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Incentive structures have been a prevalent topic in the Management literature over 
the past decades as researchers have attempted to predict managerial discretion and 
outcomes as a function of compensation design. Most of this work has sat atop an agency 
platform (Jensen and Meckling, 1976; Fama and Jensen, 1983; Eisenhardt, 1989) with 
scholars arguing that incentive mechanisms induce agents to reach for goals that 
converge to, or at least approximate, those of the firm’s shareholders. Considering that 
agents (i.e., managers) tend toward risk-aversion as a result of their wealth being tied to 
the health of the organization (Wiseman and Gomez-Mejia, 1998; Hill and Snell, 1989; 
Ashley and Yang, 2004), agency research predicts that fixed compensation will produce 
risk-averse managerial behavior while variable compensation will produce the opposite 
(Ji and Oh, 2014). Accordingly, research in this domain tends to examine how different 
types of incentives will most likely foster principal-agent goal alignment.  

The root cause of this behavioral variance lies in the moral hazard issue 
(Holmstrom, 1979). Moral hazard is a problem related to an interparty information 
asymmetry whereby one party to a transaction has crucial private information (agent) 
that the other side (principal) needs in order to contract optimally (Brown, 2014). In the 
case of top management teams, managers possess private information on two 
dimensions. First, managers have more knowledge concerning the day-to-day 
operations of the firm. In a sense, managers are on the front line of commerce and have 
a more acute feel for the firm’s actual financial position, future potential growth, 
company morale and the like. Secondly, managers have private information concerning 
their individual effort exertion (i.e., effort policy). Moral hazard exists when an agent’s 
effort is not observable and, therefore, the agent needs external inducements in order 
to catalyze additional marginal effort with respect to some firm goal (Lazear, 2005). 
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While agency theory applied to mergers and acquisitions is not an entirely new line 
of research (Jensen, 1986; Shleifer and Vishny, 1991; Devine et al., 2016), this paper will 
attempt to answer the following research question, which has not, to date, been 
adequately addressed. Does the form of executive pay lead to the acquisition of firms 
with a specific set of attributes? In other words, does salary lead to the acquisition of less 
risky firms (i.e., larger, established firms)? Does option-based pay lead to the acquisition 
of riskier firms (i.e., smaller, start-up type firms)? These research questions form the 
basis of this work.  

The main theoretical contribution of this paper stems from extending agency logic 
to the study of pay and target firm attributes. A considerable body of work has already 
focused on the linkage between compensation packages and firm risk. For example, 
Chen et al. (2006) and Wright et al. (2007) studied the relationship between option-based 
pay and overall firm risk, while others have focused on how managers allocate resources 
to high-risk (i.e., R&D) versus low-risk (i.e., capital projects) alternatives (Coles et al., 
2006). This study contributes to this vein of research by examining compensation and 
target characteristics, specifically, target age and target size. Research supports the 
assertion that larger firms are less risky than smaller firms and that established firms are 
less risky than start-ups. Given these relationships, this paper adds to both the agency 
theory and mergers and acquisitions literature.  

This paper is structured as follows. The following sections will address the theory 
and hypotheses involved, the data, methodology, and results. Finally, there will be 
sections dedicated to a discussion of results, limitations, and then a conclusion. 

 
Literature Review  

Agency Theory (Berle and Means, 1932; Jensen and Meckling, 1976) asserts that 
agents who bear the risk within some contractual relationship must be externally 
induced to exert the needed effort to complete some stated task. Furthermore, if the 
task that is delegated from the principal to the agent is not highly programmable, then 
the agent’s risk lies in the fact that his or her effort may not be a significant determinant 
of the desired outcome (Eisenhardt, 1989). In the case of high-level managers, the goals 
of the corporation are typically noisy and, therefore, subject to causal ambiguity (Barney, 
1991). In this case, giving managers a fixed salary may lead to high risk-aversion 
resulting from the fear of the manager losing his or her wealth, which is tied to the firm 
(Amihud and Lev, 1981; May, 1995). Since the shareholders (principals) cannot observe 
the true effort of the manager (agent), the moral hazard issue results in the need for a 
planned mechanism to induce extra effort. 

Two standard approaches for this problem are proposed in the agency literature—
monitoring and incentives. While monitoring may suffice when task programmability is 
low (Eisenhardt, 1989), the case of top managers seldom falls into this category. 
Incentives, therefore, are the mainstay in attempting to solve the issue of moral hazard. 
The logic is that incentives, especially variable incentives, align the preferences of 
shareholders and the manager. This alignment means that both parties should want to 
make financially optimal decisions for the firm; however, it is important to understand 
that, according to theory, the manager is still making self-interested decisions that may 
not coincide with that of shareholders. 

Firms vary in the way they allocate compensation for corporate executives. Since 
salary alone is assumed to encourage agent risk aversion, firms often allocate 
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compensation to other forms of pay such as bonuses and option-based incentives. 
Bonuses tend to be structured, so the management team receives additional 
compensation when firm-based financial performance targets are reached, the most 
common performance targets being quarterly or annual return on assets (ROA) or 
return on equity (ROE). Theoretically, this should align principal-agent goals since both 
the management team and the shareholders mutually benefit (Carter et al., 2009). Prior 
research indicates that bonuses are linked to earnings stability or persistence (Ashley 
and Yang, 2004). Compensation packages may also include option-based incentives, 
which for publicly-traded firms generally approximate thirty percent of total 
compensation (Balsam, 2007). Agency theorists contend that the asymmetric return 
profile of options provides the needed incentive to really align the return preferences 
between managers and shareholders (Anderson et al., 2003). When given options 
contracts, executives can receive windfall payments if things go well, but avoid some 
downside risk if the firm underperforms, thus providing strong incentives for riskier 
strategic decisions.  

While the underlying assumptions of agency theory are well documented in the 
literature, recent work has challenged whether or not option-based incentives create 
positive outcomes for shareholders. For example, recent research shows a link between 
option-based pay and firm variance (a common risk measure), but there is no consensus 
on the direction of such variance (Kline et al., 2017). Supporting this notion, Sanders 
and Hambrick noted that options lead executives to “swing for the fences.” (2007: 1061) 
They found that CEO stock options increase goal alignment with shareholders, but that 
there was a propensity for large losses as opposed to large gains. As a result of these 
findings, scholars have argued that a contingency theory of incentive alignment may be 
warranted (Steinbach et al., 2017). 

Regarding international mergers and acquisitions (M&A), acquiring firms face 
choices as to the riskiness of target firms (Butler and Sauska, 2014). Since larger firms 
are more stable and likely more established, managers will be able to make more 
predictable assumptions about the activities and outcomes of these firms. Conversely, 
when target firms are small and young, there is a considerable amount of uncertainty 
about firm performance and survival (Daspit et al., 2014). Therefore, Agency Theory 
predicts that without incentives (i.e., only salary and bonus pay), managers will remain 
risk-averse and will select firms that have less risky attributes (i.e., older, larger 
acquisition targets). However, if given option-based compensation, managers will be 
incentivized to target firms with riskier attributes (i.e., smaller, younger acquisition 
targets).  

 
Hypothesis Development 

Target firm size, risk, and compensation 
As theory predicts, certain incentive structures lead to more or less risk-averse 

decisions by managers (Jensen and Meckling, 1976). In mergers and acquisitions, there 
are a number of variables that can be used to determine the riskiness of the transaction. 
One key variable is firm size. Firm size has been shown to be correlated with stability in 
the management literature since having economies of scale also induces processes and 
procedures that are meant to stabilize such scale. For example, as firms grow, they tend 
to become more hierarchical. This hierarchy leads to different layers of management 
codifying rules and procedures meant to keep its scale intact (Blau, 1968). The literature 
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assumes, and evidence supports, the notion that smaller firms are more flexible while 
larger firms are more rigid (Gong et al., 2013). A derivative of this assumption is that 
the variance in outcomes at more flexible firms (i.e., smaller) is less known and more 
volatile. If this assumption holds, then the distribution of outcomes leads to less 
predictability and more risk.  

In the management literature, size has been shown to have an inverse relationship 
with risk. In a study of large firms and SMEs in the United States, Arend (2014) finds 
that dynamic capabilities are used more optimally by larger firms due to larger firms 
having more absorptive capacity from their history of operations. Revilla and Fernandez 
(2013) likewise found that small firms are more able to change in technologically 
dynamic environments because they lack the inertial qualities more prevalent in larger 
firms. These newer works add credence to more established literature that associates 
larger firms with being more risk-averse. In a case study of Smith Corona Typewriters, 
Danneels (2010) puts forth evidence that the once market-leading firm failed as it 
became too large to stave off corporate rigidities. In another case study of Polaroid, 
Tripsas and Gavetti (2000) describe how the once iconic brand consistently made 
decisions based off of the perceived certainty of past successes, eventually leading it 
toward failure. These rigidity arguments (Leonard-Barton, 1992) exemplify a corporate 
culture, due at least partially to size, that stopped taking the risks the firms needed 
originally to be industry leaders.  

During the M&A process, acquirers may look toward firm size in order to assess the 
riskiness of the transaction. While acquiring a large firm may yield more predictable 
returns, acquiring small firms may prove both riskier and more lucrative. The agency 
costs borne by the firm in this instance are those that revolve around how executives are 
compensated in the context of making important decisions (i.e., acquisition decisions). 
Empirical results point to the relationship between incentive structures and risk 
propensity. Sanders and Hambrick (2007) argue that stock options lead executives to 
make high-variance bets, a notion corroborated by others (Cohen et al., 2000; Rajgopal 
and Shevlin, 2002). Coles et al. (2006) found evidence that executives compensated 
heavily with options allocated resources toward more risky parts of the firm (i.e., R&D). 
Tufano (1996) found evidence of a relationship between options pay and decreased 
hedging activities, thereby putting the firm in a riskier position in order to reap rewards 
from risky bets. Specifically relevant to this paper, Datta et al. (2001) documented a 
positive relationship between equity compensation and firm risk-taking through 
acquisitions. Therefore, if compensation is based primarily on options, theorists would 
expect managers to acquire firms that are riskier, in this case firms that are smaller. 
Conversely, if compensation is more fixed (non-variable), theory and evidence predict 
that acquiring firm managers would become more risk-averse, in this case acquiring 
firms that are larger. The following relationships are proposed: 
 

H1A - TMT salary will be positively associated with the size of the target firm. 
H1B - TMT bonus will be positively associated with the size of the target firm. 
H1C - TMT option-based compensation will be negatively associated with the 

size of the target firm. 
 

Figure I and Figure II illustrate the hypotheses in this paper, as well as the linkage 
between managerial compensation, risk aversion, and acquisition target characteristics.  
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Target firm age, risk, and compensation 
Following the same logic set forth in the first set of hypotheses, the authors also 

propose that firm age is a proxy for risk. Managers seeking acquisition targets that are 
young are, in essence, taking a bet since there is limited information on the history of 
the firm. This “liability of newness” (Stinchcombe, 1965) makes the variance in outcomes 
of such an acquisition inherently risky and, as proposed before, it is expected that 
managers who are compensated with options are more apt to acquire younger, more 
risky firms. There is empirical evidence that firm age is associated with risk. Hamilton 
(2012) found that small firms grew at a less predictable path relative to large firms in a 
sample of New Zealand firms. In a sample of 676 businesses, Withers et al. (2011) found 
that smaller firms were less stable than their larger counterparts in leveraging their 
technological capabilities. Finally, Kotha et al. (2011) found evidence that technological 
output is greater in older firms, but the variance of output is greater in young firms. To 
parallel the arguments made with respect to firm size, as managers are compensated 
with a greater amount of options, they are incentivized to take riskier actions in order 
to see returns to their variable compensation. Acquisition targets that are younger give 
acquiring firm managers a varied set of potential outcomes and, therefore, it is proposed 
that they will be more prone to acquire smaller firms as compensation moves away from 
fixed sums and toward variable forms (i.e., options). Conversely, if managers are 
compensated with fixed items such as salaries and bonuses, the opposite should occur 
since these types of incentive structures induce risk-aversion. The following relationships 
are proposed:  

 
H2A - TMT salary will be positively associated with the age of the target firm.  
H2B - TMT bonus will be positively associated with the age of the target firm. 
H2C - TMT option-based compensation will be negatively associated with the 

age of the target firm. 
 

Data and Methodology 

In this study, transaction data were drawn from the Capital IQ (a division of 
Standard & Poor’s) transactions database, which provides detailed reports on both 
mergers and financing activities. The initial sample of completed transactions was 
narrowed by eliminating observations where the variables in question were unavailable 
for the key focal acquirer or target. Firm-level financial data were retrieved from the 
Compustat Database and executive compensation measures were taken from the 
Execucomp Database. As such, the sample consists of, depending on the model, between 
181 and 275 transactions over the seventeen-year period from 1994 through 2010. This 
data range reflects limitations in data availability, which was influenced by database 
access (budgetary constraints) and available transactions data in the Capital IQ 
transactions database in the data-gathering phase of this study. 

 
Variable Definitions 

Dependent Variable: Two dependent variables were tested in this study. To test the 
first set of hypotheses, target firm size was used. Target firm size was measured as the 
natural logarithm of the target firm’s revenue in the year of acquisition. The logged 
version of this dependent variable was used due to the wide dispersion in the values of 
firm size in the sample. In order to test the second set of hypotheses, target firm age was 
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utilized. Target firm age was measured as the natural logarithm of the target firm’s age 
in the year of acquisition. The logic behind using the logged measure is identical to that 
of target firm size. 

Independent Variables: Since there are three components to each of the two tested 
hypotheses, there are three independent variables of interest: Salary, Bonus and Option 
Value. Consistent with prior literature, salary, bonus, and option value data were 
gathered from the Compustat Executive Compensation database. Salary and bonuses 
were measured in dollars in the year prior to the transaction, while the Black and Scholes 
(1973) option pricing model was utilized to estimate option values.  

Control Variables: To control for industry-specific differences, two-digit SIC codes 
were included in the models (Burns and Kedia, 2008). Additionally, since data were 
pooled over a seventeen-year period, dummy variables were created for each year in 
order to control for Time Period (1994 was the reference year). The Gompers 
Governance Index was included since researchers have found that the relative quality of 
corporate governance has an impact on firm performance and earnings (Gompers et al., 
2003; Cornett et al., 2008).  

Established entry mode antecedents were controlled to examine the role that pay 
mix plays in acquisition decision-making. More specifically, the empirical models 
controlled for asset specificity (Williamson, 1985), which was measured as R&D as a 
percentage of sales (R&D/sales) in the year prior to each transaction. Consistent with 
prior research, specifically Chari and Chang (2009) and Chari et al. (2007), missing R&D 
data were replaced with zero values. Acquisition experience, which often serves as a 
proxy for internal uncertainty (Zhao et al., 2004), was measured as the number of 
acquisitions over the three years prior to the date of the transaction. Finally, the models 
were controlled for external uncertainty, which consisted of measures for country risk 
and target market potential. Country risk premium estimates controlled for country risk 
and were estimated by calculating the yield differential between sovereign debt of each 
country of study versus the United States Treasury securities (Damodaran, 2003). Target 
market potential was estimated by calculating the three-year average GDP per capita 
during the three-year period prior to the transaction (Chari and Chang, 2009).  

Methodologically, linear hierarchical regression in STATA was utilized with the 
following model and specification: 

 (1) 
Where Y is the natural log of the target firm’s revenues,  is a vector of regression 
coefficients and explanatory variables,  is a vector of regression coefficients and 
control variables and  is the residual term which is assumed to be distributed normally 
with mean zero and variance 1 (i.e., N(0,1)).  
 
Results 

Table 1 reports the descriptive statistics and correlation coefficients in this study.  
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Table 2 reports the results from the hierarchical regression performed in STATA 
with the Dependent Variable as Target Size (measured by log revenues). Model 1 is the 
control-only model resulting in an R-squared value of 0.306. To capture the marginal 
differences resulting from the explanatory variables, Models 2, 3, and 4 include one 
explanatory variable separately in addition to the control variables from Model 1. Model 
2 includes managerial salary as an independent variable. In Model 2, the coefficient on 
salary is 1.889 and is highly significant (p=0.000). As predicted in Hypothesis 1A, salary 
is positively associated with risk aversion. Since this was measured as a log-level 

B1- 1.889-1), which 
equals 5.61. Therefore, for every $1,000 increase in salary, the size of the target firm 
acquired increases by 5.61%. Therefore, Hypothesis 1A is supported, as managers 
compensated with non-variable pay seek risk averse acquisitions.  

Model 3 also includes a fixed compensation component—Bonus—which is also 
positive and significant lending support to Hypothesis 1B (B=0.238, p=0.000). In this 
case, for every $1,000 in additional bonus, managers acquire firms that are 0.27% larger. 
Therefore, Hypothesis 1B has support. Model 4 includes a variable compensation 
component, namely option value. Hypothesis 1C predicts a negative coefficient, which 
would have the opposite logic as Hypotheses 1A and 1B. In the case of option values, 
theory would predict that as options increase, managers would tend toward riskier 
decision-making. In this analysis, this is interpreted as tending toward smaller firms. 
However, while the coefficient is significant, it has the opposite sign as that predicted 
(B=0.279, p=0.033). Possible explanations for this are offered in the Discussion section. 
Model 5 includes all explanatory variables simultaneously. The results from Model 5 
add credence to the findings on Hypotheses 1A and 1B. However, the options value was 
insignificant in Model 5.  

Other important findings include an increase in R-squared above that of the 
control-only model in Models 2, 3, and 4 with Model 2 (Salary) having the largest 
marginal effect. Model 5 includes all of the explanatory variables simultaneously. While 
this model has more predictive power, the inclusion of all variables leads the option 
value coefficient to be not significantly different than zero. Finally, regressions for 
Hypotheses 2A, 2B, and 2C were calculated in STATA. In this set of regressions, the 
dependent variable was the age of the target firm in lieu of the size of the target firm. 
All of the independent variables (Salary, Bonus, and Options) tested were not significant. 
Therefore, there is no empirical support for any of the hypotheses (2A, 2B, or 2C) that 
addressed firm age as the dependent variable.  

 
Discussion 

The objective of this paper was to examine the relationship between executive 
compensation and target firm characteristics (target size and age). Support was found 
for Hypothesis 1A and 1B, which tested the relationship between TMT salary and bonus 
and target firm size. These findings are consistent with the existing literature in the 
agency theory domain and support the assertions that fixed payments encourage 
managerial tendencies to favor lower risk acquisitions, specifically those involving larger 
firms. This provides support for empirical evidence related to empire building, risk 
management (Hill and Snell, 1989), and cash flow stabilization (Ashley and Yang, 2004), 
as well as those theorists and practitioners calling for more research devoted to top 
management team compensation. The general consensus among researchers is that 
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compensation committees should include incentive-based pay in order to foster more 
goal alignment with shareholder preferences, but additional research is needed to 
identify optimal pay allocation schemes across a wide range of industries.  

In Hypothesis 1C, the option variable was statistically significant, but the sign was 
the opposite of what was predicted. It is possible that the option positions of the 
executives in this study are significantly “in the money,” which theory predicts would 
encourage risk aversion. This logic is drawn from prospect theory, which asserts that 
when executives accumulate wealth through options, they may experience loss aversion. 
Loss aversion is a behavioral bias that surfaces when a market participant views anything 
below a hypothetical gain position (i.e., gains in stock option value) as a loss (Tversky 
and Kahneman, 1991), and subsequently exhibits risk-averse behavior. In previous 
work, Brisley (2006) demonstrated that deep-in-the-money options lead to risk-averse 
behavior since executives seek to protect the wealth accumulation that is theoretically in 
their hands. This suggests that in future studies researchers should examine executive 
option values in relation to reference points. By combining prospect theory and agency 
theory, and taking a more nuanced approach in measuring and categorizing TMT 
option values, researchers may be able to support these findings. 

These results also present the possibility that the acquisition decision reflects a 
different perspective than what was presented in the hypothesis development. For 
example, the authors built upon the literature showing larger firms carry less risk due 
to more stability in operations. However, from the perspective of a potential acquiring 
management team, a large established firm may be viewed as the riskier alternative since 
it will require a larger upfront resource commitment. In addition, large firms are more 
complex and less transparent than smaller firms, thus giving the selling TMT team an 
information advantage during the transaction process. This could potentially lead to a 
higher acquisition premium, and thus, it could be viewed as the riskier alternative. In 
short, there are a number of factors that potentially offset one another.  

 
Limitations 

Three limitations are noted in this paper. First, the sample of acquisitions was 
drawn from the Capital IQ acquisitions database, which potentially limits the empirical 
findings due to target firm size and survivorship bias. In general, this database covers 
larger, more capitalized firms and deals that are material enough to require disclosure 
under Securities and Exchange Commission (SEC) financial reporting requirements. 
Deals incorporating larger firms typically encounter a host of issues/costs that may not 
be as acute in smaller firm deals such as incompatibilities in acquirer-acquiree systems, 
organizational cultures, or human resource management practices. These differences 
influence the riskiness of potential deals and may differ significantly from deals with 
smaller target firms. The Capital IQ database also only captures formalized offer data 
from completed deals, which reflects information about targets that survived the 
evaluation process. This neglects data about the many firms in the deal universe that 
have been eliminated during acquirer due diligence efforts. As such, consistent with 
most academic studies, this study suffers from survivorship bias. Integrating managerial 
surveys or detailed case studies into this research stream would greatly contribute to the 
understanding of managerial logic in this space. This would help researchers quantify 
the deal factors that influenced the final deal decision, but it could also shed light on 
how managerial perceptions evolved during the deal process as well.  
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Second, the focus of this study was on only target risk factors such as age and size. 
However, there are many target characteristics that could potentially influence the 
acquisition decision. Numerous factors could offset the focal risk factors such as high 
potential growth, firm profitability, relatedness or synergies to/with existing acquirer 
portfolios. Collectively, many of these factors are captured in the literature examining 
corporate strategy, specifically as it relates to the firm’s level of industrial diversification. 
Industrial diversification captures the degree at which firm operations cross various 
business lines and industries (Davis et al., 1994) and influences risk perception in the 
minds of key decision-makers. It is likely that executives view unrelated acquisitions as 
riskier than related ones. As such, more refined variables, which reflect the relatedness 
between acquirer-acquiree nodes would be a significant contribution to the field. In 
addition, integrating slack variables such as available, recoverable, and potential slack, 
which reflect the resources that are accessible to the firm (Cyert and March, 1963; 
Bougeois and Singh, 1983) could be fruitful. Again, similar to relatedness, the level of 
slack for the acquirer, as well as potential competitors, could influence an executive’s 
perceived risk of an acquisition. For example, Uhlenbruck et al. (2017) find that a rival’s 
slack influences the competitive response to an acquisition. This should also influence 
an acquirer’s risk perception of a potential deal. 

Third, there is a limitation in the measurement of stock options in that in-the-
money or out-of-the-money positions were not calculated (i.e., measured reference 
points). This is a limitation as the direction and magnitude of option positions may 
influence risk preferences toward M&A. In a study of deep in-the-money options, Brisley 
(2006) found that options can lead to risk aversion in project selection. Devers et al. 
(2008) also found that options positions (in-the-money versus out-of-the-money) 
influenced TMT decisions. This evidence supports prospect theory, which asserts that 
the likelihood of future gains or losses influences risk aversion (Kahneman and Tversky, 
1979; Tversky and Wakker, 1995). In short, if executives believe a future payment is 
highly probable they may become risk-averse. Again, future research in this area may be 
valuable as well. 

Including target firm projections would allow researchers to examine many of these 
important deal factors noted above. Scholars could then further refine antecedents to 
M&A activity and success, while also integrating risk-adjusted measures in their analysis. 
Again, managerial surveys or detailed case studies could help to overcome these 
limitations as well.  

 
Conclusion 

For practicing managers, the findings suggest that the due diligence period of the 
M&A process is crucial in understanding the riskiness of potential target firms (Morrison 
et al., 2008). Individuals that are employed in acquisition-related positions should take 
into account a multitude of factors in attempting to determine the riskiness of 
acquisitions. Key risk factors should potentially include the focal variables of target age 
and size, as well as other established factors that are firm-specific and/or industry-
specific. Furthermore, board members and, specifically, those on the compensation 
committees should consider how pay allocation can shift managerial preferences with 
respect to risk, return, and project acceptance.  
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