However, they testify to the significance of executives’ equity-based pay for the measures of
firm performance. To this end, some researchers (Himmelberg, Hubbard, & Palia, 1999; Palia,
2001) have demonstrated that equity-based incentives increase the growth prospects of a firm,
while others have shown that it stimulates its stock price (Anderson & Reeb, 2003a; Palia, 2001),
the volatility of stock returns (Lambert, Larcker, & Verrecchia, 1991), and encourages
executives to undertake more risky ventures (Guay, 1999). Thus, regardless of the firm’s
performance, empirical evidence has substantiated the use of equity incentives to link changes in

executive compensation to changes in the firm’s performance measures.

13



For family firms, the issue of executive performance-based compensation is complex and
not unidirectional. Because these firms are conceptually and quantitatively different, an
assortment of factors leads to the blurring of the relationship between the amount of executive
compensation and firm performance. For instance, studies in the family business literature have
suggested that founder-owners focus on the firms’ financial growth and performance (Miller, Le
Breton-Miller, Lester, & Cannella Jr, 2007; Miller, Le Breton-Miller, & Lester, 2011), while
family owners focus both on the preservation of socioemotional goals (like dynastic control,
family member status, employment, and enhanced reputation) and financial goals (Astrachan &
Jaskiewicz, 2008; Chrisman, Chua, Pearson, & Barnett, 2012; Deephouse & Jaskiewicz, 2013;
Gomez-Mejia et al., 2007). This is atypical in non-family firms, which only prioritize financial

goals.

Further studies have pointed out that factors such as the family ownership structure
(Croci, Gonenc, & Ozkan, 2012; Ramaswamy, Veliyath, & Gomes, 2000; Villalonga & Amit,
2006), family-generational stages (Anderson & Reeb, 2003a; Jaskiewicz et al., 2017), and CEO
family status (Combs et al., 2010; Gomez-Mejia et al., 2003) often moderate the effects of
executive compensation on firm performance, which are redundant in non-family firms. These
consequential moderators influence family business strategies, modes of governance, and
performance in a way absent in non-family firms (He, 2008). However, in a separate study,
Schulze, Lubatkin, and Dino (2003) depicted how, like non-family firms, family-owned firms
offer performance-based executive compensation, mitigating agency costs. However, unlike non-
family firms, the impact of these performance-enhancing incentives varies based on the status of
the principal shareholder’s estate, his or her share transfer intentions, and whether the firm is to

remain under family control. Along similar lines, McConaughy (2000) has found that, when
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comparing family-member and non-family-member CEOs of family-controlled firms, family-
member CEOs earn lower levels of compensation and receive fewer performance incentives. He
(2008) has shown that founder CEOs receive lower total and equity-based compensation than
their hired non-family counterparts. The study argued that founder CEOs are more likely to
internalize family-firm goals, unlike their non-family counterparts. Moreover, they are
intrinsically motivated and highly invested in their own firms’ achievement of superior

organizational success without superfluous performance incentives.

Extending the previous research on family-ownership structures, Jaskiewicz et al. (2017)
have suggested that fundamental differences exist in executive compensation for performance
among the founders and family owners of U.S. family firms. They have shown that family
owners hire non-family CEOs by offering higher performance incentives to achieve a higher
level of financial performance and better governance. By contrast, founder owners who serve as
family CEOs do not need additional equity incentives for a superior performance since they are
already intrinsically committed to the well-being of their firms. Echoing similar views, Michiels,
Voordeckers, Lybaert, and Steijvers (2012) have shown that both family firms with a family
CEO and those with a non-family CEO have various motives to offer their CEOs performance-
based compensation (Block, 2011). However, the pay-for-performance sensitivity is higher for
non-family CEOs than for family CEOs. They have also indicated that concentrated ownership in
family firms has more inclination toward using performance-based CEO compensation.
Contrasting results are found in Cheng, Lin, and Wei (2015), who reported that in publicly held
Chinese family firms, an increase in the concentration of family ownership corresponds to a
decrease in the pay-for-performance sensitivity of CEO compensation. Moreover, the presence of

more family owners leads to lower levels of efficiency for executive compensation contracts. In
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another study on private Chinese firms, Cai, Li, Park, and Zhou (2013) indicated that family
managers face weaker incentives than professional managers, reflecting the lower sensitivity of

their bonuses in relation to firm performance.

Backing up this point, Combs et al. (2010), in a seminal paper, posited that CEOs of
family firms do not always receive lower compensation than CEOs of the non-family business.
They have shown that lone-family-member CEOs of family firms earn more cash and equity
compensation than those of non-family firms. This higher amount of pay occurs because the
actions of lone-family-member CEQOs are not subject to strategic monitoring due to the absence
of family representation in management or on the board. This privilege allows them to divert
substantial company resources for their benefit and at the expense of the shareholders. These

resources accrue in the form of higher cash and equity compensation.

In summary, the empirical and theoretical research on equity pay levels and pay-for-
performance sensitivity in family-owned firms has led to a lack of consensus about the amount of
impact these factors have on firm performance. However, the research does provide ample
support for the fact that family firms widely employ pay-for-performance mechanisms for

executive compensation.

The Vesting of Incentive Grants

Despite being a ubiquitous topic in the corporate finance and accounting disciplines, the
vesting of grants for equity-based executive compensation has received little scholarly attention.
Unlike the executive compensation structure, the research on the vesting of grants and whether it
leads to variable equity compensation increased only after the SEC put in place new executive
compensation disclosure rules in 2006. Before 2006, activist shareholders, board members,

regulators, and institutional investors persistently expressed their concern about the effectiveness
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of the time-based vesting of grants compared to performance-based vesting (Kuang, 2008;
Kuang & Qin, 2009). Echoing similar concerns, scholars have noted that the vesting of
traditional stock option grants typically remains conditional on a lapse of time (Bettis et al.,
2010), which in effect fails to reflect the efficacy of such rewards. For example, during a bullish
financial market, executives benefit from the vesting of time-based traditional stock options due
to an increase in their individual firm’s stock price, resulting from the general improvement in
market prices. More specifically, a particular firm’s stock price may increase due to overall
positive market sentiments, enabling executives to receive windfall gains via the vesting of
traditional stock options. This can happen even if they underperform relative to the market
average or their peers (Bertrand & Mullainathan, 2001). This windfall gain certainly highlights
the inefficiency of time-based vesting provisions. Additionally, critics of time-based vesting
grants have pointed out that such grants do not allow firms to gauge the capability and efficacy
of newly appointed CEOs in accordance with the accounting and financial performance (Arya &
Mittendorf, 2005; Oyer & Schaefer, 2005). Moreover, this kind of vesting mechanism hinders

the capability of firms trying to identify the risk-taking ability of a CEO (Bettis et al., 2010).

Therefore, opponents of time vesting provisions propose that corporate firms attach
company-specific performance targets to equity compensation and condition stock option vesting
on their achievement. More specifically, they advocate linking the vesting of incentive grants
with accounting-based (e.g., earnings-per-share growth) and/or market-based (e.g., total
shareholder return) performance targets (Carter et al., 2009; Gerakos et al., 2007) so that
executives only benefit from stock options when they have achieved predetermined targets. In
essence, this type of performance-based vesting mechanism provides more of an incentive for

executives to outperform their competitors. It also avoids the vesting of grants to executives
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during periods of stock price increases, which often occur exclusively due to general market
improvements (Johnson & Tian, 2000). Repeating this dominant view, Gerakos et al. (2007)
showed that U.S. corporations awarded more p-v grants between 1993 and 2002 to their
executives than t-v grants. They also found that p-v grants reflect absolute or relative measures
of firm performance and that the grants vest only after the firm achieves a predetermined
minimum performance level. Johnson and Tian (2000) came to a similar conclusion regarding p-
v stock option grants among U.S. firms. Specifically, they showed that p-v stock option grants
induce CEOs to take more calculated risks during high market volatility, which potentially
creates more valuable investment opportunities for their firms. Following suit, Kuang (2008)
analyzed the vesting of grants among 240 non-financial U.K firms from 1997 to 2004. He
reported that p-v stock option grants for executive compensation contracts resulted in higher
levels of management earnings. Additionally, Kuang and Qin (2009) observed that p-v stock
option schemes in executive compensation contracts for non-financial U.K firms led to a greater

alignment of goals between owners and managers.

For U.S. firms, Bettis et al. (2010) documented that performance-based vesting
provisions specify more pragmatic and tangible performance hurdles and provide significantly
more incentives for executives. The study indicated that U.S. firms have a higher propensity for
using p-v grants when they employ new CEOs and when they have a higher proportion of
outside directors on their board. Moreover, firms that use p-v grants appear to have a
significantly better operating performance than their peers. These results establish that U.S. firms
have a greater tendency to use p-v grants in executive compensation contracts. A similar
outcome was found in a recent study by De Angelis and Grinstein (2015). In their study of U.S.

firms, they found that 90% of their sample firms grant some form of performance-based awards
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to their executives. The average value of these awards is approximately $4.8 million.
Additionally, most of these performance-based awards use accounting matrices like earnings-
per-share, net income growth, return on equity, return on assets, cash flow, etc., to measure firm
performance. Bettis et al. (2018) observed that the use of p-v awards among U.S. firms increased
from 20% to 70% between 1998 and 2012. Furthermore, they found that equity-based
compensation derived from p-v awards significantly affects the part of executive remuneration

that is dependent on stock return volatility.

Despite any supposed advantages, critics (Bebchuk & Fried, 2010; Hall & Murphy, 2003)
of the performance-based vesting of grants argue that such grants inevitably result in excessive
risk-taking among executives, which intensifies the risk of the financial collapse of firms.
Acknowledging this extreme risk factor, the U.S. government incorporated amendments into the
Troubled Asset Relief Program (TARP) (2009) that mandated eliminating short-term incentive-
based compensation as a precondition for the firms seeking to receive funds through the
program. Cadman et al. (2013) have pointed out that time-based vesting provides benefits to
firms by extending the effective life of equity incentives and the investment horizon of the
manager (Cadman & Sunder, 2014; Kole, 1997). These are particularly valuable to firms that
have significant long-term growth opportunities and face a considerable amount of information
asymmetry regarding the long-term effects of their managers’ actions. Cadman et al. (2013) also
documented that firms that offer the time-based vesting of grants are also those with a more
extended amount of incentive compensation duration and those who perform better than those
who provide short-term incentives to their executives. The former also helps retain talented
executives for a more extended period (Balsam & Miharjo, 2007) because executives who have

higher levels of unvested equity are less likely to depart voluntarily. Furthermore, competing
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firms face an additional cost when hiring new executives from other firms because the incumbent
executives solicit an equivalent amount of compensation for their forfeited equity when they

leave their existing firm and join a new one (Fee & Hadlock, 2003).
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Chapter 3 Hypothesis Development

The Debate over Time vs. Performance-Based Vesting

During the past two decades, the issue of the vesting of grants to corporate executives has
received a vast amount of attention from corporate finance and accounting scholars. While some
scholars have debated the pertinence of the different vesting schemes granted to corporate
executives, others have debated their effectiveness on entrepreneurial decision-making.
Regardless of the focus, the studies have found that U.S. corporations heavily use incentive-
based grants with different vesting provisions to compensate their executives (Bettis et al., 2018;

Hall & Liebman, 1998).

Typically, under time-based vesting, a fixed number of traditional stock options and
restricted stock grants vest at predetermined calendar dates over ten years. These grants vest
exclusively over time as long as the executives remain employed through to the end of the
vesting period when they receive their options or stocks independent of stock price performance
(Brisley, 2006; Core & Packard, 2017). However, in the case of performance-based vesting of
stock options, they only vest when the firms achieve preset performance targets, which are often
defined in terms of an accounting measure related to profitability or an appreciation in the stock
price (Brisley, 2006). Scholars in favor of these types of vesting provisions argue that they
provide an incentive to executives to align their interests with that of the firm (Kuang & Qin,
2009). These incentives, in turn, induce the managers to undertake short-term projects that have a
more significant amount of risk and potential for performance yield (Brisley, 2006; Thakor,
1990). These can lead to increases in the firms' stock price in ways that are beneficial to
shareholders (Bolton et al., 2006; Johnson & Tian, 2000), provide practical performance hurdles

(Kuang, 2008), and help firms to gauge new managerial talent (Arya & Mittendorf, 2005).
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However, critics have highlighted that influential executives often opportunistically influence the
setting of their own performance targets to increase their achievability (Morse, Nanda, & Seru,
2011). Exploring this issue further, Abernethy, Kuang, and Qin (2015) found that CEOs often set
accounting matrices as performance targets, not stock price matrices, which are prone to a more
significant amount of market fluctuations. In another study, Gopalan et al. (2014) reported that
performance-based grants could cause CEOs to behave in their self-interest and exhibit a more
myopic type of investment behavior if their compensation contracts rely excessively on short-
term performance (Bebchuk & Fried, 2010). In such situations, the CEOs may hastily invest in
short-term projects to reap the maximum performance benefits while paying little heed to their

future ramifications.

The advocates of time-vesting grants have argued that corporations utilize the time-based
vesting of grants to compensate their executives. Empirical evidence has shown that these grants
help retain talented CEOs who have more excellent performance abilities (Cadman & Sunder,
2014; Walker, 2010) and enable efficient corporate governance where performance monitoring is
costly and there is weak board oversight (Gopalan et al., 2014). Cadman et al. (2013) have also
noted that time-based vesting grants are more suitable for long-term investment projects with the
potential for a high amount of growth. Despite these advantages, opponents have pointed out that
these grants have an inefficient reward mechanism because they reflect merely the passage of
time (Brisley, 2006; Gerakos et al., 2007). Moreover, these grants impose higher costs on
executives who hold the stock options throughout the length of the vesting period (Hodge,
Rajgopal, & Shevlin, 2009). Additionally, time-vesting grants are incapable of determining the
efficacy of newly appointed CEOs and do not provide strong incentives to executives who invest

in high-risk projects that have a more significant amount of earning potential (Bettis et al., 2010).
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The Vesting of Incentive Grants in Family Firms

Historically, studies within the finance literature have documented that the performance
of corporations depends heavily on their executives’ equity compensation (Cadman & Sunder,
2014; Cadman et al., 2013; Larcker, 1983; Laux, 2012; Mehran, 1995). Supporting this theory,
Hall and Liebman (1998) reported that equity-based compensation for U.S. executives increased
from 57 to 90% between 1980 and 1994, while Core, Guay, and Verrecchia (2003b) noted that
equity-based incentive compensation formed the majority of executive compensation between
1992 and 2000. Several other studies (Core & Guay, 1999, 2002; David et al., 1998; Ofek &
Yermack, 2000) also provided ample evidence supporting the idea that there was a rising trend in
this kind of executive pay structure. Those contributing to the executive compensation literature
highlighted the importance of executive equity compensation for all types of corporations.
However, this literature overlooked the critical link between the vesting of grants resulting in
equity compensation and firm performance. Highlighting this issue, several scholars
(Bergstresser & Philippon, 2006; Bettis et al., 2010; Bettis et al., 2018; Bizjak, Kalpathy, &
Mihov, 2018; Kuang, 2008; Kuang & Qin, 2009) have pointed out that an efficient vesting
mechanism causes executives to make strategic decisions while keeping in mind the interest of
the firm over their self-interest. This mitigates agency conflicts and improves the overall
performance of the firm, which is in contrast with the conventional theory that posits incentive-

based compensation improves firm performance.

However, research focusing on the vesting of grants in family-owned firms has been
nonexistent. Within the family business literature, the issue of grants thus has remained
unexplored. This motivated me to investigate this issue for large publicly held family firms. This

line of research is significant in the context of family firms because their decision-making
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process weighs the potential gains and losses of both financial wealth and SEW, a problem that is
absent in non-family firms. The existing literature (Bettis et al., 2018; Brisley, 2006; De Angelis
& Grinstein, 2015) has failed to distinguish family and non-family firms, leading to the
conclusion that the vesting of grants purely depends on the rationale of financial theory and

financial goals. This is too limited of a view when it comes to family-owned firms.

The Behavioral Agency Model of Risk-Taking and Mixed Gamble Theory

Business strategic decisions are dependent on the risk-taking propensity of a firm. This
simple postulate is true for family firms as well. However, family business scholars (Naldi,
Nordqvist, Sjoberg, & Wiklund, 2007; Schulze, Lubatkin, & Dino, 2002) have shown that family
firms are more risk-averse than their non-family counterparts. This is not unexpected because
families often invest their entire wealth into their business, making them more cautious about
risky strategic actions that could jeopardize the family's wealth (Schulze et al., 2002).
Additionally, the family bears the full burden of the loss when its business fails, which also
accounts for its risk avoidance of potentially devastating strategic decisions (Gedajlovic,
Lubatkin, & Schulze, 2004). This unilateral view about the risk averseness of family firms,
however, fails to come to terms with the impact of non-financial factors that significantly affect
the family firms’ risk-taking propensity. Emphasizing this drawback, Gémez-Mejia et al. (2007)
use the Behavioral Agency Model (BAM) (Wiseman & Gomez-Mejia, 1998) to illustrate that the
risk-taking behavior of family-firm owners depends on their assessment of the family’s stock of
SEW, which is derived from the firm’s non-financial aspects such as its identity, its ability to
augment the family’s influence, and its ability to perpetuate the family dynasty (Berrone, Cruz,
& Gomez-Mejia, 2012). Family firms, for this reason, appear to embrace higher performance-

risk exposure to preserve their SEW and seem to abstain from risky business decisions that
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aggravate the risk of SEW loss. Hence, it is better to say that they are not risk-averse but are loss-
averse with respect to their SEW (Chrisman & Patel, 2012). Coming to similar conclusions, other
researchers have shown that the propensity of family firms to protect their SEW can lead to less
diversification (Gomez-Mejia et al., 2010), lower R&D expenses (Chen & Hsu, 2009), and fewer
technological innovations (Block, Miller, Jaskiewicz, & Spiegel, 2013) unless under outside
pressure (Chrisman & Patel, 2012). These results posit a uniform theoretical proposition, which
suggests that family-firm owners’ decision-making is motivated by an aversion to losses in its
stock of SEW (Block et al., 2013; Cruz & Justo, 2017; Gomez-Mejia et al., 2011; Gémez-Mejia

et al., 2007).

Contrary to this “pure” loss-aversion view, Gomez—Mejia et al. (2014) have argued that
family firms are not always loss-averse. Instead, they evaluate their potential gains against losses
of SEW before making any strategic decisions. Drawing insights from mixed gamble theory
(Bromiley, 2009), under which gambles have the potential for both losses and gains, the
researchers illustrated that SEW concerns under BAM (Wiseman & Gomez-Mejia, 1998) could
either lead to an increase or decrease in the R&D investment of family firms. More specifically,
they posited that family firms generally view R&D investment as a loss of SEW because the
gains from such activities are highly speculative. Hence, they abstain typically from such
strategic activities. However, in the presence of increased institutional ownership, family firms
reveal a lower degree of affinity toward the loss of endowed SEW and show a greater
predisposition to seek out future financial gains, which results in a more significant amount of
R&D investment. This view of the decision-making process of family firms emerged in many
subsequent studies where researchers investigated the family firms’ involvement in various

strategic activities. Gomez-Mejia et al. (2018) used mixed gamble theory and analyzed the
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acquisition decisions of family firms. They documented that family-owned firms abstain from
acquiring unrelated firms because the owners perceive a specific loss of SEW to be associated
with such activities. This perceived loss of SEW is greater than the expected potential financial
return. This is in line with the BAM, which suggests that family firms are loss-averse with
respect to their SEW. As an alternative to this loss-averse theory, the researchers also found that
family firms are more willing to acquire unrelated firms if the family firm is performing below
expectations. This strategic-yet-risky engagement suggests that when there is a low-performance
level, family-controlled firms are more likely to invest in unrelated acquisitions to earn future
financial returns that safeguard the firm’s viability and its stock of SEW. This shows that family
firms are not necessarily loss-averse regarding SEW. Instead, their owners consider the potential
gains and losses of their socioemotional and financial wealth in their strategic decision-making
process. Following suit, several researchers have shown that family firms’ assessment of their
potential gains and losses of SEW can either induce or attenuate their firms’ involvement in
internationalization (Alessandri et al., 2018), portfolio entrepreneurship (Cruz & Justo, 2017),

and IPO underpricing (Kotlar, Signori, De Massis, & Vismara, 2018).

BAM and the Vesting of Grants

The strategy literature on family businesses has revealed that family business owners
evaluate the potential effects of their SEW gains and losses while making strategic decisions.
Supporting this view, the BAM suggests that family owners are loss-averse with respect to their
SEW. Hence, they make decisions to preserve their stock of it. When it comes to the vesting of
incentive grants, the strategy for choosing the appropriate vesting provisions for executive
compensation tends to be vital for family-owned firms. This is because the vesting provisions of

such incentive rewards determine the equity compensation of executives, which is sensitive to
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firm performance (Amoako-Adu, Baulkaran, & Smith, 2011; Combs et al., 2010; Jaskiewicz et
al., 2017; McConaughy, 2000). Moreover, incentive grants are essential to family firms because
they enable the firms to align the interest of their non-family executives with that of the firm,
thus reducing the number of agency conflicts and hopefully attaining higher financial returns
(Jensen & Murphy, 1990b; Michiels et al., 2012). Furthermore, the vesting of incentive grants
via time-lapse or the realization of performance targets essentially implies the transfer of firm
ownership to the executives. For family firms, this means the dilution of family control, which
results in a potential loss to their SEW. Finally, several studies have pointed out that incentive
grants exacerbate risk-taking initiatives (Dennis & Mayhew, 2002) among executives, which
results in a greater likelihood of financial collapse (Hall & Murphy, 2003). Thus, family firms
that are loss-averse to their SEW have less of a tendency to provide incentive grants to their non-
family executives than non-family firms. For non-family-owned firms, however, the vesting of
grants results in better financial performance (Brisley, 2006; Johnson & Tian, 2000), efficient
interest alignment (Kuang & Qin, 2009), and a more diverse ownership. Thus, they are more
likely to grant more incentive awards to their executives. Based on the preceding discussion, I

propose:

Hypothesis1: Compared to non-family firms, family-owned firms will have a lower propensity to

award incentive grants to their non-family CEOs.

Mixed Gamble Theory and the Vesting of Grants

Since the vesting of grants can occur via time-lapse or through the realization of preset
performance goals, there exists a perennial debate about the utility of such grants in executive
compensation packages. To this end, recent empirical studies have indicated that corporate firms

award more p-v grants (Bettis et al., 2018) to their executives than t-v grants. This finding is in
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line with prior research in which scholars (Bettis et al. 2010; Kuang, 2008; Johnson & Tian,
2000; Brisley 2006) argued that p-v grants strongly bind the vesting mechanism to the firm’s
financial performance, which results in higher profits and lower agency costs. More compelling
evidence in favor of this argument appears in a study by Bettis et al. (2018), which found that the
use of performance-based grants by U.S. corporate firms increased from 21% in 1998 to 68% in
2012 (Bettis et al., 2018), reaching almost 90% by 2007 (De Angelis & Grinstein, 2015). Also,
earlier studies by Johnson and Tian (2000) and Brisley (2006) reported that performance-based
grants increase the stock-return volatility of the firm and provide risk-averse CEOs more of an
incentive to pursue more risky investments opportunities with a high-net-present value (NPV),
which motivates corporations to offer more p-v grants to their executives. In another study,
Bettis et al. (2010) found that p-v grants lead to better earnings management and can help firms
to attract more talented CEOs who have greater capabilities and a lower level of risk aversion.
Along similar lines, Kuang and Qin (2009) demonstrated that p-v grants efficiently align the
interests of the managerial executives and shareholders, while Oyer and Schaefer (2005)
illustrated that such awards aptly transfer the burden of business risk to the executive’s equity
compensation. Beyond this, Arya and Mittendorf (2005) have argued that performance-based

awards can also help provide recognition to new managerial talent.

Thus, in the light of the different financial and non-pecuniary advantages of p-v grants,
scholars have posited that they are more efficient than t-v grants. Echoing this dominant view,
critics have pointed out that time-based vesting provisions allow grants to vest over time without
any additional risk-bearing incentives for risk-averse executives (Brisley, 2006; Kuang, 2008).
Consequently, executives who have time-based grants tend to abstain from riskier projects with

high NPV, which deprives the firm of potential financial benefits. Furthermore, these executives
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may lack sufficient motivation for increasing the firm’s stock value in the short run, which can
lead to a loss in shareholder wealth (Bolton et al., 2006). In a separate study, Hodge et al. (2009)
showed that time-vested grants could impose higher costs on executives if the value of their

awarded stock options erodes during the vesting period.

Regardless of the outcome of performance-based or time-based vesting of grants, family
firms use less of both types of grants in rewarding their non-family executives. However, the
allocation of the grants may vary because family firms consider both financial and
socioemotional losses and gains in their decision-making process (Gémez-Mejia et al., 2007;
Gomez-Mejia et al., 2003; Gomez—Mejia et al., 2014). Moreover, executive compensation might
also differ across family firms based on the executives’ family status. For instance, several
studies have indicated that family CEOs receive a lower level of incentive-based compensation
than non-family CEOs in family-owned firms (Chrisman, Memili, & Misra, 2014; Combs et al.,
2010; Gomez Mejia et al., 2003; Jaskiewicz et al., 2017). This difference occurs because, unlike
non-family CEOs, family CEOs’ financial and socioemotional goals are inherently tied to the
firm and its financial performance, so they don’t need a higher level of incentive-based
compensation to achieve a superior performance or provide better governance (Miller et al.,
2007; Miller et al., 2011). Similarly, in terms of risk, family CEOs take additional risks than their
non-family peers, though they do not receive any further compensation. This additional risk
involves personal risk, which is associated with the preservation of their SEW (Chrisman et al.,
2014; Gomez-Mejia et al., 2003). Scholars have pointed out that the risk of losing SEW includes
the loss of family CEOs’ sense of personal identity, reputation, and value (Block, 2010; Dyer Jr
& Whetten, 2006). Thus, family CEOs inevitably try to minimize their personal risk in the

interest of themselves, their family, and the business, without needing any extra incentive (Block,
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2010). These results suggest that family CEOs do not need any extra incentives to enhance the
firms’ performance. Therefore, I posit that using performance-based grants to incentivize the
risk-taking of family CEOs will be of little or no relevance compared to the use of time-based

vesting grants in tying family CEOs to the firm.

The Choice of Vesting Provisions in Family Firms

The risk preferences of family firms have been widely researched over the past two
decades. While earlier research (Naldi et al., 2007; Schulze et al. 2002) used agency theory to
explain the constant risk-averse behavior of family firms, later studies (Gémez-Mejia et al. 2007)
used BAM to illustrate the loss-averse behavior of family firms concerning their SEW. These
studies identified the preservation of SEW as the main factor that deters family firms from taking
strategic action. However, recent studies have suggested otherwise. Applying mixed gamble
theory, scholars have shown that family firms’ decisions are based on a comparative assessment
of the potential gains and losses of socioemotional and financial wealth. For instance, firm
owners strongly engage in more risky strategic activities like the acquisition of unrelated firms,
internationalization (Alessandri et al., 2018), and portfolio entrepreneurship (Cruz & Justo, 2017)
if they anticipate that their existing financial viability is at stake or the uncertainty of their future
financial gains poses a minimum threat to their SEW. This stands in contrast with BAM, which
suggests that family firms are always loss-averse with respect to their SEW. Thus, the strategic
decisions of family firms are justified by mixed gamble theory, under which scholars posit that
family firms are willing to incur more of a risk of losing their SEW if they are performing below
their expectations since this hampers their financial stability and jeopardizes their SEW. On the
other hand, scholars have pointed out that if family firms are performing above their

expectations, they are willing to incur less risk of losing their SEW. This suggests that mixed
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gamble theory rightly predicts the strategic decision-making process that occurs within family
firms. Hence, this theory could also prove beneficial for exploring the distribution of vesting
grants within family firms. Thus, drawing insights from mixed gamble theory I theorize that
family owners will allocate more p-v grants to their non-family executives when the firms
underperform relative to their industry peers. Because p-v grants entail higher risk potential, the
allocation of such grants ensures that the non-family executives of family-owned firms align
their risk preferences with that of the owners. This is critical because underperforming family
firms face both financial stress and the risk of the loss of SEW. Hence, family-firm owners will
allocate more p-v grants to their non-family executives since these incentives induce talented
non-family executives to take more risk and invest more in short-term opportunities associated
with both an elevated amount of risk and NPV. This, in turn, could generate a more significant
amount of financial benefits for the firm. Additionally, these performance-based incentives
increase the stock returns of the firm and maximize shareholder wealth. They also provide
executives with a greater motivation to act in the interests of the firm by providing a direct link
between their realized compensation and the firms’ financial performance. Also, non-family
executives may not work in the best interest of the firm because, unlike their family-firm
counterparts, they are not emotionally or financially invested in the well-being of the firm. This
is the case unless they are offered incentives, such as those that come with performance-vesting
grants. Furthermore, executives may choose to be risk-averse if their incentive grants remain
independent of the firms’ performance, leading to financial and SEW losses for the firm unless
they receive performance-based vesting grants. Thus, rewarding the non-family executives of
family firms with more p-v grants is vital since it allows family-firm owners to preserve some of

their SEW, which can potentially be wiped out when there is a looming financial crisis. This
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suggests that family-firm owners prioritize the preservation of most of their SEW when
envisioning the possible irrevocable loss of all of their SEW. Intuitively, this decision also
reflects how family-firm owners are willing to forgo some of their ownership and control to
maintain the viability of the firm, a prerequisite for the preservation of their remaining SEW.
This is in line with the mixed gamble theory, which suggests that family firms evaluate potential
losses or gains of socioemotional and financial wealth and assume more risk in their subsequent
strategic decisions when the business is performing below their expectations over and against the

performance of peers.

Although family-firm owners provide more p-v grants to their non-family executives,
they are less likely to provide such grants to their family executives. This is because family
executives are intrinsically motivated to act in the best interest of the firm, and the family, by
definition, already holds a significant amount of ownership in the firm. As family executives’
emotional and financial objectives are already tied deeply with firm’s financial performance
(Jaskiewicz et al., 2017; Miller et al., 2007; Miller et al., 2011), under financial distress, they will
inherently try to achieve higher performance to safeguard the financial viability of the firm and

its SEW.

Hypothesis 2a: Family firms will offer more p-v grants to their non-family CEOs if the firm

underperforms relative to its industry peers.

As an alternative to performance-based grants, family firms may choose to award more
time-based-vesting grants to their non-family executives when the firm underperforms than their
industry peers. However, the allocation of such grants can be questionable. Because time-based
incentives solely vest over time without any conditional provisions (Bettis et al., 2018; Brisley,

2006), they do not provide any incentives for non-family executives to venture into additional
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risky entrepreneurial activities (Brisley, 2006) that might help improve the firm’s financial
prospects. Moreover, as already noted, family executives do not require any grants because of the
family’s ownership position and since they already have a long-term perspective, which implies
that they will focus on long-term investments that have low-risk and high-growth opportunities

(Cadman et al., 2013).

However, the role of t-v grants is more relevant when the family firm outperforms its
industry peers. In this situation, family-firm owners may provide more t-v grants to their non-
family executives so that they comply with the owners’ risk preferences. In this way, loss-averse
family firms can ensure that non-family executives make fewer risky strategic decisions and
preserve the family’s SEW. Furthermore, such grants also provide additional incentives to non-
family executives to make more prudent decisions, which can lead to an improvement in the
firm’s market-to-book ratio, the accumulation of more long-term assets (Gopalan et al., 2014),
and an increase in the rate of the firm’s growth (Cadman et al., 2013). Finally, t-v grants have a
long vesting period (typically 10 years), allowing firms to retain talented non-family executives.
In fact, executives often refrain from quitting their jobs before the end of the vesting period
because their resignation would result in the forfeiture of unvested equity holdings. In summary,
the time-based vesting of grants could help family firms to incentivize their non-family
executives to take fewer risks when the firm performs well while keeping their non-family talent.

Therefore, based on the preceding discussion, I propose:

Hypothesis 2b: Family firms offer more t-v grants to their non-family CEOs if the family firm

outperforms its industry peers.

Besides t-v grants, family firms can also award p-v grants to their executives if they

outperform their industry peers. However, family firms, which are risk-averse when considering
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the loss of their SEW, provide fewer p-v grants to their executives than the t-v grants they
provide. To this end, Hall and Murphy (2003) show that the former results in excessive risk-
taking among executives, which exacerbates a firm’s risk of failure. Consequently, family firms
tend to award fewer of these grants to preserve their SEW and deter their executives from

making risky strategic decisions.

The Choice of Performance Measures in Family Firms

CEO compensation in U.S. public firms has been the subject of a large number of
research studies, which have focused on the executive compensation structure and its form.
However, little information has been available about the contracting terms of the compensation.
Before 2006, firms only reported realized executive compensation. However, after 2006, when
regulatory changes, SFAS 123(R), by the SEC took effect, firms made mandatory disclosures
about the types of performance measures used to determine CEO compensation, performance

targets, and performance horizon.

The results of mandatory disclosure have provided a more detailed glimpse into how
firms set performance targets for the performance-based vesting of grants and what performance
measures they have applied to assess these preset targets. Knowing these facts is important
because performance measures can either be absolute or relative. The choice of the proper
measures reveals critical information about a company’s expectations about what they expect

executives to achieve.

While relative performance measures assess CEO performance relative to a group of
firms or a published index, absolute performance measures assess CEO performance relative to a
preset goal based on the firm’s own performance. Recent studies on the choice of the appropriate

performance measure find that firms use absolute or relative accounting matrices to assess the
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performance (De Angelis & Grinstein, 2015) of their CEOs more than stock returns, which
would make incentive awards highly volatile (Bizjak et al., 2018; Gopalan et al., 2014; Li &
Wang, 2016). Elaborating on this topic, Bettis et al. (2018) documented how the choice of
accounting matrices as a performance measure is pervasive among U.S. firms because they
contain additional information that is inexplicit in stock returns. Paul (1992) has illustrated that it
may be optimal to base compensation on accounting performance when executives undertake
multiple projects. This is also beneficial because accounting performance aggregates project
values differently than the stock market, and hence it contains additional information
indiscernible in stock price returns. Along similar lines, Sloan (1993) argued that accounting-
based performance measures provide more insulation to executive earnings from market-wide
fluctuations in equity values. This makes executive earnings less arbitrary and less correlated
with stock price returns. In light of this, De Angelis and Grinstein (2015) analyzed the vesting of
grants among 494 S&P-500 firms in the U.S. from 2007 to 2008. They reported that 79% of the
estimated value of performance-based awards is based on accounting-performance measures,
13% is based on stock-performance measures (i.e., market-based), and 8% is based on
nonfinancial measures. Furthermore, they have shown that firms mostly depend on accounting-
based performance measures, and they put greater weight on income measures, sales, and

accounting returns.

When it comes to the choice between relative and absolute accounting matrices, Bettis et
al. (2018) have reported that firms tend to choose more absolute accounting matrices compared
to relative accounting matrices when assessing the performance of their executives. Likewise, Li
and Wang (2016) have pointed out that the use of accounting-based performance incentives

increased from 16.5% in 1991 to 43.3% in 2008. They also noted that 1,224 performance
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incentive plans they reviewed used absolute accounting matrices while 311 incentive plans used

relative accounting matrices.

A potential explanation for such preferences is the desire to alleviate executive risk
aversion. To this end, Wruck and Wu (2017) have demonstrated that when firms adopt relative
performance measures, executives face higher levels of total and idiosyncratic risk, which is
associated with negative stock returns and lower credit ratings. Furthermore, these relative
measures reduce the correlation between firm and industry performance. By contrast, when firms
adopt absolute performance measures, executives face lower total and idiosyncratic risk, which is
reflected in their accounting-based performance measures. Nevertheless, this might also lead to

lower incentive payments.

For family firms, the research exploring the performance measure choices associated with
the vesting of grants is nonexistent. However, the previous literature exploring risk-aversion
behavior among family-firm owners indicates that their risk aversion is dependent on their loss-
aversion goals toward financial and SEW goals (Gomez-Mejia et al., 2018; Gomez—Mejia et al.,
2014). Specifically, if family firms underperform their peers, they will take on more risk seeking
to acquire financial wealth. They will thus deviate from their usual trajectory of loss aversion
concerning SEW. On the other hand, if they outperform their peers, they will continue to hold
their endowment of SEW and will be less willing to risk their SEW for the sake of additional
financial wealth (Alessandri et al., 2018; Gomez-Mejia et al., 2018; Hussinger & Issah, 2019).
Given this loss-aversion attitude of family owners, the use of appropriate performance
benchmarks is critical in aligning the CEOs’ risk-taking preferences with those of the family

Oowners.
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As family firms may have both family and non-family executives, the choice of absolute
or relative performance measures may depend on the executives’ family status. Regarding this
issue, scholars (Jaskiewicz et al., 2017) have pointed out that since non-family executives have
weaker emotional and financial ties with family firms, family owners tend to disburse more
incentive-based rewards to them for achieving their goals. By doing so, firm owners reflect their

preference for aligning the goals of non-family executives with their own plans.

Non-family executives earn performance rewards only when they achieve their preset
performance targets, which are measured in terms of relative or absolute accounting matrices.
Since previous research on the choice of performance benchmarks shows that relative measures
are riskier than absolute measures, executives must be willing to assume more risk in their
decision-making to satisfy such criteria and receive the associated rewards. Because family
owners are loss-averse regarding their SEW, they are more likely to employ absolute
performance measures to assess the performance of their non-family executives. This is because,
unlike relative measures that depend on comparisons to industry performance, absolute measures
assess CEO efficacy in terms of their individual performance as related to the firm. Hence, these
measures are independent of industry performance fluctuations, which allows the family-firm
owners to ensure that their executives do not assume too high of a risk such that they might

threaten the firms’ SEW.

While family firms tend to prefer the disbursement of fewer relative performance
measures than their non-family peers, we expect that there is some variation along the lines of
the firms’ performance level. More precisely, building on the mixed gamble framework, we
expect that if the family firm performs worse than its industry peers, family owners will have a

greater propensity to use relative accounting matrices to assess the efficacy of their non-family
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executives. The use of such relative measures induces non-family executives to align themselves
with the risk preferences of the family firm owners. Although executives’ risker decisions might
threaten some of the family’s SEW, it is still preferable over the possibility that the family firm

will go bankrupt due to underperformance, which would mean an irrevocable loss of SEW.

Contrasted with a low-performance scenario, if the family firm performs better than its
industry peers, family owners have less of a propensity to use relative accounting matrices to
protect their stock of SEW. In other words, family owners try to ensure that executives have less
incentive to assume any unnecessary risks if this would mean giving up a greater possibility of a
better performance by the firm. Therefore, based on the preceding discussion, I theorize the

following:

Hypothesis 3a: When family firms underperform their peers, firm owners have a greater
propensity to use relative performance measures to evaluate the efficacy of their non-family

executives.

Hypothesis3b: Conversely, when family firms outperform their peers, firm owners have less of a
propensity to use relative performance measures to evaluate the efficacy of their non-family

executives.

Firm Performance and Equity Compensation

The research on equity compensation and firm performance has received extensive
attention during the past two decades. Because compensation through stocks and options and the
level of managerial equity incentives are particularly important to shareholders, institutional
activists, and governmental regulators, numerous studies in the corporate finance and corporate

governance literature have focused on the impact of equity compensation on firm performance
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(Core et al., 2003a). The proponents of equity-based compensation have argued that such
compensation structures enable the execution of optimal contracts, which tie the CEO’s expected
utility to shareholder wealth by making their incentive dependent on variable performance
benchmarks (Jensen & Murphy, 1990b). As a result, primary agency conflicts between managers
and owners should be far lower. Furthermore, these incentives should encourage CEOs to act on
behalf of the shareholders and, thus, align both parties (Conyon, 2006). Echoing this dominant
view, a vast number of scholars have shown that CEO equity ownership and firm performance
have a positive association because high (low) ownership CEOs are closer to (farther away from)
the optimal incentive levels (Frye, 2004; Ittner, Lambert, & Larcker, 2003; Mehran, 1995;
Morck, Shleifer, & Vishny, 1988). This was also made clear in a study by Conyon (2006), who
showed that the average value of CEO-equity ownership increased from $56.9 million to $106.4
million for large U.S. firms between 1993 and 2003. This study further depicted how CEOs
earned higher levels of total compensation between 1993 and 2003 because of the more
significant amount of financial incentives that they received in the form of stock and option
grants. Because the pervasive use of incentive compensation by corporate firms is related to
improvements in firm value, incentive compensation plays a vital role in overcoming agency

conflicts with non-family CEOs in family and non-family firms.

The scenario is similar to family CEOs in family firms. However, unlike their non-family
counterparts, family firms face different kinds of agency conflicts. Besides the divergent interest
associated with the separation of ownership and control, agency conflicts appear in family firms
due to altruism and self-control problems. Schulze, Lubatkin, Dino, and Buchholtz (2001) have
pointed out that parents’ altruistic attitudes toward their children can cause agency conflicts

related to self-control. Specifically, they illustrated how parents’ altruism could lead them to be
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too generous to their children even when the latter free ride and lack the competence and/or
intention to maintain the wealth-creation potential of the firm. Likewise, Schulze et al. (2003)
have shown that parental altruism may bias the perceptions of parental CEOs regarding the
performance of family agents. Therefore, this may make it more difficult for them to punish the
poor performance of family members, particularly when such punishment has spillover effects on
family relationships outside of the business. Along similar lines, Lubatkin, Schulze, Ling, and
Dino (2005) argued that parental altruism, when combined with firm ownership and family-
owner management, negatively affects the ability of the owner-manager to exercise self-control.
More recently, Michiels et al. (2012) noted that altruism could generate agency costs through the
moral hazard in the form of free-riding, shirking, and consuming perquisites (Karra, Tracey, &
Phillips, 2006), as well as through adverse selection, which entails hiring underqualified family

members over more competent non-family candidates (Chrisman, Chua, & Litz, 2004).

As a remedial measure to reduce agency costs that arise from altruism and adverse lack-
of-self-control behavior, Schulze et al. (2001) suggested using performance-based compensation
for family agents. They posited that this form of compensation reward would reduce the risk
associated with the moral hazard behavior of family agents, and it would deter them from

making altruistic decisions that could hamper the performance of the firm.

In summary, incentive compensation effectively attenuates agency conflicts related to

CEOs in non-family and family firms. Accordingly, I propose the following:

Hypothesis 4 CEO equity compensation is positively related to firm value.

Executive Compensation and Incentive Grants
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A wide range of studies (He, 2008; McConaughy, 2000; McConaughy, Walker,
Henderson, & Mishra, 1998) in the family business literature have documented how family
CEOs receive less compensation than their non-family counterparts. Notably, researchers
(Combs et al., 2010; Gomez-Mejia et al., 2003) have found that family CEOs, unlike their non-
family counterparts, act as leading stewards of the company and enjoy a more significant amount
of job security. Hence, they are willing to trade-off a higher salary for a more substantial amount
of job security. Alternatively, Jaskiewicz et al. (2017) have asserted that family CEOs’ financial
and emotional goals unify with their firms and their financial performance (Miller et al., 2007).
Hence, they do not need higher incentives in the form of compensation than their non-family
counterparts. Empirical evidence supporting this theory appears in studies by Combs et al. (2010)
and Gomez-Mejia et al. (2003). They have concluded that family CEOs receive fewer incentives

in both fixed and total compensation.

Although there is a broad consensus about the level of family and non-family CEO
compensation in family firms, research on the structure of compensation has remained
unexplored. This issue is critical to non-family CEOs who work in family firms since the
previous literature has suggested that they have fewer emotional and financial ties with the
family firm than family CEOs. Jaskiewicz et al. (2017) showed that non-family CEO
compensation remains highly sensitive to performance incentives, and these CEOs typically
receive a higher amount of compensation incentives and total compensation (Combs et al., 2010;
Gomez-Mejia et al., 2003; McConaughy, 2000) than their family counterparts in family firms.
The research further noted that the family firms who hire non-family CEOs bind the CEOs’
incentive compensation to the firms’ performance. This often results in an improvement in

organizational governance, ultimately increasing the family firms’ financial wealth. These
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findings indicate that family firms are less likely to use vesting grants than non-family
businesses. However, among family firms, those with non-family CEOs could be more likely to
use the performance-based vesting of grants than those with family CEOs. This higher use of p-v
grants for non-family CEOs is a crucial move made by family firms, especially when
underperforming their industry peers. In effect, by vesting such grants, family firms induce their
non-family executives to take more risks, which leads to a better performance by the firm. For
non-family CEOs, such grants inevitably motivate them to perform better and gain a more
significant amount of compensation. In line with this, empirical studies have shown that
performance-based grants have higher so-called “vega,” (i.e., the sensitivity of expected
executive wealth to changes in the volatility of the stock return), maximize shareholder wealth
(Coles et al., 2006; Core & Guay, 2002; Ittner et al., 2003; Johnson & Tian, 2000), and provide

better operating performance (Bettis et al., 2010)
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Chapter 4 Data

Sample & Data Source

My study employs a sample of 582 S&P-1500 firms in 2014. The data for CEO
compensation levels and incentive grants are found in the EXECUCOMP database in WRDS.
The firm-level data is drawn from the CRSP-CompStat-merged database. CEO-family status data
comes from DEF-14A proxy statements, which are available at the Securities Exchange
Commission (SEC) of the U.S. The definition of a family firm is derived from previous studies
(Gomez-Mejia et al., 2003; Allen & Panian, 1982), which dictate that family firms are those in

which one or several family members own or control at least 5% of the ownership.

Dependent Variables

To examine my hypotheses about the vesting of grants between family and non-family
firms, I used two dummy variables, ‘“Performance Vest” and “Time Vest,” to represent the
performance-based vesting and time-based vesting of grants, respectively, and zero otherwise.
Previous studies investigating the allocation of grants also used similar categorical variables as
the dependent variables (Gerakos et al., 2007). Additionally, Li and Wang (2016) employed the
accounting-based performance vesting grant as a regress, and they explored its determinants.
Likewise, Bettis et al. (2010) incorporated a categorical measure to represent performance

vesting grants and examine their likelihood of being adopted.

To analyze the CEO equity compensation generated from time- and performance-based
grants, [ use “comp5” as the dependent variable, which is the ratio of the CEO’s equity
compensation to total compensation. The formulation of this variable follows Mehran (1995) and
Fernandes, Ferreira, Matos, and Murphy (2013). They used the proportion of incentive

compensation in terms of total compensation to investigate the determinants of firm value. David
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et al. (1998) used the same variable when they investigated the influence of institutional owners

on CEO compensation.

Given that CEOs receive equity compensation as an incentive to nurture their efforts to
enhance the firm’s financial performance, I examine the effect of executive compensation on
family-firm performance. Following Barontini and Caprio (2006) and Villalonga and Amit
(2006), I use Tobin’s Q as the dependent variable, which acts as a proxy for firm performance.
Jaskiewicz et al. (2017) used the same measure to examine the effect of CEO compensation on
firm performance, and they stressed that such a measure represents the value of the firm as

determined by the equity market, without the influence of executive manipulation.

Finally, to discern the family firms’ preference between absolute and relative accounting
measures, I explore the association between equity compensation and absolute and relative
accounting matrices, all of which act as a performance benchmark for the vesting of
performance-based grants. Li and Wang (2016) incorporated a similar measure to study the
effects of long-term accounting-based-performance-incentive plans on CEO equity

compensation.

Independent Variables

To test my hypothesis, I create three dummy predictor variables. The variable “Family
firm” is a categorical regressor that takes the value of 1 if the family is a blockholder that owns
5% or more of voting stock (Villalonga & Amit 2006, 2009), and it is O otherwise. This
categorical measure is consistent with Gomej-Mejia et al. (2014), who empirically identified
family firms in terms of a binary categorical variable. Specifically, they labeled a firm as a
family firm if the family held at least 20% of the voting stock. Previous studies (Allen & Panian,

1982; Daily & Dollinger, 1993; Gomez-Mejia et al., 2003; Gomez-Mejia et al., 2010) also used a
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similar measure, and they identified family firms as those in which one or more family members
held substantial ownership of the voting stock. The variable “familyCEO_ff” is a dummy
variable that takes the value of 1 if the founder or a member of the family is the CEO, and it is 0
otherwise. By contrast, the variable “non-family CEO_ff” is a dummy variable that takes the
value of 1 if the CEO of a family firm is not related to the founding family. Apart from the
CEOs’ family status, I also employ multiple categorical dummies that represent different types of
incentive grants (performance- or time-based vesting grants) or different forms of performance
measures (absolute and relative accounting measures). More detailed descriptions of these

variables appear in appendix A.

Control Variables

Following Combs et al. (2010), I employ several firm-level variables to explore the
factors that could affect CEO compensation in terms of the vesting of grants. I use the firm size,
which is measured in terms of total sales. Previous studies have pointed out that this is one of the
critical factors to affect performance-based incentive grants (Li & Wang, 2016) and CEO
compensation (Combs & Skill, 2003; He, 2008; Tosi, Werner, Katz, & Gomez-Mejia, 2000).
Along with firm size (Coles et al., 2006; Kale, Reis, & Venkateswaran, 2009; Mazur & Wu,
2016), I use measures of firm leverage such as year-end debt as scaled by total assets because
highly leveraged firms have been shown to increase firm risk, which influences CEO

compensation (Jaskiewicz et al., 2017; Kuang & Qin, 2009).

Accordingly, I use firm leverage as a proxy for the firms’ level of risk. Additionally, I
control for the firms’ age, which is defined as the number of years since foundation (Combs et
al., 2010; Fernandes et al., 2013; He, 2008), and I define firm performance by incorporating

firms’ return on assets (ROA), industry-adjusted return on assets (IROA), and Tobin’s Q (TQ).
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Both ROA and TQ summarize the firms’ operating performance and market performance,
respectively, and have been shown to increase CEO incentive compensation (Cheng et al., 2015;
Combs et al., 2010; He, 2008; Jaskiewicz et al., 2017; Mazur & Wu, 2016; Villalonga & Amit,
2006) and the amount related to incentive vesting provisions (Gerakos et al., 2007; Li & Wang,
2016). Besides these measures, I also control for the firms’ annual stock return volatility and
level of investment in R&D. The use of these variables is in line with the previous literature, in
which scholars indicated that both variables lead to increases in CEO compensation (Combs et
al., 2010; Croci et al., 2012; Fernandes et al., 2013; Gomez-Mejia et al., 2003) and the vesting of

different performance-based grants (Gerakos et al., 2007; Johnson & Tian, 2000).

In addition to the above control variables, I incorporate a second set of control variables
to account for the different aspects of corporate governance. Specifically, I use the firms’ total
number of independent board members, the total number of board members, and the total
number of institutional block holders as proxies for board independence and institutional
investors. Several studies have shown that CEO compensation and the vesting of grants are
essential to institutional block holders (Bettis et al., 2010), and they have also demonstrated that
board independence and size (Bettis et al., 2010; Li & Wang, 2016) also have a significant effect

on CEO remuneration (Chhaochharia & Grinstein, 2009).

Empirical Model Specification

To examine my hypotheses, I employ probit regression models, following Gerakos et al.
(2007) and Bettis et al. (2010, 2018). They used similar econometric specifications to investigate
the choice of vesting provisions and performance measures within U.S. corporations. Therefore,

equation (i) below specifies a generic probit model where
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ij = ajk + ﬁ]X]k + M]M]k + ]/]Z]k + 5jiroak + szjk * iroak + Ej (l)

Control Variables Independen