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SEALED COLLECTIBLE CARD GAME PRODUCT AS
STANDALONE INVESTMENT AND PORTFOLIO
DIVERSIFIER

George Langelett, South Dakota State University
Zhiguang Wang, South Dakota State University

ABSTRACT

As an uncorrelated asset class, collectibles have potential to diversify a traditional stock-
bond portfolio. The challenge with analyzing investment in collectibles is their non-homogeneity
and lack of liquidity. We overcome this challenge by analyzing the most standardized products
within collectibles -- brand new sealed booster boxes. The purpose of this research is to examine
how the prices of sealed boxes are determined and if sealed boxes could be a useful asset for
portfolio diversification. We collect a rich dataset of Magic the Gathering (MTG) collectible
card game, including 109 unique sets of cards and 2031 temporal observations from 2015 to
2020. We find that sealed booster boxes had on average a 21% annual return and a low
correlation with the S&P 500 index during the sample period. Sealed booster boxes carry nearly
zero market beta in the Fama-French 3-factor model. By including sealed MTG products in a
traditional stock-bond portfolio, the efficient frontier of the portfolio expands favorably to
achieve a better return-risk tradeoff.

INTRODUCTION

Based on the risk/return tradeoff, Markowitz’s modern portfolio theory suggests risk-
averse investors attempt to maximize returns on a given level of market risk (Lintner 1965). On
the inverse, investors may also create a portfolio of assets to minimize risk to achieve a targeted
rate of return. Diversification of assets is a critical component in the construction of a portfolio
that minimizes risk. A variety of asset classes are often used to diversify a portfolio including
bonds, cash, precious metals, real estate, and commodity contracts. In the effort to diversify a
portfolio, two asset classes are often overlooked, art and collectibles. As uncorrelated asset
classes, artwork and collectibles could hold value in risk management through portfolio
diversification. The purpose of this study is to better understand the potential of a particular
collectible, brand new, factory sealed boxes of a trading card game, as a standalone investment
and as part of a portfolio.

Collectibles have become an important alternative investment vehicle. As of spring 2022,
the two largest hobbies for collectible cards are sports cards and tradeable card games (TCQG),
including Pokémon, and Magic the Gathering (MTG). Sports cards are collected by fans of
professional sports, including baseball, football, hockey, basketball, soccer, golf, and NASCAR.
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The market for sports cards was estimated to be $13.8B in 2019 and is projected to reach
$98.75B in 2027 (https://manometcurrent.com/sports-trading-card-market-size-and-forecast-
2028).

The most valuable cards in each sport are the rookie cards in “Gem Mint” state condition
of fan-favorite athletes. By contrast, the estimated market for tradable TCG’s was $11.1B in
2020, with an estimated annual growth rate of 15.9% from 2021 to 2027, and $31.3B in 2027
(www.marketwatch.com). In this paper, we studied one specific TCG’s valuation and its benefit
to portfolio management.

However, the nature of collectible investments is different from traditional financial
investments in four aspects: non-homogeneity, lack of liquidity, physical nature, and greater
susceptibility to fads. First, unlike a stock or bond, art and collectibles are non-homogenous
products by nature and valuation of collectibles often requires a high level of expertise. The
value of most collectibles may change dramatically based on condition. Unfortunately, the
desirability of collectibles is often tainted by problems with asymmetric information. The
advertised condition of a collectible versus its actual state may deviate significantly when
purchased sight-unseen. Rare art and many forms of collectibles are extremely specialized, and
valuations are subjective. Second, art and collectibles are less-liquid assets than equities or
bonds. Often, collectibles become more valuable based on rarity, uniqueness, and condition. This
creates an innate deficiency. A sample of one or only a few pieces does not represent a market
for the average portfolio manager; rather by nature, it is a niche market for specialists who have
expertise in the valuation of rare collectibles and antiquities. Third, collectibles, unlike stocks or
bonds, usually require a physical location to store, and protection from fire, moisture, and theft.
Therefore, storage costs may need to be included in ROI (return on investment) calculations.
Finally, collectibles are susceptible to fads that create bubbles which financially devastate
participants when they implode. Two well-known fads were beanie babies and the market for
baseball cards during the early 1990’s. Valuation of an item, with a finite number of pieces in
existence, and an emotional attachment by certain collectors becomes problematic. Collectible
markets are vulnerable to investor FOMO (fear of missing out) sentiment.

Prior literature has studied financial returns from a variety of collectibles, the behavior of
collectors, and the nature of collectible investments. Regarding the returns, prior research finds
that collectibles produce a wide range of returns and are often susceptible to booms and busts.
The collectible subjects include wine by Cardell et al. (1995) and Masset and Weisskopf (2010),
automobiles by Martin (2016), art by Bialowas et al. (2018), violins by Ross and Zondervan
(1989), vinyl albums by Cameron et al. (2020), paintings by Korteweg et al. (2016), sports cards
by Regoli et al. (2007), among others. Regarding the behavior of collectors, researchers (Mclnish
and Srivastava, 1982; Pearman et al., 1983; Formanek, 1994; Kleine et al., 2020) find that
collectors buy collectibles for both financial gains and enjoyment. Lastly, a few researchers find
similarities between collectible investments and capital assets. Goetzmann (1995) and
Goetzmann and Spiegel (1995) find that risks and returns from collectible investments decrease
as more pricing information is available and more participants enter the market. Angello (2016)
even finds that paintings follow the traditional CAPM (capital asset pricing model). Hughes
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(2022) provided an excellent study on the value of individual collectible game cards and found
that rarity of the cards has a positive impact on their values based on two select sample boxes.

In this paper, we focus on the investment value of sealed booster boxes of a popular
collectible card game, namely Magic the Gathering (MTG), as opposed to individual game cards
studied by Hughes (2022). The sealed nature underlies the ever-shrinking supply of such
products. A new set of MTG is released approximately every quarter and most packs get opened
soon after purchase. Therefore, the remaining supply of sealed product in each set is substantially
reduced. In time the supply of sealed products will eventually go to zero. The reduction of supply
over time drives investment value in sealed product of sets containing highly valuable cards that
enthusiasts seek to open. Meanwhile, the lack of liquidity and potentially high price volatilities in
sealed booster boxes might hinder their value as a standalone investment and their diversification
benefits to a traditional portfolio of stocks and bonds.

We contribute to the literature by analyzing the valuation and portfolio diversification
benefits of investing in sealed booster boxes of MTG. However, the uniqueness of collectibles
mentioned above often leads to limited data for empirical research on their valuation and benefits
to portfolio management. Thanks to the data aggregator such as MTG Goldfish.com, we collect
daily price data from June 3, 2015 to December 21, 2020 for 109 sealed MTG booster boxes.
Combined with other production information, such as original price, release date, and reserve list
of the boxes, we determine the factors to the value of sealed MTG booster boxes and their return
correlations within the asset class of booster boxes and with other major asset classes such as
S&P 500 index and bonds. Our empirical results show that sealed MTG boxes generate an
annual return of 21% and have low correlations both within and across asset classes, therefore
providing significant diversification benefits to the classical portfolio.

The paper is organized as follows: section 2 reviews literature on collectible
investments; section 3 details the origin of MTG game and discusses the price and expected
value of a sealed MTG booster box; section 4 explains the data and model for determining the
prices of sealed MTG booster boxes of 109 different sets cards over time; section 5 presents
empirical results on the factors that influence the prices and the potential diversification benefits
of MTG boxes; and section 6 concludes.

LITERATURE REVIEW

Jacoby (1995) defines collectibles as examples with two defining characteristics: (1) an
inanimate object and (2) incapable of assisting in any production process. But if a collectible is
to be considered as a possible investment, a third characteristic is also required, either protectable
or durable. Thus, by nature collectibles are essentially useless artifacts, meaning they are neither
edible or used in production processes, and therefore value is derived solely from supply and
demand. Because of the non-useful nature of collectibles, markets are vulnerable to extreme
swings in prices whenever available supply significantly differs from quantity demand. In the
following, we review the literature on collectibles as an investment, and correlation of
collectibles with other asset classes.
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Collectibles as an Investment

Cardell et al. (1995) demonstrates an impressive price run-up and then a collapse in
stamp collecting from 1978 through 1982, providing empirical evidence that collectibles are
susceptible to extreme boom and busts in valuation. Burton and Jacobsen (1999) explain why
collectibles have the potential for either extraordinarily high or low rates of return. Investors may
need to be compensated in the form of high returns for holding less-liquid assets. But one could
argue that non-pecuniary returns, including pride and enjoyment, compensate for low financial
returns. Collectibles are susceptible to fashions and fads that substantially impact their long-term
value and liquidity. Hughes (2022) found that manufacture-created rarity has a positive impact
on prices for desirable cards played in a collectible card game.

Empirical studies also provide evidence of a wide range of returns in the collectible
markets. Masset and Weisskopf (2010) found investment-grade wine yields higher returns and
has lower volatility than equities, especially during economic crises. Likewise, Martin (2016)
found from 2007- 2016 collectible automobiles yielded superior returns to traditional stock,
bond, and precious metal investments. By contrast, Bialowas et al. (2018) observed that the
Polish art market provided similar returns to treasury bonds and lower returns than the Polish
stock market. Finally, it’s possible for low or even negative returns in specific collectible
markets. For example, Burton and Jacobsen (2001), found that sales commissions, insurance, and
storage costs reduced gross returns of 9.4 to 11.8 percent by 3.7 percentage points. Likewise,
Ross and Zondervan (1989) estimated that after insurance and transaction costs are included,
Stradivarius violins realized near zero returns on investment.

Correlation of Collectible Returns with Other Asset Classes

In order to improve the performance of one’s investment portfolio, above and beyond the
current distribution of holdings, any potential asset must simultaneously have a positive expected
return and reduce risk by having either no or a negative correlation with other asset classes
(Burton and Jacobsen, 1999). Regarding the correlation between collectibles and other asset
classes, the empirical evidence has been mixed. Small et al. (2013) found that diamonds have
low CAPM and Fama-French betas, and are only slightly correlated with other assets, including
gold, the S&P 500, and U.S. bond prices. Likewise, Ginsburgh and Jeanfils (1995) found no
long-run correlation between art and equities markets, but in the short run, financial markets
performance can affect art markets. Bartholomew (1991) provided evidence that the 1987 stock
market crash did not negatively impact the art market, and the art market malaise of the early
1990’s was uncorrelated with the equities market.

By contrast, both Goetzmann (1993) and Chanel (1995) found that changes in equities
market valuations have a measurable unidirectional impact on the art market, through the wealth
effect and investor sentiment. In a meta-analysis study of collectible markets, Burton and
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Jacobsen (1999) found asymmetric correlations between collectibles and equity markets. They
found that collectibles are negatively correlated when the stock market rises but found no
evidence that the returns to collectibles rise when equities enter a bear market.

In summary, for any collectible to be a candidate for possible inclusion into a portfolio of
assets, not only do the price stability and expected return of the collectible need to be estimated,
but also its correlation with other asset classes must be calculated to determine potential
usefulness for purposes of portfolio diversification.

BOOSTER BOXES OF MAGIC THE GATHERING CARDS

Worldwide, Magic the Gathering (MTGQG) is a popular trading game between two or more
dueling players. Hasbro is the parent company of Wizards of the Coast, which makes MTG
cards. Hasbro has annual earnings of approximately $5B, of which approximately $1.6B comes
from sales of MTG cards. The popularity of the game comes from the ability to customize each
deck of cards. Over 20,000 different cards are available (magic.wizards.com), and each player
can custom build one’s deck with an infinite number of card combinations. Although marketed
as fantasy, the game is based on mathematics and economics; the ability to optimize resources to
either control or overwhelm one’s opponent(s) is the game’s strategy. The complexity and
customizability of the game draws players to local, national, and international tournaments. The
value of individual MTG cards is derived from the relative power of each card contained in
popular decks.

MTG cards, like sports cards, are sold in booster packs which contain an element of
randomness regarding contents. Most sets of MTG contain a few highly valuable cards out of
several hundred possible cards contained in each set. Likewise, most years in major league sports
begin the season with two or three highly anticipated rookies starting their careers, along with a
few overlooked “sleepers” that outperform expectations. Thus, across the hobbies within each
season or set, there are very few highly valued cards and up to several hundred cards worth only
a few cents or a few dollars. Thus, for most sealed products, including packs and boxes, the
expected value of the contents is less than the retail price of the merchandise. Similar to opening
scratch-off tickets at the gas station, booster packs of collectible card games have an element of
chance, and most often the expected value is less than one dollar for each dollar of bet.

When discussing investment in sealed product, with the rare exception where the
expected value is greater than one, opening sealed product is not an “investment”; it is a
titillating endeavor with an expected net loss. But despite an expected return of less than one,
there is something about human nature that is drawn to games of chance. Whether lottery tickets
at the gas station, trips to Las Vegas, or opening packs of baseball cards, curiosity, or a desire for
excitement in an otherwise mundane life overrides the rational side of the human brain, and thus,
sealed packs of cards get opened. A new set of MTG is released approximately every three
months, and with each new set of MTG, most packs get opened almost immediately. As packs
are opened by millions of participants who enjoy each hobby, the remaining supply of sealed
product in each set is substantially reduced. The reduction of supply over time to absolute zero is
what creates an opportunity for investment in sealed product of sets containing highly coveted
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cards by enthusiasts looking for packs to open. For clarification, we define investment in sealed
product as: (1) purchasing sealed boxes, (2) keeping product sealed, and (3) selling the boxes
with the shrink wrap intact, to provide a future opportunity for consumers in the hobby to open
packs. Participants in the hobby are willing to pay a premium to open a product from older, out-
of-print sets, especially for sets with highly-sought-after chase cards.

People’s willingness to pay a premium to participate in a game of chance raises an
important issue. Why are investors not including this acknowledged premium in a portfolio of
assets? Investors include casino stocks in one’s portfolio, but instead, why don’t they directly
capture this premium? The lack of participation may result from the liquidity of the asset.
Physical consumable goods are less liquid than equities. Burton and Jacobsen (1999) suggest that
collectibles require higher returns to compensate for the lack of liquidity. The tradeoff between a
potential premium paid versus lack of liquidity suggests that the investment potential of sealed
product in each of these hobbies needs to be more clearly understood.

This study will focus on MTG sealed product for one important reason. The expected
value for the contents within each MTG sealed booster box is readily available ex post, where it
would need to be calculated by hand for other hobbies. This is a data-availability-based decision
to analyze sealed MTG product.

Demand for Magic the Gathering Sealed Booster Boxes

To better understand the consumer’s demand for sealed booster boxes, we refer to
Hughes’ (2022) consumer valuation model. Assume Vi is a consumer’s valuation for any rare
consumable. Valuation can be divided between the intrinsic value of any good, f(Xi), and value
based on scarcity, Vs(Qi):

Vi ={(Xi) + Vs(Qi)

Where Qi is the total quantity of collectible good because, Vs and Qi are inversely
correlated, and f(Xi) is an internal evaluation of desirability of the piece by collectors. Because
collectibles are “useless artifacts” establishing an intrinsic value for collectibles is significantly
more subjective than establishing the intrinsic value of an equity, which can be an objective
calculation based on expected future cash flow or the value of the underlying assets. Therefore
f(Xi) may capture both objective components and a subjective evaluation. More specifically:

f(Xr) = f(g(Xr, investors), g(Xi, LGS), g(Xi, players), g(Xi, collectors), g(Xi, inﬂuencers)) (l)

The internal evaluation of desirability f(Xi) occurs across at least five different cohorts,
namely investors, local game store owners, MTG players, MTG card collectors, and social media
influencers. We will next discuss the intrinsic evaluation for each of these groups.

First, sealed-product investors understand that for each set supply is finite and
continuously decreases until the remaining supply goes extinct. They know that opening booster
boxes is unidirectional. Like a tube of toothpaste, once opened and the contents are revealed,
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packs and boxes cannot return to being unopened. With the understanding of shrinking supply,
investors purchase and hold MTG sealed products with the expectation of price appreciation. The
past performance of 25 years of price appreciation may alter/skew one’s perceptions of
risk/reward if investors have experienced continuous positive returns to their sealed acquisitions.
Unlike the stock market, the MTG sealed product market has not crashed in 25 years and may
cause overconfidence on behalf of investors, which affects one’s risk tolerance. While investors
are creating a store of value for future collectors, past performance may skew perceived risk.

Local game store owners need an inventory of single cards from recent sets for customers
who play MTG and other TCG’s. Depending on the size of the store, owners may crack open any
quantity from a few boxes to several thousand boxes of each new set. Often, instead of
purchasing cards, customers will trade in their MTG cards for other cards or sealed product.
Normally stores give credit around 60% of retail prices credit for trade-in cards. Customers
trading in their collections creates a constant churn of inventory, with a 40% margin on each
transaction, resulting in a multiplier effect on the value of the new-card inventory from opening
sealed boxes. Thus, game store owners may be willing to pay a premium for boxes over the
value of the contents, especially if cards in a specific set are highly sought after by customers.

35 million people worldwide play MTG (www.businessinsider.com) and specific cards
are required for competitive decks. There is intrinsic value to securing the cards needed for a
proven deck and entering game play with one of the post powerful decks available for a specific
format of gameplay. For those who are passionate about the game, acquiring cards and winning
competitive games and tournaments results in recognition, prizes, including prize money, and
creates significant enjoyment and utility. Depending on the value of the extrinsic rewards at
stake, the intrinsic value of MTG cards may exceed the retail price. Also, the competitive nature
of the hobby and a player’s passion to win may alter one’s perception of the risk/reward trade off
when opening booster packs. A person who may be risk adverse for purchasing lottery tickets
because of the established odds ratio, may also have a greater appetite for risk while participating
in a competitive game through the subjective alteration of the risk/reward ratio.

Also, there may be additional demand for older cards. Being made of paper, MTG
playing cards wear out with play. As uniquely different cards are released in new sets, and if
together newly released and old cards create powerful combinations for gameplay, demand for
specific older cards increases, and booster boxes from the associated set also rise in value. Thus,
the intrinsic value of a booster box may exceed the current market price.

For collectors, older sets of MTG cards are difficult and expensive to complete a full set.
For example, a complete set of beta cards costs $321,000 and alpha costs $458,000 as of October
2022. With older sets, the same card could be worth thousands of dollars or only a few dollars
based on condition. Sealed boxes offer collectors and players a source of “pack fresh” cards.
Similar to the distinct smell of the interior of a brand-new car or freshly laid new carpet, fresh
MTG cards being pulled from opening booster packs also have a distinct smell and finish. There
is utility for collectors when one completes a “master set” of all cards and variants found within
a specific set. The “chase” for obtaining scarce cards in pack fresh condition creates excitement
which may alter one’s risk/reward preferences.
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Finally, not only is MTG a hobby, but it is also entertainment. Social media influencers
understand the popularity and loyal following of TCG’s. YouTube content creators are paid
according to video view counts. Thus, there is a continuous incentive to increase the number of
subscribers on a Social Influencer’s YouTube, Instagram, and TikTok channels. Opening booster
packs of MTG cards online creates a sense of excitement and helps grow YouTube channels.
Often content creators will open expensive MTG packs of cards to “flex” the importance of
one’s channel, in order to impress their audiences and attract new viewers. But there is a
secondary benefit to growing one’s YouTube channel besides online notoriety and direct
payments from YouTube. A large, established social media influencer can attract corporate
sponsors, who are willing to pay the channel for advertisements placed on the platform. This
additional source of revenue from sponsors can be lucrative, alters financial returns from opening
booster packs on the channel, and provides a premium for online content creators above the
value of the contents inside the MTG booster box. Thus, over time, as the supply of booster
boxes for each set goes to zero, competition between cohorts creates a price premium for the
opportunity to open sealed MTG product.

Expected Value of Sealed Magic the Gathering Product

Wizards of the Coast produces one new Magic the Gathering set every three months, and
annually one set for a format called “commander” and one premium-priced set containing
expensive cards from the past in need of a reprint. Wizards has a “print to demand” strategy and
places each new set in retail stores for one to two years. When the supply of a new set runs low
at distributors, Wizards orders a reprint of the set, to restock the merchandise. Popular sets are
reprinted to make the product available in stores for up to two years. By contrast, poor selling
sets may not be reprinted, and supply may be available for less than a year. But once the printing
period has ended and no more supply becomes available, the existing supply of sealed product
begins to appreciate in price (See Figure 1). Wizards began printing MTG cards in the summer
of 1993, and for twenty-nine years introduced four to five sets per year. Thus, with over 100 sets
now available, the pricing of sealed product from each set creates a useable data set for analysis.

Figure 1
Price Increases as Supply Decreases

Price
Supply, Supply

IS

¢ Demand

Quantity
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As Figure 1 suggests, after the printing period has ended, the quantity of sealed boxes of
a particular expansion is a measurable finite number. Assuming a downward sloping demand
curve, as the finite supply of sealed product continues to be reduced over time, the price
appreciates as people are willing to pay more for the remaining supply. Sealed product will
continue being opened after distribution ends for the aforementioned reasons. As supply is
continuously reduced over time due to sealed boxes being opened, price will continue to
appreciate.

Regarding the Expected Value of the contents of sealed MTG booster boxes, standard
booster boxes of Magic the Gathering cards contain 36 sealed packs. Each sealed pack contains 1
rare or mythical card, 3 uncommon cards, 10 common cards and 1 basic land card. The expected
value of any booster box can be calculated as follows:

E(V) = 36”% EﬁlRareﬁlOS”‘% E?"lencommonﬁ360*% EleCommonﬁ36*%

L | Land; )

where M, N, P, and L stand for the number of rare or mythical (R/M) cards, uncommon
(U) cards, common © cards and land (L) cards within the particular set associated with the
booster box. The card prices for every R/M, U, C, and L card come from current card market
prices, and are available on websites including TCGplayer.com. Based on the market price for
each individual card, the average price across R/M, U, C, and L cards are calculated for each set
contained in the booster box, across 109 unique sets of MTG cards. The average price for R/M,
U, C, and L cards is then multiplied by the number of each card contained in the booster box to
obtain the expected value of box contents. The actual cards in each sealed pack and box are
random, so the expected value is based on the average price of the R/M, U, C, and L cards
contained in each set.

And the variance of the value of any booster box can be calculated by:

0w = (36)2 0855 + (108) 205 o + (360)20%mmsm + (36) %05 (3)

GUncommon GCommon

where Rare, Uncommon, Common, and Land are expected values.

Over time sealed products create a store of value. It provides a future opportunity for
customers who are willing to pay a premium to enjoy a game of chance. Three pertinent
empirical questions remain: (a) How can the price of a booster box be predicted? (b) How much
returns can sealed boxes produce annually on average? (c¢) Can sealed booster boxes be useful
for purposes of portfolio diversification?
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DATA AND METHODOLOGY

The purpose of modeling is to better understand the nature of sealed product as a
potentially investible product. There are five useful variables. The first three variables are the
current prices of sealed booster boxes, the total face value of all the cards in the set of cards, and
the price of the most expensive card in the set. The website MTG Goldfish has developed
powerful and useful algorithms for computing prices of all MTG cards, sets, and sealed product,
aggregated daily. For each card, every day the algorithm collects all available listings on eBay,
TCGplayer.com, ToadandTroll.com, and Channel Fireball.com, and averages the price across all
listings, to create an average daily price. Then they sell the data on a subscription basis. Daily
prices for MTG booster boxes started to appear on June 3", 2015. The daily price from June 3™,
2015, to December 31%, 2020, for MTG booster boxes, complete sets, and the most expensive
card in each set was purchased from MTGgoldfish.com.

Next, the date that each MTG set was released, to determine the age in years, was
obtained from the website mtg.fandom.com/wiki/Set. Likewise, the original prices for booster
boxes were collected at the time of release. Original prices for new sealed product, charged by
Wizards of the Coast, when the set was released, were obtained from discussions from Alpha
Investments (LLC) and Alpha Beta Unlimited Games abugames.com.

For the last two potential explanatory variables, in July 1995 Wizards of the Coast
released a set called “Chronicles”. Chronicles reprinted valuable cards from previous sets and
became perhaps the most controversial set in the history of the game. The release of the
Chronicles set caused a firestorm within the MTG community because it debased the value of
many highly sought-after cards. To calm the market Wizards of the Coast made a “reserve list”
of cards that will never be reprinted to maintain their prestige and value. A dummy variable was
created called “reserve list” to indicate whether each set contained cards in it from the reserve
list. The set “Urza’s Destiny” released in 1999 was the last set to contain cards found on the
reserve list.

Likewise, to test for possibility of COVID pandemic affecting the price of sealed product,
a dummy variable, starting March 1, 2020, was also included. There are two possible ways the
recent pandemic may impact booster boxes. First is through a change in spending of
discretionary income. During the pandemic people did not go to restaurants to eat nor take
normal vacations. Thus, they may have changed their spending patterns on discretionary income.
Second, the Federal government issued two rounds of direct stimulus checks to every American
during the pandemic.

Finally, to calculate the correlations with another asset class, the daily price of the S&P
500 from June 3", 2015, to December 31% 2020 was also included in the dataset. To determine
the correlation of sealed product, the daily stock price of the S&P 500 was taken from
Bloomberg.com.

Our panel dataset consisted of 109 unique sets of cards and 2031 temporal observations
(from June 3™, 2015, to December 31 2020) for a total of 197,638 unique observations. We
used fall 2019 as the cutoff for the last booster box to be included, in order to give that booster
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box one full year (2020) of observations. Sets released 3™ quarter 2015 to 4™ quarter 2019 did
not contain the full number of observations. Formally our model based on panel data becomes:

InBox;; =Ly + fiInSet;; +
p>:InTop;: + B3InOrigP; + [ Reserve; + [;Age; + 66‘4‘931% + ,G;rzilgei +
ﬁgCO‘!?idt + Uit (4)

where: 1= 1, ..,109 unique sets of cards; t =1, ..., 2031 temporal observations;

InBox is the logarithm of the current price of a sealed booster box,

InSet is the logarithm of the total value of the cards in the set,

InTop is the logarithm of the value of the most expensive card in the set,

InOrigP is the logarithm of the original price of the booster box,

Reserve is a dummy variable indicating if the particular set contains cards that will never be reprinted,

Age is the age of the set since it was released; Age® and Age? are squared and cubed Age variables that aim
to capture the non-linear impact of age,

Covid is a dummy variable starting March 1, 2020, used to capture the effects of the pandemic,

and U;; = u; + v are the residuals containing both a time-invariant component and a time-variant
component.

We used the logarithm price, instead of the raw price, because the latter exhibits a
significantly higher degree of non-normality (positive skewness and excess kurtosis) than the
former (see the summary statistics table below). We also run the regressions using raw prices and
the results are similar to their logarithm counterpart (see the appendix).

EMPIRICAL RESULTS
In this section, we report the summary statistics and the regression results from Equation
(4). We also evaluate the benefits of including MTG investment to a traditional portfolio of
stocks and bonds.
Summary Statistics
The available data for each booster box were from June 3%, 2015, to December 31%,

2020, and across 109 unique sets were aggregated. The descriptive statistics for our sample are
presented in Table 1.
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Table 1
Descriptive Statistics
Variable Mean Std. Dev  Minimum Maximum Skewness Kurtosis
Booster Box 1033.25 3607.56 59.51 65110.00 8.58 94.27
Ln Box Price 5.86 1.13 4.09 11.08 1.24 2.56
Set Value 487.21 1399.20 32.86 155639.00 17.57 954.89
Top Card Value 73.09 302.35 0.40 9800.00 13.33 278.30
Original Price 78.55 24.16 60.00 240.00 3.74 14.75
Age (years) 11.43 7.33 0.00 26.75 0.15 -1.17
Reserve list 0.19 0.39 0.00 1.00 1.56 0.42

Table 1 shows that Booster Box, Set, Top Card and Original Price, show high degrees of
right skewness and excess kurtosis. In the rest of the paper, we choose to model log prices,
instead of raw prices because the logarithm transformation significantly reduces the non-
normality of these three variables. Q-Q plots for Box, Set, and Top prices and their logarithmic
values are provided in Appendix 2. All three prices exhibit right skewness and excess kurtosis,
whereas their logarithmic counterparts show much lesser degree of non-normality. We also apply
logarithm transformation to Original Price to maintain consistency of measures across price
variables.

During the sample period from June 3, 2015, to December 31, 2020, sealed booster boxes
generated annualized return of 21.10% on average (compared to S&P500 index’s 13.56%), with
a standard deviation of 14.40% across boxes. On average, sealed booster boxes seem to present
an attractive investment opportunity relative to stock investment. Figure 2 shows the annualized
daily average returns for each of the 109 booster boxes during the sample period. There is
considerable variation over time and across individual box returns, ranging from -14.37% to
75.54%. The wide range of returns is a source of diversification across boxes within this
alternative asset class, which will be elaborated in the following section.
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Figure 2: Annual Returns to Booster Boxes
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Regression Results

Our panel data set contained daily observations from June 3™, 2015, to December 31%,
2020 for 109 unique booster boxes. But for sets released fall 2015 to fall 2019 the number of
observations fell with each successive set released. The MTG set “Core 2020” was released
during the fall of 2019, and only 549 daily observations are available. This data limitation
unfortunately created an unbalance panel. Because the dataset is an unbalanced panel, we
employ two models for empirical analysis: the hedonic pooled OLS, the fixed effects and the
random effects models.

A poolability test was conducted to test whether the pooled hedonic regression is valid.
The P-value is less than 0.0001, indicating the inadequacy of the pooled regression in addressing
the variability in the error terms. Next, the stationarity of the data was tested using the
augmented Dickey Fuller test. The P-values were low enough to reject the null hypothesis of a
unit root. We conducted the Breusch-Pagan test for random effects and rejected the null
hypothesis of “no random effects” with a P-value less than 0.0001, indicating a presence of
random effects. Finally, we conducted the Hausman test (Chi-square statistic 0.11 with a p-value
of 1) is in favor of random effects vs. fixed effects. Despite the Hausman test favoring random
effects, both models produce similar estimates. The regression results for the hedonic regression
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with the heteroskedastic consistent variance correction, the fixed effects and the random effects
models are presented in Table 2.

Table 2
Dependent Variable: Ln Sealed MTG Box Price
Variable Hedonic Regression Fixed Effects Random Effects
(Pooled OLS) (Panel) (Panel)
Intercept 0.90 2.46 2.44
(54.87)** (147.92)** (58.17)**
Ln Set 0.73 0.40 0.41
(321.27)** (119.61)** (81.05)**
Ln Top Card 0.05 0.03 0.03
(33.11)** (19.97)** (13.71)**
Ln Original Price -0.12 - -
(27.22)**
Reserve List 0.23 - -
(37.03)**
Age 0.16 0.09 0.09
(133.80)** (89.43)** (98.82)**
Age?2 -0.004 -0.003 -0.003
(39.77)** (30.27)** (29.90)**
Age3 6.00E-05 1.00E-04 1.00E-04
(15.96)** (62.82)** (56.10)**
Covid Pandemic 0.06 0.06 0.06
(22.52)** (39.44)** (38.82)**
F-stat 1,336,612.00 63,520.00 43,210.00
R?2 0.85 0.76 0.76
N=197,638; T-stat in (): **, * Significant at the 1%, 10% level

The first column contains the results from the hedonic regression. The results are in line
with expectations. The set and value of the most expensive card in the sealed box have a positive
impact on box prices. As the retail price of booster boxes has risen over the past twenty-five
years, the more recently released, higher retail-priced boxes have a lower current value on the
secondary (resale) market than older boxes, thus causing a negative coefficient. The positive and
significant coefficient on the Age variable suggests that there is a measurable positive return to
booster boxes. The two additional polynomial age variables, Age? and Age’ are included to
capture the non-linear decline of booster box supply. The overall effect of positive, negative and
positive coefficients for Age, Age? and Age’ is that the positive convex relationship with the age
of the box, i.e. the older the box the higher potential of appreciation in value, especially when the
age is greater than 10. This finding is consistent with Hughs’ (2022) notion of rarity. And during
the Covid pandemic (starting March 1, 2020) created an additional positive effect return on
booster boxes, which implies that the pandemic drove investors to seek alternative investments.
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Together, these variables suggest that further investigation into the historical returns of sealed
product is warranted.

Next, to control for the possibility of omitted variables biasing our estimates, we ran both
fixed-effects and random-effects panel-data models. We did not include “original box price” and
“reserve list” in the fixed effects model due to no variation in both variables. We also excluded
them for the random effects model for direct comparison with the random effects model. Both
panel data models provide consistent and comparable estimation results with the pooled OLS
model. Regression coefficients for the former are of larger magnitude than those for the latter.

Diversification Benefits of Sealed booster boxes

To assess the potential diversification effect of Booster Box investment, we computed the
correlation among daily Booster Box returns, and the correlation between Booster Box returns
and S&P 500 index returns. It will become clear in the following discussion that the average
correlations in both cases are low. Given its high return and low correlations, we further
investigate whether Booster Box returns can be explained by the three classical Fama-French
risk factors.

Figure 3 presents return correlations across booster boxes. The top panel shows the
average correlation between each box and the rest of 108 boxes. The overall average correlation
between boxes is low 0.041. For any given box, the average correlation ranges from -0.08 to
0.15. The bottom panel provides a detailed view of correlations for all boxes, with Box IDs
going up from left to right and from bottom to top. The 5886 pairs of correlations, unlike the
average correlation, have a much larger range from -0.75 to 0.95. Therefore, the most
diversification would be achieved by investing in as many boxes as possible to avoid high
correlations for some boxes. For instance, the bottom left area of the correlation matrix shows
relatively higher correlations. This is likely because Wizards of the Coast switched from printing
a fixed number of MTG boxes for each set to a “print to demand” printing strategy, and as a
result between 2015 and 2017 people lost confidence in collecting sealed boxes due to higher
numbers of boxes printed, and thus, boxes published during that period tended to behave
similarly.
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Figure 3: Daily Correlations between Box Returns
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Figure 4 presents return correlations between booster box and the SPX index. The
horizontal axis represents the 109 boxes. The return correlations are generally low with a range
between -0.27 and 0.27. The overall average correlation between booster box and the SPX index
is nearly zero (-0.006). We can conclude that both individual correlations and the average
correlation of booster box with the stock market with the SPX index are low. The low
correlations may provide a potential benefit to a traditional stock portfolio.

Figure 5 presents the time series returns to Magic booster boxes and the S&P 500 using
monthly returns. The horizontal axis is labeled as a combination of two-digit year and two-digit
month. The monthly return series for sealed boxes on the vertical axis is based on the average of
all 109 box returns. We notice a slight upward trend in the booster box monthly returns,
consistent with the early finding of positive “age” variable. Because of the diversification effect
due to averaging booster box returns with low correlations, we find that the monthly returns to
sealed product (with 2.9% standard deviation) are more stable than the S&P 500 (with 4.6%
standard deviation). The monthly return correlation between two boxes and the SPX is low,
consistent with the findings based on daily returns.

Figure 4: Daily Correlations between Box Returns and SPX Returns
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Figure S: Monthly Returns to Magic Boxes and the S&P 500 Over Time

Average Box vs. SPX Monthly Returns

20
|
{
[
[
[
. 10 h | ’l [
&= || |I| | | /
w |I| ' \ l'u | Al A J;
= f | /] |', I i/ .-’I'|
g |I I| .'_' | ] | [ [l [
o i I| | I|'k| |I ...‘.I 2 | || ||' |
%‘ |II II |I J ,.r’r \.'\-I'- A [ | | ﬂ, 1“ [ A |I I.J [ I".l ,"-". llﬁl I.\». : | |II N .-'"'\“':-" II M‘L/\.l_l | |
E 0 I|'| ,.'r".' II ) JI."" I| -:-I::’\.,' 1 .'l Il'-l I| I| x I II'.-' | ) l." '.II‘I-Il / \ | T,."I . + IIIl |II Ill.l r‘?\.' ] | |
§ I|I|| ,-'Il 'I.JI/ f -\._' I| / | | [ | f \ / |I | |
f Lk | '|I II "1"|| Iu" | || | | ||," | |
| Y \ p .l' [ || | |
| | \ ||' | | | Llr!
| v || | ||| I|
| i | |
| |
! \
-10 |
|
JUMZ015 FEB2016 OCT2016 JUNZ017 FEB2018 OCT2Z018 JUN2019 FEB2Z020 OCT2020
Year & Month
Box SPX

To find possible risk factors that explain booster box returns, we form an equal-weighted

portfolio of all booster boxes and regress its daily excess returns on the daily Fama-French
factors. The Fama-French 3-factor model is given as follows:

Rgs — Ry = a + B(Ry, — R;) + bsSMB + b,HML + £

where Rss, Rf, Rm, SMB, HML is the booster box portfolio (or individual box) return, the
risk-free rate, the return of the market portfolio, the small factor, and the value factor
respectively.

The regression results are shown in Table 4. The market beta is 0.01, not statistically
significant from zero. Neither the size factor nor the value factor explains the booster box’s
returns during the period of 2015-2020. This finding confirms the uniqueness of the booster box
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investment, as opposed to traditional risk factors. The low beta is driven by the low correlation
between the box returns and the market factor, despite the higher volatility of box returns. As we
documented earlier, the average correlation between box returns and SPX returns is nearly zero
(Figure 4), which can potentially make sealed booster boxes a good diversifier to a stock
portfolio. We also performed the same regression of booster box’s weekly returns on Fama-
French factors. The same findings hold true—none of the factors is significant at the 10% level.

Table 4: Fama-French Regression of Booster Box Returns

Variable Estimate Std Err t Value P-Value
Const. 0.052 0.019 2.66 0.01
Rm-Rf 0.010 0.013 0.75 0.45

SMB 0.021 0.045 0.47 0.64
HML -0.038 0.030 -1.30 0.19

Based on historical returns of boxes being higher than returns to the S&P 500, and a
nearly zero correlation between the two asset classes, we decided to map out the efficient frontier
for a portfolio containing three asset classes, stocks, bonds, and sealed product. Table 5 shows
the underlying monthly returns and correlations used to construct the efficient frontier. These
input statistics are based on the monthly sample observations from June 2015 to December 2020.
(The slight difference in the average return in the section of summary statistics and the expected
return in Table 5 is due to the difference in sampling frequency. The summary statistics reported
earlier are based on daily returns while Table 5 is based on monthly returns).

Table 5: Returns and Correlations used to construct the Efficient Frontier

Investments | Expected Return | Std Dev. |Correlation SPX BND BOX
SPX 10.93% 15.92% SPX 1 0.19 0.01
BND 3.99% 3.45% BND 0.19 1 0.10
Box 26.23% 10.08% BOX 0.01 0.10 1

Figure 6 presents the efficient frontier, optimal risky portfolio, and capital allocation line
using monthly time series (annualized) returns of SPX, BND (Vanguard Bond ETF), and Box
prices. From the efficient frontier, across the range of risk, the inclusion of sealed boxes into the
portfolio increases the expected return to the combination of assets. Assuming the existence of
risk-free asset, proxied by 3-month T-Bill, we find the optimal risk portfolios including and
excluding boxes have a risk-return combination of (6.14%, 17.14%) and (3.87%, 4.81%),
respectively. Furthermore, the Sharpe ratio, the slope of capital allocation line, including and
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excluding boxes are 2.63 and 0.98, respectively. Based on the increase in expected returns and
better risk-return tradeoff from the inclusion of sealed boxes into the portfolio of assets, we see
evidence that sealed product from a collectible card game is a useful asset for purposes of
portfolio diversification.

Figure 6: Efficient Frontier for a Portfolio of Stocks, Bonds, and Sealed Boxes
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Finally, as a robustness check, we also consider the potential dynamic correlation
between booster box and the SPX and other investments such as Bitcoin, along the line of Uddin
et al. (2020). We ran both constant-conditional-correlation (CCC) and dynamic- conditional-
correlation (DCC) multivariate GARCH for an overall portfolio of equal weighted boxes and for
5 representative boxes (with the longest samples). Both the log likelihood ratio test and the
AIC(c) criterion indicate that DCC model might be a better model fit at the portfolio level and
for the individual boxes. The regression results based on the portfolio show a small positive
unconditional correlation coefficient (4.39%) between box returns and SPX at the 10%
significance level. Similar results are confirmed by running a MGARCH model on select 5
individual booster boxes along with SPX and Bitcoin. Therefore, it confirms that sealed booster
boxes could provide an effective diversification benefit to the traditional equity/bond portfolio.
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CONCLUSIONS

In this study, we set out to answer the three questions for sealed booster boxes: (a) How
can the price of a booster box be predicted? (b) How much returns can sealed boxes produce
annually on average? (c¢) Can sealed booster boxes be useful for purposes of portfolio
diversification?

Our hedonic regressions show that the price of a sealed booster box can be explained
with high R-square by the set value, the price of the top card, the original retail price of the box,
age, and whether the box contains cards on the reserve list. Except for the original retail price, all
factors positively influence the price of a sealed booster box. Because older boxes had low
original prices and command high current prices, the negative correlation of the original retail
price and the current box price is justified. We also find that the COVID pandemic lifted the
prices of sealed booster boxes.

Our empirical results show that on average sealed booster boxes of MTG cards produced
an average annual return around 21%. Although individual booster box prices are volatile, a
portfolio of sealed booster boxes can achieve relatively low volatility due to the diversification
effects across different boxes. This result is encouraging because empirical studies of art markets
have produced similar results. For example, McQuillian and Lucey (2009) analyzed London
auction sales from 1998 to 2007 and concluded that returns on Islamic art outperformed both the
London stock and bond markets over the same time period. Using a longer time horizon,
Renneboog and Spaenjers (2013) used a hedonic regression to analysis art auctions between
1957 and 2007 and found that art has appreciated in value by a moderate 3.97% per year, in real
U.S. dollars over five decades.

Next, we find that sealed MTG booster boxes have a low correlation with the stock
market. The market beta of booster box returns is nearly zero in the Fama-French 3-factor model.
The low return correlation between booster boxes and the SPX makes them an excellent
diversifier to a traditional stock/bond portfolio, pushing the efficient frontier favorably in terms
of the return and risk tradeoff. These results are consistent with previous findings for both art and
wine markets. Masset and Henderson (2010) found wine returns have low correlations with other
assets and are useful in reducing systemic risk of an equity portfolio. Likewise, Oztiirkkal and
Togan-Egrican (2020) demonstrated that Turkish art is only slightly correlated with other
investments, including stocks.

For the risk averse investor seeking to diversify one’s portfolio, sealed product of
collectibles may hold a place in the modern portfolio. Once out of print, due to ever-shrinking
supply, sealed MTG boxes continuously increase in value. From our empirical results, the
consistent estimation across the hedonic model and the panel data models tells an important
story. First, sealed booster boxes had on average a 21% return during the period 2015 until 2020.
Second, in terms of constructing an efficient portfolio, the inclusion of broadly diversified sealed
products significantly improves the expected returns and reduces the risk to a traditional
portfolio of stocks and bonds. Thus, in conclusion, sealed booster boxes may be worth
considering as an asset for portfolio diversification. Admittedly, the 5-year sample period might
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still be limited, and the past performance of sealed booster boxes may not persist in the future.
The popularity of MTG game may decline and drive down the demand for sealed booster boxes.
Finally, despite high historic returns, being illiquid as opposed to equities and bonds may prevent
investors who are concerned about liquidity from adding collectibles to one’s portfolio. In a
recession, all asset classes tend to fall, including equities, real estate, collectibles, and Bitcoin.
Understanding the pricing behavior of collectible card games across different business cycles
might make interesting future research.
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APPENDICES

APPENDIX 1: Q-Q Plots for Box, Set, Top, and Original Prices
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APPENDIX 2: Regression results of Equation (4) using raw prices of booster boxes

Dependent Variable: Raw Prices

Variable Hedonic Regression Fixed Effects Random Effects
(Pooled OLS) (Panel) (Panel)
Intercept -107.755 89.60 31.86
(40.17)** (2.85)** (0.23)
Set 0.76 0.43 0.43
(7.28)** (96.12)** (3.27)**
Top Card 5.5 3.71 3.71
(15.46)** (175.79)** (9.30)**
Original Price -4.9 - -
(8.98)**
Reserve List 738.96 - -
(12.56)**
Age 187.58 280.09 280.75
(17.26)** (40.71)** (29.23)**
Age2 -20.66 -46.88 -46.84
(15.21)** (76.32)** (31.29)**
Age3 0.66 1.73 1.73
(14.42)** (108.39)** (33.11)**
Covid Pandemic 299.35 155.53 153.89
(16.49)** (14.91)** (12.14)**
F-stat 44,656.80 29,060.00 2,388.20
R ~ square 0.64 0.58 0.58
N =197,638; T-stat in (): **, * Significant at the 1%, 10% level
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THE IMPACT OF THE BOARD OF DIRECTORS ON
CEO PAY-FOR-PERFORMANCE SENSITIVITY

Dishant Pandya, Spalding University
Ian A. Van Deventer, Spalding University

ABSTRACT

With the hope of strengthening corporate-governance measures following the scandals of
Enron, WorldCom, Arthur Andersen, and others, U.S. stock exchanges imposed a rule requiring
all companies listed with them to have a majority of independent directors on their boards. We
examine, as a natural experiment, the effect of the 2003 change in board composition on CEO
pay-for-performance sensitivity. Using change in total compensation with respect to change in
shareholder wealth as a proxy for pay-for-performance sensitivity, we find that CEO pay-for-
performance sensitivity increases over the long run following the mandate. In contrast with
agency theory, the majority of researchers in the U.S. and abroad found no connection between
independent board members and CEO pay-for-performance sensitivity. We consider the
consequence of the average 3- to 5-year CEO compensation contract negotiated just prior to the
independent-board mandate taking effect and collect long-term data spanning 1997-2012. Our
results are consistent with agency theory and we argue that, over the long run, outside directors
will demand more stringent pay-for-performance incentives that better align CEO compensation
packages with shareholder wealth. Our results hold even after controlling for new disclosure
requirements, using propensity score matching, and creating a new dependent variable for our
pay-for-performance sensitivity calculation.

INTRODUCTION

In 1990, the Gallup Poll reported that people believed CEOs were paid too much
compared to the average worker (as cited in Lippert & Porter, 1997). To make matters worse, a
series of accounting scandals in the late ‘90s at Enron, Tyco, and WorldCom, to name a few,
shook the confidence of investors and the general public. As a result, legislators passed the
Sarbanes-Oxley Act (SOX) in 2002, which strengthened corporate-governance rules. In 2003, at
the urging of regulators, the U.S. stock exchanges (Amex, NASDAQ, and NYSE) also made
changes to corporate-governance rules. The exchanges required publicly traded companies to
change board composition from insider controlled to outsider controlled (the exchange mandate)
in the belief that independent directors would be better able to monitor CEOs and align CEO
compensation to shareholder wealth.

Since the changes in corporate-governance rules were enacted in 2003, a new body of
literature has emerged, providing mixed results that paint an unclear picture of the effect of the
board-independence mandate on CEO pay-for-performance sensitivity. Chhaochharia and
Grinstein (2009) investigated the impact of the independent-board mandate on CEO incentive
pay over the 2000-2005 period and found that both compliant and noncompliant firms reduced
CEO incentive pay following the mandate. Their study was repeated by Guthrie et al. (2012) but
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excluded two outliers and found no effect of board independence on CEO incentive pay. Chung
and John (2017) studied the same period (2000-2005) and found that CEO pay-for-performance
sensitivity decreased as board independence increased. Coles et al. (2014), using data spanning
1996-2010, found evidence that as co-option increased, board monitoring decreased,
compensation increased, but found no impact on CEO pay-for-performance sensitivity. We
believe the mixed results regarding pay-for-performance sensitivity can be attributed to the
timing of contracts negotiated between CEOs and insider-controlled boards, which may have
delayed the impact of the board mandate for several years in the U.S.

In the United Kingdom, companies underwent a similar change in board composition in
1992. Guest (2010) investigated the impact of board composition on CEO compensation
following. His study spanned 1983-2002 and noted, in contrast to U.S. studies, an increase in
pay-for-performance sensitivity. We believe Guest’s results can be attributed to the Cadbury
Code requirement for independent board members, specifically those serving on Remuneration
Committees. Following the global financial crises of 2007, Schultz et al. (2013) examined
Australian firms over the period 2000-2010 and found no evidence that independent boards
affected CEO pay-for-performance sensitivity. Ndayisaba and Ahmed (2015) studied Australian
firms from 2003 to 2013 and also found no impact of board independence on CEO pay-for-
performance sensitivity. We believe the prevalence of insider-controlled boards in Australia and
lack of and independent-board mandate account for the results of these studies.

The purpose of this paper is to determine whether the 2003 exchange mandate was
effective at increasing CEO pay-for-performance sensitivity in the U.S. We contribute to the
literature by using long-term data spanning 1997-2012, allowing us to capture average CEO
compensation contracts negotiated just prior to the independent-board mandate taking effect. By
excluding the Apple and Fossil from our sample of 1,111 companies, we avoid the technical
irregularities in the Chhaochharia and Grinstein’s (2009) study that rendered their results
inconclusive. Similar to Jensen and Murphy (1990), Lippert and Porter (1997), Randoy and
Nielsen (2002), Hartzell and Starks (2003), Schultz et al. (2013), and Ndayisaba and Ahmed
(2015), we measure pay-for-performance sensitivity as the change in total compensation as a
result of a change in the market value of equity. Similar to Duchin et al. (2010) and Guo et al.
(2015), we sort firms into two groups based on their board composition level in the year 2000:
firms that had to change their board structure (noncompliant firms) and firms that did not have to
change their board structure (compliant firms).

Similar to Guest (2010), our results are consistent with agency theory, indicating that an
increase in independent board members leads to an increase in CEO pay-for-performance
sensitivity over the long run. The results are robust when controlling for new disclosure
requirements related to executive compensation announced by the Securities and Exchange
Commission (SEC) and the mandate of the Fair Accounting Standards Board (FASB) regarding
expensing the options awarded. Our results are robust when using a subsample of control firms
using propensity score methodology. Our results also hold after creating a new dependent
variable for our pay-for-performance sensitivity calculation.

27



Global Journal of Accounting and Finance Volume 7, Number 1, 2023

LITERATURE REVIEW & HYPOTHESIS DEVELOPMENT

Agency Theory

Agency theorists believe that CEOs tend to be opportunistic and self-serving (Fan, 2004)
and that inside directors make poor monitors because CEOs possess significant influence over
inside board members, allowing CEOs to effectively determine the structure of their own
compensation packages. Under the supervision of insider-controlled boards, CEOs determine
how much of their compensation is non-incentive pay and how much is incentive-based pay
(pay-for-performance sensitivity). Additionally, when CEOs own little or no stock in the
companies they manage, the temptation to consume company resources for their own benefit is
very high (Jensen & Meckling, 1976). This type of relationship results in compensation packages
that are out of line with shareholder interests (Bebchuk & Fried, 2004).

Board Independence

Up through the 1960s, most publicly traded firms in the U.S. had boards controlled by
insiders who were either officers of the firm or had affiliated business relationships with the firm
(Gordon, 2006). Since the collapse of Penn Central in 1976, the number of independent directors
serving on boards has been increasing (Gordon, 2006). Following the scandals of the early 21st
century, legislators and regulators, siding with agency theorists, decided that much stronger
corporate governance was needed to protect shareholders from CEOs and their management. As
a result, AMEX, NASDAQ, and NYSE issued announcements in 2003 requiring publicly traded
companies to change board composition from insider-controlled to outsider-controlled (one with
a majority of independent directors). The monitoring function of boards was increased following
the mandate, with independent directors responsible for evaluating management performance,
determining management salary (or ratifying and approving salaries if the firm had a
compensation committee), and ensuring the integrity of the audit process (Chhaochharia &
Grinstein, 2007; Pandya & Van Deventer 2021 a, b).

Prior to the enactment of the independent-board mandate in the U.S. in 2003, the
Cadbury Code of 1992 imposed rules on corporate boards in the U.K. It separated the roles of the
CEO and Chairman; required a minimum of three non-executive directors on the board; and
required that a majority of independent directors serve on the nominations, compensation, and
audit committees (Girma et al. 2007). Guest (2010) studied the impact of the mandate over the
period 1983-2002 and found significant evidence of an increase in pay-for-performance
sensitivity. Guest’s results contrast the bulk of the literature pertaining to the impact of board
independence on pay-for-performance sensitivity in the U.S. We believe the Cadbury Code’s
independence mandates, specifically the Compensation Committee, account for the increased
CEO pay-for-performance sensitivity.

Other studies were conducted in Australia following the global financial crisis of 2007.
Schultz et al. (2013), using a sample of ASX-listed Australian firms over the period 2000 to
2010, found no overwhelming evidence that independent boards impacted CEO pay-for-
performance sensitivity. Similarly, Ndayisaba and Ahmed (2015), using ASX-listed Australian
firms from 2003 to 2013, found no impact of board independence on CEO pay-for-performance
sensitivity. As recommended by Jensen and Murphey (1990) and similar to Hartzell and Starks
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(2003), Schultz et al. (2013) and Ndayisaba and Ahmed (2015) measured pay-for-performance
sensitivity as the change in total compensation as a result of a change in the market value of
equity. When compared to the U.S., most foreign firms have smaller board sizes, a lower fraction
of independent directors, a larger proportion of non-independent directors, and a larger
percentage of CEOs who also act as chairman (Aggarwal et al., 20008; Schultz et al., 2013;
Ndayisaba & Ahmed, 2015). We believe the prevalence of insider-controlled boards and the lack
of independent directors serving on compensation committees, accounts for the results of these
studies.

The Monitoring Function of the Board

The primary duties of the board of directors include the monitoring and advising of top
management (Mace, 1971; Duchin et al., 2010; Coles et al., 2014). In their advising role,
directors provide guidance to CEOs regarding the strategic direction of the firm. In their
monitoring role, directors establish controls and evaluate the performance of executive
managers. Agency theory asserts that strong boards, specifically outsider-controlled boards, are
better able to monitor CEOs and to create compensation plans with the necessary incentives
(usually in the form of stock grants) to better align the actions of CEOs with shareholder interests
(Hartzell & Starks, 2003; Coles et al., 2014).

The traditional monitoring role of the board was strengthened in the U.S. as a result of a
series of accounting scandals that took place in the late 1990s: Enron, Tyco, and WorldCom, to
name a few. Legislators quickly passed the Sarbanes-Oxley Act (SOX) on July 30, 2002, which
altered corporate-governance rules. Firms must adopt a majority of independent directors;
independent directors must meet regularly without management; the nominating committee,
compensation committee, and audit committee must have exclusively independent directors,
independent directors must meet strict independence requirements, and members of the audit
committee must be financially literate with at least one financial expert and have broadened
responsibilities (Chhaochharia & Grinstein, 2007; Pandya & Van Deventer 2021 a, b). The
Securities and Exchange Commission (SEC) adopted these rules to enhance corporate-
governance practices and, thereby, restore investor confidence in the stock market (Bhagat &
Bolton, 2008; Rutledge, Karim, & Lu, 2016).

The 2002 Independent-Board Mandate

Among the first to study the U.S. mandate and its effects on CEO pay are Chhaochharia
and Grinstein (2009). They used data spanning 2000 to 2005 and find that CEO compensation
decreased with an increase in independent board members. In 2012, Guthrie et al. repeated the
Chhaochharia and Grinstein study but excluded two outliers, Steve Jobs of Apple and Kosta
Kartsotis of Fossil, due to their unusual changes in pay during the study time frame. Unlike
Chhaochharia and Grinstein, Guthrie et al. (2012) found no effect of board independence on
CEO pay. Coles et al. (2014), using data spanning 1996-2010, investigated whether independent
directors appointed by the CEO demonstrated allegiance to the CEO (co-opted independence)
and decreased monitoring. They found evidence that as co-option increased, board monitoring
decreased, and compensation increased; but, in contrast with our findings, Coles et al. found no
impact on CEO pay-for-performance sensitivity. We agree with the findings that independent
directors serving on the board prior to the current CEO may make effective monitors; but, unlike
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Coles et al. we found that adding independent directors increased monitoring and increased CEO
pay-for-performance sensitivity. We contend that, as a result of SOX and stock-exchange
requirements, independent directors will be less friendly to tenured CEOs. We also believe a
long-term study is needed that extends beyond 2010 in order to capture all firms that were
affected by the exchange mandate.

Similar to Guthrie et al. (2012), Chung and John (2017) studied the 2000-2005
timeframe; but they found that board independence decreased CEO pay-for-performance
sensitivity. In contrast with Guthrie et al. and Chung and John, we found that an increase in
independent directors increased monitoring and increased CEO pay-for-performance sensitivity.
We believe their results were due chiefly to the short-term nature of their studies. The
researchers use similar data captured over the same period of time; however, by the end of 2005,
the effect of the mandate had not yet been felt on the typical three- or five-year CEO
compensation contract (Parrino et al. 2009). It is possible that some savvy CEOs renegotiated
their contracts just prior to outside directors taking control and further delaying the adoption of
pay-for-performance measures by independent-controlled boards for up to 3-5 years until 2008-
2010.

Empirical evidence on the impact of independent directors on CEO pay-for-performance
sensitivity is mixed. In some countries, the mixed results can be attributed to a lack of board
independence. We believe the mixed results found in U.S. literature can be attributed to the
timing of contracts negotiated between CEOs and insider-controlled boards. We believe the
model for corporate leadership reform presented in the 1992 Cadbury Code of the U.K. was a
guide for U.S. regulators to follow. Given that U.S. regulators placed a greater emphasis on
independent-controlled boards and increased monitoring powers of independent directors than
they did in the U.K. in 1992, we hypothesize that pay-for-performance sensitivity will increase
as firms change board composition following the mandate. The null hypothesis is consistent with
the window-dressing view introduced by Romano (2005). Romano asserts that no change will be
observed as a result of this mandate because CEOs will simply invite their friends to become
independent board members.

RESEARCH METHOD

Data

The data for this study was extracted from three sources. Information regarding CEO
compensation for S&P 1500 firms was extracted from ExecuComp for 1997-2012. Information
regarding the board of directors comes from RiskMetrics which tracked the records of S&P 1500
firms from 1996 to 2009. This information was matched with the financial information of
publicly traded companies in the U.S., provided by CompuStat from 1997 to 2012. We removed
Apple and Fossil from the data, as Guthrie et al. (2012) have shown that these companies biased
the results of investigating CEO pay-for-performance sensitivity during this time period. Our
sample consists of firms that provided at least 10 years of data following the 2002 independent-
board mandate. We removed firms from our sample that did not survive through 2012 because
they did not survive long enough after the mandate to provide long-term data for this study. This
gave us 1,111 publicly traded companies for our sample. All data was winsorized at the top and
bottom percentiles.
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Endogeneity

Controlling for endogeneity is an important issue when studying the impact of board
composition (Hermalin & Weisbach, 2003). We were able to avoid endogeneity concerns by
analyzing the results of a natural experiment, the exchange mandate of 2003, on noncompliant
firms against a control group of compliant firms (Adams et al., 2010). Specifically, the U.S.
independent-board mandate made it possible to ease concerns that changes in board composition
could be attributed to unobservable CEO characteristics.

Variables

To confirm the hypothesis that independent boards are better at increasing pay-for-
performance sensitivity, we investigate the impact of the change in shareholder wealth on the
relative change in total CEO compensation in noncompliant firms by estimating the following
pay-for-performance sensitivity (PPS) equation: ATotal Compensation i,y = o+ pi(Inside Board;
Post Regulation) + p2 (AShareholder Wealthw1) + p3 (AShareholder Wealtha-1)* Inside
Boardi*Post Regulation: ) + 6: + Yi + [ Xiy + €gy.

The dependent variable, ATotal Compensation, is defined as the dollar change in the
current total CEO compensation from the previous year. Total compensation is the sum of all
salaries, bonuses, stock options, restricted stock grants, and other compensation awarded to the
CEO during the fiscal year (Bebchuk & Grinstein, 2005; Fahlenbrach, 2009; Chhaochharia &
Grinstein, 2009; Coles et al., 2014).

Inside Board is a constant variable indicating the compliant and noncompliant groups
based on board composition prior to the board independence mandate. It is defined as those firms
that have a majority of inside directors in 2000, similar to Chhaochharia and Grinstein (2007),
Duchin et al. (2010), and Guo et al. (2015). The independent-board mandate went into effect in
2003 but was announced as early as February 27, 2002 (Guo et al., 2015). Many companies
operated with fiscal years that began in 2001, such as July 01, 2001 to June 30, 2002 (Guo et al.,
2015). Because some firms began fiscal periods in 2001, they may have been influenced by the
exchange mandate announced in early 2002. For this reason, we use the year 2001 as the shock
year and the year 2000 is preferred for grouping compliant and noncompliant firms (Guo et al.,
2015). The noncompliant firms consist of all firms that were insider-controlled in 2000 and
would be affected by the exchange mandate. Firms that were already outsider-controlled in 2000
would not be affected by the exchange mandate are grouped as compliant firms. The value for
Inside Board is equal to 1 if the ratio of inside directors to the total number of directors is equal
to or greater than 0.5 at the end of fiscal year 2000; the value is 0 if the ratio is less than 0.5.

Post Regulation is a dummy variable equal to 1 for the year 2002 and beyond. Since
some companies preemptively changed board composition to outside boards in the
announcement year, we use the year 2002 as the event year (see Guo et al., 2015).

Following Hartzell and Starks (2003), we calculate Shareholder Wealth, also known as
the market value of equity, as shares outstanding (in millions) times the fiscal year-end stock
price. A change in shareholder wealth (AShareholder Wealth) is defined as the variation in
market value of equity from the previous to the current year.

Jensen and Murphy (1990) argued that compensation plans that vary the total pay with
performance changes provide better management incentives. We measure pay-for-performance
sensitivity as the change in total compensation (ATotal Compensation) as a result of changes in
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the market value of equity (similar to Hartzell & Starks, 2003). The coefficient of the three-term
interaction term, f3, indicates the relative change in the sensitivity of changes in total CEO
compensation following the mandate to changes in shareholder wealth for noncompliant firms.

Adding control variables (X .») limits cross-sectional and time-series variations. Firm-
specific control variables include Total Sales, Return on Assets, and Annual Returns, similar to
Jensen and Murphy (1990), Bebchuk and Grinstein (2005), Chhaochharia and Grinstein (2009),
Guthrie et al. (2012), and Coles et al. (2014). Total Sales is used to measure firm size and is
defined as the natural logarithm of total sales. We calculate Return on Assets as the natural log of
return on assets and Annual Returns as the natural log of annualized holding period returns to
control for firm performance. All control variables are lagged by one year to avoid the
endogeneity concern, the effect that compensation has on size and performance. Table 1 provides
more information about the variables.

As recommended by Graham et al. (2012), we use firm-fixed effects (J;) to control for
unobservable cross-sectional factors such as firm culture, CEO seniority, and current board
composition. We also use year fixed effects (Y7 to control for unobservable time-invariant
factors. We cluster the standard errors at the firm level and use robust and heteroscedasticity-
consistent standard errors. Alpha is the intercept term, which is suppressed to avoid the dummy
variable trap, similar to Adams and Ferreira (2009), and epsilon is the error term.

Table 1
Variable Definitions
Variable Source Definition
Annual Return CompuStat Annualized holding period return during the fiscal year
The dollar change calculated as the fiscal year end stock price
AShareholder Wealth CompuStat times shares outstanding (in millions) from previous year to the
current year
ATotal Compensation ExecuComp Difference betwefan current Total Compensation and last year’s
Total Compensation
Extraordinary Income CompuStat Net income before extraordinary items at the end of the year
. . . 1 if the firm has an insider-controlled board in the year 2000
Inside Board Risk Metrics (percentage of outsiders has to be less than 50%)
Post Regulation ) 1 for the years 2092 and be?yond following the announcement
of new exchange-listed requirements
Return on Assets CompuStat Extraordinary Income / Total Assets
Shares Outstanding CompuStat N@t .number of all common shares outstanding at year end (in
millions)
Stock Price CompuStat Fiscal year-end price for a company’s stock
Total Compensation ExecuComp The value listed under the variable tdcl in the ExecuComp
database
Total Sales CompuStat Net sales at the end of the year
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Exogenous Shock

We used the difference-in-difference (DD) estimation method suggested by Roberts and
Whited (2013), which approximates the results of an exogenous shock by comparing the
performance of non-compliant firms with compliant firms and removes factors that affected both
groups around the time of the mandate. To visualize the exogenous shock on board composition,
the median percentage of outside directors for 19962009 is plotted in Figure 1. The dotted line
indicates compliant firms, and the solid line indicates noncompliant firms. Figure 1 indicates that
there was a significant difference in board composition between the two groups prior to 2000.
For instance, in 2000, the median percentage of outsiders in an insider-controlled firm was less
than 40%; by 2009, this figure had increased to more than 70%. Firms compliant before the new
regulation showed a more modest increase (from 65% to 75%, equivalent to adding one more
independent director). The figure shows why firms with outsider-controlled boards in the year
2000 are an obvious control group in this research.
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Figure 1
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Full Sample Summary Statistics

Column 1 of Table 2 reports the results for the full sample of 1,111 publicly traded firms
with 14,295 annual observations. On average, firms have annual total sales of nearly $6.6 billion,
annual shareholder wealth of $9.1 billion with an average annual decrease of $15 million, an
annual rate of return on assets of 3.7%, and an annual stock return of 13.6%. The average annual
total CEO compensation package is approximately $5.7 million.
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Table 2
Full Sample Summary Statistics
(0] 2 3 (C))
Inside Board in Independent Board
All Firms Year 2000 in Year 2000 T-Statistics

Number of Firms 1,111 244 867
Number of Observations 14,295 3,069 11,226
Total Sales (in millions) $6,593 $3,778 $7,362 3.79%**
Shareholder Wealth (in millions) $9,113 $4.910 $10,262 3.56%%*
AShareholder Wealth (in millions) -$15 -$385 $85 2.30%*
Return on Assets 3.74% 4.30% 3.59% 1.56
Annual Return 13.57% 13.92% 13.47% 0.43
Total Compensation (in thousands) $5,655 $4,521 $5,964 3.98%***

Column 1 shows the summary statistics for the full sample. Column 2 represents the summary statistics for firms
with inside boards in year 2000. Column 3 provides summary statistics for firms with independent boards in year
2000. Column 4 shows the absolute value for the t-statistics between Independent Board and Inside Board clustered
at firm levels. The statistics include total sales, shareholder wealth, and change in shareholder wealth (all in millions
of dollars), average return on assets and average holding period return. The table also includes the total
compensation (in 000s of dollars). All variables are winsorized at the top and bottom percentile. The information is
from fiscal years 1997-2012. Statistical significance at 10%, 5%, and 1% is denoted by *, **, and ***, respectively.

Columns 2 and 3 separate the noncompliant and compliant firms, respectively. Of the
1,111 firms, 244 had insider-controlled boards. On average, these firms have total annual sales of
$3.8 billion, annual shareholder wealth of $4.9 billion with an annual decrease of $385 million,
an annual return on assets of 4.3%, and an annual stock return of 13.9%. The average annual
total CEO compensation package is $4.6 million. The other 867 firms have outsider-controlled
boards. On average, these firms have annual sales of $7.4 billion, annual shareholder wealth of
$10.3 billion with an annual average increase of $85 million, an annual return on assets of 3.6%,
and an annual stock return of 13.5%. The average annual total CEO compensation package for
these firms is $6 million. As shown by the #-statistics in column 4, noncompliant firms are
significantly smaller than compliant firms both in terms of sales (3.79) and shareholder wealth as
measured by market capitalization (3.56) but experience a greater return on assets (1.56) and
market return (0.43) than outsider-controlled firms do (but not statistically different).

Propensity Score Matching

The model employed in the PPS equation assumes that noncompliant firms are similar to
compliant firms. Column 4 of Table 2 above, presents statistically significant differences
between the noncompliant and compliant firms based on firm size as measured by Total Sales
and Shareholder Wealth. Even if these variables are controlled in the PPS equation, doing so
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may not address observable differences. We use propensity score matching to show that changes
to pay-for-performance sensitivity are not the result of these observable differences. We employ
one-to-one propensity score matching with replacement methodology following Lu and Wang
(2018).

We find a concordance rate of 72.3%, which is well above the 50% rate associated with
no predictive power. Using the predicted values from the logit regression, we apply a nearest-
neighbor propensity score matching methodology, yielding a matched sample of 412 firms (236
firms with noncompliant boards and 176 firms with compliant boards).

Table 3
Logit Model for the Probability of an Inside Board
—0.174%**

Ln (Total Sales) 1 (0.034)

1.194%*
Ln (ROA) 1 (0.516)

—14.548
Ln (Annual Return) 1 (9.376)
Percent Concordant 72.3%
Chi Square 716.03
Firm Dummy YES
Year Dummy YES
Number of Observations 4,143

Table 3 reports the coefficient estimates of a logit model where firms that had an insider-controlled board in the year
2000 represent the dependent variable. Independent variables include all continuous control variables, as well as
firm and year fixed effects. The dependent variable is 1 if the firm has majority of insider directors in the year 2000
and 0 otherwise. The sample consists of all firm years from 1997-2000. All variables are winsorized at the top and
bottom percentile. All regressions use firm and year fixed effects. Standard errors reported in parentheses are
heteroscedasticity consistent and clustered at firm levels. Intercept has been suppressed to avoid the dummy variable
trap. Statistical significance at 10%, 5%, and 1% is denoted by *, **, and ***, respectively.

Column 1 of Table 4 shows the summary statistics for the matched sample of 412
publicly traded firms with 5,291 annual observations. On average, firms have total annual sales
of $4.2 billion, annual shareholder wealth of $5.5 billion that decreased on average by almost
$366 million annually, an annual return on assets of 4.3%, and an annual stock return of 13.5%.
The average annual total CEO compensation package is nearly $5 million.
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Table 4
Matched Sample Summary Statistics
@ 2 3 )
Noncompliantin nt(irz Year 2000
All Firms Year 2000 ompia ea T-Statistics

Number of Firms 412 236 176
Number of Observations 5,291 2,991 2,300
Total Sales (in millions) $4,223 $3,794 $4,781 1.06
Shareholder  Wealth  (in ¢y o $4,927 $6,201 1.12
millions)
AShareholder — Wealth — (in 506 -$393 $330 025
millions)
Return on Assets 4.31% 4.32% 4.30% 0.04
Annual Stock Returns 13.49% 13.95% 12.88% 0.76
Total ~ Compensation (in ¢ 50 $4,517 $5,591 2.46%*
thousands)

Column 1 presents the summary statistics for the matched sample. Column 2 shows summary statistics for the
treatment firms. Column 3 provides the summary statistics for the control firms in year 2000. Column 4 shows the
absolute value of t-statistics between Independent Board and Inside Board clustered at firm levels. The statistics
include total sales, shareholder wealth, and change in shareholder wealth (all in millions of dollars), average return
on assets and average holding period return. The table also includes the total compensation (in 000s of dollars). All
variables are winsorized at the top and bottom percentile. The information on the firm is from fiscal years 1997—
2012. Statistical significance at 10%, 5%, and 1% is denoted by *, **, and ***, respectively.

Columns 2 and 3 separate the noncompliant and compliant firms, respectively. Of the 412
firms, 236 have insider-controlled boards. On average, these firms have total annual sales of $3.8
billion, annual shareholder wealth of $4.9 billion that decreased on average by $393 million
annually, an annual return on assets of 4.3%, and annual stock returns of 14%. The average
annual total CEO compensation package for these firms is $4.5 million. The other 176 firms
have outsider-controlled boards. On average, these firms have annual sales of $4.8 billion,
annual shareholder wealth of $6.2 billion that decreases by an average of $330 million annually,
an annual return on assets of 4.3%, and an annual stock return of 12.9%. The average annual
total CEO compensation package was $5.6 million.

As shown by the t-statistics in column 4, there is no statistically significant difference in
the overall size of compliant and noncompliant firms in terms sales (1.06) and shareholder
wealth (1.12), unlike in Table 2. Total compensation for CEOs of noncompliant firms is still
significant and lower than those of compliant firms.

RESULTS

In Table 5, the coefficients for A(Shareholder Wealth).-1 are negative at 3 and 5 years (-
0.004, -0.003) but are positive at 7 and 10 years (0.008, 0.011), providing some evidence that
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pay-for-performance sensitivity increased over time and over the long run for all CEOs
following the mandate. The coefficients for the three-term interaction variable AShareholder
Wealthw1) *Inside Boardi*Post Regulation: are positive (0.202, 0.210, 0.130, 0.123) and
statistically significant at 3, 5, 7, and 10 years, providing strong evidence that increases in pay-
for-performance sensitivity are greater for CEOs of noncompliant firms. These results differ
from the short-term results of Chung and John (2017), who found that outside directors did not
change the incentive pay following the mandate. The lack of significance for their pay-for-
performance-sensitivity variable in their study could be attributed to the shorter time frame of
their analysis. The results here indicate that the use of a long-run survivor sample may find a
different impact of the mandate on CEO pay-for-performance sensitivity. In terms of long-term
economic significance, noncompliant boards increased the pay-for-performance sensitivity of the
average CEO by $0.123 for every $1,000 increase in shareholder wealth.

Table 5
Main Full Sample Results for CEO Pay-for-Performance Sensitivity
2005 2007 2009 2012
Short-Term  Short-Term  Short-Term Long-Run
Results after  Results after  Results after  Results after
3 Years 5 Years 7 Years 10 Years
580.17%* 387.06* 538.76%** 491.46**
. . .
Inside Board*Post Regulation (246 35) 219.81) (209.54) (200.74)
-1,907*** -1,898%** -1,831%** —1,693%**
Ln (Total Sales)-1 (118.79) (110.91) (108.33) (101.32)
3,064** 2,313%* 1,733* 1,379%
Ln (Return on Assets)-1 (1,285) (1,139) (887.49) (778.98)
37,890%* 32,306** 33,352%* 33,439%**
Ln (Annual Return)- (16,636) (15,466) (14,214) (11,936)
-0.004 -0.003 0.008 0.011
A(Shareholder Wealth),-1 (0.010) (0.009) (0.009) (0.009)
Inside Board in Year 2000*Post 0.202%** 0.210** 0.130%* 0.123*
Regulation*A(Shareholder Wealth)1 (0.081) (0.092) (0.077) (0.065)
Observations 8,282 10,168 11,891 14,295
R? 0.117 0.093 0.081 0.073
Firm Dummy YES YES YES YES
Year Dummy YES YES YES YES
Number of Firms 1,111 1111 1,111 1,111
This table shows the results for the least square regression analysis of the effects of the new exchange regulations
on CEO pay-for-performance sensitivity for all surviving firms during the period 1997-2012. We provided short-
term to long-term results at 3 years in 2005, 5 years in 2007, 7 years in 2009, and 10 years in 2012. All variables
are winsorized at the top and bottom percentile. All regressions use firm and year fixed effects. Standard errors
reported in parentheses are heteroscedasticity consistent and clustered at firm levels. Intercept has been
suppressed to avoid the dummy variable trap. Statistical significance is denoted at the 10%, 5%, and 1% levels by
* %% and *** respectively.
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ROBUSTNESS CHECKS

Matched Subsample

Similar to Guo et al. (2015), we performed a robustness check using a subsample of
matched noncompliant and compliant firms to determine how similar firms that differed in board
independence prior to the mandate adjusted their CEO pay-for-performance sensitivity following
the mandate. The results are presented in Table 6, which re-estimates the interaction term using
the matched subsample. The interaction term AShareholder Wealth.i)*Inside Boardi*Post
Regulation: (0.124) is still positive and statistically significant, suggesting that new independent
boards increase the CEO pay-for-performance sensitivity of noncompliant firms.

Table 6
Robustness Checks for CEO Pay-for-Performance Sensitivity using a Matched Subsample
Inside Board*Post Regulation 282687+
(214.68)
—1,684%**
Ln (Total Sales),-1 (11.11)
1,584*
Ln (Return on Assets)~1 (839.64)
37,035%**
Ln (Annual Return)~1 (12,866)
0.009
A(Shareholder Wealth)1 (0.009)
Inside Board in Year 2000*Post 0.124**
Regulation*A(Shareholder Wealth),-1 (0.060)
Observations 11,618
R? 0.092
Firm Dummy YES
Year Dummy YES
Number of Firms 1,111

In this table, we also used propensity score matching to find firms that had similar characteristics based on the
nearest neighbor methodology with one-to-one replacement. All variables are winsorized at the top and bottom
percentile. All regressions use firm and year fixed effects. Standard errors reported in parentheses are
heteroscedasticity consistent and clustered at firm levels. Intercept has been suppressed to avoid the dummy variable
trap. Statistical significance is denoted at the 10%, 5%, and 1% levels by *, ** and *** respectively.

New Disclosure Requirements

Our data was impacted by new disclosure requirements for stock options. In 2004, the
Fair Accounting Standards Board (FASB) published FAS 123R, requiring firms to expense stock
options differently than before. Specifically, firms are required to expense options at fair market
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value (see Appendix B in Coles et al., 2014, for details). The SEC mandate expanded disclosure
guidelines for executive compensation at the same time. The majority of the companies switched
to the new format for reporting stock options in 2006, and the remaining companies did so in
2007. To deal with this issue, Coles et al. (2014) suggested removing data for the first year when
firms switched to new reporting standards from the analysis. These results indicate that changes
in disclosure requirements do not explain the increase in pay-for-performance sensitivity for
CEOs of noncompliant firms following the mandate.

Table 7
Robustness Checks for CEO Pay-for-Performance Sensitivity using New Disclosure Requirements
1 2
. . 693.73%** 796.13%**
%
Inside Board*Post Regulation (269.10) (286.61)
—1,608%** —1,605%**
Ln (Total Sales):1 (167.31) (189.14)
283.92 656.45
Ln (Return on Assets)~1 (1,184) (1316)
27,117 28,684
Ln (Annual Return)1 (17.670) (19.741)
0.004 0.000
A(Shareholder Wealth)1 (0.012) (0.014)
Inside Board in Year 2000*Post Regulation*A(Shareholder 0.134%* 0.136%*
Wealth):1 (0.067) (0.062)
Observations 5,291 4,310
R? 0.087 0.108
Firm Dummy YES YES
Year Dummy YES YES
Number of Firms 412 412

In columns 1 and 2, we removed the first year that firms switched to the new disclosure requirements from the
analysis. In column 2, we also used propensity score matching to find firms that had similar characteristics based on
the nearest neighbor methodology with one-to-one replacement. All variables are winsorized at the top and bottom
percentile. All regressions use firm and year fixed effects. Standard errors reported in parentheses are
heteroscedasticity consistent and clustered at firm levels. Intercept has been suppressed to avoid the dummy variable
trap. Statistical significance is denoted at the 10%, 5%, and 1% levels by *, **, and ***, respectively.

In column 1 of Table 7, we removed the first year that firms switched to the new
disclosure requirements from the sample and re-ran the analysis. The interaction term, Inside
Board in Year 2000*Post Regulation*A(Shareholder Wealth)-1 (0.134) is still positive and
significant. In column 2, we applied propensity score matching and also removed the first year
that firms switched to the new disclosure requirements from the sample and ran the analysis
again. The interaction term, [Inside Board in Year 2000*Post Regulation*A(Shareholder
Wealth)-1 (0.136) is still positive and significant. The results in Table 7 columns 1 and 2
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indicate that the summary statistics presented in Tables 2 and 4 were not due to differences
between the compliant and noncompliant groups.

Murphy Pay-for-Performance Sensitivity Calculation

In Table 8, we followed the examples of Murphy (1993) and Lippert and Porter (1997)
and created a yearly pay-for-performance dependent variable by taking the ratio of change in
total compensation to change in shareholder wealth. Using this calculation eliminates the need to
compute a triple difference measure. The difference-in-difference measure (3.178) is positive
and significant, which is consistent with the main results in Table 5. The new independent board
increases CEO pay-for-performance sensitivity following the U.S. stock exchange mandate.

Table 8
Robustness Check using the Murphy Pay-for-Performance Sensitivity Calculation
3.178*
. % .
Inside Board*Post Regulation (1.81)
-0.500
Ln (Total Sales),-1 (0.962)
37.505
Ln (Return on Assets)~1 (28.59)
-69.885
Ln (Annual Return)~1 (296.25)
Observations 14,295
R? 0.067
Firm Dummy YES
Number of Firms 1111

In this table, we followed the examples of Murphy (1993) and Lippert and Porter (1997) and created a yearly pay-
for-performance dependent variable by taking the ratio of change in total compensation to change in shareholder
wealth. All variables are winsorized at the top and bottom percentile. All regressions use firm and year fixed effects.
Standard errors reported in parentheses are heteroscedasticity consistent and clustered at firm levels. Intercept has
been suppressed to avoid the dummy variable trap. Statistical significance is denoted at the 10%, 5%, and 1% levels
by *, ** and *** respectively.

CONCLUSION

In this paper, we investigate the impact of changes in board composition on CEO pay-
for-performance sensitivity as a result of the U.S. exchange mandate of 2003. The general results
indicate that there is an increase in CEO pay-for-performance sensitivity over the long run for
noncompliant firms compared to compliant firms. These results are inconsistent with the short-
run results found by Guthrie et al. (2012) and Chung and John (2017) but are consistent with the
expectations of agency theory.
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Policy Implications

The results of our study support the actions of legislators and regulators in the U.S. who
strengthened oversight rules through the SOX Act of 2002 and mandated independent boards
through the stock exchanges in 2003. Independent boards, with strengthened powers, are better
able to align CEO compensation to company performance and shareholder wealth. As Jensen
and Murphy (1990) pointed out in their paper and Warren Buffet adeptly informed Forbes (May,
28, 1990, as cited in Lippert & Porter, 1997), the amount of CEO compensation is unimportant
compared to whether it is properly based on company performance. According to Aggarwal et al.
(2008), only 33 percent of foreign companies are controlled by boards with a majority of
independent directors and only 29 percent of foreign companies have compensation committees
comprised solely of independent directors. The corporate governance policies resulting from
SOX and the U.S. stock exchanges provide examples for regulatory agencies in other countries
to follow should they seek to align CEO compensation to company performance and shareholder
wealth.

Further Research

We know that independent boards are using the pay-for-performance component of the
total CEO compensation package to align CEO interests with that of shareholders. We also now
know that an increase in board independence leads to an increase in CEO pay-for-performance
sensitivity over an extended period of time. We do not yet know if this pay-for-performance
increase will have the desired effect of reining in CEO compensation. Further research could
examine the impact of the mandated change in board composition on total CEO compensation
over the long term.
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EFFECT OF IFRS ADOPTION ON CREDIT TERMS:
THE CASE OF FRENCH CONTEXT
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ABSTRACT

This research investigates the effect of the mandatory adoption of IFRS on banks’ credit
terms in France using the STATA. We base on 492 observation-year in France during 2002-2015
period. We provide strong evidence that in France, firms that adopt IFRS standards profit from a
longer maturity and more financial covenants. Concerning the interest rate and the secured, we
find that these international standards have not a significant effect on these two credit terms.
Besides, we test the indirect effect of the cost of capital on the link between the IFRS adoption
and credit terms. However, we document the absence of a significant effect of the cost of capital
on the link between the IFRS adoption and credit terms.

INTRODUCTION

During their economic life, firms seek to maximize their interests by publishing good
news and hiding bad news from lenders, which increase the conflicts of interest. These last
increase the asymmetry of information between managers of firms and lenders. In fact, the
asymmetry of information presupposes the implicit existence of accounting information with
poor quality which can be translated by a bad image of the firm in the financial market. That’s
why, firms are trying to hide some private data concerning the real quality of accounting
information. As a result, lenders do not trust every piece of information published by the firm. In
order to regain the trust of lenders, managers must publish accounting and financial information
under an accounting framework, which assists in the preparation of annual reports indicating the
actual financial situation of firms and which reduces the asymmetry of information. Thus, one of
the main remedies for conflicts of interest between lenders and firms is the adoption of IFRS,
which tends to improve the quality and the quantity of the accounting and financial information
(Dicko and Khemakhem, 2010). These standards have demonstrated their superiority over local
standards in many contexts (Bartov et al, 2005; Jermakowicz et al, 2007; Barth et al. 2008;
Landsman et al. 2012). Improving the explanatory power of accounting numbers following the
adoption of new standards (Bartov et al, 2005 ; Jermakowicz et al, 2007; Barth et al, 2008 ;
Iatridis, 2010 ; landsman et al, 2012 ; Salameh, 2013)! can improve the trust of lenders
concerning the financial situation of firms.

! Turki, H., Wali, S., and Boujelbene, Y. (2016). The effect of IFRS mandatory adoption on the information
asymmetry. Cogent Business & Administration, 3 (1), 1-25.

45



Global Journal of Accounting and Finance Volume 7, Number 1, 2023

However, the mandatory adoption of IFRS may have two effects on the decision of
lenders. On the one hand, compared to local accounting standards, IFRS eliminate some
accounting alternatives and reduce the discretionary power of management and limit the oppor-
tunistic management of earnings. In addition, IFRS are based on the principal of substance over
form and tend to avoid specific and precise guidelines. This not only improves the informational
content of the accounting information with regard to the underlying economy, but also limits the
management of the circumvention of accounting standards by using the structuring of
transactions (Barth et al., 2008; Langmead and Soroosh, 2009). Lastly, IFRS put more emphasis
on the fair value. The inclusive use of fair value could lead to recognize economic gains and
losses at the right time. This mechanism could reduce contractual costs of monitoring borrowers’
financial performance and renegotiating contractual terms. On the other hand, the greater
flexibility inherent to IFRS, accompanied by the lack of detailed implementation guidelines,
could lead to undesirable results, depending on how standards are interpreted and applied.
Considering the incentive of managers to exploit the accounting discretion for their own
interests, greater discretion permitted under IFRS due to the lack of direction in the
implementation of IFRS, in fact, lead to the more opportunistic management of profits
(Schipper, 2003; Maines et al. 2003; Langmead and Soroosh 2009; Ahmed al., 2013). This
mechanism could minimize the reliability of accounting amounts and decrease the contractual
usefulness of accounting information in credit agreements (Ball et al, 2015). Lenders can rely
less on financial accounting covenants and shorten the maturity.? In summary, the mandatory
adoption of IFRS could have two opposite effects on the bank loan agreement, and the exact
impact is finally an empirical problem. Therefore, the research question is: Did the adoption of
IFRS improve credit terms in the French context?

Thus, the purpose of this study is double. It’s a question for testing, first of all, the direct
effect of the adoption of IFRS on credit terms in the French context and then to examine, the
mediating effect of the cost of capital between the adoption of IFRS and credit terms.

The choice of the French context is dictated by two reasons. The first reason is that the
adoption of IFRS has been mandatory since 2005 (EU regulation, No. 1606/2002) and few firms
have voluntary adopted them before the transition year 2004. The second reason relates to
significant differences between international standards IFRS, of Anglo-Saxon origin and French
standards, belonging to the continental origin (Raffournier et al, 1997; Ben Othmen and Zeghal,
2006; Khaoutra, 2014). However, Anglo-American countries use an accounting based on the fair
value and the separation between the accounting and the taxation, by preparing the tax base
independent of financial statements (Glaum and Mandler, 1996; Raffournier et al, 1997; Escaffre
and Sefsaf, 2011; Khaoutra, 2014). They are moving towards the protection of investors’
interests (La Porta et al, 1997). On contrary, the continental model is based on the historical
costs, a close connection between accounting and taxation (Glaum and Mandler, 1996;

2 Chen, T. Y., Chin, C. L., Wang, S. and Yao, W. R (2015). The Effects of Financial Reporting on Bank
Loan Contracting in Global Markets: Evidence from Mandatory IFRS Adoption. Journal of International
Accounting Research, 14(2), 45-81.
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Raffournier et al, 1997; Escaffre and Sefsaf, 2011; Khaoutra, 2014) and the protection of the
interests of the firm’s stakeholders (Ben Othmen and Zeghal, 2006).

To answer the research question, listed French firms which appertain to the CAC all
tradable indexes are taken as a sample. This index is the widest in Paris stock exchange and it
represents the whole French economy and points out the overall evolution of the French equity
market (Turki et al, 2016). The period of our study extends from 2002 to 2015 by eliminating the
years 2004 and 2005, considered as years of transition (Li, 2010).

Concerning the direct effect of IFRS adoption on banking credit terms and contrary to the
results of previous empirical studies, we provide strong evidence that in France, mandatory
adopters of IFRS benefit from a long maturity and more financial covenants. Concerning the
interest rate and the secured, our results demonstrate that there is not a significant relationship
between the IFRS adoption and these two credit terms. These results can be explained by the fact
that the adoption of IFRS standards is a variable that does not affect the interest rate and the
secured as contractual terms of the credit agreement. Concerning the indirect effect of IFRS
adoption on banking credit terms via the information asymmetry, which is measured by the
proxy, the cost of capital, we find that the cost of capital does not play the role of the mediator
between the adoption of IFRS standards and credit terms.

This study adds to the previous literature concerning the results related to the indirect
effect of the cost of capital on the association between the IFRS adoption and credit terms.

The rest of the article is articulated as follows. Section 2 presents the literature related to
the direct effect of IFRS adoption on credit terms and the indirect effect of the information
asymmetry on the link between the IFRS adoption and credit terms. Section 3 devotes to expose
our empirical hypotheses. Section 4 summarizes our empirical models. Section 5 presents our
empirical results. Section 6 concludes the article.

LITERRATURE REVIEW

In this section, we will present first previous studies testing the direct effect of IFRS
adoption on credit terms. Then, we will present studies dealing the indirect effect of IFRS
adoption on credit terms via the asymmetry of information, which is measured by the proxy, the
cost of capital.

1- The direct effect of IFRS adoption on credit terms

Prior studies focus on the effect of IFRS adoption on credit terms. Chen et al (2015) note
that the mandatory adoption of IFRS causes an increase in interest rates, a decrease in the
maturity, a decrease in the use of financial covenants, an increase in the use of secured with
collateral. They also explain that the increase of interest rate, the reduction in the use of
accounting-based financial covenants, the decrease in the maturity of the loan and the increase of
secured with collateral are due to the deterioration in the quality of accounting information.

Kim et al (2011) analyze the effect of the voluntary adoption of IFRS by no American
firms on price and non-price terms of bank loan and on the type of lenders (domestic or foreign
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lenders). They demonstrate that during the voluntary adoption of IFRS, lenders require a lower
interest rate to adopters than non-adopters. Besides, they note that bank agreements of borrowers
adopting IFRS have less restrictive covenants compared to those of non-adopters. Concerning
collateral, they point out that there is not difference between adopters and non-adopters. They
prove also that IFRS adopters benefit from a long maturity and an increase in lenders numbers,
especially foreign lenders. Hence, they indicate that the voluntary adoption of IFRS allows
lenders to evaluate the quality of credit of borrowers because of the improving of the financial
information and increases the familiarity between foreign lenders and financial reports of
borrowers. These standards, therefore, increase the border investment and decrease the cost of
external financing (Covrig et al. 2007).

Moscariello et al (2014) also examine the effect of the mandatory adoption of IFRS in
Italy and in the United Kingdom on the cost of debt. In Italy, they note that the mandatory
adoption of IFRS has a positive effect on debt contracting process especially the interest cover
which explains the cost of debt in the post adoption period. However, in the United Kingdom,
they note a small increase in accounting measures in the post adoption period due to the
similarity between UK GAAP and IFRS.

For their part, Florou and Kosi (2015) examine if the mandatory introduction of IFRS in
the world is related to the propensity to access the public debt market rather than the private debt
market. These authors note that adopters of IFRS for the first time are more likely to increase the
capital for public debts than private debts, specifying that there is an increase in the probability
of access to the public bond market. They indicate that IFRS adopters for the first time benefit
from a low cost of bonds while the cost of loans does not change. This indicates that there is no
relationship between the mandatory adoption of IFRS and the cost of the private debt.

Besides, the results of De Lima et al (2018) indicate that the mandatory IFRS adoption
has heterogeneous effects on the contractual relationship between lenders and borrowers. In fact,
the mandatory adopters of IFRS, which present a good quality of accounting information, profit
from a low cost of debt, from a long maturity and from a less demand of collateral.

2- The indirect effect of IFRS adoption on credit terms via cost of capital

The relation between firm disclosure, investor’s information and the cost of capital is one
of the most essential relations in finance and accounting. Comprehending this relation is of the
important interest to firms providing information to capital markets and financial market
regulators who require disclosure (Leuz and schrand, 2009).

2-1 Effect of IFRS adoption on asymmetry of information

The application of new international accounting standards constitutes a revolution in the
local accounting system and especially in the continental accounting system engenders various
qualitative and quantitative changes (Dicko and Khemakhem, 2010). In fact, the accounting
information prepared in accordance with IFRS standards helps to reduce the asymmetry of
information (Leuz and Verrecchia, 2000; Daske et al., 2008; Muller III et al., 2011; Kao and
Wei, 2014; Turki et al, 2016), increasing the transparency of the communication between the
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various economic agents, insider and outsider (Leuz and Verrecchia, 2000). This asymmetry of
information found his origin in the agency theory standing up the consequences of the principal-
agent relationship. This relationship of agency is defined by Jensen and Meckling (1976) as a
contract whereby one or more person (the principal) engages another person (the agent) to
perform on his behalf any task that involves the delegation of some decision to the agent.
Because of its nature, the agency relationship poses a problematic if the personal interests of the
principal and the agent are divergent (Zogning, 2017), that’s why the agency theory is appeared
in order to treat and remedy these conflicts of interest between managers and shareholders on the
one hand, and the firm and lenders on the other hand.

Besides, Jensen and Meckling (1976) found three agency costs of debt. The first cost is
the incentive effects when owner-managers are an incentive to engage in new investments with
higher future gains or higher future costs which the most are beared by creditors. The second
cost is monitoring costs. In fact, the manager has to take into consideration the costs imposed on
the firm in the debt contract through covenants, which restrict the managerial behavior, having a
direct impact on the firm’s future cash flow. Jensen and Meckling (1976) propose also the third
cost which is costs of bankruptcy. In the case of bankruptcy, they point out that an adjudication
process consumes a part of the residual value of the firm’s assets. Besides, they indicate also that
the increase of bankruptcy costs affects negatively the revenue and the operating costs.

In fact, the accounting information is considered as a source to which reflects the
economic situation (Chen et al, 2010) and various activities of firms. Indeed, the accounting
information has advantages in reducing the asymmetry of information (Bushman and Smith,
2003). First, the best quality of accounting information helps stakeholders to predict the future
situation of firms and facilitate the decision making. Secondly, the high quality of accounting
information facilitates for stakeholders to control the economic situation of firms and managers
activities in order to protect their capital (FASB, 1980).° As a result, an information asymmetry
makes the accounting information with poor quality (Kao and Wei, 2014), to which reflects a
worse image of a firm in the financial market. That is why firms are trying to hide some private
data concerning the real quality of the accounting information. As a result, the market has no
confidence in every information published by the firm, which has been forced to adopt IFRS.

Numerous researchers note many positive capital-market effects related to the mandatory
adoption of IFRS, like as increased market liquidity, lowered cost of equity, ameliorated analyst
forecast and reduced private information of firms insiders (Daske et al, 2008; Li, 2010; DeFond
et al 2011; Byard et al 2011; De Lima et al, 2011; Tan et al 2011; Brochet et al 2013). In fact,
IFRS adoption reduces the information asymmetry (Daske et al. 2008; Li, 2010) and decreases
the cost of capital (Daske et al. 2008; Li, 2010; Turki et al, 2016).

Shttps:/fasb.org/Page/ShowPdf?path=con2.pdf&title=CON+2+%28 AS+ISSUED %29 &acceptedDisclaimer
=true&Submit=

4 De Lima, V. S., De Lima, G. A. S. F., and Gotti, G. (2018). Effects of the adoption of IFRS on the credit
market Evidence from Brazil. The International Journal of Accounting, Elsevier, 53(2), 77-101.
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Sridharan and Soonawalla (2011) give evidence that IFRS-filing firms cross-listed on US
markets benefit from a reduction in the cost of capital simultaneously with the elimination of the
US GAAP reconciliation from their 20-F disclosures. These authors find that for domestic
GAAP filers, giving a reconciliation participate in the reduction of the cost of capital. They note
that this result is in accordance with Barth and Clinch (1996) that U.S GAAP reconciliation for
domestic GAAP filers gives a supplementary information to investors. Therefore, they conclude
that U.S. investors don’t consider U.S. GAAP reconciliation such an especially informative
disclosure for IFRS-filing firms. In other words, they point out that eliminating the reconciliation
is profitable by investors participating in the cost of capital reductions.

Regarding to most previous research, the voluntary adoption of IFRS participates in the
reduction of the cost of capital (Leuz and Verrecchia, 2000; Daske, 2006; Barth et al, 2008;
Karamanou and Nishiotis, 2009; Li, 2010).

In the Spain context, Castillo-Merino et al (2014) demonstrate that mandatory adopters of
IFRS benefit from a significant reduction of the cost of equity capital in the post adoption period
compared to the pre adoption period. They explain that higher quality of accounting standards
participates in the improvement of financial information quality, which contributes to have a
beneficial effect on the cost of capital of firms in the case of the amelioration of the enforcement
mechanism of countries. In accordance with Li (2010), they indicate that there are also two
mechanisms, which have an effect on the cost of capital: increased disclosure and enhanced
comparability. So, mandatory adopters in countries with strong legal enforcement and a large
raise in comparability experience a significantly bigger reduction in the cost of capital than in
countries with a small increase in comparability (Li, 2010). Because of the increases in
comparability, IFRS adoption reduces the private information (Brochet et al, 2013).

Concerning results of Daske et al (2008), the cost of capital is decreased due to the
adoption of IFRS for mandatory adopters and they note that the general capital market are more
interested in IFRS than in local accounting standards because IFRS is characterized by his
comprehensibility (Ding et al, 2007).

Previous researches (Leuz and Verrecchia, 2000; Daske et al., 2008; Muller III et al.,
2011; Kao and Wei, 2014; Turki et al, 2016) demonstrate that the adoption of IFRS standards in
financial markets leads to the reduction of information asymmetry and so the decrease in the cost
of capital (Turki et al, 2016). Besides, IFRS adoption improves the quality of accounting
information (Barth et al, 2008; Turki et al, 2016). According to Dicko and khemakhem (2010),
the IFRS adoption contributes to the improvement of the quality and the quantity of published
financial statements.

Previous study (Ding et al, 2007) demonstrate that France is considered as a one of
European countries where French GAPP is extremely different from IFRS and the mandatory
adoption of IFRS in 2005 has driven to a remarkable change in the financial reporting® but after
the adoption of these international standards, earnings management increased.

5 Turki, H., Wali, S., and Boujelbene, Y. (2016). The effect of IFRS mandatory adoption on the information
asymmetry. Cogent Business & Administration, 3 (1), 1-25.
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Armstrong et al (2010) find some evidence that the common accounting standard leads to
the improvement of the comparability of firms’ information, which could reduce the cost of
capital.’ Like Lambert et al. (2007), Leuz and Schrand (2009) demonstrate that there is a
negative association between the higher disclosure of information and the cost of capital.

Iatridis (2010) indicates that the application of international standards improves the
explanatory power of accounting numbers.” In addition, Salameh (2013) proves the importance
effect of the adoption of IFRS standards by SMEs listed in France on the relevance of accounting
amounts.

2-2 Effect of informational asymmetry on credit terms

The accounting information is one of mechanisms that help economic agents such as
investors, shareholders and bankers to control the economic situation of firms (Armstrong et al,
2010). This section gives proofs in the effect of the quality of accounting information on the
decision of investments in the market of bank credit. To ensure their financing, firms need to
convince funders who lack information on the actual situation of the firm and on how theirs
capital will be used. Managers, because of their close relationship with the firm, possess some
private information. In other words, insider qualified managers know well the internal
environment and in particular, they have more information than fund providers qualified as
outsiders (Spence 1973; Ross, 1977; Connelly et al, 2011; Taj, 2016). Based on this hypothesis,
signaling theory incites managers, who are knowledgeable of the actual situation of the firm, to
communicate this information to shareholders and to lenders, through signals using a very
effective system (Spence 1973; Ross, 1977; Goranova et al, 2007; Connelly et al, 2011; Taj,
2016). The quality of accounting information expresses implicitly an asymmetry of information.
By increasing their confidence in financial statements, lenders provide firms with favorable
credit terms. The effect of the information asymmetry on credit terms has been the researcher’s
concern in accounting and finance (Wittenberg-Moerman, 2006).

Previous studies demonstrate that lenders provide efforts to cope with the risk of the
borrower’s information uncertainty by controlling the quality of credit of borrowers and by
evaluating the quality of financial information.

Armstrong et al (2010), through the literature review, present the role of the transparence
of financial information in the reduction of agency conflicts between managers and shareholders
and the agency conflict between shareholders and lenders. They indicate that lenders need
financial statements to evaluate the risk associated with the borrower. In fact, they explain that
lenders require firms to provide them audited financial statements to determine the ability of

® Li, S. (2010). Does Mandatory Adoption of International Financial Reporting Standards in the European
Union Reduce the Cost of Equity Capital? The Accounting Review, 85 (2), 607-636.

7 Turki, H., Wali, S., and Boujelbene, Y. (2016). The effect of IFRS mandatory adoption on the information
asymmetry. Cogent Business & Administration, 3 (1), 1-25.
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firms in the future service of the debt and they use the value of current assets as guarantees of
bankruptcy.

The low quality of information is remarkable in the syndicated debt, which is made
between the borrower and two or more lenders. The contract of syndicated loan is constituted by
the senior’s banks (lead of arranger) who participate in the gathering of information concerning
borrowers, in looking for junior banks participants and in coordinating all negotiations. The lead
arranger has the role to monitor the compliance of borrowers on credit terms. In the context of
syndicated loans, there is an asymmetry of information between participants of loans and the
lead arranger creating agency problems. Therefore, the lead arranger must do reasonable
diligence, which is expensive and unobservable by the syndicate’s participants on borrowers
before the initiation of the contract. The value of debt-contracting with general purpose
accounting information can reduce problems of adverse selection and moral hazard (Ball et al,
2008). Pichler and Wilhelm (2001) and Sufi et al (2007) make clear that the reputation of the
lead arranger helps to decrease the problem of the moral hazard, and debt contracting value can
reduce the percentage of loans in the hand of the lead arranger with low reputation (Ball et al,
2008). Sufi (2007) indicates that the lead arranger has made significant efforts to learn more
about the borrower in the first time and will take fewer incentives of control for the same
borrower. He indicates that the lead arranger without precedent lending relationship has a very
high percentage of loans.® Wittenberg-Moerman (2006) indicates that the information
asymmetry pushes lenders to require borrowers a high interest rate and a short maturity on their
syndicated loans. Besides, this author’s results demonstrate that financial covenants are related to
longer maturity because of his role in the reduction of the effect of borrower-lender
informational asymmetries. In other words, requiring financial covenants encourage the lender to
provide a loan with long maturity.

Bharath et al. (2008) suggest that lenders modify both price and non-price contractual
terms in response to the cross-sectional variation in the quality of accounting information. In the
case of private debt, they point out that firms with good accounting information have a long
maturity. For private and public debt, these authors demonstrate that higher information quality
is accompanied by reducing the interest spread. In other words, the best quality of accounting
information is accompanied by the decrease in interest spreads. Because of the poor quality of
accounting information, they indicate that lenders are heading to the use of collateral in the case
of private debt, and they require a high interest spread in the case of private debt and the public
debt.

The Sarbanes-Oxley act requires firms to evaluate and to publish periodically the report
of the internal control system and external auditors have to give separately their opinions on the
effectiveness of the internal control system while focusing on the quality of accounting
information (Gupta and Nayar, 2007). In this context, Costello and Wittenberg-Moerman (2011)
demonstrate that the quality of accounting information is thus measured according to the quality
of the internal control’s report indicating the situation of the financial statements. They add that

8 Ball, R. T., Bushman, R. M., and Vasvari, F. P., (2008). The debt-contracting value of accounting
information and loan syndicate structure. Journal of Accounting Research, 46 (2), 247-287.

52



Global Journal of Accounting and Finance Volume 7, Number 1, 2023

the poor quality of the internal control’s report provides to lenders a sign of low quality of
accounting reporting.

Besides, Moscariello et al. (2014) indicate that lenders face the risk because of the bad
quality of financial information, which risk losing the credibility. Therefore, they note that the
lender requires firms an interest rate reflecting the information risk (Fama, 1985; Rajan, 1992).

From the above, we conclude that the mandatory IFRS adoption increases the ability of
accounting information to explain the corporate’s cost of capital, reduces or increases the interest
rate and the demand for collateral, increases or decreases the maturity and increases the financial
covenants.

EMPIRICAL HYPOTHESES

In fact, a low quality of accounting information incite lenders to charge borrowers a high
interest rate (Bharath, 2008). Therefore, firms are required to adopt IFRS standards in order to
ameliorate the quality of information which allow them to profit of low interest rate (De Lima et
al, 2018). However, the prior literature (Chen et al, 2015) demonstrates that mandatory adopters
of IFRS are required to pay higher interest rates than non-adopters. Alternatively, it is expected
the following hypothesis:

H1: firms adopting IFRS standards pay lower interest rates on theirs loans.

IFRS standards can also affect non-price conditions of the debt (Chen et al, 2015). In fact,
the loss of confidence due to weak accounting turnovers pushes lenders to require firm very short
loan maturities in order to control it from one period to another. In order to benefit from a long
maturity, firms should adopt IFRS standards which ameliorate the accounting quality (De Lima
et al, 2018). However, Chen et al (2015) highlight that the mandatory adoption of IFRS by firms
encourage lenders to require a short maturity. Therefore, we pose the following hypothesis:

H2: firms that adopt IFRS benefit from long loan maturities.

If a borrower has a financial distress, lenders require collateral instead of restrictive
covenants to better protect themselves (Rajan and Winton, 1995). As low quality of accounting
turnovers are less effective to report the actual financial situation of the borrower, the adoption of
IFRS standards makes lenders more confident about these accounting turnovers. On the one
hand, Chen et al (2015) note that the mandatory adoption of IFRS causes a decrease in the use of
financial covenants and an increase in the use of secured with collateral. On the other hand, De
Lima et al (2018) demonstrate that the mandatory adoption of IFRS standards makes lenders less
requiring of secured. Therefore, we present the following two hypotheses:

H3: The adoption of IFRS standards decreases secured required by lenders
H4: The adoption of IFRS adoption increases the number of financial covenants required by lenders.
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During granting credits, lenders focus on the information asymmetry. In other words, the
higher asymmetry of information decreases the confidence of lenders in firms demanding very
strict credit terms. In order to reduce the asymmetry of information, firms must adopt IFRS
standards to have a high quality of accounting information (Kao and Wei, 2014). Most previous
studies find that the IFRS adoption mitigates the information asymmetry improving the quality
of accounting information and so lenders encourage to require favorable credit terms. Hence, it is
expected:

H5: The adoption of IFRS has an indirect and a significant effect on loan conditions via the asymmetry of
information.

EMPIRICAL MODELS

To test the first objective of the present research, that of testing the impact of IFRS
adoption on contractual credit terms controlling loans and firms characteristics and like prior
studies (Kim et al. 2011; Chen et al. 2015), four terms of loan contract were retained namely the
interest rate, the maturity, the secured and financial covenants. The general model used is as
follows:

Contractual credit terms = a0 + al IFRS+ Zai Loans characteristics + Zoi firms
characteristics + €

Where IFRS is a dummy variable, which takes the value of one if the borrower adopts
IFRS, and zero otherwise. In the French context, we test four loan terms which have been
influenced by the quality of accounting information: (1) Interest rate is the amount of interest
paid to the lender per period ° in basis points over Libor rate. (2) Maturity corresponds to a due
date of loan payment!®. It is calculated by the natural logarithm of the number of months
between the date of issue of the facility and the date of the loan’s maturity. (3) Secured is a
guarantee of payment in a banking contract. It is a dummy variable that takes the value of 1 if a
loan is required by collateral, and zero otherwise. (4) Financial covenants are the covenants of
the respect of financial ratios in order to reduce the risk of the borrower’s insolvability!!' and are
calculated by the number of financial covenants required by the convention of the loan.

In addition, we include control variables of loan specific (Kim et al, 2011, Costello and
Wittenberg-Moerman, 2011; Chen et al, 2015) and borrower specific (Bharath et al. 2008; Kim
et al, 2011; Costello and Wittenberg-Moerman, 2011; Moscariello et al, 2014; Chen et al 2015)
in models of this research.

In fact, control variables of loan specific is as follows: (1) Loan Size is defined as a sum
of money given by a lender to a borrower. The latter is required to repay the loan with interest,

? https://en.wikipedia.org/wiki/Interest_rate
10 https://en.wikipedia.org/wiki/Maturity (finance)

' https://bpifrance-creation.fr/covenant
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over a period of time'?. The loan size is calculated by the natural logarithm of the facility
amount, (2) Term loan is a loan contract providing firms with a fixed amount of cash which has a
duration exceeding one year'>. It is a dummy variable that takes the value 1 if the loan type is a
term loan, and zero otherwise. (3) Revolver is known as a revolving credit facilities which is a
short-term line of credit that the firm can access when it needs short-term financing for paying
the operating expenses.'# This indicator variable takes the value 1 if a type of loan is a line of
credit, and zero otherwise.

Furthermore, we integrate the following control variables of borrower specific: (1) ROA
is the return on assets measured by the ratio between the net income and assets; (2) size is
measured by the naturel logarithm of total assets; (3) leverage is the use of many debts in order
to raise return from an investment and in other words the amount of debt used to fund a firm's
assets'® and is calculated by the ratio between borrower’s total debts to total assets; (4) Loss is a
dummy variable taken the value 1 if the firm reports an accounting loss, and zero otherwise; (5)
Current ratio is an indicator of the firm’s capacity to pay short-term debts'® and is calculated by
the ratio of current assets to current liabilities of a firm; (6) Market to book value (MTB) is a
ratio which is obtained by comparing a market value of equity to book value of equity.

To test the indirect effect of the adoption of IFRS standards on credit terms through the
cost of capital, we use the model of mediation, which test the hypothesis of the process by which
X is associated to Y. In general, it appealed the model of indirect effects with or without direct
effect of X on Y. According to Baron and Kenny (1986) and Kenny (2021), it is important to
examine four conditions in order that the variable M exercises a complete mediating effect on the
relation between variables X and Y:

. The variable X must have a significant effect on the variable Y.

. The variable X must have a significant effect on the mediating variable M.

. The variable M must have a significant effect on the variable Y, when the influence of the variable
X on'Y is controlled, verifying the significance of the coefficient b.

. The effect of the variable X on the variable Y (c’) should be zero controlling the mediating
variable M.

In the case of the verification of these four conditions, the effect of independent variable
X on the dependent variable Y is mediated by the variable M. If we check only the first three
terms, we can say that the mediation is not complete and it is called the partial mediation.

12 https://debitoor. fr/termes-comptables/emprunt

13 https://www.accountingtools.com/articles/term-loan

14 https://www.wallstreetoasis.com/resources/skills/finance/revolver-debt
135 https://www.investopedia.com/terms/l/leverage.asp

16 hitps://fr.wikipedia.org/wiki/Ratio_de 1liquidit%C3%A9 g%C3%AIn%C3%A9rale
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In our study, we use the cost of capital, which is reflected the real level of risk, as the
measure of the information asymmetry. The cost of capital reflects the actual level of risk
visualized by investors after the IFRS adoption which is a good measure of the relevance of
published earnings (Turki et al, 2016). In order to calculate the cost of capital, we use the
formula of Easton (2004) which is extremely adopted by others literature (Li, 2010; Bravo
Urquiza et al, 2012; Kim et al, 2014) and is a strong evaluation of the cost of capital, is focused
on earnings per share provisions for two years and the current price as follows:

COC= eps2-epsl
PO

Where eps2 and epsl refer to earnings per share provision of 2 and 1 year in advance, PO
is the current price, and the COC is used as a proxy for the cost of capital.

Besides, Bravo Urquiza et al (2012) consider that the measure of the cost of capital is a
problem in this contemporary literature.'’

The table 1 below presents the models concerning the test of the mediating effect of the
cost of capital on the relationship between the IFRS adoption and credit terms.

Table n°1
Models used in the test of the mediating effect of the cost of capital
Number of sample = 30 listed firms

Interest rate =a0+ ol IFRS+ ¢ Maturity = a0+ al IFRS+ ¢
Cost of capital = a0+ al IFRS+ ¢ Cost of capital = a0+ al IFRS+ ¢
Interest rate = a0+ a1 cost of capital+ Maturity = a0+ al cost of capital+ a2 IFRS + ¢
o2 IFRS +¢ Maturity =a0+ al IFRS+ a2 cost of capital + ¢
interest rate =00+ a1 IFRS+ a2 cost of capital + &
Secured = a0 + al IFRS + ¢ Financial covenants= a0 + ol I[FRS + ¢
Cost of capital = 00 + al IFRS + ¢ Cost of capital = a0 + al IFRS+ ¢
Secured = a0 + al cost of capital + a2 IFRS+ ¢ Financial covenants= a0 + al cost of capital+ o2
Secured =a0 + ol IFRS + a2 cost of capital + ¢ IFRS+ ¢

Financial covenants =00 + al IFRS + a2 cost of

capital + ¢

By using STATA, we carried out panel data regressions for testing the direct effect of
IFRS adoption on credit terms and its indirect effect, mediating the cost of capital.

7 Turki, H., Wali, S., and Boujelbene, Y. (2016). The effect of IFRS mandatory adoption on the
information asymmetry. Cogent Business & Administration, 3 (1), 1-25.

56



Global Journal of Accounting and Finance Volume 7, Number 1, 2023

EMPIRICAL RESULTS

1. Sample selection and description data

The aim of the present research is to test the effect of the adoption of IFRS standards in
France on credit terms especially the interest rate, the maturity, the secured and financial
covenants as this question is not thoroughly studied and debated in this context. In order to
achieve this aim and to test hypotheses, it is necessary to define first the sample and the period of
analysis.

The target sample for the accomplishment of this study is listed French firms belonging
to the CAC all-tradable index. The selection of one country allows having a homogeneous
sample. In other words, the belonging to the same institutional and legal context helps easily to
study the annual reports prepared according to local standards, as well as the same tax system
and legal system “civil law”!'® allows us to explain results. The initial sample composes of 60
French firms listed on the Paris stock exchange and contains various sectors of activities except
the financial sector. Firms with some missing information concerned the period and variables of
this study are excluded. The final sample composes of 41 listed French firms (492 observations).
The choice of French context is dictated by two reasons. The first reason is that the adoption of
IFRS has been mandatory since 2005 (EU regulation, No. 1606/2002) and few firms have
adopted them voluntarily before the transition year 2004. The second reason is related to
significant differences between international standards IFRS, of Anglo-Saxons origin, and
French standards belonging to continental origin (Raffournier et al, 1997; Ben Othmen and
Zeghal, 2006; Khaoutra, 2014). On the one hand, Anglo-American countries use an accounting
based on the fair value and on the separation between the accounting and the taxation,
establishing necessarily the tax base outside of financial statements (Glaum and Mandler, 1996;
Raffournier et al, 1997; Escaffre and Sefsaf, 2011; Khaoutra, 2014). They are tending to protect
the interest of investors (La Porta et al, 1997). On the other hand, the continental model is based
on the historical cost, a close connection between the accounting and the taxation (Glaum and
Mandler, 1996; Raffournier et al, 1997; Escaffre and Sefsaf, 2011; Khaoutra, 2014) and the
protection of interests of the firm’s stakeholders (Ben Othmen and Zeghal, 2006). In order to
test our hypotheses, we collected data of the study, presented as a panel, from the Data stream
database and annual reports of French firms for 2002-2015, excluding the years of transition,
published on the Paris stock exchange website. Many researchers think that the transition year
2005 is the first year of mandatory adoption of IFRS (Jiao et al, 2012; Jones and Finley, 2010).
However, Saadi (2010) thinks that 2004 is the year of transition. The third type of research has
thought that the two years 2004 and 2005 are transition years (Li, 2010).!” The period of our
study covers 12 years from 2002 to 2015 while eliminating the years 2004 and 2005 considered
as transition years (Li, 2010).

18 In accordance with Dainow (1966), France is a civil law country.

19 Turki, H., Wali, S., and Boujelbene, Y. (2016). The effect of IFRS mandatory adoption on the
information asymmetry. Cogent Business & Administration, 3 (1), 1-25.
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The period of our study is of several interests. On the one hand, the analysis of 12 years
allows to take changes in standards into consideration (transition from GAAP to IFRS) and to
stand back from each accounting standards (two years under GAAP and ten years under IFRS).
On the other hand, this choice permits to reduce the bias regarding the period change of
standards (2004 and 2005) and the bias regarding the period of learning and understanding of
IFRS which changes from a firm to another depending on the level of familiarization of
managers to IFRS.%°

The table 2 below presents the summary of firms selection and the table 3 presents the
repartition of firms by sector of activities: retail trade, construction, industry, service and public
services. The sample is dominated by the sector of service, which present 46.34% then we find
the industrial sector, which is of 31.70%. The percentage of retail trade is of 9.76% and public
services is of 7.32%. For construction, the percentage is about 4.88%.

Table n°2 : Summary Table of the sample selection

Initial Sample 60

Excluding firms which have missing information about the sub-period of the 17
study

Excluding firms which have missing information about variables of the study 2

Final Sample 41

Table n°3: Distribution of the sample by the sector of activity

Sector Number of firms Percentage
Retail trade 4 9.76%
Construction 2 4.88%
Industry 13 31.70%
Services 19 46.34%
Public service 3 7.32%
Total 41 100%

In order to identify the mediating effect of the cost of capital, as shown by the table 4, we
are based on the sample of 30 French firms. In fact, the initial sample composes by 41 French
firms listed on the Paris stock exchange and firms that lack certain information concerning the
measure of the cost of capital are excluded. Therefore, the final sample includes 30 listed French
firms. The detail of the sample selection is presented below in the table 4.

20 Turki et al (2016) indicate that the long period of analysis permits, on the one hand, to take changes in
standards into consideration and to stand back from each accounting standards. On the other hand, they consider also
that the long period permits to reduce the bias regarding the period change of standards and the bias regarding the
period of learning and understanding of IFRS which changes from a firm to another depending on the level of
familiarization of managers to IFRS.
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Table n°4:Table of the synthesis of the sample selection

Initial Sample 41

Excluding firms which have missing information concerning the measure of 11
the cost of capital

Final Sample 30

2. Empirical results
2.1 Direct effect of the IFRS adoption on credit terms

In the table 5, the descriptive statistics show that in the pre adoption period, the mean of
interest rate is of 4.05865 with a standard deviation equal to 2.20140. In the post adoption period,
the mean of interest rate moves to 4.38620 with standard deviation of the order 3.49208. The
difference of means indicates that after the adoption of IFRS standards, the interest rate increases
of 0.32755. Concerning the maturity, it passes from 1.31456 during the pre-adoption period to
1.62592 in the post adoption period, so an increase of 0.31136. Standards deviation during the
two periods is respectively 0.35520 and 1.76528. For secured, its mean varies between 0.60976
during the pre-adoption period and 0.59512 after the adoption of IFRS, hence the decrease of the
order of 0.01464. In regard to financial covenants, lenders require more financial covenants than
the secured, when granting credit. Concerning the standard deviation, it passes from 1.49460 to
1.61170 between the two periods. As for control variable, we note an increase in the mean of
revolver and in the mean of term loan, and a decrease in the mean of the MTB. For other control
variables, the table 5 demonstrates that the means of loan size, current ratio, leverage and size are
almost the same before and after the mandatory adoption of IFRS. On the other hand, the ROA
increases of 2.07069 and loss passes from 0.32927 to 0.12927.

Table n° 5: Table of descriptive test
Before the adoption of IFRS standards After the adoption of IFRS standards
Variables Mean Standard deviation Mean Standard deviation
Interest rate 4.05865 2.20140 4.38620 3.49208
Maturity 1.31456 0.35520 1.62592 1.76528
secured 0.60976 0.49081 0.59512 0.49147
Financial 0.84146 1.49460 1.485366 1.61170
covenants
Loan size 3.94705 1.57292 3.91513 1.77734
Revolver 0.06098 0.24076 0.29268 0.45555
Term Loan 0.71951 0.45200 0.96342 0.18798
ROA 2.27524 10.6974 4.34593 5.14967
Current ratio 1.46451 0.65049 1.40146 0.65062
Leverage 18.32744 11.90146 18.73793 11.96642
MTB 2.59220 3.99703 1.61310 0.97200
Size 5.33705 1.27969 5.44306 0.99759
Loss 0.32927 0.47284 0.12927 0.33591
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Based on results found by the matrix of correlation below, we remark that correlation
coefficients between variables do not pass the value of 65.35%. This correlation matrix brings
out the positive correlation of 65.35% between leverage and interest rate. In addition, the
negative correlation of 45.61% established between ROA and loss indicates that rentable firms
have a small loss. The positive correlation of 22.96% between term loan and financial covenants
suggests that lenders give a term loan to borrowers requiring financial covenants. Besides, we
find a remarkable correlation between the mandatory adoption of IFRS and a term loan, so firms
adopting IFRS benefit from a term loan. Moreover, the matrix of correlation presents the
negative correlation between the IFRS adoption and loss.

Interest Financial Current
rate Covenants Loan Term | ROA | ratio |Leverage
Maturity | Secured IFRS | size |revolver| loan MTB | Size | Loss

Interest rate | 1.0000
Maturity | 0.0096 | 1.0000
Secured 0.0778 ] -0.0803 | 1.0000

Financial ] 0.0288 ] -0.0894 ] 0.3020 1.0000
Covenants

IFRS 0.0368 | 0.0725 ]1-0.0063] 0.1459 ]1.0000
Loan size [-0.1158] 0.1101 ] 0.1154 ] 0.1179 ]-0.0103]1.0000
Revolver |0.1561 | -0.0666 | 0.0884 ] 0.1470 ]0.1974]0.1074] 1.0000
Term loan | 0.0490] 0.0544 | 0.1357 ] 0.2296 ]0.3434]0.1209] 0.1172 | 1.0000

ROA -0.0746] 0.0177 ] 0.0403 | -0.0691 ]0.1286]0.0793] -0.0568 | 0.0007 | 1.0000
Current ratio [-0.1168] -0.0676 | 0.0757 | -0.0381 ]-0.0354]-0.1573] -0.0891 |-0.0312]-0.0081] 1.0000
Leverage |0.6535] 0.0052 | 0.0805 | 0.0280 |[0.0115]-0.1655} 0.0707 | 0.0294 | 0.0166 [-0.0207| 1.0000

MTB 0.0490 ] -0.0310 ]-0.0628 ] -0.0914 ]-0.1961}-0.0670] 0.0138 ]-0.1728]0.0584]0.1630] 0.0755 ] 1.0000
Size -0.2566| 0.0834 ]|-0.0745] 0.0084 ]0.0328]0.4611]-0.0084]-0.0266]0.1765]-0.2243| -0.2704 |-0.0840] 1.0000
Loss 0.14931 -0.0623 1-0.0319] -0.0047 ]-0.2048]-0.1237] 0.0582 |-0.0990]-0.4561] 0.0110 ] 0.0349 ]0.0070 }-0.1505]1.0000

As discussed in previous chapters, four credit terms were selected for this work, namely
interest rate, maturity, secured and Financial Covenants. The regression of different models also
brings out the existence of various significant relationships between the dependent variables and
the independent variable.

The table 6 presents the result of the mandatory adoption of IFRS standards on the
interest rate. The verification of the statistical test brings out the effect of the adoption of IFRS
standards on the interest rate. The coefficient related to the link between the mandatory adoption
of IFRS and the interest rate is positive (0.34140) and not significant (0.28). Therefore, the first
hypothesis is rejected. In other words, the mandatory adoption of IFRS standards does not affect
the interest rate as a credit term. This result is opposed to our expectations and to those found by
Chen et al. (2015) and De Lima et al (2018). Concerned control variables, our results
demonstrate that there is a positive (0.71434) and a significant (0.02) relationship between the
interest rate and the revolver variable at the level 5%. Furthermore, the leverage variable is
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positively (0.17608) and statistically significant (0.00) related to the interest rate at the level 1%,
which means that more firms take loans, more they pay more of interest rate. Besides, our
regression results demonstrate that the interest rate is positively (0.80346) and significantly
(0.02) related to the loss at the level of 5%.

Table n°6: Effect of the mandatory adoption of IFRS on credit terms
Model : Credit terms=0o+ a; IFRS + a» Loan size + 03 Revolver+ a4 Term loan + as ROA + a¢ Current ratio +
a7 Leverage+ agMTB+ a9 Sizet+ a9 Loss +¢
Credit term Interest rate
Variables Coef P>z
Constante 2.10331 0.08
IFRS 0.34140 0.28
Loan size 0.02076 0.82
Revolver 0.71434 0.02%*
Term loan -0.11730 0.80
ROA -0.01856 0.34
Current ratio -0.33221 0.18
Leverage 0.17608 0.00***
MTB 0.01244 0.84
Size -0.20422 0.19
Loss 0.80346 0.02%*
R ajusted 6.33%

ek kkand*: significant respectively at the level of 1%, 5% and 10%

Concerning the second hypothesis, we interest in studying the effect of mandatory
adoption of IFRS standards on the maturity of credit. According to previous studies, the table 7
indicates that the variable IFRS is positively associated with the maturity variable. In fact, the
verification of the causal relationship demonstrates that the coefficient associated with the link
between the adoption of IFRS standards and the maturity is positive (0.41229) and statistically
significant (0.03) at the level of 5%. Therefore, the second hypothesis is confirmed. This result
confirms that the adoption of IFRS standards improves the maturity of the bank loan. In other
words, firms, which adopt IFRS standards, benefit from a long maturity. This association is in
accordance with our expectation and the results of De Lima et al. (2018), but contrary to those
found by Chen et al (2015). The regression model also brings out the existence of various
significant relationships between the dependent variable and some control variables. In fact, after
the adoption of IFRS standards, the loan size variable is positively (0.12108) and significantly
(0.05) related to the maturity at the level 5%, this explains that borrowers adopting IFRS benefit
from big amounts of loan with long maturity. An examination of causal relationship finds that
the coefficient associated with the link between the revolver and the maturity is negative (-
0.48091) and statistically significant (0.01) at the level 1%. The results indicate that the borrower
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benefits from a loan with revolver nature which is in short term lines of credit renewed on a
permanent basis.

Table n°7: Effect of the mandatory adoption of IFRS on credit terms
Model : Credit terms=0ot a; IFRS + a» Loan size + 03 Revolver+ a4 Term loan + as ROA + a¢ Current ratio +
a7 Leveraget+ ag MTB+ oy Size+ a9 Loss +e
Credit term Maturity
Variables Coef P>7
Constante 1.08212 0.18
IFRS 0.41229 0.03%*
Loan size 0.12108 0.05%*
Revolver -0.48091 0.01%**
Term loan -0.04084 0.89
ROA 0.01085 0.37
Current ratio -0.07407 0.67
Leverage 0.00605 0.63
MTB -0.00797 0.84
Size -0.03792 0.72
Loss 0.01224 0.95
R ajusted 3.04 %

*xk F*kand*: significant respectively at the level of 1%, 5% and 10%

The table 8 exhibits the effect of the IFRS standards adoption on secured (the third
hypothesis). The Statistical test indicates that the variable IFRS is negatively and not
significantly associated with the secured variable. In fact, the examination of causal relation
demonstrates that the coefficient related to the link between the adoption of IFRS and the
secured variable is negative (-0.01946) and statistically not significant (0.34). Therefore, the
third hypothesis is rejected. In other words, the adoption of IFRS is a variable, which does not
affect the secured variable as a contractual term of the credit agreement. These results are
opposed to our expectations and to results found in previous literature. However, our results also
prove the existence of a negative (-0.06280) and a significant (0.05) relationship at the level 5%
between the term loan variable and the secured variable. In fact, lenders give term loans to
borrowers they trust. That is why, they require them less of a guarantee. Our regression results
also demonstrate that the ration of current ratio is positively and significantly associated with the
secured variable. The examination of the causal relationship finds also that the coefficient related
to the link between the current ratio and the secured variable is positive (0.04629) and
statistically significant (0.04) at the level 5%. We can conclude that lenders focus on the liquidity
when granting credit to borrowers. In fact, the likelihood to have secured loans increases with the
existence of high liquidity among borrowers. The variable ROA affects positively (0.00326) and
significantly (0.01) secured at the level 1%. Furthermore, our regression results demonstrate that
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the secured variable is negatively (-0.01434) and significantly (0.00) related to MTB at the level
of 1%.

Table n°8: Effect of the mandatory adoption of IFRS on credit terms
Model : Credit terms=0ot a; IFRS + a» Loan size + 03 Revolver+ a4 Term loan + as ROA + a¢ Current ratio +
a7 Leverage+ agMTB+ ag Sizet a9 Loss +¢
Credit term Secured
Variables Coef P>7
Constante 0.59417 0.00
IFRS -0.01946 0.34
loan size -0.00363 0.63
Revolver 0.01068 0.62
Term loan -0.06280 0.05%*
ROA 0.00326 0.01%**
Current ratio 0.04629 0.04**
Leverage 0.00108 0.72
MTB -0.01434 0.00%**
Size 0.00264 0.83
Loss 0.00814 0.70
R ajusted 6 %

*** **and*: significant respectively at the level of 1%, 5% and 10%

As for the fourth hypothesis, we are interested to study the effect of the adoption of IFRS
standards on financial Covenants. The Statistical test, as presented in the table 9, indicates that
the variable IFRS is positively and significantly associated with financial Covenants. Therefore,
the fourth hypothesis is confirmed. These results demonstrate that the mandatory adoption of
IFRS standards increases the percentage that lenders require financial covenants to borrowers,
when granting loans. We can conclude that the adoption of IFRS improve the quality of financial
information which makes lenders confident about the financial situation of firm by granting them
loans under condition of financial covenants. This result is conformed to our expectation and
different from those found by Chen et al. (2015). As for control variables, the results of this
regression demonstrate that the revolver is positively and significantly associated with financial
covenants. An examination of the causal relationship finds that the coefficient associated with
the link between the revolver and financial covenants is positive (0.52035) and statistically
significant (0.00) at the level 1%. These results indicate that borrowers, which benefit from loans
of revolver nature, are required to respect financial covenants (Berlin et al, 2020). The
coefficient associated with the link between term loan and financial covenants is positive
(0.59510) and statistically significant (0.01) at the level of 1%. Thus, lenders provide a term loan
to borrowers requiring them to respect financial covenants.
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Table n°9: Effect of the mandatory adoption of IFRS on credit terms
Model : Credit terms=ao+ oy IFRS + a, Loan size + oz Revolver+ o4 Term loan + as ROA + a¢ Current ratio +
a7 Leveraget+ asMTB+ a9 Size+ a9 Loss +¢
Credit term Financial covenants
Variables Coef P>Z
Constante 0.61931 0.00
IFRS 0.41576 0.00%**
Loan size 0.05487 0.26
Revolver 0.52035 0.00%**
Term loan 0.59510 0.01%**
ROA 0.00870 0.32
Current ratio -0.05319 0.71
Leverage 0.00500 0.72
MTB 0.01773 0.52
Size 0.06080 0.46
Loss 0.21918 0.13
R ajusted 11.55%

**% **and*: significant respectively at the level of 1%, 5% and 10%

As a conclusion, the publication of accounting information prepared under IFRS
standards returns lenders confident in the financial situation of a firm giving borrowers loans
with long maturities and under financial covenants. However, the adoption of IFRS standards
does not affect the interest rate and the secured as credit terms.

2.2 Indirect effect of the cost of capital on the association between IFRS and credit
terms

In order to test the second aim of this research, it is necessary to examine the indirect
effect of the mandatory adoption of IFRS adoption on credit terms via the cost of capital; we
began first to examine the complete mediating effect of the cost of capital on the relation
between the variable IFRS and different credit terms. Then, the Sobel test is performed to verify
the significance of the mediating effect.

Several researchers find different results concerning the effect of IFRS on the financial
information quality. Many researchers have affirmed that the explanatory power of accounting
numbers are ameliorated by the adoption of the International Financial Reporting Standards
IFRS (Bartov et al, 2005 ; Jermakowicz et al, 2007; Barth et al, 2008 ; Iatridis, 2010 ; landsman
et al, 2012 ; Salameh, 2013), which means that there is a supplementary information under IFRS.
Examining the association between stock returns and accounting numbers, Escaffre and Sefsaf
(2011) demonstrate that the effect of IFRS adoption on the informational relevance of accounting
numbers varies from one country to another. The conclusion of their study indicates that the
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impact of IFRS adoption on the quality of accounting information relies on institutional factors
in each country, which is proved by Zogning (2013). The defendants of IFRS adoption consider
that IFRS is the origin of the reduction of the information asymmetry which reduces the risk
visualized by investors, and so the cost of capital. Tweedie (2006) argues that the removal of a
main investment risk which is the concern that national accounting systems are not fully clear, is
anticipated to minimize the cost of capital and to improve the investment returns. Moreover,
Lambert et al (2007) argue that a high quality accounting information and financial disclosures
influence the evaluated covariance with firms and this impact makes a firm’s cost of capital to be
closer to the risk-free rate. Besides, Barth et al (2008) demonstrate the existence of a relationship
between a high quality of financial statements and a low cost of capital, which means that the
reduction of cost of capital is associated with the voluntary adoption of IFRS and not associated
with the mandatory adoption. Li (2010) indicates that the adoption of IFRS participates in the
reduction of cost of equity capital of firms, which present a strong legal enforcement.?!

The verification of four conditions expected by Baron and Kenny (1986) in order to
examine the mediating effect is exposed in tables 10, 11, 12, 13 and 14.

Table n°10: Results of four conditions test related to the mediating effect of the cost of capital on the link
between IFRS variable and the interest rate
Model Variables Coef Std. Err. T P>t
Interest rate Y= Interest Constant 4.33154 0.44297 9.78 0.00
=00+ ol [FRS+ ¢ rate IFRS 0.16112 0.02105 7.66 0.00%**
Cost of capital = ap+ o I M= Cost of Constant 0.19676 0.05462 3.60 0.00
IFRS +¢ capital IFRS 0.03441 0.04413 0.78 0.44
Interest rate = oo+ o Y= Interest Constant 4.3207 0.44484 9.71 0.00
Cost of capital + a, rate Cost of 0.05579 | 0.03311 1.68 0.09*
IFRS+ ¢ Capital
IFRS 0.15875 0.02099 7.56 0.00%**
Interest rate = apt+ | Y= Interest Constant 4.3207 0.44484 9.71 0.00
o IFRS+ rate IFRS 0.15875 0.02099 7.56 0.00%**
a2 Cost of capital + & Cost of 0.05579 | 0.03311 1.68 0.09*
capital

**%* **and*: significant respectively at the level of 1%, 5% and 10%

The results of the indirect effect of the cost of capital on the link between IFRS standards
and the interest rate are presented in the table 10 demonstrating that the IFRS variable has a
significant and a positive effect on the interest rate. In fact, the coefficient linking the adoption of

2L Turki, H., Wali, S., and Boujelbene, Y. (2016). The effect of IFRS mandatory adoption on the
information asymmetry. Cogent Business & Administration, 3 (1), 1-25.
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IFRS and the interest rate is positive (0.16112) and statistically significant (0.00). However, the
adoption of IFRS does not affect the cost of capital. Moreover, the cost of capital has a
significant impact on the interest rate, when the influence of the variable IFRS on the interest
rate is controlled, verifying the significance of the coefficient which is positive and statistically
significant. Furthermore, the effect of the variable IFRS on the interest rate is not zero
controlling the mediating variable, the cost of capital. Therefore, the cost of capital has not an
effect on the link between IFRS standards and the interest rate because 2/4 conditions are
verified.

Table n°11 : Results of the test of four conditions related to the mediating effect of the cost of capital
on the link between IFRS variable and the maturity

Models Variables Coef Std. Err. T P>t

Maturity Y= Maturity Constant 1.28643 0.33229 3.87 0.00

=aot a; IFRS+ ¢ IFRS 0.49958 0.31437 1.59 0.11

| Cost of capital = oyt M = Cost of Constant 0.19676 0.05462 3.60 0.00

ar IFRS +¢ capital IFRS 0.03441 0.04413 0.78 0.44

Maturity= oot o Y= Maturity Constant 1.29964 0.34612 3.75 0.00

Cost of capital + Cost of -0.06998 0.44712 -0.16 0.88
awIFRS+ ¢ capital

IFRS 0.50205 0.31473 1.60 0.11

Maturity = ag+ | Y= Maturity Constant 1.29964 0.34612 3.75 0.00

oulFRS+ IFRS 0.50205 0.31473 1.60 0.11

a2 Cost of capital + Costof | -0.06998 | 044712 | -0.16 0.88
€ capital

**% F*kand*: significant respectively at the level of 1%, 5% and 10%

The table 11 presents the results of the indirect effect of the cost of capital on the link
between IFRS standards and the maturity. The coefficient linked the adoption of IFRS standards
and the maturity is positive (0.49958) and statistically not significant (0.11) and so the variable
IFRS has not a significant effect on the maturity. The effect of IFRS variable has not an impact
on the variable of the cost of capital. Besides, the coefficient linked the variable IFRS and the
mediating variable, the cost of capital, is negative and statistically not significant. The result of
this test demonstrates that the cost of capital has not a significant effect on the maturity and the
effect of IFRS on the maturity is negative and not significant. The impact of IFRS on the
maturity is zero controlling the mediating variable, the cost of the capital. We can conclude that
IFRS standards have not indirectly an effect on the maturity via the cost of capital because not all
conditions are verified.
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Table n°12: Results of the test of four conditions related to the mediating effect of the cost of capital on
the link between IFRS variable and the secured
Model Variables Coef Std. Err. T P>t
Secured Y= Secured Constant 0.63025 0.08476 7.44 0.00
= oot o IFRS+ ¢ IFRS 0.01692 0.02363 0.72 0.47
| Cost of capital= oot o1 M= Cost of Constant 0.19676 0.05462 3.60 0.00
IFRS +¢ capital IFRS 0.03441 | 0.04413 0.78 0.44
Secured = 0ot a; Cost Y= Secured Constant 0.60678 0.08551 7.10 0.00
of capital + Cost of 0.12045 | 0.03626 3.32 0.00%**
ap IFRS + ¢ capital
IFRS 0.01178 0.02310 0.51 0.61
Secured = ot o Y= Secured Constant 0.60678 0.08551 7.10 0.00
IFRS + IFRS 0.01178 0.02310 0.51 0.61
a2 Cost of capital + & Cost of 0.12045 | 0.03626 332 | 0.00%*
capital

*** **and*: significant respectively at the level of 1%, 5% and 10%

The results of the indirect effect of the cost of capital on the link between IFRS standards
and the secured are exposed in the table 12. The variable IFRS has not a significant effect on the
secured. In fact, the coefficient linked the adoption of IFRS standards and the secured variable is
positive (0.01692) and statistically not significant. It is the same for the coefficient linked the
adoption of IFRS standards and the cost of capital, which is positive and statistically not
significant. Besides, we note that the cost of capital has a significant effect on the secured, and
the controlled coefficient linked the IFRS variable and the secured is positive and not significant.
In addition, the effect of IFRS variable on the secured variable is zero controlling the mediating
variable, the cost of capital. Based on these results, we can deduce that IFRS adoption has not an
effect on the secured via the cost of capital because of the rejection of 2/4 conditions.
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Table n°13: Results of the test of four conditions related to the mediating effect of the cost of capital on
the link between IFRS variable and financial covenants
Model Variables Coef Std. Err. T P>t
Financial co-venants = Y= Financial Constant 0.71828 0.22411 3.21 0.00
aot o IFRS+ ¢ covenants IFRS 0.66446 0.14891 4.46 0.00%**
| Cost of capital = ap+ o M= Cost of Constant 0.19676 0.05462 3.60 0.00
IFRS +& capital IFRS 0.03441 | 0.04413 0.78 0.44
Financial co-venants Y= Financial Constant 0.71647 0.23091 3.10 0.00
=0+ o Cost of capital covenants Cost of 0.00890 | 0.22699 0.04 0.97
+ aplFRS+ ¢ capital
IFRS 0.66408 0.14923 4.45 0.00%**
Financial co-venants = Y= Financial Constant 0.71647 | 0.23091 3.10 0.00
aot o IFRS+ covenants IFRS 0.66408 0.14923 445 0.00%**
a2 Cost of capital + & Costof | 0.00890 | 0.22699 0.04 0.97
capital

**% **and*: significant respectively at the level of 1%, 5% and 10%

Table 13 presents the results concerning the indirect effect of the cost of capital on the
link between IFRS and financial covenants. However, the variable IFRS has a significant effect
on financial covenants. In fact, the coefficient linked the adoption of IFRS standards and
financial covenants is positive (0.66446) and statistically significant (0.00). Moreover, the
variable IFRS has not an effect on the mediating variable, the cost of capital. The coefficient
linked IFRS standards and the cost of capital is positive and statistically not significant. The cost
of capital has not a significant effect on financial covenants, when the influence of IFRS on
financial covenants is controlled, verifying the significance of the coefficient which is positive
and statistically not significant. Besides, the effect of [FRS on financial covenants variable is not
zero controlling the mediating variable, the cost of capital. We can say that IFRS standards has
not an effect on financial covenants because 3/4 conditions are not verified.

2.3 The verification of the validity of the results related to the association between
IFRS and credit terms: The mediating effect of cost of capital

In order to ensure of the validity of results found by the method of Baron and Kenny
(1986), these latter propose the use of Sobel test (1982) in order to check the significance of the
indirect effect. Table 14 presented below exposes Sobel test’s results concerning the mediating
effect of the cost of capital.
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Table n° 14: Results of Sobel test related to the mediating effect of the cost of capital
T-statistics P-values
y1= Interest rate 0.70764 0.48
= M= Cost of capital y2= Maturity -0.15345 0.88
IFRS y3= Secured 0.75911 0.45
y4= Financial covenants 0.03916 0.97

Our results demonstrate that the t-statistic concerning the first dependent variable, the
interest rate is of (0.70764) and it is not significant (0.48). Therefore, the cost of capital does not
play the role of mediator between the adoption of IFRS and the interest rate. It is the same for the
second dependent variable, the maturity. Thus, the cost of capital does not play the role of
mediator between the adoption of IFRS and the maturity. Besides, the t-statistic concerned the
third dependent variable, the secured, is of (0.75911) and it is not significant (0.45). Hence, the
cost of capital has not an indirect effect on the link between the adoption of IFRS and the
secured, similar result for the fourth-dependent variable, financial covenants. Consequently, the
cost of capital does not affect the relationship between the IFRS adoption and credit terms, and
so the hypothesis 5 is not verified.

CONCLUSION

In this research, we have double aims. It is necessary to test first the direct effect of the
adoption of IFRS standards in a French context on credit terms and to examine, then the
mediating effect of the cost of capital between the adoption of IFRS standards and credit terms.
The advanced test of hypothesis is based on the sample 41 French listed firms. The period of our
study covers 12 years from 2002 to 2015 while eliminating the years 2004 and 2005 considered
as transition years (Li, 2010). The period of study is of several interests. On the one hand, the
analysis of 12 years allows to take changes in standards into consideration (transition from
GAAP to IFRS) and to stand back from each accounting standards (two years under GAAP and
ten years under IFRS). On the other hand, this choice permits to reduce the bias regarding the
period change of standards (2004 and 2005) and the bias regarding the period of learning and
understanding of IFRS which changes from a firm to another depending on the level of
familiarization of managers to IFRS.?

22 Turki et al (2016) indicate that the long period of analysis permits, on the one hand, to take changes in
standards into consideration and to stand back from each accounting standards. On the other hand, they consider also
that the long period permits to reduce the bias regarding the period change of standards and the bias regarding the
period of learning and understanding of IFRS which changes from a firm to another depending on the level of
familiarization of managers to IFRS.

69



Global Journal of Accounting and Finance Volume 7, Number 1, 2023

Concerning the direct effect of IFRS adoption on banking credit terms and contrary to the
results of previous empirical studies, we provide strong evidence that in France, the mandatory
adoption of IFRS does not affect the interest rate variation. However, the mandatory adoption of
IFRS allows to borrowers to benefit from a long maturity and more financial covenants.
Concerning the secured, our results demonstrate that there is not a significant link between the
IFRS adoption and this credit term. These results can be explained by the fact that the adoption
of IFRS standards is a variable which does not affect the interest rate and the secured as
contractual terms of the credit agreement.

Concerning the indirect effect of IFRS adoption on banking credit terms via the
information asymmetry, which is measured by the proxy, the cost of capital, we find that the cost
of capital does not play the role of mediator between the adoption of IFRS standards and credit
terms.
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ABSTRACT

This study examines whether CEO compensation decreases in response to the reduction
in firm size after a corporate spinoff. Overall, CEO pay reduces after the spinoff, consistent with
efficiency theory. However, the decrease is driven by the pay adjustment accompanying CEO
turnover around the spinoff. New CEQOs hired around the spinoff have little bargaining power
regarding their compensation, and thus a decline in CEO compensation around these spinoff
events is observed. The compensation of those CEOs who span the spinoff event does not
decrease, consistent with the notion of CEO entrenchment.

INTRODUCTION

As a general rule, the bigger the corporation, the higher the CEO’s pay (Murphy, 2012).
For example, S&P 500 CEOs earned $12 million on average, compared with $3 million earned
by mid-market CEOs in 2015 (Seidman, 2015). Bigger firms are more complex and, thus, harder
to manage. Therefore, the CEOs of larger firms are compensated more than those of smaller and
less complex firms (Custodio et al., 2010). Since bigger firms are harder to manage, they require
a higher quality CEO vis-a-vis a smaller firm. Thus, it is no surprise that the best CEOs tend to
run the largest firms (Gabaix & Landier, 2006).

The longer a CEO stays with a firm, the more entrenched they become (e.g., Boyd, 1994;
Mace, 1986). This entrenchment often gives rise to the classic agency problem when CEOs use
their influence on the compensation committee to obtain a more favorable total compensation
package independent of their efforts to earn higher returns on shareholders' investments
(Bebchuk & Fried, 2003).

The previously documented association between firm size and CEO compensation
motivates us to consider how parent firm CEOs' compensation changes in a spinoff event. A
spinoff distributes the shares of a subsidiary to the shareholders of the parent firm on a pro-rata
basis. A corporate spinoff is one of several ways a firm can divest its assets. Unlike asset sell-
offs or carve-outs that exchange the subsidiary for cash with another entity or in the public
market and keep the parent firm assets at a similar level, spinoffs reduce parent firm size
tremendously. On average, spinoffs lead to a 30% decrease in parent firm size (Eckbo, 2008).

We utilize spinoffs as an opportunity to disentangle the impacts of firm size and CEO
power on CEO compensation to test competing theories of CEO compensation. The firm size
always decreases after a spinoff. However, the CEO might stay after the spinoff or might
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turnover and be replaced by a new CEO after the spinoff. Alternatively, a new CEO could be
brought in to execute the spinoff. Because different theories predict different movement
directions of CEO compensation regarding firm size and CEO power, we examine various
scenarios of changes of CEO around spinoffs to contribute to the discussion on determinants of
CEO compensation.

Over a sample period of 1994-2006, we find that about 50% of spinoffs accompany CEO
turnover. In light of the entrenchment literature, we hypothesize the following relationships
between CEO characteristics and CEO compensation around spinoffs. We predict a smaller drop
in CEO compensation for a long-term CEO who initiates and completes a spinoff (and the CEO
stays with the post-spinoff company) than for a newly hired CEO (who initiates and completes
the spinoff and stays) or a CEO who leaves shortly after completing the spinoff. Accordingly, we
classify the spinoff events in the sample into four categories: (1) Spanners, (2) Completers, (3)
Initiators, and (4) Others. "Spanners" are those spinoff events in which the CEO, who has held
their position with the parent firm for at least five years, initiates a spinoff, completes it, and then
holds their position for at least another five years. "Completers" are those spinoff events in which
the CEO, who has held their position with the parent firm for at least five years, initiates a
spinoff and completes it, and then leaves their position within one year. "Initiators" are those
spinoff events in which the CEO initiates a spinoff in their first year of tenure, completes it, and
then stays with the firm for at least another five years. "Others" are those spinoff events that do
not fall into the spanner, completer, or initiator categories.

The findings suggest that spinoffs with or without CEO turnover have significantly
different effects on CEO compensation. In the whole sample, CEO compensation falls
significantly following a spinoff event as hypothesized (controlling for other factors). However,
this fall in total compensation is driven by the completer and initiator groups in the sample. The
spanners do not see a drop in their total compensation surrounding the spinoff event. The
spanners, by definition, are those longer-term CEOs who are more entrenched and, therefore,
likely have more bargaining power and influence on their compensation committees. It is
speculated that these CEOs agree to do the spinoff only upon the condition that their total
compensation does not decline.

The contributions of this paper are twofold. First, this paper contributes to the CEO
compensation literature by offering evidence regarding how CEO entrenchment affects CEO
compensation in the context of spinoffs. To the best of our knowledge, this is the first paper to
show that the change in parent firm CEO compensation around spinoffs is a function of whether
or not the CEO is a spanner or completer/initiator. Second, this paper contributes to the CEO
power literature by testing a new way of disentangling compounding factors pertinent to CEO
power. We measured CEO power by both CEO tenure and CEO changes around spinoffs.

The remainder of the paper is organized as follows. The literature review section
synthesizes the relevant related research, followed by hypothesis development. The following
section summarizes the sample selection procedure and the data used to test the hypotheses. The
results from the data analysis are then presented, followed by a discussion of the robustness tests.
A summary of the conclusions is provided in the last section.

75



Global Journal of Accounting and Finance Volume 7, Number 1, 2023

RELATED RESEARCH
CEO Compensation

Two theories exist in CEO compensation: efficiency theory and agency theory.
Efficiency theory argues that compensation contracts are efficient in linking CEOs' motivation to
shareholders' interests. The market equilibrium matches the best CEOs to the largest firms
(Gabaix & Landier, 2006). Many prior studies (Lazear & Rosen, 1981; Lucas Jr., 1978; Rosen,
1982; Tervio, 2008) predict and find that CEO pay increases with firm size. Agency theory is
motivated by CEO selfishness. CEOs are assumed to use all methods at their disposal to
maximize their own compensation. For example, Bebchuk and Fried (2003) find that CEOs are
not paid for performance. Specifically, their compensation contracts shield them from poor
performance. Frydman and Jenter (2010) suggest that both competitive market forces and
managerial power are principal determinants of CEO pay, but neither of them alone can explain
the situation. The result of this study is consistent with their opinion. We find that when the
agency problem is severe, it dominates CEO pay composition. However, the positive relationship
between firm size and CEO compensation holds when a CEO is less entrenched and has less
power (e.g., a newly hired CEO). Several studies recognize that CEOs undertake mergers and
acquisitions as a way of empire-building (e.g., Jensen, 1986; Morck et al., 1990). Hartzell et al.
(2004) study the benefits received by target CEOs in completed mergers and acquisitions. They
find that target CEOs negotiate large cash bonuses and golden parachutes. The excess payment is
negatively associated with the likelihood that the CEO will become the CEO of the acquiring
firm. Darrough et al. (2014) investigate how goodwill impairment affects CEO compensation.
Goodwill impairment is a signal of merger and acquisition failure and a major reason firm size
falls. They find that CEO compensation decreases when the fair values of acquired business units
are written down. Gilson and Vetsuypens (1993) find that in financially distressed firms that
went bankrupt or private, CEOs experienced a 35% salary and bonus reduction. However,
outside replacement CEOs are typically paid 36% more than their predecessors. Some scholars
use employee numbers as the proxy of firm size. Hallock (1998) examined the association
between layoffs and CEO pay. He found that CEOs are paid more in the year after the firm
announces a layoff. Similarly, Chemmanur and He (2016) find that CEOs receive extra
compensation in the year of a spinoff. It is interesting to see that in some contexts, when firm
size decreases, CEO pay increases, while in other cases, CEOs have to accept the cut of their pay
following a drop in firm size. This study examines what happens to CEO compensation around a
spinoff, both in the presence and absence of CEO turnover. This study is also different than these
previous studies in that it delineates categories of CEOs based on how long they have been with
the firm and how long they stay post-spinoff. This classification helps capture their level of
entrenchment and hopefully can delineate between the agency versus efficiency theories
regarding a prediction of how their compensation will change.

76



Global Journal of Accounting and Finance Volume 7, Number 1, 2023

Spinoffs

Prior studies document positive abnormal returns from 1.7% to 5.6% for parent firms
around spinoff announcements (e.g., Eckbo, 2008; Hite & Owers, 1983; Miles & Rosenfeld,
1983) and positive post-spinoff long-run performance for both parents and spun-off subsidiaries
(e.g., Ahn & Denis, 2004; Cusatis et al., 1993; Desai & Jain, 1999). Based on empirical research,
potential sources of gains from spinoffs include: (1) improved focus, (2) elimination of negative
synergies, (3) information asymmetry reduction, (4) tax and regulatory advantage, (5) wealth
transfer from credit holders to stockholders, (6) a positive clientele effect, (7) better corporate
governance, and (8) increased probability of takeover. Particularly, Desai and Jain (1999) find
that abnormal returns around the announcement period and in the long run are both significantly
higher for the focus-increasing spinoff parents than the non-focus-increasing spinoff parents.
Allen et al. (1995) use the takeover loss as an indicator of negative synergy and find that spinoff
gains can be explained by the shareholder value destroyed at the earlier time of acquisition.
Krishnaswami and Subramaniam (1999) find that spinoff announcement returns are higher for
firms with a higher level of information asymmetry, and the spinoff tends to reduce such
information gap. Schipper and Smith (1983) argue that the gains to shareholders may partially
arise from tax and regulatory advantages. They build a sub-sample of firms that change contracts
with the Internal Revenue Service (IRS), labor unions, and rate regulators and find that those
firms have positive abnormal returns around the spinoff, consistent with their proposition.
Parrino (1997) employs a case study and documents a wealth transfer from bondholders to
stockholders. Specifically, he observes a significant drop in bond values and a significant rise in
stock prices concurrently. Chemmanur and He (2016) find large imbalanced tradings of
institutional investors in the post-spinoff parent and subsidiary stocks, suggesting a clientele
effect. Ahn and Denis (2007) view a spinoff decision to be associated with more effective
corporate governance. A spinoff may also increase the probability of both parents and
subsidiaries becoming takeover targets (Cusatis et al., 1993).

The literature has picked up spinoffs as a setup to study possible changes in CEO
compensation around spinoffs. Parent CEOs get extra compensation in the year of undertaking a
spinoff. (Chemmanur et al., 2014; Fich et al., 2014). Spun-off CEOs who were parent CEOs
receive higher compensation than their peers (Pham, 2020). Feldman (2016) found that spinofts
better align management's incentive compensation with the spinoff firms' stock market
performance, but not that of the parent firms.

The above-mentioned papers do not discuss the incentives of various-tenure CEOs
around a spinoff. The CEO is very influential in a spinoff context, and if they know their
compensation will fall due to a decline in their firm's size (there is less to manage), why would
they ever agree to engage in a spinoff? This study indirectly examines this question by dividing a
sample of spinoff events into four categories based on how long the CEO has been with the firm
and how long they remain with the firm post-spinoff. The one category of CEOs who are
expected to be more entrenched ("spanners") do not exhibit a fall in total compensation
surrounding the spinoff, while the other CEOs who are less entrenched and do not have as much
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bargaining power do see a significant decline in their total compensation post-spinoff controlling
for other factors.

HYPOTHESIS AND METHODOLOGY

According to the characteristics of spinoffs and CEO turnover, this study categorizes four
types of CEOs in the sample. "Spanners" are those spinoff events in which the CEO, who has
held their position with the parent firm for at least five years, initiates a spinoff, completes it, and
then holds their position for at least another five years. "Completers" are those spinoff events in
which the CEO, who has held their position with the parent firm for at least five years, initiates a
spinoff and completes it, and then leaves their position within one year. "Initiators" are those
spinoff events in which the CEO initiates a spinoff in their first year of tenure, completes it, and
then stays with the firm for at least five years. "Others" are those spinoff events that do not fall
into the spanner, completer, or initiator categories.

As the previously discussed prior literature points out, a spinoff decreases the firm size,
leading to a smaller and less complex firm to manage. The efficiency theory suggests that CEO
compensation is aligned with the interests of shareholders through efficient contracting (Gabaix
& Landier, 2006). Empirical studies have documented a direct correlation between CEO
compensation and firm size (Lazear & Rosen, 1981; Lucas Jr., 1978; Rosen, 1982; Tervio,
2008). Firm size decreases after a spinoff. Based on the efficiency theory of CEO compensation
and the decrease in firm size after a spinoff, the main hypothesis, in the alternative form, is:

H]I: Parent-firm CEO compensation will decrease following a spinoff.

H1 is expected to hold for the entire sample and for each of the spinoff event sub-sample categories.

A competing alternative to the efficiency theory is the agency theory of CEO
compensation. The agency theory posits that CEOs are selfish individuals who maximize their
own pay at the expense of shareholder interests (Boyd, 1994; Tosi & Gomez-Mejia, 1989).
CEOs use their power to extract greater compensation for themselves through their influence
over the compensation committee and the compensation contracts (Bebchuk & Fried, 2003).
Spanners are more entrenched and have more power than completers and initiators. Since
spanners are more likely to influence the board and the CEO compensation committee, their
compensation may be less affected by the spinoff event than the compensation for completers or
initiators. Thus, the second hypothesis, stated in the alternative form, is:

H2: Parent-firm spanner CEO compensation will decrease less than completer and initiator CEO
compensation following a spinoff.

The following model is employed to test the hypotheses:
TotalComp = Po + BiSpinoff + B2Post + BsPost * Spinoff + B4Post * Size

+ BsPost * Size * Spinoff + Be Size + f7MV + BsMB + BoROA + BioDebtRatio
+ BiiTenure + Bi2Age + BisFirmAge + BiaHerf + ¢ (1)
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Where TotalComp is the total compensation of the CEO in either the year before the
spinoff announcement date or in the year after the spinoff effective date. Post is an indicator
variable equal to one if the other variables are measured one year post-spinoff and zero if they
are measured one year pre-spinoff. Spinoff is an indicator variable equal to one if the firm is a
spinoff firm and zero if it is a control firm. The other variables are control variables and are
defined in Table Al in Appendix A. The coefficient of interest in equation (1) is B3. Hl
hypothesizes 3< 0. That is, relative to a control group matched in size and total compensation of
the CEO (see description in the next section), the total compensation of CEOs is expected to fall
after a spinoff. H2 hypothesizes that the 3 from estimating equation (1) with the completer and
initiator sub-samples should be smaller than that from estimating equation (1) with the spanner
sub-sample. Size is controlled in equation (1) because the spinoff reduces the parent firm size by
definition, and total compensation should fall accordingly. We are interested in comparing the
relative drop in total compensation between the subgroups while controlling for size.

Sample Selection and Data Description

The initial spinoff sample was drawn from the Security Data Corporation's (SDC)
Mergers and Acquisitions (M&A) database. Each spinoff observation from SDC was compared
with those in the US Securities & Exchange Commission's (SEC) Electronic Data Gathering,
Analysis and Retrieval (EDGAR) database or with those in the Center for Research in Security
Prices (CRSP) event database. This comparison helps verify the occurrence of each spinoff and
the incentive to spinoff if managers mention the reason in 10-K, 8-K, or S-1/3 filings. If the
corresponding spinoff event was not found in EDGAR or CRSP, we employed a Google search
to determine how the media reports the spinoff motive when quoting the managers' statements.
We only kept those spinoffs listed in the SDC and shown at least once among SEC, CRSP, and
Google searches. All sample firms' and control firms' characteristics (e.g., total assets) were
obtained from COMPUSTAT. Companies' segment information came from the COMPUSTAT
historical segments database. Firms' market performance was obtained from CRSP. We collected
CEO compensation and tenure information from EXECUCOMP.

We started with 1,029 completed spinoffs in SDC over the sample time period 1994-
2006. We stopped in 2006 because FAS 123R took effect in 2006, which requires companies to
expense share-based equity compensation to employees. The literature (e.g., Hayes et al., 2012)
suggests that firms significantly reduced their usage of stock options in CEO compensations after
the adoption of FAS 123R. More specifically, Skantz (2012) found evidence that the reduction in
CEO pay was greater for CEOs who had less power after FAS123R. FAS 123R was a significant
exogenous shock on CEO compensation and the relation between CEO power and CEO
compensation, so the relation between CEO power and CEO compensation may not be
comparable before and after FAS 123R. We then matched these spinoff events with the CRSP
event database. If a spinoff was also included in CRSP with a distribution code of 3762, 3763,
3764, or 3765, the spinoff should be considered an effective one. If the spinoff event was not
found in CRSP, we then searched EDGAR. If a related 8-K, 10-Q, or 10-K proves the existence
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of the spinoff, the observation is kept. If the spinoff was not found in EDGAR, a Google search
of "spinoff" was performed with the firm name and spinoff year given by SDC. If Google results
showed clearly that such a spinoff was actually an asset sale, the observation was excluded. We
found that the SDC database had 222 mistakes in recording a "spinoff.">* We then excluded
private parent firms as they are neither in CRSP nor COMPUSTAT. SDC considers over-the-
counter firms as public firms (e.g., pink sheet firms), but we also removed those. Then the
remaining sample was merged with EXECUCOMP. Two-thirds of the sample was lost here since
EXECUCOMP only contains S&P500 CEO compensation information. The final sample
consisted of 244 completed spinoffs over the period 1994-2006.%* Table 1 summarizes the
sample selection procedure.

Table 1
Sample Selection

Sample Selection Step # of Spinoff Event
SDC (Completed spinoffs from 1994-2006) 1029
Minus: SDC mistakes (e.g., asset sales classified as spinoffs.) (222)
Clean Data in SDC 807
Minus: Parent firms not public (merge with CRSP) (106)
SDC/CRSP 701
Minus: Missing in Compustat (merge with Compustat) (6)
SDC/CRSP/COMPUSTAT 695
Minus: Missing in Execucomp (451)
SDC/CRSP/COMPUSTAT/EXECUCOMP 244

The spinoff event samples were divided into four categories by parent firm CEO type as
described earlier. These categories are summarized in Table 2. Table 3 summarizes the CEO's
tenure at the announcement date and after the spinoff, as well as the spinoff processing time. The
average pre-spinoff tenure of the spanners in the sample was 12.14 years versus 8.03 years for
the completers and 0.61 years for the initiators. Also, spanners are with the firm 11.65 years after
completing the spinoff on average versus 0.81 years for completers and 7.07 years for initiators.

2 We cross-checked all 1,029 initial spinoff events from SDC and found 222 cases where an event was coded as a
‘spinoff” by SDC but really was not a spinoff event. Some of these cases were an asset sale, some of these were duplicates of
actual spinoff events, some were exchange offers, etc.

24 Execucomp provides data on a three-year lagged rolling window. Thus, when merged with Execucomp (for the
compensation data), the Execucomp data ended in 2009.
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Table 2
Spinoff Event Categorization

Type Sample Size | Description

CEOs who have held their position for at least five years before the spinoff (-5 years)

Spanners 73 and stay at least five years after the spinoff (+5 years)

CEOs who have held their position for at least five years before the spinoff year (-5

Completers | 62 years) and leave within a year post-spinoff (+1 year)

New CEOs who initiate a spinoff in their first year of tenure (-1 year) and stay at least

Initiators 34 five years after the spinoff (+5 years)
CEOs who do not fit into the above three categories. Some examples are: (1) Former
CEOs announced the spinoffs, but new CEOs processed the events. (2) The
Others 75 board hired an outsider CEO to turn around the company, and the CEO left the
company very soon. A turnaround CEO usually works for the company in a very
short period.
Total 244
Table 3
CEQO Tenure around Spinoffs
Type Tenure at the Spinoff | Spinoff Processing Time (Effective | Tenure after
Announcement Date | Date — Announcement Date) the spinoff
Spanners 12.14 years 0.57 years 11.65 years
Completers 8.03 years 0.67 years 0.81 years
Initiators 0.61 years 0.64 years 7.07 years
Others 2.81 years 0.56 years 6.14 years

The largest group of spinoff CEOs are spanners (long-term CEOs), which include 73
individuals. Completers (old CEOs) finish the spinoff, leave the firms, and represent 62 of the
spinoff events. Only 34 initiators (newly hired CEOs) spin off a subsidiary in the first year of
their tenure with the parent firm. Analyzing the 75 other spinoff events, we find that many are
parent firm CEOs who spin off a firm within the first 2-4 years of their tenure but do not leave
within a year following the spinoff effective date. Also, several of the spinoff events are spinoffs
that occur during CEO transit, in which the old CEO announces the spinoff but then leaves
before the spinoft effective date, and the new CEO completes the spinoff. It is difficult to decide
whether to attribute these spinoffs to the new or old CEO. In addition, several spinoff events
classified in the other category have interim CEOs surrounding the spinoff announcement and
effective dates.

Table 4 reports descriptive statistics for the variables that are used in the study for both
the spinoff event parent firms and the matched forms in testing the hypotheses. For each spinoff
event parent firm, we choose a control firm that is within +/-10% in size (total assets) in the year
prior to the spinoff event and with the closest total CEO compensation to the parent firm. Table 4
Panel A reports descriptive statistics before the spinoff. The mean firm size in the year before the
spinoff for the spinoff event (control) firms was $16.7($16.2) billion, and the mean total
compensation for the spinoff event (control) firms was $6.34($5.97) million. Neither difference
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was statistically significant. The pre-spinoff differences in the mean descriptive statistics
between the spinoff and control firms for the other control variables are largely insignificant as
well, indicating a well-matched treatment and control group. Some exceptions exist between the
completer group and its control group regarding CEO tenure and age, the return on assets
between the initial group and the control group, and the firm age of the other group and its
control group.

Table 4 Panel B reports descriptive statistics after the spinoff. As expected, the size of the
spinoff firms is significantly smaller than the size of the matched control firm post-spinoff. Total
compensation insignificantly differs between spinoff firms and their matched firms.?* Initiators
have much shorter tenure than matched control firms by construction, as we define these as
newly hired CEOs. Initiators are also younger than CEOs in their control group. As expected, the
tenure of CEOs in the completer group is significantly shorter than that of CEOs in the control
group, as completer CEOs left the firm within one year after the effective date of the spinoff. The
firm age of the firms in the other group is smaller than firms in the control group.

25 The total compensation of spinoff event sample of CEOs during the spinoff year is excluded to avoid additional
noise.
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Table 4
Descriptive Statistics?®

Panel A: Descriptive Statistics for Spinoff Firms and Control Firms in the pre-spinoff Years

Spanner |Control |Completer |Control |Initiator |Control |Others |Control |Whole |Control
Variable |(N=73) |(N=73) |[(N=62) (N=62) |(N=34) |(N=34) [(N=75) |[N=75) |(N=244) |(N=244)

TotalComp |6,696 6,343 6,999 6,641 4,122 4,283 6,437 |5,773 6,337 5,965
Size 19,248 19,353 21,117 19,762 10,350 19,992 12,902 {12,610 [16,650 |16,195
MV 19,567 |28,339 17,442 19,657 10,458 14,158 (12,002 10,490 |15,636 |18,929
MB 1.7 1.93 1.96 1.93 1.94 2.05 2 2.19 1.89 2.02
ROA 0.052 0.041 0.054 0.061 0.000* 10.053* |0.039 ]0.053  |0.035 0.051
DebtRatio  |0.24 0.23 0.28 0.26 0.23 0.22 0.27 0.28 0.26 0.25
Tenure* 8.52 7.64 7.54* 4.19* 13.86 5.65 3.28*% 16.05*  16.04 591
Age 57.5 5745 |58.33* 55.94* 159.44 54.88 5527 |56.43 57.28 56.39
FirmAge |28.41 28.80  [32.70 29.13  |29.75 31.21 32.77* |26.61* [30.14 29.72
Herf 0.56 0.52 0.61 0.51 0.6 0.45 0.59 0.48 0.59 0.5

Panel B: Descriptive Statistics for Spinoff Firms and Control Firms in the post-spinoff Years

Spanner |Control |Completer |Control |Initiator |Control |Others |Control |Whole |Control
Variable |(N=73) |(N=73) |(N=62) (N=62) |(N=34) |(N=34) |(N=75) |[(N=75) |(N=244) |(N=244)

TotalComp |7,514 8,110 |5,185 8,626 14,598 8,676 7,366 16,856 6,454 7,979
Size 14,020  |25,534 12,088 25,144 |8,872 10,535 |11,112 |16,674 |[11,951* |20,836*
MV 15,045 36,393 5,593 21,673 19,650 13,818 |7,169 [10,870 [9,540 22,169
MB 1.77 1.92 1.82 1.92 1.86 1.98 2.05 1.79 1.88 1.89
ROA 0.024 0.027  |0.023 0.018 |-0.034 |0.045 [0.028 |0.013  ]0.004 0.030
DebtRatio |0.24 0.24 0.32* 0.25*% 10.25 0.2 0.31 0.27 0.28 0.25
Tenure**  |10.98 7.02 0.85* 491* ]2.81* 7.54*  |3.75*% |5.66*  |4.81* 5.98%*
Age 59.35 56.98 |53.51 5538 |54.73* |56.05* |55.6 54.9 55.98 55.88
FirmAge [30.93 31.85 |35.34 31.74  |32.30 36.30  [35.23* |29.08* [32.72 33.24
Herf 0.58 0.58 0.61 0.63 0.67 0.64 0.57 0.62 0.6 0.61

Note: * Tenure of CEO at one year before the spinoff (-1 year); ** Tenure of CEO at one year after the spinoff
(+1) year. * Indicates significant differences between the spinoff group and the control group at the P-value
<.05 level.

RESULTS

A preliminary spinoff event test is executed to calculate the cumulative abnormal returns
(CAR) over a three-day window (-1, +1) surrounding the spinoff announcement date (day 0).
Table 5 summarises the results. We employ the standard single-factor return model to calculate
the beta for each parent firm by regressing the parent firm's most recent 250 trading days of
returns prior to the spinoff announcement date on the daily market returns over this same time

26 We run a series of t-tests to compare the four different groups in pairs of both pre and post-spinoffs. Most of the
results are not statistically significant. By definition, the tenures of CEOs are different around the spinoffs. Spanner CEOs are
significantly older than completer CEOs. The debt ratios of the completer groups are significantly greater than the initiator group.
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period. We then use the fitted coefficients, the estimated beta, and the actual daily market return
to estimate the expected return for the parent firm over each of the three days surrounding the
spinoff announcement (-1, 0, +1). Next, we calculate the abnormal return for each of the three
days by subtracting the expected return from the actual return. Then we sum these abnormal
returns to arrive at the CAR for the three-day window (-1,+1) for each parent firm spinoff event.
Finally, we calculate the mean and median of the parent firm spinoff event three-day CARs for
the four categories of spinoff events. T-statistics for two-tailed hypothesis tests of mean
difference from zero are reported below their respective means. In the second part of the table,
we tabulate the difference in means and medians for each unique pair of spinoff event categories.
T-statistics for two-tailed hypothesis tests of the difference in means for each unique pair of
spinoff event categories are reported below their respective differences, and ***(**) (*)
represent statistical significance at the 1% (5%) (10%) levels, respectively.

Table 5
Spinoff Announcement Abnormal Returns

Spinoff Event Category Sample Size Mean CAR Median CAR

Whole 244 2.75%%** 2.51%
(5.25)

Spanners 73 2.39%*** 2.30%
(2.99)

Completers 62 4.68%*** 3.59%
(4.24)

Initiators 34 4.08%*** 3.56%
(4.14)

Others 75 0.84% 1.96%
0.77)
Diff. in Means Diff. in Medians

Spanners vs. Completers -2.29%* -1.29%
(1.68)

Spanners vs. Initiators -1.69% -1.26%
(-1.25)

Spanners vs. Others 1.55% 0.34%
(-1.15)

Completers vs. Initiators 0.61% 0.03%
(-0.41)

Completers vs. Others 3.84%** 1.63%
(-2.47)

Initiators vs. Others 3.24%%* 0.60%
(-1.86)
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Notice that the market reaction to a spinoff announcement is a positive 2.75% in the
whole sample.?’” The spanners, completers, and initiators all have significantly positive market
reactions when broken down by subgroup. However, results in Table 5 show a significantly more
positive market reaction to the completer subgroup (4.68%) than the spanner subgroup (2.39%).
This indicates that the market might view a CEO change surrounding a spinoff event more
favorably than a long-term CEO who initiates and completes a spinoff and then stays with the
firm. The market reaction to a spinoff by the initiator subgroup (4.08%) is also economically
higher relative to the spanner subgroup, but the difference is not statistically significant.

Table 6 reports the coefficient estimates from estimating our regression equation (1):

TotalComp = Bo + BiSpinoff + B2Post + B3Post * Spinoff + B4Post * Size
+ BsPost * Size * Spinoff + B6 Size + f7MV + BsMB + BoROA + BioDebtRatio
+ BuiTenure + Bi2Age + BisFirmAge + BisHerf + ¢ (1)

The coefficient of interest is B3. A matched spinoff/control firm sample is used. Thus, B3
represents the change in CEO total compensation for a spinoff firm from pre to post-spinoff
relative to the average control firm. The regression is estimated for the entire spinoff sample as
well as for each of the four categories defined in Table 2. T-statistics from two-tailed hypothesis
tests of difference from zero are reported in Table 6, with their respective coefficients and
*Hk(*FF) (*) representing statistical significance at the 1% (5%) (10%) levels, respectively.

Test results of Hl and H2 are reported in Table 6. Notice that the coefficient on
Post*Spinoft is strongly statistically negative for the whole sample. This provides support for H1
that, relative to a control group of firms, CEO total compensation decreases after a spinoff. Also,
notice that the coefficient on Post*Spinoff is not statistically different from zero for the spanner
sub-sample but is statistically negative for the completer and initiator sub-samples. This provides
support for H2 that, relative to a control group of firms, the decrease in CEO total compensation
for spanner CEOs is smaller than that for completer and initiator CEOs.?® In fact, statistically
speaking, the total compensation of the spanner CEOs does not fall (controlling for other
factors). This is probably due to spanner CEOs being more entrenched than completer and
initiator CEOs and thus exerting a greater influence on their respective firms' boards of directors
and compensation committees. The regression results in Table 6 report relatively high adjusted R
Square values, indicating the relatively high explanatory power of the variables included in the
regression model. However, additional variables could have been included in the regression,
such as CEO ownership in the parent company and the spinoff subsidiary.

%7 This result is similar to prior research that finds an average market reaction of around 3% surrounding a spinoff event
(e.g., Hite & Owers, 1983; Kothari & Warner, 1997).

28 The results for the “other” category are difficult to interpret as these include spinoff events for which the hypotheses
are hard to apply. These results are reported for completeness' sake.
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Table 6
Main Regression Results

Variable Whole Spanners Completers | Initiators Others

Intercept 8409.07** 9054.01* 11030* 13494 12426%**
3.22 1.89 1.74 1.34 3.74

Spinoff 18.44 -788.41 -164.76 887.77 -109.92
0.03 -0.91 -0.12 0.5 -0.13

Post 262.64 -824.72 596.96 2017.57 -14.00
0.45 -0.96 0.43 1.17 -0.02

Post*Spinoff -1343.89* 1250.18 -2961.74* -4517.38%* -881.48
-1.68 1.11 -1.68 -1.72 -0.75

Post*Size -0.024** -0.023 0.014 -0.048 -0.048**
-2.04 -0.72 0.6 -1.69 -2.3

Post*Spinoff*Size 0.055%** -0.047 0.150%** 0.201* 0.031
2.38 -0.8 3.25 1.94 1.04

Size 0.046%** 0.026 0.020 0.061%* 0.087%**
4.47 0.62 0.8 1.89 5.18

MV 0.12%%* 0.136%** 0.054 0.075 0.119%**
8.66 3.09 1.38 0.94 8.11

MB -49.77 -198.44 -235.23 -792.05 -327.24
-0.23 -0.62 -0.32 -0.79 -0.87

ROA 620.66 -3247.08 212.69 491.61 806.92
0.42 -0.96 0.04 0.16 0.23

DebtRatio 1474.21 -2539.45 -386.47 3691.35 -1657.67
1.29 -1.15 -0.11 0.59 -1.05

Tenure 93.71%** -0.42 -38.61 96.00 114.25%*
3.09 -0.01 -0.44 0.81 2

Age -90.85* -14.84 66.16 -62.71 -108.58**
-3 -0.24 0.88 -0.53 -2.53

FirmAge 36.45%** 25.20 82.78%* 26.38 6.14
2.86 1.2 2.17 0.59 0.3

Herf -1494.96 -185.22 -4632.01 -5039.70 -3186.89
-1.14 -0.1 -1.49 -1.06 -1.42

Industry Fixed Effects Yes Yes Yes Yes Yes

Year Fixed Effects Yes Yes Yes Yes Yes

N 736 228 192 104 212

Adj. R? 36.75% 47.30% 46.50% 35.80% 61.15%
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Robustness

We performed four robustness exams. In the first robustness check, we tested whether the
audit fees of spinoff firms and matched firms changed around spinoffs. Audit fees reflect the
effort and labor of the auditors. We expect audit fees to decrease after a spinoff, similar to the
decrease in CEO compensation after a spinoff, as predicted by the efficiency theory.

We merged Audit Analytics with the spinoff final sample. The final sample consists of
108 spinoff events with audit fees and covers a period from 2000 to 2006.> We matched each of
these spinoff event firms with a control firm according to the matching procedure described in
the sample selection section. Table 7 reports the mean change in size from pre-spinoff to post-
spinoff (as measured by total assets) as well as the mean change in audit fees for a sample of
spinoff event firms as well as their matched control firms both in the aggregate and when broken
down into 'spanner,' 'completer,' 'initiator’ and 'other' sub-samples. Change in size is measured in
$billions, while the change in audit fees is measured in $millions. T-statistics from two-tailed
hypothesis tests of difference from zero are reported below their respective means, and ***(**)
(*) represent statistical significance at the 1% (5%) (10%) levels, respectively.

Table 7
Audit Fee Changes Around Spinoff Events

Variable Whole Spanner Completer Initiator | Other
Sample Size 108 47 27 17 17
Change in Size -5,806*** | -5 758%** -9,976%** -8,014** | -1,568%**

(-4.96) (-2.94) (-3.25) (-2.10) (-2.96)
Change in Audit Fees -1,913*** | .2 993** -2,189%** -2,955%* | 1,013

(-3.24) (-2.35) (-2.949 (-2.40) (0.80)
Change in Size of Matched Firms 1,071* 963 1,281 1,575 1,387*

-1.87 -0.99 -1.5 -0.52 -1.85
Change in audit Fees of Matched Firms 3,644 2,861 6,888* -992 798**

-1.52 -0.84 -2.02 (-0.90) -2.14

Table 7 reports the results from the first robustness test. Notice that the change in audit
fees around the spinoff events for the spanners, completers, and initiators sub-samples as well as
for the whole sample, is statistically negative at the p-value <.05 level or greater. This makes
sense in light of the statistically negative change in size and complexity (as measured by total
assets) documented for each sub-sample as well as the whole spinoff event sample. The matched
firms do not experience the drop in size (they didn't undergo a spinoff) nor the corresponding
decrease in audit fees.

29 Audit Analytics began in 2000.
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It is interesting that the total compensation of the spanner sub-group does not fall after a
spinoff despite the reduction in firm size and complexity, while their audit fee does fall. This
provides some indirect evidence that entrenched spanners have bargaining power with their
compensation committees to ensure that their total compensation does not fall post-spinoff when
efficiency theory says that it should, due to the reduction in firm size and hence CEO effort.

In the second robustness check, we tested our hypotheses with a different sample, namely
spinoffs from 2007 to 2019, after FAS 123R. We expect both hypotheses to be supported by the
data, although FAS 123R might attenuate the strength of some relations.

We followed the same sample selection procedure as in the main analysis and selected 90
spinoff event firms as well as 90 control firms after FAS 123R, expanding from 2007 to 2019.
Based on the main findings of this study, we employed a simplified regression model as follows.

TotalComp = Bo + BiSpinoff + B2Post + B3Post * Spinoff + B4Post * Size
+ BsPost * Size * Spinoff + B6 Size + f7MV + BsMB + BoROA + BioDebtRatio
+ Bi1Tenure + Bi2Age + PisFirmAge + BisHerf + ¢ (2)

The descriptive statistics are summarized in Table 8. The results of the regression
analysis are reported in Table 9. T-statistics from two-tailed hypothesis tests of difference from
zero are reported, with their respective coefficients and ***(**) (*) representing statistical
significance at the 1% (5%) (10%) levels, respectively. The coefficient on Post*Spinoff is
positive for spanner CEOs and negative for completer and initiator CEOs. More notably, the
coefficient on Post*Spinoff is significantly negative for completer CEOs. This result provides
some evidence that spanner CEOs are able to avoid a pay cut after a spinoff in the post-FAS
123R era.
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Table 8
Descriptive Statistics of Robust Test #2

Panel A: Descriptive Statistics for Spinoff Firms and Control Firms in the pre-spinoff Years

Spanner Control Completer Control Initiator Control
Variable (N=30) (N=30) (N=37) (N=37) (N=23) (N=23)
TotalComp 8405.6 8806.8 12864.8 9368.9 58595 57728
Size 18975.2 19082 29663.7 29509 8484.1 8055.5
MV 22153.7 19330 29086.4 21311 22451 20565
MB 1.738 1.554 1.592 1.553 1.595 1.711
ROA 0.045 0.042 0.037 0.002 0.040 0.054
DebtRatio 0.324 0.296 0.352 0.308 0.240 0.260
Tenure* 9.5 9.07 7.71 6.37 5 7
Age 56.67 58.67 57.79 55.42 58.92 56.29
FirmAge 32.63 33.47 40.32 38.74 31.63 29.58
Herf 0.776 0.732 0.787 0.755 0.778 0.837
Panel B: Descriptive Statistics for Spinoff Firms and Control Firms in the post-spinoff Years

Spanner Control Completer Control Initiator Control
Variable (N=30) (N=30) (N=37) (N=37) (N=23) (N=23)
TotalComp 8367.2 8137.2 7356.4 9345.2 51003 66419
Size 17086 21850 17023.7 41129 10884 10359
MV 23183.6 21401 17214.1 29666 25302 23727
MB 1.726 1.593 1.716 1.585 1.772 1.579
ROA 0.046 0.021 0.028 0.024 0.054 0.030
DebtRatio 0.317 0.337 0.472%* 0.318* 0.246 0.273
Tenure* 11.3 7.50 1.41%* 7.82% 2.17* 8.09%*
Age 58.53 59.70 54.03 56.50 55.91 58.04
FirmAge 35.20 36.53 41.47 40.65 35.35 31.65
Herf 0.765 0.751 0.807 0.741 0.787 0.862

Note: * Tenure of CEO at one year before the spinoff (-1 year); ** Tenure of CEO at one year after the spinoff
(+1) year. * indicates significance at the level of P-value<.05.
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Table 9
Main Regression Results of Robustness Test #2
Variable Spanners Completers Initiators
Intercept -2674.09 2297.96 171.09
-0.42 0.25 0.03
Spinoff -1208.41 2826.45* 28.3
-0.98 1.67 0.02
Post -1188.99 -1510.26 2800.68*
-0.74 -0.8 1.66
Post*Spinoff 2084.21 -3895.41* 433.37
1.14 -1.75 0.26
Post*Size -0.005 0.011 0.04%**
-0.09 0.23 2.59
Post*Spinoff*Size 0.041 -0.031 -0.043
0.88 -1.2 -1.39
Size 0.326%** 0.103%** 0.13%**
6.39 3.07 3.87
MV -0.138*** 1.44 0.07**
-5.48 0.15 2.15
MB 2003.48** -1713.65 -275.3
2.26 -1.09 -0.24
ROA 24873%** -7359.72%* 7490.3
2.79 -1.91 0.69
DebtRatio 7540.86%** 1548.99 -5117.27
2.6 0.48 -0.96
Tenure 69.239 -103.69 115.03
0.63 -0.86 0.88
Age 15.923 12.14 129.58
0.18 0.11 1.26
FirmAge -22.19 7.92 -18.82
-0.58 0.16 -0.72
Herf 1723.96 -8297.31%* -2579.21
0.61 -1.96 -0.79
Industry Fixed Effects Yes Yes Yes
Year Fixed Effects Yes Yes Yes
N 120 148 88
Adj. R? 62% 61.9% 74.57%

The third robustness test employs a different measurement of CEO compensation. For the
period of 2007-2019, we used a different variable, “TOTAL SEC,” from EXECUCOMP,
instead of TDCI, to measure CEO compensation. We expect to find similar support for the

hypotheses.

TOTAL SEC includes the amount of stock and option awards charged to the income
statement under FAS 123R instead of their grant day fair value. TOTAL SEC became available
after 2006 and has been used as an alternative measurement of CEO total compensation in the
literature (e.g., Conyon et al., 2009). The regression analysis follows the same regression model
as expressed in Regression Model (2), with all the independent variables remaining the same.
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The results are summarized in Table 10, and ***(**) (*) represent statistical significance at the
1% (5%) (10%) levels, respectively.

The coefficient on Post*Spinoff is positive for spanner CEOs and initiator CEOs but
negative for completer CEOs. Consistent with the results of the second robustness test, the
coefficient on Post*Spinoff is significantly negative for completer CEOs. Completer CEOs
suffered significant pay cuts after the spinoff. This finding provides some additional evidence
that spanner CEOs are able to maintain their total compensation after a spinoff in the post-FAS
123R era.

Table 10
Main Regression Results of Robustness Test #3
Variable Spanners Completers Initiators
Intercept -1262.51 3079.66 1029.51
-0.15 0.36 0.12
Spinoff -1420.84 2716.19* -1459.84
-0.85 1.76 -0.8
Post -2503.63 -781.10 336.61
-1.16 -0.45 0.14
Post*Spinoff 3921.84 -5452.47%** 977.71
1.62 -2.68 0.41
Post*Size -0.03 0.04 0.05%*
-0.48 0.98 2.34
Post*Spinoff*Size 0.03 -0.05%* -0.04
0.48 -1.99 -0.83
Size 0.35%** 0.11%** 0.17%**
5.17 3.6 3.66
MV -0.09** 0.08%* 0.05
-2.48 2.26 1.11
MB 2233.24* -1025.40 -212.66
1.89 -0.72 -0.13
ROA 18504.00 -5880.94* 6788.47
1.51 -1.67 0.44
DebtRatio 4328.38 1547.67 -8411.71
1.12 0.53 -1.12
Tenure 105.04 -83.15 103.65
0.91 -0.75 0.57
Age -10.70 47.95 246.28*
-0.1 0.46 1.7
FirmAge 21.75 32.94 -27.99
0.43 0.75 -0.76
Herf 4455.24 -10060.00** -3385.02
1.17 -2.61 -0.74
Industry Fixed Effects Yes Yes Yes
Year Fixed Effects Yes Yes Yes
N 120 140 92
Adj. R? 58.19% 75.31% 61.74%
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The fourth robustness test investigates the changes in CEO Pay Slice (CPS) before and
after the spinoff among three groups of CEOs. Instead of measuring CEO compensation in
dollars, we use a relative measure of CEO compensation, CPS, to test our research hypotheses.
CPS is a relative gauge that provides an alternative perspective to investigate CEO
compensation, CEO power, and CEO deal-making (e.g., Chintrakarn et al., 2014). Although CPS
might catch numerous observable and unobservable firm and executive characteristics (Bebchuk
et al., 2011), we compute the changes in CPS before and after the spinoff, which might reduce
the impacts of variant firm characteristics. We expect the relative share of CEO compensation to
move similarly to the absolute amount predicted in our research hypotheses.

CPS represents the portion of the total compensation of the top-five executive team
obtained by the CEO (Bebchuk et al., 2011). We calculate the CPS by dividing the CEQO’s total
compensation (EXECUCOMP item TDC1) by the total compensation of the top-five executives
of the same firm. The period is 1994-2006, the same as the main regression reported in Table 6.
The results are reported in Table 11, and ***(**) (*) represent statistical significance at the 1%
(5%) (10%) levels, respectively.

The results show that spanner CEOs’ CPS significantly increases after the spinoff, while
completer CEOs’ CPS remains the same. In addition, initiator CEOs’ CPS also significantly
increases. Together with the main regression results reported in Table 6, the findings in Table 11
suggest that although CEO pay declines after a spinoff, CEOs’ relative share of total top
executives’ pay increases after a spinoff, which provides some evidence of CEO bargaining
power. Between the two groups of incumbent CEOs, spanner CEOs are able to capture a bigger
share of the total compensation of the top executive team than completer CEOs do, providing
some additional evidence that entrenched CEOs have more power over the board.

Table 11
CEQ Pay Slice Pre- and Post-Spinoff
Spanners (N=73) Completers(N=62) Initiators(N=34) Whole(N=169)
Pre- | Post- |Difference| Pre- | Post- |Difference| Pre- | Post- |Difference| Pre- | Post- |Difference
Spinoff| Spinoff| Spinoff| Spinoff Spinoff| Spinoff Spinoff| Spinoff
35.75 13941 |+3.66* 37.06 |37.42 |+0.36 32.88 [38.70 |+5.82** [35.39 |[37.28 |+1.89%

CONCLUSION

Using a sample of parent-firm spinoff events, we hypothesize and find that CEO total
compensation decreases after a spinoff relative to a control group of firms. Upon dividing this
sample into spanner, completer, and initiator CEO spinoff events, we find that spanner CEOs
experience no statistically significant decline in their total compensation relative to a control
group of firms, unlike completer and initiator CEOs. It is hypothesized that spanner CEOs are
more entrenched and thus can exert greater influence on the board of directors and, specifically,
the compensation committees of their respective firms.

We employ four robustness tests. In the first robustness test, we examine a variable that is
also expected to decline with the firm size and complexity decrease necessitated by a spinoff:
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audit fees. Audit fees fall for the spinoff event sample as a whole as well as for each sub-sample
(including spanners). This provides some indirect evidence that entrenched spanner CEOs have
bargaining power with their compensation committees to ensure that their total compensation
does not fall post-spinoff when efficiency theory predicts a decline thanks to the reduction in
firm size and complexity. In the second and third robustness tests, we examine a different set of
spinoff events after FAS 123R, covering 2007 — 2019, with two different measurements of CEO
compensation. We find some evidence that spanner CEOs are able to avoid a pay cut after a
spinoff in the post-FAS 123R era. In the last robustness test, we investigate the changes in CEO
Pay Slice before and after a spinoff. The results provide some additional evidence of CEO power
and CEO entrenchment.
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APPENDIX A

This table defines all variables used in our study. COMPUSTAT and CRSP variable
names are given in parentheses after the variable definitions.

Table Al
Variable Definitions

CEO Pay Definition
TotalComp TDC1 TOTAL compensation in EXECUCOMP
CEO
Characteristics
Tenure Current year minus the year the CEO was hired.
Age Age of the CEO.
Firm
Characteristics
Spinoff Dummy variable equals one if the firm-year is a spinoff event and zero for a control firm year.
Size Firm total assets (AT).

Market value calculated as fiscal year-end closing price (PRCC F) multiplied by the number of
MV common shares of stock outstanding (CSHO).
MB Market-to-book ratio calculated as (AT - CEQ + MV)/AT.

Return on assets calculated as operating income before depreciation (OIBDP) scaled by total
ROA assets (AT).
DebtRatio Calculated as long-term debt plus current liabilities scaled by total assets (DLTT +DLC)/AT.
FirmAge Age of the parent firm.

Herfindahl Index for an industry-year calculated as (1 - Liisi ) where s; firm i's share of total
Herf sales of a given industry segment in a given year.
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ABSTRACT

Prior empirical research found that in the United States, rural community banks earn
higher profits than their metropolitan counterparts and have lower risk loan portfolios as well.
Investigating community bank failures since 2000 we find support for the competition-fragility
view that increased competition in banking correlates with an increase in bank failures based on
the finding that preponderance of US bank failures are community banks in metropolitan areas
where they face direct competition from multiple large banks. This study tests seven hypotheses
using a nationwide survey of community bankers. The results indicate metropolitan bankers
perceive an intense competitive environment where it is difficult to get their message to potential
new clients while also losing their most creditworthy business clients to mega-banks. Bankers
across geographic regions suggest that economies of scale in technology and regulatory
compliance drive merger and acquisition activity and it will continue despite the shocking
reduction of over 70% of banks since deregulation through mergers, acquisitions, and failures.
Prior research also suggests that larger banks extend less credit to small businesses. If true, fewer
metropolitan community banks will further restrict the bank credit available to new businesses
and existing microenterprises, especially in the metropolitan areas where 86% of the US
population now live. This study provides additional support for the position that US community
banks are not a homogenous group and studies need to consider the geographic scope of
operation. Based on these results and the relevant literature, we provide suggestions for
community bankers, entrepreneurs, regulators, and future research.

INTRODUCTION

Historically, locally owned banks played a very meaningful role in funding nascent
entrepreneurs and ongoing microenterprises; the businesses that contribute most to new job
creation in the US. However, dramatic changes occurred in the US Banking industry over the
past 40 years with the elimination of Depression-era regulatory restrictions of both the
geographic area of operation and scope of financial services banks can offer. These regulatory
changes fueled a surge of merger activity in the financial services industry that peaked at about
600 mergers per year in the late 1990s and declined to around 200 per year from 2000 to 2020. In
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a quest to cover the nation or particular regions, large publicly traded banks acquired banks
across the nation with the vast majority of branches, approaching 90%, being in metropolitan
areas. Likewise, larger privately held banks or bank holding companies acquired or merged with
smaller banks. This resulted in a 73% decrease in the number of bank charters from the peak of
17,901 in 1985 to the 4,746 FDIC insured banks operating in the third quarter of 2022. Although
the 4,308 community banks make up 91% of FDIC insured banks, they hold only 12% of US
bank assets. Nonetheless, community banks play an important role in the US economy because
of the role they play in funding microenterprises (FDIC, 2012, 2020; DeYoung, 1998; Goldberg
& White, 1998) and small businesses continue to employ about half of the people in the US
private sector (CHI Research, 2003; Headd, 2015; Kobe, 2007, SBA, 2019). Small business and
commercial real estate (CRE) lending demonstrates this important role. Despite holding only
15% of US loans, community banks hold 36% of the nation’s small business loans and 30% of
the nation’s CRE loans, which is up from 15% prior in 2012 (FDIC CBS, 2020). However, Balla
et al. (2019) argue that CRE lending involves more risk for community banks. In recent years,
the percentage of community banks originating SBA 7(a) loans has also increased from 38% to
46%. New and young businesses are the primary creators of jobs in the US (Wiens & Jackson,
2014) and one point of particular interest is the reduction of community banks and the decline in
the number of new business startups in the US. For example, in recent years, the small business
closure rate exceeded the small business startup rate for the first time in 35 years (Clifton, 2015).

Politicians, pundits, government administrators, and researchers have expressed concern
that the decline in new business startups and lack of growth in small business job creation relates
to the decline in community banks because of the changing competitive landscape and regulatory
burdens on small banks after the Great Recession (e.g., Adams & Gramlich, 2014; Blair, 2014;
Rutledge, 2014; Jagtiani & Lemiex, 2016; Jagtiani & Maingi. 2018; Dayen, 2019; Hughes,
Jagtiani, Mester & Moon. 2019;). This discussion arose during the primary debates of the 2016
presidential election and the bipartisan supported Economic Growth, Regulatory Relief, and
Consumer Protection Act became law in 2018. However, while it reduced some regulatory
burdens, critics of the bill argue it will facilitate more mergers of stadium banks, a moniker for
large regional banks that came out of the Senate Bill 2155 debates, and some evidence suggests
that is occurring (Dayen, 2019; Harper-Widicus & Jenkings, 2019).

Community bank survival in metropolitan areas is important because more of the US
population is migrating to cities (Arzaghi & Rupasingha, 2013). In fact, the 2020 census reveals
that 86% of the US population now lives in metropolitan areas, and this is where community
banks encounter the greatest competition from the massive nationwide and regional banks;
sometimes referred to as mega-banks. Therefore, we need a better understanding of how
deregulation has changed the competitive environment of community banking. Although this
study focuses on community banks, the true concern is the secondary impact on small business,
especially microenterprises and nascent entrepreneurs. If community banks continue to fail and
merge, serious questions arise about the adequacy of funding available for small businesses,
especially in metropolitan areas. The historical evidence indicates that small new banks lend
more heavily to the smallest of businesses and that lending declines as banks mature and total
assets exceed $200 million (DeYoung, 1998; Golberg & White, 1998).
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The dramatic decline in the number of community banks and the significant reduction in
new bank charters has drawn the interest of government and academic researchers (e.g., Adams
& Gramlich, 2014; Emmons, 2021; FDIC CBS, 2012; FDIC CBS 2020; Hassan & Hippler,
2015); however, these and other studies only examined industry-wide bank performance after
deregulatory restructuring. As Claessens and Laeven (2004) emphasize, “As small banks may
operate more in local markets that are less competitive, studying all banks may lead to a distorted
measure of the overall competitiveness of a banking system, especially in countries with a large
number of banks, such as the United States” (p. 547). DeYoung, Glennon, Nigro, and Spong
(2012) examined the default rates on over 18,000 SBA loans between 1984 and 2001, a period
before the use of small business credit scoring was widespread, and found that loans made by
rural businesses default substantially less often that loans made by urban banks and/or in urban
areas. Morrison and Escobari (2020) compared the performance of community banks in rural
counties with community banks in metropolitan areas for the period 2000-2014 and found that
the profit of metropolitan community banks is approximately 30% lower on average and that
since the financial crisis metropolitan banks have higher loan portfolio risk based on FDIC data.
The finding that rural banks have higher profits is consistent with Gilbert and Wheelock’s (2013)
suggestion that rural community banks’ niche helps them remain more competitive than those in
urban markets. When viewed with the FDIC CBS 2020 data that community banks’ percentage
share of national CRE loans have remained relatively stable, approximately 30%, while the
community bank percentage of national bank assets have declined from approximately 30% to
12% shows that CRE lending has become a larger portion of community bank loan portfolios. In
fact, about one-quarter of community banks now identify as CRE specialists and as of year-end
2019, these CRE specialist loans accounted for 41% of aggregate community bank assets and
58% of aggregate community bank loans. These CRE specialist banks are predominately in
metropolitan areas; therefore, the finding of higher loan portfolio risk aligns with the argument
by Balla et al. (2019) that an increase in CRE lending also increases loan portfolio risk.
However, the 2020 FDIC Community Bank Study finds that community banks in metropolitan
counties with two demographic extremes—Ilower median age and high migration inflows—such
as Atlanta, Austin, Nashville, and Orlando, from 2011 through 2019 experienced growth, higher
profitability, and more business lending. This suggests that being a community bank in the right
big city at the right time remains profitable. This is logical given that a significant influx of a
young, educated population would create a demand for new housing, retail, and services that
would fuel both business and CRE lending.

This study first compares bank failure rates of rural and metropolitan community banks
from 2000 through 2022 and then provides the contribution of a nationwide survey to gauge
community bank management team members’ perceptions on competitive intensity, merger and
acquisitions activity in community banking, small business lending, and new bank startups.
Based on evidence from Morrison and Escobari (2020) that bank performance differs in rural and
metropolitan areas, we compare the perceptions of community bankers in metropolitan counties
to the perceptions of community bankers in rural counties. Whereas analysis of secondary data
provides insight into what has already occurred, survey data provides some insight into the
perceptions practitioners have about the current environment and events in the future. If
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community bank practitioners view that the merger activity will continue and that new bank
startups are not feasible, the extant literature suggests that there are serious implications for small
business funding.

LITERATURE REVIEW

Historically, locally owned banks played a very meaningful role in funding nascent
entrepreneurs and ongoing microenterprises; the businesses that contribute most to new job
creation in the US. However, dramatic changes occurred in the US Banking industry over the
past 40 years with the elimination of Depression-era regulatory restrictions of both the
geographic area of operation and scope of financial services banks can offer. Banks grow in two
ways, generating more deposits and lending or through mergers and acquisitions (M&A);
however, most bank growth occurs through M&A (Valverde & Humphrey, 2004). These
regulatory changes fueled a surge of merger activity in the financial services industry that peaked
at about 600 mergers per year in the late 1990s and declined to around 200 per year from 2000 to
2020. In a quest to cover the nation or particular regions, large publicly traded banks acquired
banks across the nation with most branches, approaching 90%, being in metropolitan areas.
Likewise, larger privately held banks or bank holding companies acquired or merged with
smaller banks. This resulted in a 73% decrease in the number of bank charters from the peak of
17,901 in 1985 to the 4,771 FDIC insured banks operating in the second quarter of 2022. While
merger announcements and analysis highlight the potential for the cost savings through
economies of scale (Dermine, 1999; Valverde & Humphrey, 2004), academic studies have found
minimal change and that on average mergers neither lower nor raise unit costs overall (Berger,
1998; Berger & Humphrey, 1992; Rhoades, 1993,1998). However, Valverde and Humphrey
(2004) did identify a 0.50% savings and a 4% increase in return on assets from 22 bank mergers
in Spain from 1986-2000 but note that the range was from about +11% to -11% and that strong
determinants apparently come from things that are difficult to measure such as data processing
and back-office operations where prior merger experience likely enhances cost savings.

Although community banks make up 92% of FDIC insured banks, they hold only 12% of
US bank assets. Nonetheless, community banks play an important role in the US economy
because they provide most of the funding to microenterprises (DeYoung, 1998; Goldberg &
White, 1998) and small businesses continue to employ about half of the people in the US private
sector (CHI Research, 2003; Headd, 2015; Kobe, 2007, SBA, 2019). Small business and
commercial real estate (CRE) lending demonstrates this important role. Despite holding only
15% of US loans, community banks hold 36% of the nation’s small business loans and 30% of
the nation’s CRE loans, which is up from 15% prior in 2012 (FDIC CBS, 2020). However, Balla
et al. (2019) argue that CRE lending involves more risk for community banks. In recent years,
the percentage of community banks originating SBA 7(a) loans has also increased from 38% to
46%. New and young businesses are the primary creators of jobs in the US (Wiens & Jackson,
2014) and one point of particular interest is the reduction of community banks and the decline in
the number of new business startups in the US. For example, in recent years, the small business
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closure rate exceeded the small business startup rate for the first time in 35 years (Clifton,
2015).

Politicians, pundits, government administrators, and researchers have expressed concern
that the decline in new business startups and lack of growth in small business job creation relates
to the decline in community banks because of the changing competitive landscape and regulatory
burdens on small banks after the Great Recession (e.g., Adams & Gramlich, 2014; Blair, 2014;
Rutledge, 2014; Jagtiani & Lemiex, 2016; Jagtiani & Maingi. 2018; Dayen, 2019; Hughes,
Jagtiani, Mester & Moon. 2019;). This discussion arose during the primary debates of the 2016
presidential election and the bipartisan supported Economic Growth, Regulatory Relief, and
Consumer Protection Act became law in 2018. However, while it reduced some regulatory
burdens, critics of the bill argue it will facilitate more mergers of stadium banks, a moniker for
large regional banks that came out of the Senate Bill 2155 debates, and some evidence suggests
that is occurring (Dayen, 2019; Harper-Widicus & Jenkings, 2019).

Community bank survival in metropolitan areas is important because more of the US
population is migrating to cities (Arzaghi & Rupasingha, 2013). In fact, the 2020 census reveals
that 86% of the US population now lives in metropolitan areas, and this is where community
banks encounter the greatest competition from the massive nationwide and regional banks;
sometimes referred to as mega-banks. Therefore, we need a better understanding of how
deregulation has changed the competitive environment of community banking. Although this
study focuses on community banks, the true concern is the secondary impact on small business,
especially microenterprises and nascent entrepreneurs. If community banks continue to fail and
merge, serious questions arise about the adequacy of funding available for small businesses,
especially in metropolitan areas. The historical evidence indicates that small new banks lend
more heavily to the smallest of businesses and that lending declines as banks mature and total
assets exceed $200 million (DeYoung, 1998; Golberg & White, 1998). While credit constrained
small businesses also utilize trade credit (Carbo-Valverde, Rodriguez-Fernandez & Udell, 2016)
and non-bank lending has increased in recent years (e.g., Han, 2017; Zabala & Josse, 2014), they
do not provide all the services that community banks provide to small business clients.

The dramatic decline in the number of community banks and the significant reduction in
new bank charters has drawn the interest of government and academic researchers (e.g., Adams
& Gramlich, 2014; Emmons, 2021; FDIC CBS, 2012; FDIC CBS 2020; Hassan & Hippler,
2015); however, these and other studies only examined industry-wide bank performance after
deregulatory restructuring. As Claessens and Laeven (2004) emphasize, “As small banks may
operate more in local markets that are less competitive, studying all banks may lead to a distorted
measure of the overall competitiveness of a banking system, especially in countries with a large
number of banks, such as the United States” (p. 547). DeYoung, Glennon, Nigro, and Spong
(2012) examined the default rates on over 18,000 SBA loans between 1984 and 2001, a period
before the use of small business credit scoring was widespread, and found that loans made by
rural businesses default substantially less often that loans made by urban banks and/or in urban
areas. Morrison and Escobari (2020) compared the performance of community banks in rural
counties with community banks in metropolitan areas for the period 2000-2014 and found that
the profit of metropolitan community banks is approximately 30% lower on average and that
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since the financial crisis metropolitan banks have higher loan portfolio risk based on FDIC data.
The finding that rural banks have higher profits is consistent with Gilbert and Wheelock’s (2013)
suggestion that rural community banks’ niche helps them remain more competitive than those in
urban markets. When viewed with the FDIC CBS 2020 data that community banks’ percentage
share of national CRE loans have remained relatively stable, approximately 30%, while the
community bank percentage of national bank assets have declined from approximately 30% to
12% shows that CRE lending has become a larger portion of community bank loan portfolios. In
fact, about one-quarter of community banks now identify as CRE specialists and as of year-end
2019, these CRE specialist loans accounted for 41% of aggregate community bank assets and
58% of aggregate community bank loans. These CRE specialist banks are predominately in
metropolitan areas; therefore, the finding of higher loan portfolio risk aligns with the argument
by Balla et al. (2019) that an increase in CRE lending also increases loan portfolio risk.
However, the 2020 FDIC Community Bank Study finds that community banks in metropolitan
counties with two demographic extremes—lower median age and high migration inflows—such
as Atlanta, Austin, Nashville, Orlando, from 2011 through 2019 experienced growth, higher
profitability, and more business lending. This suggests that being a community bank in the right
big city at the right time remains profitable. This is logical given that a significant influx of a
young, educated population would create a demand for new housing, retail, and services that
would fuel both business and CRE lending.

This study first compares bank failure rates of rural and metropolitan community banks
from 2000 through 2022 and then provides the contribution of a nationwide survey to gauge
community bank management team members’ perceptions on competitive intensity, merger and
acquisitions activity in community banking, small business lending, and new bank startups. This
study only tests the hypothesis that more bank failures occur in metropolitan areas and does not
examine the reasons for those failures because it is beyond the scope of this study and extant
research provides insight factors associated with bank failure (e.g., Estrella, Park & Peristiani,
2000; Martinez-Miera & Repullo, 2010; Martin, 1977; Meyer & Pifer, 1970; Nguyen, Parsons &
Argyle, 2021). Based on evidence from Morrison and Escobari (2020) that bank performance
differs in rural and metropolitan areas, we compare the perceptions of community bankers in
metropolitan counties to the perceptions of community bankers in rural counties. Whereas
analysis of secondary data provides insight into what has already occurred, survey data provides
some insight into the perceptions practitioners have about the current environment and events in
the future. If community bank practitioners view that the merger activity will continue and that
new bank startups are not feasible, the extant literature suggests that there are serious
implications for small business funding.

HYPOTHESES

The percentage of community banks in metropolitan and rural counties is equal, 50.5%
and 49.5% respectively. If the increased competition in metropolitan areas has not contributed to
an increase in bank failure, then there would be no significant difference in the percentage of
banks failing in rural versus metropolitan areas. Based on the SCP paradigm, the competition-
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fragility literature, and dominant bank hypothesis (see, Carbé et al., 2009, Carletti & Hartmann,
2003; Canoy et al., 2001), given the lower HHI in metropolitan areas, which indicates less
concentration and more competition, and the presence of branches of large nationwide banks and
large regional banks in the metropolitan areas one would expect metropolitan banks to fail more
frequently than rural banks.

Hypothesis 1: Since 2000, a significantly higher percentage of bank failures occurred in metropolitan
areas than in rural areas.

Given the concerns expressed about the reduction of credit to small businesses caused by
the reduction in the number of community banks through mergers and failures and the dramatic
drop in new bank charters, a better understanding of the perceptions of management team
members at incumbent banks could provide valuable insight into future structural change in the
industry. Although historical data provides insight into what has happened, it may not predict the
future. The need for mixed methods research exists when one data source does not explain the
phenomena fully (Creswell & Plano-Clark, 2011). In their study of new bank charters from 1980
to 2013, Adams and Gramlich (2014) found a “structural shift to lower levels of bank formation
post-crisis. This effect could be due to regulation—suggesting new charters may not rebound
when the economy recovers—but there are a number of other plausible explanations” (p.4).
Porter (1980) suggests that the intensity of rivalry can vary significantly. In highly concentrated
markets, there may be intense rivalry between only a few firms or there may be gentleman-like
competition. The concentration of both rural and metropolitan bank markets is greater relative to
other industries; however, metropolitan markets are less concentrated and community banks are
competing against dominant bank rivals, often labeled megabanks by practitioners and business
news pundits. Based on the SCP paradigm, the competition-fragility literature, and dominant
bank hypothesis, given the lower HHI in metropolitan areas:

Hypothesis 2: Management team members of community banks in metropolitan areas will rate the level of
competitive intensity significantly higher than management team members of community banks in rural
counties.

It is reasonable to assume that large nationwide and regional banks would seek to
increase the size of the bank’s deposit base and loan portfolio. A good strategy to pursue might
be to target, or cherry pick, the large depositors and large credit-worthy commercial clients of the
smaller locally owned banks and entice them to move their accounts.

Hypothesis 3: Management team members of community banks in metropolitan areas will indicate a
significantly higher level of cherry picking activity than management team members of community banks in
rural counties.

During the interview portion of the research, all management team members working in

metropolitan community banks brought up the difficulty of getting their message to potential
new customers. Although each person phrased the issue somewhat differently, one individual
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summarized it well, “It is like whispering at a rock concert when every 10 minutes there is an
advertisement on the TV or radio from Bank of America, Chase, or Wells Fargo. How do you
compete with that?”

Hypothesis 4: Compared to management team members in rural community banks, management team
members of community banks in metropolitan areas will rate their marketing capabilities significantly
lower than the marketing capabilities of competitors in their service area.

Empirical evidence suggests that a merger of banks with strategic similarity leads to post-
merger gains in performance because of the matching of managerial skills and competencies
adding value (Ramaswamy, 1997). As a result, community banks in metropolitan areas would
arguably view mergers with other community banks as a strategy to continue to leverage the
relationship lending technology while moving toward economies of scale in administrative
functions, regulatory compliance, and information technology to compete better with large
banks.

Hypothesis 5: Management team members of community banks in metropolitan areas will view the
likelihood of a merger in a 5-to-10-year timeframe significantly higher than management team members of
community banks in rural counties.

The decline of new bank charters in recent years and the virtual absence of new bank
charters since the financial crisis are troubling given the role new banks play in financing small
businesses. Although Adams & Gramlich (2014) find that new bank charters correlate positively
with interest rates, the decline in the number of small banks through merger and failure gives
cause to believe that the competitive landscape is so hostile, particularly in metropolitan areas,
that incumbent management team members no longer view starting a new bank as a profitable
venture.

Hypothesis 6: Management team members of community banks in metropolitan areas will view the success
of starting a new bank in their market when interest rates return to historical norms significantly lower
than management team members of community banks in rural counties do.

However, given the increased cost of regulatory compliance and information systems
implementation and support, management team members of community banks may view the
success of a new bank charter in their market as unlikely because of the inability to draw
sufficient business away from incumbent banks to overcome the high startup cost. Therefore, the
alternative is:

Hypothesis 6a: No significant difference exists in how management team members at community banks in
metropolitan and rural areas view the likely success of a new bank charter in their market.

Finally, the important implications of the findings of this study relate to the potential
decline in the ability of entrepreneurs, especially those involved in microenterprises, to have
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access to debt financing. This is important because microenterprises employ the majority of
people in the US and make a very significant contribution to new job creation. Previous research
has clearly established the importance of community banks, especially smaller community
banks, in providing financing to small businesses in the US. All banks must manage risk in their
loan portfolio. The empirical evidence is clear that new and very small businesses are at greater
risk of failing or closing, even if it does not meet the strict definition of failure (Shane, 2008). To
offset these riskier loans, banks must have less risky loans in the loan portfolio. If community
banks in metropolitan areas lose the more credit-worthy commercial clients to nationwide and
regional banks, then it would inhibit their ability to extend loans to the new business startups and
the less transparent small businesses.

Hypothesis 7: Management team members at community banks in metropolitan areas will indicate that
competition for the most credit-worthy clients results in less lending to new businesses and the less
financially transparent small business.

Hypothesis 1 evaluates the difference in failure rates between banks in rural and
metropolitan areas. A significantly higher failure rate in metropolitan areas provides evidence
supporting the competition-fragility view that increased competition leads to increased bank
failures. Hypotheses 2 through 7 evaluate survey data collected from practicing community
bankers. This provides valuable insight into the perceptions practitioners have about the current
environment and events in the near future.

METHODOLOGY

We adapted the Competitive Intensity and Marketing Capabilities scale items from
previous studies (Auh & Menguc, 2005; Jaworski & Kohli, 1993; Pecotich, Hattie, and Low;
1999; Weerawardena, 2002) to align with the terminology for this industry. We developed the
remaining scales based on interviews and expert input following DeVellis (2003) and followed
with a pilot study and exploratory and confirmatory factor analysis (see, Hair, Black, Babin, &
Anderson, 2010). Appendix A contains the survey questions. The bank names, postal addresses,
and website addresses of all community banks came from the most recent FDIC quarterly
dataset, and we divided it into datasets for the main bank being in a metropolitan or rural county.
Several hundred entries contained the bank’s website address, so we visited those sites and
collected 1,201 email addresses of presidents, vice-presidents, and loan officers. From the
remaining banks, we developed randomized lists by assigning a randomly generated number to
each bank and sorting based on that column. We divided them into groups of 255, just over the
250 minimum bulk-mailing rate quantity. The study objective was obtaining a minimum of 250
responses, similar to other nationwide studies, with a minimum of 100 from both areas. We
established a website to administer the survey and emailed the link, with an explanation of the
study, to all email addresses obtained. Simultaneously, we mailed out paper letters to the
presidents of a portion of the banks directing them to go to the survey website and waited two
weeks to see how many responded. We then continued to mail out batches of 255 letters to the
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next sets on the list and saw a greater response rate from metropolitan bankers, so we increased
the number of mailings to rural bankers. The response rate was approximately 10% and the
respondents held positions of president, vice-president, branch manager, or loan officer in banks
from 48 different states.

The distribution of rural and metropolitan community banks is essentially equal at 49.5%
to 50.5% so over 83% of failures being in metro counties leaves little doubt that the difference is
significant, nonetheless, we performed a binominal test. The evaluation of hypotheses 2 through
7 uses a t-test of the difference in the means of the sum of item scores on each individual scale.
To assure alignment with the underlying assumptions of the t-test (see, Havlicek & Peterson,
1974) we conducted tests for the equality of variance between metropolitan and rural banks for
each of the summated values on each scale, as well as examining histograms and performing
tests for distribution normality. On all tests for distribution normality, the Shapiro-Wilk test and
the Shapiro-Francia test, we could not reject the null hypothesis of the distribution being normal
(p>0.05) and this aligned with what we observed in the histograms. The variance equality tests,
the traditional F test and Levene’s robust test statistic, revealed that the Competitive Intensity
(CI) scale was the only scale where the variance was significantly different between groups.
Therefore, the t-test for mean difference on the CI scale used Satterwaite’s adjustment of degrees
of freedom; however, without adjustment the difference remained significant. Table 1 provides
the t-test results. As a robustness check, we performed nonparametric tests, the Kolmogorov-
Smirnov and the Wilcoxon (Mann—Whitney) test and both provided confirmation of the t-test
results in H2 through H7.

RESULTS

Bank Failure

Based on information from the FDIC Bank Failure Report, of 563 banks that failed from
January 1, 2000, through December 31, 2022, only one, Doral Bank in Puerto Rico, was not an
FDIC designated community bank. Only 93 of the 563 (16.51%) were not in a metropolitan
county. While there are significantly more bank branches of both community and large banks in
metropolitan areas, approximately 49.5% of the community banks operating across this period
were in rural counties, therefore, 83.49% of failed banks being in metropolitan areas differs
significantly from what one would expect by chance (Binominal, p < 0.000001). This provides
strong support for Hypothesis 1 and for the competition-fragility view that an increase in bank
competition leads to an increase in bank failures. Table 1 contains the results and summary data
for all hypotheses tests in this study.

Interviews

The motivation for this study arose from the participation of the first author in a project to
assist women and minority entrepreneurs in a specific metropolitan area. The project involved
conversations with loan officers from both local banks and the four largest mega-banks. Private
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comments from locally owned banks provided insight into the challenging competitive
environment and the difficulty faced in retaining the largest and most creditworthy local
businesses and of how that impacted the ability to loan to startups and the smallest businesses.
One local community bank official provided a position announcement from a mega-bank on an
online job board that stated the job required locating businesses in the service area that had over
ten years in operation, strong financial performance, and were not currently doing business with
the bank or one of its national competitors. This is obviously cherry picking of established
commercial clients away from locally owned banks and spark curiosity about this occurring
nationwide.

This study included formal interviews prior to developing the survey scales (see
Appendix A); however, during the visits to solicit participation in the pilot study, some bankers
shared comments we include here. While there was no structure to those short interactions, they
provided additional candid insight. The subjects in the semi-structured interviews were 11 male
and 4 female officers, branch managers, board of director members, or loan officers at
community banks ranging in age from 24 to 62. The responses were similar; therefore, it was
easy to identify themes. The interview data aided in developing the survey instrument; however,
we do not use the interview data hypotheses testing. The following is a general summarization of
the interviews. It is important to note that the generalization of information from the limited
sample of interviewees could lead to false conclusions. Qualitative researchers must accept this
reality.

Every community banker, rural and metropolitan, repeatedly brought up excessive
regulatory compliance burdens as part of the response to individual questions. Bankers
consistently mentioned the Dodd-Frank Act and the Consumer Financial Protection Bureau.
Some bankers in metropolitan areas informed me that their institution had completely exited the
home mortgage lending market. One stated that, “They [regulators] are running the small banks
out of the home mortgage market because you need a team of compliance specialist and multi-
million-dollar systems to stay out of trouble.”

As one might expect, all interviewees expressed confidence that the bank they worked at
could successfully navigate the constantly changing regulatory environment and survive by
providing the outstanding personalized service that is the cornerstone of relationship banking.
However, they expressed concern for the community banking industry at large. Those
interviewed provided no sign they believed the competitive or regulatory environment would
become significantly less hostile for community banks despite political actions to lower
regulatory requirements for community banks. One comment left by a banker in a metropolitan
area who participated in the survey provides candid insight, “The only reason that we are still in
business is lower overhead cost and good customer service to loyal customers who are willing to
pay a little extra so we can offer a slightly higher rate on deposits.”

Survey Results

Hypothesis 2 relates to how community bank management team members view the level
of competitive intensity and indicate support for Hypothesis 2 in that metropolitan community
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bankers perceive that the competitive environment is significantly more intense, #(174) = 9.77, p
< 0.000 (one-tail M>R) d = 1.31. Levene’s test showed unequal variances (F = 2.11, p < 0.000)
so we applied Satterwaite’s adjustment by changing degrees of freedom from 255 to 174.
Hypothesis 3 examines the perception that large nationwide and regional banks are actively
targeting the biggest depositors and most credit-worthy commercial borrowers currently doing
business with locally owned banks. Although the means are significantly different, #(255) = 7.39,
p < 0.000 (one-tail M<R)) d = 0.93, between metropolitan bankers and rural bankers and
provides support for Hypothesis 3, the mean for metropolitan bankers is lower than expected. In
the interviews with metropolitan community bankers, they emphasized the importance of
retaining the largest and most established commercial clients and the difficulty in being able to
compete with the interest rates and services that the largest banks can offer.

The survey results do not appear as strong as the emphasis in the interviews. This may
demonstrate a need to improve the measurement scale, or maybe the limited sample size and
geographic scope of the interviews skewed the perception. Nonetheless, the survey results
provide convincing evidence that community bankers in metropolitan areas perceive that
nationwide and regional banks engage in cherry picking behavior.

It is not surprising that community bankers in metropolitan areas perceive the bank’s
marketing capabilities, Hypothesis 4, to be lower than the marketing capabilities of the banks
they compete against in the area they service. The nationwide and regional banks have large
marketing departments and spend billions on advertising. Although that advertising also reaches
customers who live in rural areas, most rural counties do not have a branch of one of the
nationwide or regional banks. Rural bankers compete against banks that have relatively the same
level of marketing expertise. Therefore, there is a significant difference, #(255) = 8.58, p < 0.000
(one-tail M<R) d = 1.09, in how community bankers in metropolitan and rural counties perceive
their banks marketing capabilities as compared to the banks that they compete against, and this
provides support for Hypothesis 4. However, beyond marketing capabilities, metropolitan
community bankers must accept that banking customers possibly perceive a level prestige and
security in national bank brands they do not perceive in smaller locally owned banks.

Arguably, perceptions on merger and acquisition, Hypothesis 5 and new bank startups,
Hypothesis 6 and 6a, should correlate in that if one perceives that a community bank can profit
and grow organically without the need to merge then the local economic environment should
also be able to support a new bank. The results for merger and acquisition, #255) = 10.28, p <
0.000 (one-tail M>R) d = 1.30, and new bank startups, #255) = 5.37, p < 0.000 (two-tail) d =
0.683 are significantly different between rural and metropolitan community bankers. Community
bankers in metropolitan areas view the likelihood of more community bank mergers higher and
this provides support for Hypothesis 5. It is interesting that, on average, even rural community
bankers viewed the likelihood of merger slightly above the midpoint of on the scale. This
provides some additional support for the suggestion that regulatory compliance is driving the
continuing merger activity (e.g., Lux & Greene, 2015; Peirce, Robinson, & Stratmann, 2014). In
Peirce, Robinson, & Stratmann’s (2014) survey, approximately 25% of respondents indicated
they were contemplating mergers.
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However, despite viewing the likelihood of a merger higher, metropolitan community
bankers also view the likelihood of a new bank succeeding higher. This seems counterintuitive;
however, it is noteworthy that while M&A perceptions were above scale midpoint, showing that
respondents perceive more M&A activity in the future, the perception of new bank success was
well below the midpoint on the scale for new bank startups. Nonetheless, metropolitan bankers
view the new bank potential somewhat more positively. Therefore, the results do not support
Hypothesis 6, #(255) = 5.37, p = 1.000 (one-tail M<R) d = 0.68. Hypothesis 6a is that there is not
a significant difference in the perceptions between rural and metropolitan community bankers
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Table 1
Scale Scores, Binominal, and t-test Results
H 1. Metro versus Rural Bank Failure M(1n=470) >R(n=93) Binominal ***
Scale Scale Range Area Mean Std. Err.

H 2. Competitive Intensity 0-600

1-tail M>R 232-337 Rural 273.22 11.50
n=257 R=107 M=150 356-452 Metro | 402.67*** 6.59

H 3. Cherry Picking 0 - 400

1-tail M>R 140-252 Rural 197.27 7.61
n=257 R=107 M=150 225-307 Metro | 265.75%** 5.64
H 4. Marketing Capabilities 0-500

1-tail M<R 214-302 Rural 256.25 7.75
n=257 R=107 M=150 112-210 Metro 170.86*** 6.33
H 5. Merger and Acquisition 0 - 400

1-tail M>R 161-255 Rural 212.72 4.35
n=257 R=107 M=150 230-334 Metro | 271.26%** 3.68

H 6. New Bank Startup 0-500

1-tail M<R 81-155 Rural 119.93 4.52
n=257 R=107 M=150 117-182 Metro 153.94 4.13

H 6a. New Bank Startup 0 - 400

2-tail M=R 81-155 Rural 119.93 4.52
n=257 R=107 M=150 117-182 Metro 153.54%** 4.13

H 7. Small Business Lending 0 - 400

1-tail M>R 210-298 Rural 252.14 4.65
n=257 R=107 M=150 192-290 Metro 251.91 4.04
Significance: *** 1% level, ** 5% level, * 10% level
H 6 & 6a are not supported because Metro is higher, not lower, than Rural as hypothesized but
the difference is significant. This was not expected. The findings of FDIC (2020) and the
number of respondents to our survey from high-growth metro areas where community banks
outperformed from 2010-2019 may explain this. However, the mean of both groups being well
under the 250 midpoint of the scale supports that neither Metro nor Rural bankers feel starting a
new bank is a good idea.
The maximum value for each summated scale is the number of latent construct indicators
multiplied by maximum scale value of 100 for each indicator and the range provides a reference
to evaluate the relative level of responses.

regarding the success of a new bank. Because there is a significant difference in the score
on new bank startups between rural and metropolitan community bankers #(255) = 5.37, p <
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0.000 (two-tail) d = 0.68, there is also no support for Hypothesis 6a. However, based on the scale
mean scores being below the 250 midpoint, neither rural nor metropolitan bankers view the
competitive environment favorable to a new bank in the area they serve. It is possible that
community bankers in metropolitan areas see a large pie where even a small piece could provide
sufficient returns to investors, whereas rural community bankers see a small pie and economic
growth potential that does not support another competitor. This survey occurred before the
December 2020 release of the updated FDIC Community Bank Study. After reading in that study
that community banks in metropolitan areas with low median age and high levels of migration
inflows had grown and performed well from 2011 through 2019, we reviewed the self-reported
county location of our metropolitan respondents and found that several were from high-growth
cities identified in the 2020 report. Therefore, it is likely that community bankers in these
growing cities perceive that there is room for a new bank and those responses slightly skewed
our results.

Finally, both metropolitan and rural community bankers perceive that small business
lending has become somewhat more difficult. A score above the midpoint indicates that
respondents perceive it is more difficult to underwrite loans to small businesses now than in past
years. The means for rural and metropolitan bankers are only six points apart at approximately
14% above the midpoint and not significantly different, A(255) = 0.93, p = 0.170 (one-tail R>M),
p = 0.352(two-tail),d = 0.12. Therefore, there is no support for Hypothesis 7, and both
metropolitan and rural community bankers perceive that lending to small businesses has become
somewhat more difficult. Because rural and community bankers do not differ significantly in
their perceptions of small business lending, this indicates that the perception of increased
difficulty may be more because of regulatory compliance than competition from the large
nationwide and regional banks. However, we must take some caution when interpreting these
results.

Previous studies based on actual small business lending indicate that older and larger
banks reduce the level of lending to small businesses. The extent of community bank merger
activity, voluntary or because of regulatory and FDIC involvement, is self-evident. As banks
merge, they increase in size. This survey measures the perceptions of lending to small businesses
from people working in functioning community banks, and community banks view small
business lending as a core competency. Admitting that it is becoming more difficult to attract and
keep the commercial borrowers that are key to your institution’s success is tantamount to
professing that your institution will fail. As previously discussed in the interview results, the
bankers interviewed did not express that they felt the situation was so dire where they worked,
but they did express concern for the survival of the broader community banking sector. However,
they indicated that the competition for the most credit-worthy commercial accounts was intense
and that both competition and increased regulatory compliance requirements made it both more
costly and difficult to lend to microenterprises and to startup businesses with little or no financial
history. In addition, in the survey, metropolitan bankers indicated that continued merger activity
is likely. Based on previous research that banks make fewer small business loans as bank size
increases beyond $200 million, mergers will only result in larger banks, more large banks and
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fewer small banks will probably lead to further rationing of credit to small businesses as larger
banks focus on large clients.

CONCLUSIONS

Despite holding only 12% of bank assets in the US, community banks play an important
role in the US economy because they continue to provide a significant portion of the lending to
small businesses. Over 83% of bank failures occurred in metropolitan areas despite the
distribution of community banks being almost equal at 49.5% rural and 50.5% metropolitan. The
higher failure rates of metropolitan community banks provide support for the competition-
fragility view that increased competition in banking leads to more bank failures. The nationwide
survey in this study indicates that metropolitan community bankers perceive the competitive
environment to be more intense and that their marketing capabilities are inferior to the large
nationwide and regional banks that they compete against. Community bankers perceive that the
merger and acquisition activity will continue and that it is driven by the need to achieve
economies of scale in technology and regulatory compliance. Based on previous research that
larger banks extend less credit to small businesses (e.g., Berger & Frame, 2007; Berger, Rosen,
& Udell, 2007; DeYoung, 1998; Golberg & White, 1998), this will further restrict the availability
of bank credit to new businesses and existing microenterprises. Given that microenterprises
employ most of the people in the US and contribute to new job creation (CHI Research, 2003;
Headd, 2015; Kobe, 2007, SBA, 2019), there are serious economic implications.

Implications for Community Bankers

The data (e.g., Morrison & Escobari, 2020; FDIC, 2020) is clear that community banks in
metropolitan areas face numerous challenges unless they are in those few cities that experience
the demographic extremes of low median age and high migration inflows from 2011 through
2019. Metro area banks compete directly with banks that have a lower cost of capital due to
access to the public debt and equity markets. The nationwide and regional banks also have their
loan portfolio risk dispersed over a large geographic area and this mitigates economic downturns
or phenomena such as drought and natural disasters that have limited geographic scope. Both
facts make it difficult for community banks to compete against the nationwide and regional
banks for the most credit-worthy business clients, those with a long business history, outstanding
credit ratings, and proper financial records. Those highly desirable clients fit perfectly into the
cookie cutter approach to lending used in large banks (Berger, Demirgiic-Kunt, Levine, &
Haubrich, 2004; Cole, Goldberg & White, 2004). Based on the findings in this study,
metropolitan community banks may find less hostile environments if they open branches in the
rural counties in the region. There, they would compete less against nationwide and regional
banks and more against banks of the same or smaller size. Given that Morrison & Escobari
(2020) found that rural community banks are on average 30% more profitable and have lower
risk loan portfolios, doing business in rural counties could enhance returns to metropolitan bank
shareholders while reducing risk. For rural community bankers, the implications are that they
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should resist the urge to go to the big city. The possibility of growing the bank’s assets and loan
portfolio by having access to larger populations exists, but the data indicates that the competition
and operating costs in metropolitan areas result in lower returns to shareholders and riskier loan
portfolios for community banks.

Given that recent research suggests that the merger of community banks to reach
economies of scale in technology investments for loan processing and regulatory compliance
may provide benefits (Hughes, Jagtiani, Mester, & Moon, 2019), community banks should focus
on expansion and mergers across rural counties and avoid metropolitan areas. We note that a
recent study by Hoskins and Abadi (2022), which focuses on branding and market share, advises
against community banks expanding geographic scope. However, that study’s dataset covers
1994 through 2018. Merger activity in the 1990s was significantly different at 600 per year
versus 200 per year in the 2000s. The number of banks also decreased dramatically from over
15,000 to under 5,000. Combining those two periods may lead to results that do not reflect the
competitive environment that community banks currently face. This is one reason this study
begins in 2000. While Hoskins and Abadi (2022) included a variable for county population that
could serve as a proxy for metropolitan counties, they did not specifically compare geographic
expansion of banks in rural and metropolitan counties against each other. They also seem to
argue that the expansion decision caused the deposit share reduction because the bank violated
its core image of being locally focused. Could it be that the drop in deposit market share was
because of the entry of mega-banks caused metropolitan community banks to expand into other
counties in the state? We also question deposit market share as a measure of success instead of
performance factors, such as profitability and loan portfolio risk. Focusing on competitor-
oriented objectives, such as market share, can cause lower profitability (Armstrong & Collopy,
1996). We feel that a replication with controls for these variables may provide interesting insight
into which community banks benefit from geographic expansion and into what types of
counties.

Implications for Entrepreneurs

Aspiring entrepreneurs seeking loans need an awareness of the banking industry.
Although it might seem logical that the biggest banks have the most money to lend and therefore
would be the place most likely to lend to a new business, the data indicates that this is not the
case. Big banks like to make big loans to big, established businesses that fit better into their
cookie cutter approach to lending (Berger, Demirgiig-Kunt, Levine, & Haubrich, 2004; Cole,
Goldberg & White, 2004). Previous studies provide convincing evidence that the larger a bank
gets, the relatively fewer small business loans it makes (e.g., DeYoung, 1998; Goldberg &
White, 1998), and that is counting loans up to $1 million as a small business loan. The smaller
community banks still provide a significant portion of the small business and CRE loans (FDIC
CBS, 2020) despite that today they hold only a small fraction of the nation’s deposits. Therefore,
new and existing microenterprises should maintain banking relationships with community banks,
maybe more than one community bank. It might even be advantageous for entrepreneurs in
metropolitan areas to establish relationships with community banks in nearby rural counties,
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given that, on average, those banks are more profitable and in recent years have less risky loan
portfolios.

We cannot overstate the importance of entrepreneurs maintaining a good personal credit
rating; however, lending to small businesses is a core activity for community banks and they are
interested in serving small business clients (e.g., Berger & Udell, 2002; DeYoung, Hunter &
Udell, 2004). There are even community banks in some metropolitan areas that promote the bank
as being a business bank in that they specialize in serving small business needs on both the
deposit and lending side. It is also important to understand that banks are businesses. A bank’s
success depends on managing the loan portfolio risk and banks that have higher ratios of loans
and leases past due, loan loss allowances, and net write-offs will extend fewer new risky loans
(DeYoung, Gron, Toran, & Winton, 2015). Given that lending to new and microenterprises is
inherently risky based on the small business failure and closing rate, entrepreneurs should direct
loan applications to the community banks with the lowest ratios of loans past due, loan loss
allowances, and net write-offs. A review of the publicly available information from the FDIC
website, possibly with the assistance of an accountant, can provide this information for all the
banks in any county in the US.

Implications for Governments and Regulators

The decline in the number of US banks, from 17, 901 to 4,771 over the thirty-seven-year
period from 1985 to 2022 and the consolidation of the majority of deposits into just a few
nationwide and regional banks is clear evidence that the banking industry in the US has changed.
This study is not about the general benefits or detriments of bank consolidation. Rather, this
study analyzes the competitive environment of community banking because of the important role
they play in providing funds to the smallest of businesses. Nonetheless, based on the interview in
this study, there are some points worthy of mention. Politicians and business press have
mentioned the need to reinstate Glass-Steagall and break up the big banks. No community
banker in this study stated that commercial banks being able to engage in investment banking
caused him or her concern. However, the repeal of Glass-Steagall played a role in creating the
mega-banks by allowing them to offer commercial banking, insurance, and investment banking.
The part of deregulation that appears to have the biggest impact on community bankers is the end
of restrictions on the geographic scope of branching. Community bankers, especially in
metropolitan areas, complained that it was incredibly difficult to compete against the mega-
banks because of the massive marketing campaigns, the lower cost of capital, the expertise in
specialized lending such as agricultural and Small Business Administration lending, and the
economies of scale they achieve in technology and on regulatory compliance. If government
broke up the mega-banks in a fashion like the AT&T breakup in the 1980s, it would still leave
community banks competing against enormous regional banks that would retain all the
aforementioned advantages over small locally owned community banks. The issue is the size of
banks that locally owned community banks compete against, not the number of competitors in a
particular market, as US regulators continue to use when evaluating banking competition in local
markets. Unfortunately, other than relieving some of the regulatory compliance burden for all
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community banks, there does not appear to be a simple solution to make the competitive
environment in metropolitan areas less hostile for community banks. Therefore, regulators must
seek mechanisms to ensure that microenterprises and nascent entrepreneurs continue to have
access to bank financing.

As politicians and government agencies continually emphasize, it is the microenterprise
entrepreneurs that contribute most to job creation. With urban migration being a continuing
phenomenon in the US, the metropolitan areas are in the most need of job creation. Both
academic and government research convincingly indicate that small community banks lend to
new businesses and existing microenterprises (e.g., FDIC, 2020, 2012; DeYoung, 1998;
Goldberg & White, 1998). However, as this study demonstrates, the competitive environments in
metropolitan areas are increasingly hostile to community banks. As a result, over 83% of bank
failure occurs in metropolitan areas. Metropolitan community bankers also perceive that the
merger and acquisition activity will continue as competitive pressures and technology and
regulatory compliance costs drive the need to reach certain economies of scale to cover operating
costs. Previous research indicates that the larger banks get, the less credit they extend to small
businesses as a proportion of their overall portfolio (e.g., Holod & Peek, 2013; Berger,
Demirgiic-Kunt, Levine, & Haubrich, 2004; Cole, Goldberg & White; 2004). Because
community bank mergers increase bank size, this will have a negative impact on the bank
financing available to microenterprises.

Again, the bankers interviewed and surveyed in this study indicated that competition was
not an issue of how many banks were competing in the area, which is how US regulators
measure competition in the banking sector. Although capitalistic societies view this as healthy
because competition provides more and better products at lower prices, when small local banks
compete against the large nationwide and regional banks, it results in less credit being extended
to new businesses and existing microenterprises. Locally owned banks need to lend to the low
risk, credit-worthy, established businesses to offset the riskier loans that they make to the new
business startups and the financially opaque microenterprises that contribute significantly to job
creation. With the nationwide and regional banks actively working to attract the low risk, credit-
worthy, business clients away from community banks, as the results of this study suggest,
community bankers are less able to lend to the higher risk microenterprises and nascent
entrepreneurs.

Based on the input from community bankers, this study also indicates that the number of
community banks will continue to decline, especially in the metropolitan areas. The Community
Reinvestment Act of 1977 intended to encourage depository institutions to help meet the credit
needs of communities in which they operate. However, the evidence from previous research is
convincing that large banks, even if they remain community banks, avoid lending to new and
financially opaque microenterprises (e.g., Holod & Peek, 2013; Berger, Demirgii¢-Kunt, Levine,
& Haubrich, 2004; Cole, Goldberg & White; 2004). As community banks continue to disappear
or grow larger through mergers and acquisitions, lending to microenterprises will continue to
shrink. The current reporting for the Community Reinvestment Act tracks loans under $100,000,
loans $100,001 to $250,000, and loans $250,001 up to $1 million as small business loans.
However, those loan clients could be well-established businesses with dozens, or even hundreds,
of employees and great credit ratings. Loans to microenterprises are often only in the tens of
thousands of dollars. The issue is not that larger, well-established businesses do not need loans.
The issue is that, given the importance of the microenterprise to employment and job creation; it
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is important to ensure that the smallest of entrepreneurs continue to have access to bank
financing. However, we must first have reliable data.

A logical first step would be to modify the reporting by somehow incorporating the
number of employees and years commercial loan clients have been in business and reporting
commercial loans under $25, 000, $25,001 to $50,000, and $50,001 to $100,000. Under the
current reporting system, large banks can appear to be reinvesting in the community by making
several $99,000 small business loans in the community to businesses that have dozens of
employees and have been in operation for decades. However, the data indicates these businesses
do not contribute the most to new job creation. Evidence also suggests that large banks do not
appear to lend to microenterprises, and based on the perceptions of community bankers, this
study indicates that community banks in metropolitan areas will continue to decline. If this holds
true, there may be a societal need for regulatory intervention that forces large banks to take on
the risk and lend a certain percentage of deposits to microenterprises and new businesses in each
metropolitan area where they have branches.

Understanding the impact of post-crisis regulatory compliance burdens on community
banks is beyond the scope of this study; however, the results of this study align well with the
findings of Lux and Greene (2015) and Peirce, Robinson, and Stratmann (2014). The fact that
every community banker interviewed mentioned the increased burden of regulatory compliance
suggests that there is a need for better understanding. Although small community banks are
supposedly exempt from many of the requirements under Dodd-Frank (Hoskins & Labonte,
2015), bankers interviewed in this study unanimously stated that the regulatory compliance
burden had increased because of post-crisis regulatory changes. A survey of 200 community
bankers across 41 states by Peirce, Robinson, and Stratmann (2014) found that compliance costs
and the number of employees working in compliance had risen at community banks since 2010.
They also found that the Bureau of Consumer Financial Protection and the related new mortgage
rules concern small banks. Similar to the findings in this study, their survey revealed some banks
are rethinking the offering of residential mortgages and that approximately 25% of the banks
surveyed were contemplating mergers. Lux and Greene (2015) found that despite community
banks weathering the financial crisis better than many mid-sized counterparts did, since the
passage of Dodd-Frank, community banks have lost market share at nearly double the rate of
what it was during the crisis. They conclude community banks are a critical component of the
US Banking sector, noting the role in small business lending, and may wither due to
inappropriately designed regulations. To date, there has been little research on the impact of the
2018 Economic Growth, Regulatory Relief, and Consumer Protection Act to reduce the
regulatory burden on community banks. It will take years for full implementation and the results
to be measurable.

SUGGESTIONS FOR FUTURE RESEARCH

Competition from credit unions is not within the scope of this study; however, during
interviews, metropolitan community bankers brought up competition from credit unions and
some survey participants mentioned credit unions in the comments section. The same entities do
not regulate or insure credit unions and commercial banks; therefore, the data on deposits and
loans are not in the same databases, so direct comparison on a county level requires a significant
amount of data conversion. According to the National Credit Union Administration, credit union
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membership has grown in recent years and as of 2022, credit unions now have over 132 million
members and credit union assets now exceed $2.4 trillion. Interestingly, the first acquisition of a
bank by a credit union occurred in 2012 and through 2019, there were 39 small banks acquired
by credit unions (FDIC CBS, 2020). Although regulations limit the amount of commercial
lending they can participate in, the National Credit Union Administration, the credit union
regulator, approved a proposal to Part 723 that expands the credit union’s ability to make
Member Business Loans (MBLs). Like an approach taken in the U.K. (Talbot, Mac an Bhaird, &
Whittam, 2015), representatives reintroduced The Credit Union Small Business Jobs Creation
Act in the US House of Representatives in 2015 to lift the member business-lending cap from
12.25% to 27.5%. Therefore, while credit unions continue to be a competitive threat to
community banks in the deposit and consumer lending markets; they are likely to become a more
serious competitive threat in the small business lending market. This presents an interesting area
for future research. As one community banker asked, “How do you compete against a
nonprofit?”’. The use of Fintech by non-bank lenders to loan to small businesses is a relatively
new phenomenon not addressed in this study. This represents a threat to community banks in
both rural and metropolitan areas and warrants further research.

The findings in FDIC CBS 2020 that community bank CRE loans have remained about
the same percentage of national CRE loans while community bank assets have decreased from
30% to 12% of national bank assets indicates that CRE loans are becoming a larger portion of
community bank loans. Given that Balla et al. (2019) argue that CRE loans increase loan risk and
Morrison and Escobari (2020) found that metropolitan community banks have riskier loan
portfolios, this raises a question about metropolitan community banks possibly taking on CRE
loans that the large banks reject. Alternatively, it could be those growing community banks in
cities with low median age and high migration inflows that performed well from 2011 through
2019. Either way, the need for more insight into community bank CRE lending exists.

Future research should investigate if metropolitan bankers are aware of how they
underperform their rural counterparts in terms of profit. While metropolitan bankers indicated
that merger activity would continue and that the competitive environment in the area is intense,
they also rated the feasibility of a new bank in the service area higher, but still not above the
scale midpoint, than their rural counterparts did. A repetition of Hoskins & Abadi (2022) using
profitability and loan portfolio risk variables and comparing geographic expansions of banks in
metropolitan and rural counties after 2000 would be interesting. Finally, the impacts of the 2018
Economic Growth, Regulatory Relief, and Consumer Protection Act, which provided regulatory
relief to community banks, is an area for research as it rolls out and the impacts become
measurable.

LIMITATIONS

Although, there are implications that relate to small business credit availability, this study
does not examine the difference in small business credit approval (Dennis, 2011) or the increase
of credit availability to small businesses through non-bank institutions (Craig & Hardee, 2006;
Rutledge, 2014), which includes online FinTech lending. This study included interview data
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from only 15 community bankers and 257 respondents to a random national survey, a small
portion of the approximately 5,000 community banks. Therefore, it is reasonable to believe that
using these limited observations to infer general propositions could lead to false conclusions;
qualitative researchers must accept this reality. This study did not specifically examine the
effects of changes in credit union regulations that increase business lending or the 2018
Economic Growth, Regulatory Relief, and Consumer Protection Act. It will take a few years
before researchers can measure the effect of those regulatory changes.
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APPENDIX A

Although presented here by group, the online survey presented the items to respondents in a randomly
assigned arrangement. The response for each item was entered by manipulating a sliding pointer outputting an
integer value within a range of 0 to 100.

Competitive Intensity

CI1. Competition in our service area is cutthroat.

Disagree-------------------- Neither Agree nor Disagree Agree
CI2. There are many “promotion wars” in our service area
Disagree-------------------- Neither Agree nor Disagree Agree
CI3. Competition on fees is intense in our service area

Disagree------------=------- Neither Agree nor Disagree Agree
CI4. Competition on loan interest rates is intense in our service area
Disagree-------------------- Neither Agree nor Disagree Agree
CI5. Competition on deposit interest rates is intense in our service area
Disagree-------------------- Neither Agree nor Disagree Agree
CI6. Appropriate terms to describe competition in our service area are “intense” and “fierce”
Disagree-------------------- Neither Agree nor Disagree Agree

Marketing Capabilities

MCI. Relative to competitors in our service area, the effectiveness of our promotional activities (e.g.
advertising) in gaining market share is:

Less Effective About the Same More effective
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MC2. Compared to competitors in our service area, the quality of our marketing resources is:

Much Lower About the Same Much Higher
MC3. Compared to competitors in our service area, our advertising expenditure is:
Much Lower About the Same Much Higher

MC4. To what extent does your bank’s marketing capabilities enable it to successfully compete with other
banks in your service area?

Not at All Moderately A Great Deal
MC6. To what extent does your bank’s marketing message reaches potential new clients effectively?
Not Very Effective------------ Moderately Effective Very Effective

Cherry Picking
CP1. We are constantly at risk of large nationwide and regional banks poaching our most credit worthy

commercial borrowers

Disagree-------------------- Neither Agree nor Disagree Agree

CP2. We are constantly at risk of large nationwide and regional banks poaching our large depositors
Disagree-------------=------ Neither Agree nor Disagree Agree

CP3. Our most creditworthy borrowers bring offers from competing banks to negotiate lower loan rates.
Disagree-------------------- Neither Agree nor Disagree Agree

CP4. Our largest depositors bring offers from competing banks to negotiate higher deposit rates.
Disagree-------------------- Neither Agree nor Disagree Agree

Small Business Lending

SB1. As a result of large nationwide and regional banks pursuing the most credit worthy commercial
accounts community banks often have to deny loans to small startup businesses to manage the overall loan
portfolio risk.

Disagree-------------------- Neither Agree nor Disagree Agree

SB2. Fierce competition for the most creditworthy commercial borrowers results in less credit being
extended to the smallest businesses.

Disagree-------------------- Neither Agree nor Disagree Agree

SB3. Post-crisis regulatory oversight makes lending to less financially transparent small businesses
difficult.

Disagree-------------------- Neither Agree nor Disagree Agree

SB4. Regulatory compliance makes underwriting loans to very small business (e.g., under 100k) too costly.
Disagree------------=------- Neither Agree nor Disagree Agree

New Bank Startup

NB1. When interest rates return to historic norms it would be profitable to start a new bank in our service
area.

Disagree-------------------- Neither Agree nor Disagree Agree

NB2. The regulatory hurdles of starting a new bank make the startup cost too high to overcome even when
interest rates return to historic norms.

Disagree-------------------- Neither Agree nor Disagree Agree

NB3. It would be possible for a new bank in our market to attract sufficient clients away from existing
banks

Disagree-------------------- Neither Agree nor Disagree Agree

NB4. The competitive intensity in our market is such that a small new bank could not survive

Disagree------------=------- Neither Agree nor Disagree Agree

NBS5. Unmet consumer needs in our service area are significant enough to make a new bank startup

successful

Disagree-------------------- Neither Agree nor Disagree Agree
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PATIENT SATISFACTION AND QUALITY OF LIFE:
ASSESSING THE EFFECTIVENESS OF A NEW NOVEL
DEVICE AND FINANCIAL IMPLICATIONS

Murat Arik, Middle Tennessee State University
Bronwyn G. Graves, Linfield University

ABSTRACT

This study aimed to evaluate the effectiveness, potential savings, and patient satisfaction
for the Urbanek Splint (US) in treating temporomandibular joint disorders (TMDs) for the
selected sample who had been treated with the device, which was developed using patient-
centered methods. We used bootstrapped t-tests to test the severity of symptoms and quality of
life (QOL) ratings before treatment and after treatment with the Urbanek Splint, and we also
tested differences between the previously treated (PT) and the not previously treated (NT)
groups. We evaluated additional aggregated cost and usage information based on the FAIR
Health, Inc. claims databases. Given the participant-reported previous cost of TMD treatment
and the national cost of treating TMDs, initially using the Urbanek Splint could save $2,724 to
836,615 (discounted 32,215 to $5,379) for the average individual in our sample. The Urbanek
Splint users in this study, both previously treated (PT) and not previously treated (NT) groups,
show decreases in symptom severity, some complete elimination of symptoms, and increases in
quality-of-life measures. Additionally, both previously treated (PT) and not previously treated
(NT) groups show high satisfaction levels with the Urbanek Splint.

Keywords: Temporomandibular joint disorder, Urbanek Splint, Quality of life, Cost-
effectiveness, Patient-centered care

INTRODUCTION

Temporomandibular joint disorders (TMDs) are painful disorders of the
temporomandibular jaw joint (TMJ) that can most often lead to jaw pain and headaches. An
estimated 4.8% of adults in the United States (11.2 to 12.4 million people) reported pain around
the TMJ in 2018 (NASEM, 2020). A large majority (81%) of people seeking treatment for
orofacial pain were women (Durham, et al., 2016).

The causes of TMDs vary, and treatments range from bruxism guards to jaw replacement
surgery to physical therapy (NASEM, 2020). TMDs are often treated by dentists or maxillofacial
surgeons, but TMD symptoms can also be treated by non-dental medical providers (NASEM,
2020). Searching and paying for various TMD treatments can lead to high costs for the
individual, and TMDs often lead to ripple effects throughout a patient’s life, affecting activities
like talking, eating, or focusing at work (NASEM, 2020).

This study looks at patient responses to determine the effectiveness of the US on the
dimensions of quality of daily activities and reduction of the severity of TMD-related symptoms.
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The study explores patients’ past TMD treatments and the costs associated with ineffective
treatments. This study looks at the effectiveness of a novel treatment for TMDs, the costs of
previous treatments, and patient satisfaction for those who have been treated for a TMD (PT) and
those who have not (NT). Previous treatments are important in highlighting the average cost of
ineffective treatment paid by TMD patients over their lifetime.

Much of the recent clinical research on TMDs focuses on the effects of occlusal guards or
surgical options for treating TMDs, and some research has proven that surgery is not better than
other conservative treatments (such as medication) at relieving the severity of TMD symptoms
(Schiffman, E.L., et al., 2014).

There is no singular best method for TMD treatments, as shown by the wide variety of
treatments available and recent clinical trials (Dalewski et al., 2019; Kutuk et al., 2019; Nagata et
al., 2019; Ramakrishnan et al., 2019; da Fonseca Rodrigues et al., 2019; Yilmaz et al., 2019;
Tatli et al., 2017; Nagata et al., 2015; Wahlund et al., 2015; Mora et al., 2013; Guarda-Nardini et
al., 2012). This study adds to that literature by introducing a new medical device for treating
TMDs and tests its effectiveness for reducing symptom severity and increasing quality of life
(QOL).

Due to the non-localized nature of TMD symptoms, individuals may seek care from
medical and dental health practitioners (NASEM, 2020) who may not be aware of all available
treatments (Gadotti et al., 2018). Each practitioner without specialized knowledge of TMDs
faces a challenge in providing effective treatments to relieve TMD symptoms and some resort to
the irreversible correction of mechanical aspects of the bite (Peters et al., 2015).

Individuals with TMDs face a lengthy search for effective treatments and use 10 to 20%
more dental services than those without TMDs, with an average of one additional dental
procedure a year (Hobson, K. A., et al., 2008). The clinical research confirms the number of
treatments for TMDs, while also revealing a continuance of symptoms after surgeries (Dalewski
et al., 2019; Kutuk et al., 2019; Nagata et al. 2019; Ramakrishnan et al., 2019; da Fonseca
Rodrigues et al., 2019; Yilmaz et al., 2019; Tatli et al., 2017; Nagata et al., 2015; Wahlund et al.,
2015; Mora et al., 2013; Guarda-Nardini et al., 2012; NASEM, 2020). Therefore, research points
to a need to focus on a holistic, patient-centered view of TMD treatment, where increasing a
patient’s quality of life (QOL) is at the center of a provider’s health strategy (Edvall et al., 2019;
Song, Y. L. and Yap, A. U. J,, 2017).

As individuals with TMDs seek various treatments, they incur more costs through the
cost of the search and costs of ineffective treatments. The greatest costs come from visiting many
practitioners, implying that misdiagnosis and less-than-optimal treatments lead to increased costs
for TMD patients while symptoms continue (Seo et al., 2020). One estimate for the per-person
cost of treatment of any orofacial pain is $2,280 (£1,751), where the high cost is driven by
several consultations (Wahlund et al., 2015). As pain is a common symptom for those with
TMDs, indirect costs may not be entirely borne by the individual. Literature also points to the
importance of including indirect societal costs in calculations of the total cost of chronic pain
conditions (Olafsson et al., 2017). These indirect costs take the form of reduced productivity and
are usually calculated using the human capital approach (Wieser et al., 2005).

While pain and jaw mechanics are common outcome variables in clinical TMD treatment
research, this study measures patient-reported changes in symptom severity for a list of painful
and non-painful TMD symptoms (Dalewski et al., 2019; Nagata et al., 2019; NASEM, 2020). As
with other chronic pain conditions, TMDs are associated with lower quality of life (QOL)
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measures (Bitiniene et al., 2018; Dahlstrom and Carlsson, 2010; de Magalhaes et al., 2009; Von
Korff et al., 1993). When examining other chronic conditions, those with TMDs experience
impacts in their QOL similar to diabetes, arthritis, depression, and myocardial infarction
(NASEM, 2020).

Given the literature, this study considers the US a conservative treatment method for
TMDs. If proven effective, it could prevent unnecessary surgery and replace other conservative
treatment methods, saving TMD patients from the expense of ineffective treatments and
preventing increasing costs of the chronic illness to society. The paper is organized as follows:
Section 2 outlines the paper’s methodology, Section 3 presents the study’s results, and Section 4
discusses implications and limitations.

METHODS

Study Design and Participants

This study received IRB approval (request ID 21-10122q, approved 8/31/2020) and is
funded by TMD Services, LLC. The study’s participants are patients treated by TMD Services,
LLC, who provided a list of 844 potential participants. Once cleaned, there were 257 usable
responses, with a usable response rate of 30.5%.

The requirements to participate in this survey were that the participants had to be over 18
years of age, and they had to have been treated with the US, a medical device invented and
patented by Dr. Tony Urbanek (patent ID: US9314320B2). This device has received FDA
approval. Unlike common occlusal splints or grinding guards, the purpose of the Urbanek Splint
(US) is not to change how the teeth fit together. Instead, it relieves the load off the
temporomandibular joint, thus reducing painful inflammation.

The survey contains six blocks of questions in part taken from previously published
research (Lindofors et al., 2019; Krause and Prodoehl, 2017; Jagur et al., 2012; Bharmal et al.,
2009).

Analysis

To measure the Urbanek Splint’s (US) impact on relieving TMD symptoms and
improving quality of life (QOL), this study splits patients into two groups: those previously
treated for a TMD (PT) and those using the US as their first treatment (NT).

Those in the previously treated (PT) groups are associated with three types of costs: costs
of untreated pain interfering with work and life activities (I), costs of ineffective treatments (II),
and costs of the Urbanek Splint (US) and adhering to the Urbanek Splint (US) treatment protocol
(IIT). Those in the previously treated (PT) group have paid for ineffective treatments while
bearing the burden of TMD symptoms and pain, and then they paid for the Urbanek Splint (US)
and bore the cost of adhering to the treatment protocol. Those in the not previously treated (NT)
group have the cost of the Urbanek Splint (US) and its treatment (III). It should be noted that
those with TMDs often go undiagnosed or misdiagnosed, and some of the costs reported in this
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paper for the previously treated (PT) group are costs of treatments for the symptoms of TMDs
prior to diagnosis; this falls into the first cost category of ineffective treatments (I) (Figure 1).

Patients previously treated for a TMD likely have higher costs in the form of seeing more
practitioners and living with painful symptoms, and they may have more severe symptoms that
motivated them to seek different TMD treatments. Someone with less severe symptoms may
accept a smaller reduction in TMD symptoms (e.g., someone who cannot sleep due to TMD pain
would be more willing to pay the costs of searching than someone who occasionally gets
headaches because of her TMD).

This study aims to understand how the Urbanek Splint (US) helps in relieving the
symptoms of TMDs for those who have been through many types of treatments (PT) and those
who have not (NT). Previously treated patients represent an experienced group. Those not treated
for a TMD are taking the Urbanek Splint (US) as it is without comparison to other TMD
treatments. By analyzing the two groups separately, the study can determine if the Urbanek
Splint (US) is effective at relieving TMD symptoms and if it is effective compared to other
treatments.

Fig 1 TMD Patient Groups and Associated Costs

I. Untreated pain
A. Undiagnosed interfering with work and

life activities

Person with a TMD

Symptoms may include:
* Headache
Jaw pain or jaw tension
Limted mouth openmng
Jaw popping
Jaw locking
Pam with chewing
Clenching or grinding of teeth
*  Neck and shoulder pain or
tension
Waking at might due to
headache, jaw, or neck pain
*  Headache, jaw, or neck pain

IL. Costs of unnecessary
treatments and continuing
symptoms

B. Misdiagnosed

C. Treated for a TMD

L III. Costs of ineffective

va:: ];a?:lumg treatments and continuing
Ear ringing/tinnitus symptoms
Subjective hearing

loss/fullness
: 3;?;::“ C2. Urbanek Splint First 1IV. Costs of the splint and

+  Shoulder pain adhering to the protocol
*  Upper arm pain
*  Amhand/finger tingling or
numbness
Visual disturbances

Source: Authors

For the effectiveness and quality of life (QOL) analysis, the survey asked respondents
about symptoms and QOL in the six months before treatment with the Urbanek Splint (US) and
after treatment with the Urbanek Splint (US). These questions allow for bootstrapped t-tests
(Durham, J., et al., 2016) on each group's reported symptom, and QOL means. Tests are also
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conducted to see if previously treated (PT) and not previously treated (NT) groups’ Before
Urbanek Splint means significantly differ. Suppose the previously treated (PT) group has more
severe symptoms or worse quality of life than the not previously treated (NT) group. In that case,
the stronger effect of their TMDs may have led the previously treated (PT) group respondents to
continue to seek treatment.

This study first presents expenses associated with previous treatments reported by
previously treated (PT) group respondents. Respondents were asked about the previous TMD
treatments received and about the total costs of treatment before and after diagnosis, but not
about the timing of costs or the cost associated with the type of treatment. To provide estimates
of annual treatment costs in the survey, the study utilizes cost estimates for patients in selected
U.S. cities based on aggregated, claims-based data provided by FAIR Health, Inc. for 2019
(FAIR Health, Inc., 2021). Second, the study presents the average costs of the previously treated
(PT) groups by costs incurred before and after TMD diagnosis.

Satisfaction measures are presented as reported in the data, and the study analyzes if the
reported measures differ between the previously treated (PT) and not previously treated (NT)
groups. Satisfaction with the Urbanek Splint (US) confirms the success of the treatment method
(Gouveia et al., 2015).

RESULTS
Data

Table 1 presents the descriptive statistics for survey participants, separated by prior
treatment for TMDs. Most of those surveyed are women (a total of 226). The two groups do not
differ with respect to average age or number of years treated with Urbanek Splint (US). The
groups report a similar prevalence of TMD symptoms. The difference between the groups
(besides previous TMD treatment) is in the number of years since a TMD diagnosis. The
previously treated (PT) group is more likely to have seven to 20 years since being diagnosed.
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Table 1: Descriptive Statistics

Not Treated
Previously
Treated Previously (PT)* (NT)
158 99
Gender Women 92.4% 80.8%
Men 7.6% 19.2%
Age 48.4 47.8
Employment
Employed Full time 57.6% 54.5%
Employed Part time 6.3% 6.1%
Retired 19.0% 22.2%
Not employed 15.2% 17.2%
Number of years experiencing TMD symptoms before being diagnosed with a TMD
Less than 1 year 15.2% 16.3%
1 to 3 years 22.8% 24.5%
4 to 6 years 16.5% 15.3%
7 to 10 years 17.8% 15.3%
11 to 15 years 6.3% 12.2%
16 to 20 years 8.2% 3.1%
More than 20 years 12.7% 12.2%
Number of years since being diagnosed with a TMD
Less than 1 year 7.0% 10.1%
1 to 3 years 21.5% 48.5%
4 to 6 years 19.0% 22.2%
7 to 10 years 17.7% 7.1%
11 to 15 years 6.3% 2.0%
16 to 20 years 5.7% 2.0%
More than 20 years 21.5% 8.1%
Number of years treated with Urbanek Splint
2.41 2.20
TMD Symptoms
Headache 87.3% 84.8%
Jaw pain or jaw tension 91.8% 93.9%
Limited mouth opening 83.5% 80.8%
Jaw popping 88.6% 85.9%
Jaw locking 70.3% 69.7%
Pain with chewing 82.9% 82.8%
Clenching or grinding of teeth 89.9% 92.9%
Neck and shoulder pain or tension 89.2% 82.8%
Waking at night due to headache, jaw, or neck pain 76.6% 75.8%
Headache, jaw, or neck pain while sitting 82.9% 82.8%
Ear pain 79.1% 79.8%
Ear ringing/tinnitus 71.5% 72.7%
Subjective hearing loss/fullness 60.1% 55.6%
Dizziness 64.6% 66.7%
Vertigo 57.0% 56.6%
Shoulder pain 74.7% 69.7%
Upper arm pain 60.1% 58.6%
Arm/hand/finger tingling or numbness 61.4% 59.6%
Visual disturbances 51.9% 47.5%
Other (please specify) 6.3% 10.1%

“In order to determine the similarity of our two groups, we conducted a t-test on our continuous variable measures age and time treated with the
Urbanek Splint. The results showed that the two groups do not significantly differ with respect to age (p.val = 0.3954) or time treated with US
(p.val =0.1921).

EFFECTIVENESS AND QUALITY OF LIFE

The effectiveness of symptom severity reduction by the Urbanek Splint (US) is presented
in Table 2 by each TMD symptom and by group (previously treated (PT) or not previously
treated (NT)). Severity reduction is shown by the Difference columns, with the percentage
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change shown in the second row for each symptom. The average symptom severity reduction for
the three most severe symptoms for the previously treated (PT) group is 2.45 (or 63%), and the
average symptom severity reduction for the other symptoms is 1.66 (or 66%). Calculated with a
bootstrapped t-test method, the differences in the Before Urbanek Splint (US) and the After
Urbanek Splint (US) average symptom severity for the previously treated PT group are all
significant (p < 0.01), except the symptom category “Other.” The study concludes that the
Urbanek Splint (US) significantly reduced symptom severity for the previously treated (PT)
group.

The average symptom severity reduction for the three most severe symptoms in the not
previously treated (NT) group is 2.52 (or 70%), and the average symptom severity reduction for
the other symptoms is 1.61 (or 72%). The differences for the not previously treated (NT) group
in the Before Urbanek Splint (US) and After Urbanek Splint (US) average symptom severity are
all significant at the 0.01 level. The study concludes that the Urbanek Splint (US) significantly
reduced symptom severity for the not previously treated (NT) group.

Table 2 also shows results for the test of means of symptom severity before treatment
with the Urbanek Splint (US) between the previously treated (PT) and the not previously treated
(NT) groups. For all but “Jaw popping” and “Jaw locking,” the previously treated (PT) group
had higher symptom severity before treatment with the Urbanek Splint (US) than the not
previously treated (NT) group (at least p < 0.10). The average severity difference for the
significant symptoms is 0.66, and the average prevalence for the significant symptoms is 62%
(97/158) for the previously treated (PT) group and 56% (55/99) for the not previously treated
(NT) group. The previously treated (PT) group showed significantly higher severity pre-Urbanek
Splint (US) for common TMD symptoms.
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Table 2: Effectiveness: Symptom Severity Reduction

Previously Treated for TMD (PT) Not Previously Treated for TMD (NT) PT-NT
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R i e R o e
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S E T IRE= R | RESTTTS EEE T R IR | RS
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s TN XTI S | RTINS TR |
R R e e T
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P < XU IEETE T | 2750 LT RN | EPpmppes
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Vet | o 0500608 wooleavto oo aray vl | T
Other (please specify) 21:32;; 7 001;;? 7 1?;050/: 0.1749 g 5 3 5 N /12 N/A 1.4286 0.0466**

TRespondents reported their symptom severity on a scale from 0 to 5, where 0 indicates the symptom is not at all severe and 5 indicates the symptom
is so severe as to be debilitating. Respondents were instructed to choose “N/A” if they had not experienced a symptom.

Reponses were cleaned so that every response used in analysis had both a Before US and an After US symptom severity rating,

Stk g significance at the 0.01 level, "**' is significance at the 0.05 level, "*' is significance at the 0.01 level
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The results for the effectiveness of the Urbanek Splint (US) in reducing the quality of life
(QOL) interference are presented in Table 3 by each QOL dimension and by group (PT or NT).

The average QOL interference reduction for the three most affected QOL dimensions is
1.82 (64%), and the average QOL interference reduction for the other QOL dimensions is 1.51
(70%). The differences in the Before Urbanek Splint (US) and the After Urbanek Splint (US)
average QOL interference for the previously treated (PT) group are all significant (p < 0.01). We
conclude that the Urbanek Splint (US) significantly reduced the QOL interference of TMDs for
the previously treated (PT) group.

The average QOL interference reduction for the three most affected QOL dimensions is
1.86 (70%), and the average QOL interference reduction for the other QOL dimensions is 1.17
(76%). The differences in the Before Urbanek Splint (US) and the After Urbanek Splint (US)
average QOL interference for the not previously treated (NT) group are all significant at the 0.01
level. The study finds that the Urbanek Splint (US) significantly reduced QOL interference of
TMDs for the not previously treated (NT) group.

Table 3 shows the results for the test of means of QOL interference before treatment with
the Urbanek Splint (US) between the previously treated (PT) and the not previously treated (NT)
groups. For all but the dimension “Yawn or open your mouth,” the previously treated (PT) group
has higher QOL interference before treatment with the Urbanek Splint (US) than the not
previously treated (NT) group. The average interference difference for the significant QOL
dimensions is 0.59, and the average prevalence for the significant QOL dimensions is 78% for
the previously treated (PT) group and 72% for the not previously treated (NT) group. The study
concludes that the previously treated (PT) group showed significantly higher QOL interference
pre-Urbanek Splint (US) for commonly affected QOL dimensions.
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Table 3: Effectiveness: Quality of Life Interference Reduction

Previously Treated for TMD (PT) Not Previously Treated for TMD (NT) PT-NT
Life activities™ Before US  pf| After US n| Difference t-test]| Before US n| After US n| Difference t-test] Bef;)}r; t-test’
Socialize with family and close friends ]2;5616; 120] ?33353 120] ]_5731?)/30 0.0000 ]1:2833 71 3;52]2]5 71 0:591/70 0.0000f | 0.7864 0.0014%%%
Pestm ey work P IR e PO | R T I YO | e R
Perform daily household chores [2;_]23: 124 ?0556615 124 1'_5723:/20 0.0000] 11;;;: 72 3:6199; 72 1—7182"/50 0.0000f | 0.6362 0.0056%**
T i e 0 I i s s | et
Rt i e B I e
Sk aih P IS I | IO IR I POV | P s
Concentrate 1265(:§: 126 ?1799:: 126 1—76282“/20 0.0000] 12;]]761: 70) 014(?3527 70] 1_578;/70 0.0000] 0.4444 0.0568*
Eat 12‘57;;)25 131 11039726 131 1_763320/8'] 0.0000 12653;; 77 ;)18;3; 77 1_760;)/3'] 0.0000 0.156 0.4958
Talk, laugh, or sing 12653235; 126 ?;;:92 126 1_667;2 0.0000 1262292143 72| 05;‘;; 72| —;67"/?) 0.0000{ | 0.2321 0.3442
Yawn or open your mouth ?gj;g 134 ]1;):;? 134 1?:;2 0.0000] 135;;]1 78 ]1;];225 78 2—16282/20 0.0000] | -0.1037 0.6377
R R e B B s I I

Respondents reported their quality-of-life interference on a scale from 0 to 5, where 0 indicates the activity is not affected by TMD pain or discomfort and 5 indicates the activity is
impossible due to TMD pain or discomfort. Respondents were instructed to choose “N/A” if they had not experienced TMD interference in a life activity.

*As with symptom severity, responses were cleaned so that every response used in analysis had both a Before US and an After US QOL interference rating.

Skt s significance at the 0.01 level, "**' is significance at the 0.05 level, "*' is significance at the 0.01 level

Comparison of Costs

The Urbanek Splint (US) was created to relieve symptoms of TMD so that patients will
not have to continue to search for alternative TMD treatments. We use two methods to measure
the cost-effectiveness of the Urbanek Splint (US) compared to other TMD treatments. First, we
analyzed aggregated cost and utilization data provided by FAIR Health, Inc., based on claims
data from its FH NPIC® repository of privately insured medical claims. We received aggregated
data reflecting the utilization of certain services and benchmark data reflecting the imputed
allowed amounts typically paid by insurers for those certain services. We used these data to
calculate an estimated weighted average annual cost of selected TMD treatments based on
location. Due to survey limitations, patients’ treatment length is not known. Given the previously
treated (PT) group’s average length of time with TMD symptoms (14 years), it is assumed that
treatments spanned multiple years. Based on the data, it is also not possible to determine if
respondents’ treatments overlapped.

Table 4 shows the average costs for various TMD treatments. These costs are the
weighted average per person for 2019 for the city of Nashville, TN, and are reported as average
point estimates to show how the costs of other treatments compare with the Urbanek Splint (US).
The “Years to Breakeven with Urbanek Splint (US)” estimates show the price of the Urbanek
Splint (US) divided by the annual price of the other TMD treatments. The most prevalent and
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least costly TMD treatment is occlusal guards (night guards, grinding guards), with 60% of the
previously treated (PT) group reporting use. Surgery is the least prevalent and most expensive
TMD treatment; only four percent of the previously treated (PT) group report having undergone
surgery for their TMD.

As shown in Table 4, many other TMD treatments are less expensive than the Urbanek
Splint (US) (the device costs around $1500). The “Years to Breakeven” estimates in the fourth
row of Table 5 show that only surgical treatments are more expensive yearly. Respondents
would have had to replace their occlusal guards every year for more than seven years to make
switching to the US worth it. However, survey data shows that many respondents reported more
than one TMD treatment method. Row five of Table 5 notes the average number of previous
TMD treatments associated with the treatment category. For example, occlusal guards are
associated with respondents having three treatment methods (including the initial category), with
an average cost of $425 (excluding the initial category). Given the total cost of the category and
the associated treatments, row seven of Table 4 shows how the annual costs compare with the
Urbanek Splint (US).

The second panel of Table 4 details the average annual costs for the TMD treatment
categories for selected cities in the United States. Most cities report costs at about 83% of the
costs to those in Nashville for the selected TMD treatments. For all costs in Table 4,
consultations, x-rays, etc., are not included, making the actual cost of treatments higher than
what is presented.
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Table 4: TMD Treatment Costs

Occlusal ~ Massage Botox Physical

Chiropractic guards therapy  Acupuncture injections Surgery® therapy
Weighted Average Cost
(2019)° $269.08 $202.00 $402.33 $425.69 $766.07  $2,897.24 $316.58
n of PT Group Reporting
Treatment 47 95 51 17 11 6 28
Percent of PT Group
Reporting Treatment 30% 60% 32% 11% 7% 4% 18%
Years to Breakeven with US
Cost 5.57 7.43 3.73 3.52 1.96 0.52 4.74
Average Number of
Treatments* 3 3 4 4 5 3 3
Average Costs of Associated
Treatments $683.15 $425.13 $657.55 $839.26  $1,013.26 $359.67 $681.42
Years to Breakeven with US
Cost 1.58 2.39 1.42 1.19 0.84 0.46 1.50
Average Weighted Costs Occlusal ~ Massage Botox Physical Cost
(2019) Chiropractic guards therapy  Acupuncture  injections Surgery therapy Ratio
Atlanta, GA $241.25 $195.16 $292.71 $336.77 $670.65  $2,435.61 $264.05  0.8403
Augusta, ME $243.47 $206.70 $395.60 $393.72 $579.36  $2,400.52 $320.48  0.8600
Austin, TX $285.98 $370.79 $353.52 $265.95 $484.92  $3,249.55 $294.65 1.0050
Columbus, OH $279.84  $209.90 $349.78 $480.63 $802.26  $2,587.15 $281.76  0.9455
New York, NY $661.22 $364.71 $582.08 $695.25  $1,635.44  $5,553.19 $552.74  1.9028
Pheonix, AZ $333.26 $198.36 $365.88 $356.41 $459.45  $2,389.85 $299.54  0.8340
Seattle, WA $302.63 $224.28 $335.68 $342.84 $559.60  $2,376.66 $280.54  0.8377
Topeka, KS $265.21 $176.14 $383.50 $443.06 $636.66  $2,157.95 $285.63  0.8237

Costs are calculated from averages based on FairHealth, Inc. medical and dental claims for Nashville, TN. Costs are calculated using CPT codes associated with
the treatment category, multiplied by the average number of times a cost code appears for a single patient, weighted by the prevalence of that cost code for a
TMD patient, and then summed together.

¥This includes prescription medications, occlusal correction/braces, and other treatment categories for which we do not have cost estimates.

$This category includes an oral surgical splint, arthrocentesis, other injections, arthroscopy, arthroplasty, condylectomy, and meniscectomy.

Panel A of Table 5 presents the treatment costs for previously treated (PT) group
respondents for two periods: the years with a TMD diagnosis prior to treatment with the Urbanek
Splint (US) and the years with TMD symptoms before TMD diagnosis. These costs correspond
to categories III and II in Figure 1, respectively. Costs are averaged over the length of time
category. Cost outliers over $10,000 were removed (n = 11). Those without costs for both
diagnosis and pre-diagnosis questions were removed, resulting in 78 of the previously treated
(PT) group represented in Table 5.

Most previously treated (PT) respondents are within the one to ten years categories for
time with TMD diagnosis (63%), with about 18% of respondents in the 20-plus year category.
Most respondents are within the zero to ten years categories for time with TMD symptoms pre-
diagnosis (73%), with only nine percent of respondents in the 20-plus year category.

The average total cost for all respondents for the years before TMD diagnosis is $2,082,
and the average total cost for the years after TMD diagnosis is $2,142. For the average patient in
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this sample, the Urbanek Splint (US) could have saved $2,724 in ineffective, unnecessary
treatments for TMD symptoms (total costs minus the cost of the Urbanek Splint (US)). If we use
a discount rate of 3% (Attema et al, 2018) and the average of Years with a TMD Diagnosis of
about 7 years, then the discounted cost savings rate is $2,215.

Most respondents in the previously treated (PT) group sample (87%) report having
insurance (medical or dental). Assuming the costs presented in Table 4 and Table 5 are in some
way paid by insurance, while the Urbanek Splint (US) device is not covered by insurance, the
cost savings would be primarily borne by insurance companies, not the individuals.

Panel B of Table 5 presents the range of total costs in the previously treated (PT) sample,
with total lifetime costs ranging from zero to $125,000. The average years of TMD treatment, the
average number of TMD symptom treatments, and the average number of comorbidities all
increase as the costs of treatments increase. The large range of total lifetime costs implies that for
those in the sample who have spent more than the cost of the Urbanek Splint (US) (about 50%),
the cost savings of the Urbanek Splint (US) is much higher than our $2,724 average estimate.
Using a weighted average of the midpoints of the lifetime costs in Table 6, the estimated cost
savings is $6,615 ($8,115 minus the cost of the Urbanek Splint (US)). The discounted rate of
these cost savings (using the same assumptions as above) is $5,379.
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Table 5: Costs for PT Group by Number of Treatment Years and Cost Ranges
Panel A: Costs by Years Before and After TMD Diagnosis for PT Group

Average Cost of TMD Years with TMD Average Cost o1
Years with TMD Diagnosis’ n Treatment Symptoms Pre-Diagnosis? n Symptom Treatment
Less than 1 year 6 $1,450 Less than 1 year 11 $1,52¢
1 to 3 years 19 $1,553 1 to 3 years 16 $2,00¢
4 to 6 years 11 $1,645 4 to 6 years 16 $2,47¢
7 to 10 years 19 $2,460 7 to 10 years 14 $2,262
11 to 15 years 5 $1,800 11 to 15 years 7 $2,08¢
16 to 20 years 4 $888 16 to 20 years 7 $2,68¢
More than 20 years 14 $3,636 More than 20 years 7 $1,30C
Panel B: Range of Total Costs for TMD Symptom Treatment for Previously Treated (PT) Group
Average Years of Average Number of Average Number of
Range of Total Costs® n TMD Treatment! Treatments Comorbidities
$125,000 to 50,001 5 7.00 3.40 5.8C
$50,000 to 15,001 5 7.03 3.20 3.0C
$15,000 to 10,001 8 12.93 4.00 2.5C
$10,000 to 5,001 15 6.43 2.93 4.53
$5,000 to 2,001 25 6.16 2.64 4.0¢
$2,000 to 1,001 17 5.06 241 3.82
$1000 to 501 11 491 1.91 1.73
$500 to 201 18 1.33 1.28 2.5C
$200to0 0 12 1.83 1.17 2.5¢&

For category 1, categories and costs are determined by the questions: “How long have you been diagnosed with a TMD?” and “Please estimate
the cost of treatment for your TMD symptoms after you found out that your symptoms were a result of your TMD and before you started using
the Urbanek Splint. This includes costs to you and/or your insurance company for diagnostic services, x-rays, MRIs, CT scans, and failed
treatments.” *For category 2, categories and costs are determined by the questions: “How long had you experienced your TMD symptoms before
you were diagnosed with a TMD?” and “Please estimate the cost of treatment for your TMD symptoms before you found out that your
symptoms were a result of your TMD. This includes costs to you and/or your insurance company for diagnostic services, x-rays, MRIs, CT
scans, and failed treatments.

$Total costs represent the sum of costs prior to and after TMD diagnosis

IThis represents the question: "How long had you been treated for your TMD symptoms, both before and after you found out that your
symptoms were a result of your TMD? This does not include the time you have been treated with the Urbanek Splint."

Satisfaction with US

To complement the effectiveness and cost sections, this study also details measures of
respondents’ reported satisfaction with Urbanek Splint (US). Results are presented separately for
the previously treated (PT) and the not previously treated (NT) groups. The change in symptom
severity and QOL interference used in the correlations are Before Urbanek Splint (US) minus
After Urbanek Splint (US).

The response rate for both groups is high (previously treated (PT): 87%; not previously
treated (NT): 86%), and the two groups do not have significantly different average ratings for
any satisfaction question. Questions I through V are on a 0 to 100 scale, and question VI is an
open-answer question.

The average satisfaction levels for all dimensions (I-V) are not lower than 80/100 for
either group, implying high levels of satisfaction with symptom relief (I), the timing of symptom
relief (II), ease of use (III), confidence in right treatment (IV), and overall satisfaction (V).
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Ratings for both groups are highest for question (III), highlighting again the ease of use of the
Urbanek Splint (US) (previously treated (PT): 90.94; not previously treated (NT): 89.53).

For all satisfaction questions I through V, the previously treated (PT) group shows
significantly positive correlations (p < 0.10) with both effectiveness measures, implying that
higher reductions in symptom severity and QOL interference are associated with higher levels of
satisfaction. For question VI, respondents were asked about their willingness to pay (WTP) for
the US, given its effectiveness. The previously treated (PT) group’s average willingness to pay
(WTP) is greater than the actual amount of the device, and the effectiveness measures are
positively correlated with the willingness to pay (WTP) (p < 0.10), implying greater reductions
in symptom severity and QOL interference are associated with higher WTP.

The not previously treated (NT) group showed only two significant correlations between
reduction in symptom severity and level of satisfaction (questions IV and V, p < 0.10). In both
cases, the correlations are negative, implying that greater reductions in symptom severity are
associated with lower satisfaction levels. Question IV’s and question V’s (confidence in the right
treatment) negative correlations may imply that those in the not previously treated (NT) group
had not experienced other TMD treatments to know how the Urbanek Splint (US) compares.
Thus, the group is more unsure that the Urbanek Splint (US) is the right treatment and is less
satisfied with the Urbanek Splint (US) overall.

DISCUSSION

Using the survey of individuals treated with the Urbanek Splint (US), this paper measures
the effectiveness, cost savings, and respondent satisfaction of the Urbanek Splint (US) as a
treatment for TMD. This paper separated those previously treated for TMD (PT) from those with
the Urbanek Splint (US) as their first TMD treatment after diagnosis (NT). We found that the
Urbanek Splint (US) reduces symptom severity in the sample by 63% (previously treated (PT))
and 70% (not previously treated (NT)) for the most severe TMD symptoms. The Urbanek Splint
(US) reduces the interference of TMD-related pain and discomfort on daily life activities
(increased QOL) by 64% (PT) and 70% (NT) for the most affected QOL dimensions. The
previously treated (PT) group’s symptom severity and QOL interference levels before treatment
with the Urbanek Splint (US) are significantly higher (p < 0.01) than the not previously treated
(NT) group, which is evidence that symptom severity and affected QOL may lead to a continued
search for treatments after other treatments prove ineffective. Other treatment methods, such as
physical therapy, also report high levels of self-reported reductions in pain (Krause, and
Prodeoehl, 2019). Still, this study measures and reports the changes to all TMD-related
symptoms, allowing for more specific analysis than simply measures of TMJ pain.

Based on the reported costs of treatments to relieve TMD-related symptoms for the
previously treated (PT) group, the Urbanek Splint (US) is associated with an average lifetime
cost savings of $2,724 to $6,615 (82,215 to $5,379 discounted) for ineffective TMD treatments.
This is similar to the cost estimates for chronic orofacial pain (Krause, S., and Prodeoehl, 2019).

The previously treated (PT) and not previously treated (NT) groups reported high levels
of satisfaction with the Urbanek Splint (US), and though the previously treated (PT) group had
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previous TMD treatments and the not previously treated (NT) had not, their ratings of
satisfaction do not significantly differ.

A limitation of the study is the non-random participants, as participants were drawn from
a group who both had been treated with the Urbanek Splint (US) and had a viable email with
which to receive the link to the survey. This study attempted to account for variations in reported
costs. However, the reliability of patients’ reported treatment costs before and after TMD
diagnosis raises concern about under and over-estimating previous costs. Another limiting factor
is that not every person in the sample answered every question. To account for this, the
effectiveness t-tests (symptoms and QOL) are paired, and responses in the cost calculations that
did not have both a pre-and post-diagnosis cost estimate were excluded.

The quality of life (QOL) increase found for patients in this study implies that using the
Urbanek Splint (US) can lead to two-thirds higher QOL, even for those with significantly lower
initial QOL. The same implication holds for symptom severity reduction, where reductions are
large and significant even for those with higher initial symptom severity. These results imply that
the patient-centered methods of the Urbanek Splint (US) have led to large and significant results
for individuals with TMDs.

Given the length of time a TMD patient spends with TMD symptoms before and after
diagnosis, years of treatment costs could be avoided with the use of the Urbanek Splint (US).
Even those with “low cost” treatments (e.g., occlusal splints) continue to pay for treatments for
multiple years, and many in the previously treated (PT) group used multiple treatments for TMD.
The large range of lifetime treatment costs implies a large range of cost savings, and many in the
previously treated (PT) sample would have saved from $2,724 to $8,115 ($2,215 to $5,379
discounted) based on lifetime treatment costs. These cost measures do not include the indirect
costs of TMD through lost productivity (Olafsson et al., 2017; Wieser et al., 2011). Therefore,
the direct cost range is a lower bound of the actual cost of TMD to society through lost days of
work as well as the costs of ineffective treatments.

The cost information presented in Table 5 has potential implications for insurance
companies. The Urbanek Splint (US) could save the average TMD patient over $2,000 in
ineffective and unnecessary treatments. However, as insurance companies bear the costs for
insured individuals, they would directly benefit from the Urbanek Splint (US) replacing other
treatments. Individuals would directly benefit (in terms of dollar costs) if their TMD treatments
were not entirely covered by insurance.

The high satisfaction and reduction of symptom severity associated with using the
Urbanek Splint (US) imply that those suffering from a TMD can find relief and be satisfied with
the treatment method. High satisfaction is associated with higher switching costs, where
consumers with high satisfaction are less likely to continue to search for an alternative service
(Wong et al., 2014). Since individuals with TMDs are likely to face lengthy searches for
effective treatment, the high satisfaction found in this study implies that the use of the Urbanek
Splint can help reduce the societal cost of TMD through a reduced search for effective treatment.
The lack of significant difference between the previously treated (PT) and not previously treated
(NT) ratings for ease of use and satisfaction imply that the Urbanek Splint (US) is a satisfactory
TMD treatment method for those with and without experience with other TMD treatments.
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