WHUE

Otto Beisheim School of Management

Tao-Schuchardt, Martin
Essays on Family Firm Decision-Making, Performance, and Valuation

Dissertation
for obtaining the degree of Doctor of Business and Economics
(Doctor rerum politicarum - Dr. rer. pol.)

at WHU - Otto Beisheim School of Management

January 26, 2022

First Advisor: Prof. Dr. Nadine Kammerlander

Second Advisor: Prof. Franz W. Kellermanns, Ph.D.



Essays on Family Firm Decision-Making,
Performance, and Valuation






To my parents

for everything






ABSTRACT

In my doctoral dissertation, I conduct research on family firm decision-making, performance,
and valuation. In particular, I explore (i) the role stocks—in contrast to flow-based theories
used by extant research (i.e., prospect theory and its derivatives)—in share repurchasing
decisions of family firms by drawing on motivation-opportunity-ability theory of behavior
and the developed stock-based view on family firm decision-making, (ii) the moderating
effect of national culture (i.e., the degree of masculinity) on the effects of board diversity on
family firm performance by drawing on upper echelons theory, and (iii) the effects of non-
family-managed family firms on firm valuation in the acquisition context by drawing on

signaling theory.
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INTRODUCTION OF DISSERTATION
MOTIVATION AND BACKGROUND

Family firms! are the backbone of our economy and account for approximately 70
percent of global gross domestic product (De Massis, Frattini, Majocchi, & Piscitello, 2018).
As one of the most common organizational forms (e.g., Claessens, Djankov, & Lang, 2000;
Faccio & Lang, 2002), they are important as employers, innovators, and providers of goods and
services (Bertrand & Schoar, 2006; Duran, Kammerlander, van Essen, & Zellweger, 2016;
Neckebrouck, Schulze, & Zellweger, 2018). But how did family firms become this dominant
and important in our economy? As the competition for profits is omnipresent in our free market
economy, | argue that parts of the success of family firms can be attributed to family firm
decision-making, performance, and valuation. In other words, if the decision-making,
performance, and valuation of family firms would have been different, they might have not
been as prevalent in our economy. For instance, if family firms had made inferior decisions
compared to non-family firms, they would have eventually financially underperformed. If
family firms had financially underperformed, they would have a declining share of global
output and in the most extreme case would have gone bankrupt. Similarly, if family firms had
been consistently undervalued, non-family firms would have acquired them as ‘bargains’,
leading also to an overall decline of the proportion of family firms. Hence, | will focus in my
doctoral dissertation on exploring and expanding the knowledge on the differences between
family and non-family firms in decision-making, performance, and valuation differences and
their respective implications.

Family firm decision-making, performance, and valuation are three interconnected
research areas as illustrated in Figure 1. It is already well established that family firms possess

idiosyncratic characteristics (Gedajlovic, Carney, Chrisman, & Kellermanns, 2012). These

! This dissertation follows (if not defined differently in the essays) a broad family firm definition in which family
firms are defined as firms in which family owners exercise substantial influence over their firms’ decision-
making (e.g., Carney (2005)).



characteristics lead to a different family firm decision-making and, hence, also different
performance and valuation outcomes for family firms than for non-family firms. The most well-
established family firm characteristics are that (i) owning families exercise significant control
over family firms due to their ownership stake and the frequent unification of ownership and
control in the hands of families (Carney, 2005; Villalonga & Amit, 2006) and that (ii) family
firms do not only pursue financial wealth as suggest by the Friedman doctrine (Friedman, 1970)
but also socioemotional wealth (SEW: GOomez-Mejia, Haynes, Nufiez-Nickel, Jacobson, &
Moyano-Fuentes, 2007)2. As a result of the control of owning families and their goal to preserve
and expand their SEW through their family firms, family firms differ in terms of the decision-
making compared to non-family firms (e.g., Berrone, Cruz, Gomez-Mejia, & Larraza-Kintana,
2010; Gémez-Mejia et al., 2007; Gomez-Mejia, Makri, & Kintana, 2010).

FIGURE 1: Overview and Interdependencies of Topics

Family Firm Characteristics
Goals Governance
Financial Wealth Family ownership
Socioemotional Wealth Family management
influence influence influence
i ision- influences influences
Firm De.c 1ston Firm Performance »  Firm Valuation
Making
| ) )
| I !
Essay 1 Essay 2 Essay 3
Stock-Based View Upper Echelons Signaling Theory
Theory

These differences in decision-making in turn influence firm performance and firm
valuation outcomes. For instance, family firm decision-making can directly influence family

firm valuations when family firms engage in higher IPO underpricing (e.g., Kotlar, Signori, De

2 The theoretical background in Essay 1 provides more information on the construct of SEW.



Massis, & Vismara, 2018). Additionally, family firm decision-making can also indirectly
influence family firm valuations when the differences in decision-making lead to other firm
performance outcomes, for instance, when family firms focus on preserving their reputation
even at the expense of the profitability of their firms (Berrone et al., 2010), have a stronger
long-term orientation than non-family firms to invest in profitable projects that would not be
implemented in publicly listed firms (e.g., Gedajlovic et al., 2012; James, 1999), or are more
decisive to increase R&D investments improve firm performance from below aspiration levels
(Chrisman & Patel, 2012). These differences in firm performance outcomes in turn are likely
to be reflected in the valuations of family firms given that the basis of firm valuation in the
long-run are the generated cashflows in perpetuity (Graham, 1949).

Additionally, family firm characteristics can also directly influence firm performance
and valuation outcomes. For instance, high ownership levels and the use of control enhancing
mechanisms can be associated with high levels of managerial entrenchment and intentions of
private wealth extraction (Crongvist & Nilsson, 2003; Eugster & Isakov, 2019a; King & Santor,
2008; Villalonga & Amit, 2006). As a consequence, non-family investors and shareholders may
fear to be expropriated by the controlling families when these pursue non-financial goals,
resulting in lower valuations (e.g., Eugster & Isakov, 2019a; Isakov & Weisskopf, 2014).
Similarly can the family firm status help to attract ressources such as talent (e.g., Botero, 2014;
Kahlert, Botero, & Prugl, 2017) and social capital (e.g., Arregle, Hitt, Sirmon, & Very, 2007;
Habbershon, Williams, & MacMillan, 2003) that both may lead to different firm performance
outcomes than for non-family firms.

In sum, family firms are critical parts of our economy, and they differ from non-family
firms in terms of decision-making, performance, and valuation. In the overall dissertation, I will
focus on exploring the differences between family and non-family firms in these three research

areas.



OVERVIEW OF ESsAYS AND RESEARCH OBJECTIVES

My overall research objective in this doctoral dissertation is to create and extend
theories on family firm decision-making, performance, and valuation. While in all three areas,
researchers have already conducted extensive research, | (together with my supervisor Prof. Dr.
Nadine Kammerlander) identified three unique foci to add to the existing scholarly discussions.
Table 1 provides an overview of the three research projects.

Family Firm Decision-Making

Family firm decision-making differs from non-family firm decision-making given the
goal of controlling families to preserve and expand not only their financial wealth (FW) but
also their socioemotional wealth (SEW) (Berrone, Cruz, & Gomez-Mejia, 2012; Gomez-Mejia
et al., 2007; Souder, Zaheer, Sapienza, & Ranucci, 2017). To preserve and grow their SEW,
family firms, for instance, engage in higher IPO underpricing than non-family firms (Kotlar et
al., 2018), remain independent and in control instead of joining a cooperative or diversify their
business (Gomez-Mejia et al., 2007; GOmez-Mejia et al., 2010), and implement higher
environmental standards even if they are not necessary and even unprofitable in order to protect
their reputation (Berrone et al., 2010). Extant research explains these strategic decisions of
family firms based on flow-based theories such as prospect theory and its derivatives
(Kahneman & Tversky, 1979; Wiseman & GoOmez-Mejia, 1998). Given the assumption of
reference point dependence in these theories, the size of the stocks of wealth should not
influence the value owning families derive from prospects. In other words, the value function
of owning families is based on changes relative to a reference point and not based on the current
endowment or expected future endowment given the isolation assumption of prospect theory
(Bromiley, 2010). However, the size of possessed stocks is a well-known factor affecting the
utility of any additional unit in economics (Gossen, 1854; Menger, 1871).

Thus, the first essay focuses on the research question: does the size of stocks influence

family firm decision-making? By exploring the effect of control rights on share repurchase



behavior, the essay shows that (i) family management strengthens the positive effect of
undervaluation on the amount of shares repurchased and (ii) that minority control weakens the
positive effect of family management and undervaluation. This suggests that family managers
generally have a higher motivation and ability to repurchase shares when the stocks of their
firms are undervalued and that the size of control stocks (i.e., minority versus majority family
control) alters the motivation of family managers in repurchasing decisions. Thus, the essay
contributes to family firm decision-making research (e.g., Berrone et al., 2010; Gémez-Mejia
etal., 2007; Gémez-Mejia, Patel, & Zellweger, 2018; Kotlar et al., 2018) by providing evidence
that the size of stocks matter and by introducing theory that explains how the size of stocks
affects family firm decision-making.
Family Firm Performance

Scholars have already extensively researched the effect on the financial performance of
family firms (e.g., Miller, Le Breton-Miller, Lester, & Cannella, 2007; O'Boyle, Pollack, &
Rutherford, 2012). They identified among other factors family generation, family management
involvement, and control enhancing mechanisms as drivers of family firm performance (e.g.,
Anderson & Reeb, 2003; King & Santor, 2008; Villalonga & Amit, 2006). However, the effects
of diversity on firm performance in family firm research are scarce and in some regards
contradicting (e.g., Binacci, Peruffo, Oriani, & Minichilli, 2016; Chadwick & Dawson, 2018;
Magnanelli, Nasta, & Raoli, 2020)3 despite an established research tradition within diversity
research that focused on the effects of top management team composition on firm performance

(e.g., Hambrick, 2007; Hambrick & Mason, 1984). The existing studies, however, have in

3 Only few studies explored the effects of tenure and nationality diversity on family firm performance (Binacci,
Peruffo, Oriani, & Minichilli, 2016). In contrast, multiple studies explored the effects of gender diversity but
these studies yielded contradictory results: for instance, some studies based on agency theory suggest a positive
effect of gender diversity on family firm performance (e.g., Magnanelli et al., 2020; Vieira, 2018) while other
studies based on upper echelons theory and the double standards hypothesis suggest a negative one (e.g.,
Chadwick & Dawson, 2018; Gonzalez et al., 2020).



common that they mostly relied on single-country designs and, hence, neglected national
culture as a contingency factor that may reconcile contradictory findings of extant research.
Thus, the second essay explores the research question: how does board diversity affect
financial performance in family firms compared to non-family firms and what are important
contingencies? In particular, this essay explores the effects of tenure and nationality diversity
on family firm performance and national culture as contingency. The results show negative
effects of tenure and nationality diversity on firm performance in family firms and, hence,
support the argument that the positive effects of diversity may be negated by a high degree of
power disparity in family firms among family and non-family managers. Additionally, the
contingency analyses using the degree of masculinity in national culture shows that the effect
of board diversity in family firms is moderated by national culture. Overall, this study
contributes to diversity research in family firms (e.g., Abdullah, 2014; Binacci et al., 2016;
Chadwick & Dawson, 2018; Ling & Kellermanns, 2010) by introducing national culture as an
important contingency altering the relationship of diversity on family firm performance using
upper echelons theory. Hence, the findings may help to reconcile contradictory results in extant
research (e.g., Ararat & Yurtoglu, 2020; Chadwick & Dawson, 2018; Magnanelli et al., 2020;

Vieira, 2018).



TABLE 1: Overview of Research Projects

Essay 1 on family firm decision-
making

Essay 2 on family firm performance

Essay 3 on family firm valuation

Title

RQ

Theoretical
foundation

Unit of
analyses
Method
Sample

Data
collection
DV

1V(s)

Moderator(s)

Estimation
method

When are Families satisfied with their
Level of Control? A Stock-Based View
on Family Firm Decision-Making in the
Context of Share Repurchases

Does the size of stocks influence family
firm decision-making?

Stock-based view and motivation-
opportunity-ability theory of behavior

Firms

Quantitative

3,194 firm-year observations of publicly
listed firms in Germany between 2006
and 2016

Hoppenstedt Aktienfuhrer, BoardEx, and
Thomson Reuters Datastream

Share repurchase ratio
Book to market ratio

Family management and family minority

control

Tobit regressions with robust standard
errors clusted at the firm level

Board Diversity in Family Firms across
Cultures: A Contingency Analyses on the
Effects of Gender, Tenure, and
Nationality Diversity on Firm
Performance

How does board diversity affect financial
performance in family firms compared to
non-family firms and what are important
contingencies?

Upper echelons theory
Firms

Quantitative

5,817 firm-year observations of publicly
listed European firms between 2011 and
2018

BoardEx, BvD’s Amadeus database, and
Hofstede Insights

ROA based on EBITDA

Tenure diversity, gender diversity, and
nationality diversity

Family firm and degree of masculinity in
national culture

OLS regressions with robust standard
erros clustered at firm level

Firm Value Implications of Non-Family-
Managed Family Firms: A Signaling
Perspective in the Acquisition Context

How does the absence of family
managers in family firms affect the
valuation of family firms as targets in
acquisitions and what are important
contingencies?

Signaling theory

Firms

Quantitative

189 acquisitions of German and Italian
firms between 2009 and 2019

Thomson’s SDC Platinum database and
BvD‘s Amadeus database,

EV/EBITDA multiple
Non-family-managed family firm

Financial acquirer, not-industry-related
acquirer

OLS regressions




Main
findings

Main
contributions

Co-Author

Publication
status

(i) Managers do on average not take
advantage of undervaluation
opportunities

(if) Family managers strengthen the
positive effect of undervaluation on share
repurchases, indicating a higher ability
and motivation to take advantage of
undervaluation opportunities for family
managers

(iii) Minority control weakens the
positive effect of family management
and undervaluation, supporting the idea
that the level of stocks influence
motivation and, hence, behavior

(i) Setting forth theory by introducing
and developing a stock-based view on
family firm decision-making

(ii) Introduction of goals, level of need
fulfilment, and availability of favorable
exchange opportunities of families as
factors affecting the value of stocks
(iii) Identification of family managers as
insiders with market timing ability and
shift to explore share repurchases
through a shareholder value lens

Prof. Dr. Nadine Kammerlander
Unpublished working paper

(1) Negative effects of tenure and
nationality diversity on firm performance
in family firms

(ii) The effect of board diversity in
family firms is moderated by national
culture (i.e., degree of masculinity): in
particular (a) larger differences in gender
roles in cultures that enhance the benefit
of cognitive variety from gender
diversity in family firms and (b) a
stronger preference for achievement that
strengthens negative separation effects of
tenure diversity and negative power
disparity effects in family firms

(1) Shift of the focus from the effect of
diversity in family firms on firm
performance to important contingencies,
in particular, national culture

(if) Novel empirical evidence through a
multi-country study and by including
tenure and nationality diversity

(iii) Development of a more nuanced
theory on how various diversity
dimensions conceptualized by Harrison
and Klein (2007) play out in the family
firm context

Prof. Dr. Nadine Kammerlander
Unpublished working paper

(1) The absence of family managers in
family firms alone is not a statistically
significant signal for potential acquirers
to pay higher firm valuation

(i1) The signal is interpreted more
positively by financial institutions and
investment firms

(iii) The signal is further strengthened
by a higher degree of information
asymmetry (i.e., non-industry relatedness
between acquirers and family firm
targets)

(i) Extension of family firm valuation
research by arguing providing evidence
that differences in family firm valuations
are not only caused by family firm
heterogeneity but also by heterogeneity
in investor preferences

(it) Emphasizing the importance of non-
family-managed family firms

(iii) Advancement of the use of signaling
theory in family firms by introducing the
absence of family managers in family
firms as a family firm-idiosyncratic
signal

Prof. Dr. Nadine Kammerlander
Unpublished working paper




Family Firm Valuation

Family firm valuations differ as a consequence of differences in the financial
performance and perceptions of family firms compared to non-family firms (Anderson & Reeb,
2003; Eugster & lIsakov, 2019a; Graham, 1949; Villalonga & Amit, 2006). While extensive
research was conducted on the drivers of firm valuation of publicly listed firms (e.g., Anderson
& Reeb, 2003; Villalonga & Amit, 2006), the acquisition context has been largely neglected
(Granata & Chirico, 2010). This context is interesting because (i) it allows the inclusion of
privately listed firms that may lead to different results given the context sensitivity of family
firm valuations (e.g., Miller et al., 2007) and (ii) initial results in the acquisition context are
ambiguous whether family firms are purchased at a discount or at a premium (e.g., Gonenc,
Hermes, & van Sinderen, 2013; Granata & Chirico, 2010). The few studies focusing on the
acquisition context already identified that different constellations of family and non-family
acquirers and targets affect firm valuations (e.g., Feldman, Amit, & Villalonga, 2019; Gonenc
et al., 2013; Haider, Li, Wang, & Wu, 2020). However, family owned but not family-managed
family firms are yet to be explored and are theoretically interesting to explore given the unique
combination of the presence of ownership incentives and the absence of managerial
involvement of the controlling families.

Thus, the third essay explores the research question: how does the absence of family
managers affects the valuation of family firms as targets in acquisitions and what are important
contingencies of this relationship? The results show that financial institutions and investment
firms and non-industry-related acquirers pay a higher valuation multiple for non-family-
managed family firms while other acquirers pay a lower one, supporting the idea that the
absence of family managers in family firms serves as a signal for acquirers to distinguish
between family firms with and without desired qualities and that investor heterogeneity (and

not only family firm heterogeneity) is a driver for family firm valuations.



EMPIRICAL DATA ANALYZED IN THE ESSAYS

For the empirical analysis of Essay 1, | analyzed 3,194 firm-year observations of listed
family firms and non-family firms in Germany between 2006 and 2016. | collected the data
using the following procedure: First, | obtained a list of all components of the CDAX as of
January 2006 from Thomson Reuters’ Datastream and excluded firms that are restricted to
repurchase shares due to regulatory reasons (i.e., SIC codes starting with 49 and 6). Second, |
identified founding family controlled firms by (i) identifying firms controlled by individuals
and families based on shareholder information from Hoppenstedt Aktienfihrer, (i) compiling
the last names of the founders of firms controlled by individuals and families using the
corporate homepages of the firms, newspaper articles, and other sources, and (iii) comparing
the last names of step (i) and step (ii) to distinguish between family firms controlled by founding
families and other family firms. Third, I collected management data from BoardEx to identify
founding family managers. Fourth, | extracted accounting and market data from Thomson
Reusters Datastream. Last, | combined all data sources and dropped observations with
incomplete data..

For the Essay 2, | analyzed 18,564 firm-year observations of 3,367 publicly listed
European family and non-family firms between 2011 and 2018. | collected the data in three
steps: First, | obtained family ownership, financials, and other firm specific data from Bureau
van Dijk’s Amadeus database. Second, | gathered national culture data from Hofstede Insights
website for each country. Third, | combined both data sources and dropped observations with
incomplete data.

For the Essay 3, | analyzed 189 acquisitions of private and publicly listed family and
non-family firm targets in Germany and Italy. I collected the data using the following procedure:
First, I retrieved acquisitions (excl. debt restructurings, share buybacks, and acquired stakes of
less than 50 percent) with German and Italian targets between 2009 and 2019 from the SDC

Platinum database. Second, | gathered ownership, management, financials, and other firm

10



specific data from Bureau van Dijk’s Amadeus database. Third, I combined the data from step
1 and 2 by matching full firm names including legal entity types with at least one location
identifier (such as city, zip code, and/or street name and number) and dropped observations
with incomplete data or negative earnings before interest, taxes, depreciation, and amortization
(EBITDA) as negative enterprise value/EBITDA-multiples are not comparable with positive
ones.

Among the three essays, there is some data overlap given the inclusion of publicly listed
German firms in all three samples and publicly listed Italian firms in two samples. This overlap
is necessary as all three papers focus on family firms and similar sources were used in the
identification of family ownership and family managers as well as other firm-specific data.
However, the resulting three datasets are distinct as all essays (i) included different dependent
variables and, hence, required the collection of other analyses-critical data from new sources

and some essays (ii) used different sources and (iii) included additional countries in the sample.

STRUCTURE OF DISSERTATION

The remainder of the dissertation is structured four chapters. The first three chapters
contain my three independent research projects on family firm decision-making, performance,
and valuation. All three projects were co-authored by my doctoral dissertation supervisor Prof.
Dr. Nadine Kammerlander and are, hence, written in first-person plural. In the final chapter of

the dissertation, I provide a short summary of our findings and draw an overarching conclusion.
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ESSAY 1: WHEN ARE FAMILIES SATISFIED WITH THEIR LEVEL OF
CONTROL? A STOCK-BASED VIEW ON FAMILY FIRM DECISION-MAKING IN
THE CONTEXT OF SHARE REPURCHASES*

ABSTRACT

Prior research mostly used prospect theory and its derivatives to explain how and why
family firms decide when facing face trade-offs between financial wealth and socioemotional
wealth in their strategic decisions. As a consequence of this theoretical foundation, extant
research has neglected the possibility that the size of wealth stocks instead of changes of
stocks (i.e., flows) relative to a reference point influences family firm decision-making (and in
particular their value functions). Hence, we develop a stock-based view on family firm
decision-making as an alternative theoretical basis and test how the level of control rights
(i.e., stocks) affects share repurchasing decisions of family firms. Our results based on the
repurchasing behavior of German publicly listed firms confirm (i) that family management
strengthens the positive effect of undervaluation on the amount of shares repurchased and (ii)
that minority control weakens the positive effect of family management and undervaluation.
Thus, our study provides support that also the level of stocks—and not only flows—matter in
family firm decision-making when family firms face potential losses and gains in multiple

wealth dimensions.

INTRODUCTION

Instead of only maximizing financial wealth (FW) (Friedman, 1970), family firms and
their controlling family members also pursue non-financial goals (e.g., Gébmez-Mejia, Cruz,

Berrone, & Castro, 2011; Kets de Vries, 1993; Tagiuri & Davis, 1996). Early family firm

4 This essay is an unpublished working paper based on Tao-Schuchardt and Kammerlander (2021c) with the title
»When are families satisfied with their level of control?: A stock-based view on family firm decision-making in
the context of share repurchases. A version of this manuscript was submitted to the Academy of Management
Journal in May 2021, went under review, and was rejected in July 2021. Another version of this manuscript was
submitted to the Journal of Management in September 2021, went under review, and was rejected November
2021. After revising the manuscript, it was submitted under a new title, “A stock-based view on family firm
decision-making: Family firm tradeoffs among financial wealth, control, and reputation in share repurchasing
decisions* to Journal of Management Studies in January 2022 and is currently under review.
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research suggested that the preservation of the families’ affective endowment, labeled as
socioemotional wealth (SEW; Gomez-Mejia et al., 2007), always takes priority over FW
(Berrone et al., 2012): e.g., when facing potential losses in control, relationships, and
reputation (Berrone et al., 2010; GOmez-Mejia et al., 2011; Gémez-Mejia, Nunez-Nickel, &
Gutierrez, 2001, Leitterstorf & Rau, 2014). In contrast, more recent research suggests that
there is no unconditional preference (Kotlar et al., 2018) and FW can be prioritized when
family firms are highly vulnerable (e.g., Chrisman & Patel, 2012; Gomez-Mejia et al., 2018).
All explanations, however, have in common that the mechanisms are theoretically grounded
in prospect theory and its derivatives (Kahneman & Tversky, 1979; Wiseman & Gomez-
Mejia, 1998) and, hence, focus on changes in stocks to a reference point (i.e., flows) to assess
the value of prospects.

As a consequence of this theoretical foundation, the size of the stocks of wealth has so
far been mostly neglected as a factor influencing the decision-making (i.e., the value function)
of family firms. This is the case as prospect theory assumes isolation—i.e., that prospects are
evaluated irrespective of the current endowment (i.e., the size of stocks owned) and that
similarities in prospects are cancelled out (Bromiley, 2010; Kahneman & Tversky, 1979).
Hence, extant research based on prospect theory and its derivatives only considers the size of
stocks to derive the changes in stocks of prospects as input for the value functions but not in
the assessment of the corresponding value of prospects in the value function. Studying the
question how the size of stocks influences the decision-making of family firms when family
firms face trade-offs between FW and SEW is, however, important because (i) the size of
possessed stocks is a well-known factor affecting the utility of any additional unit in
economics (Gossen, 1854; Menger, 1871) but has been neglected due to the reference point

dependence of prospect theory and (ii) several authors, such as Chua, Chrisman, and De
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Massis (2015) called for a clearer distinction between the role of stocks and flows of SEW in
family firm decision-making.

So, does the size of stocks influence family firm decision-making? To answer this
research question, we develop a stock-based view that aims to explain how and why the size
of FW and SEW stocks may influence family decision-making and test how the stock of
control rights affects the share repurchasing decisions of family firms. Drawing on
motivation-opportunity-ability theory of behavior (Blumberg & Pringle, 1982) and our
developed stock-based view on family firm decision-making, our basic argument is that
family managers are motivated to repurchase shares even when their stocks are not
undervalued despite their higher ability to identify and take advantage of undervaluation
opportunities. In particular, we argue that family managers may expect that the derived utility
from the purchase of additional control rights compensates the utility losses associated with a
certain FW loss and a potential reputation loss. Our results based on 3,194 firm-year
observations of publicly listed firms in Germany between 2006 and 2016 support (i) that
family management strengthens the positive effect of undervaluation on the amount of shares
repurchased and (ii) that minority control weakens the positive effect of family management
and undervaluation.

Our study makes several contributions to research: First, we introduce a stock-based
view on family firm decision-making. While extant research based on flow-based theories
neglects the relevance of the endowed stocks in the possession of families (e.g., Berrone et al.,
2010; Gomez-Mejia et al., 2007; Gémez-Mejia et al., 2018; Kotlar et al., 2018), we theorize
and show that the size of stocks matters in the determination of the value of options in
strategic family firm decisions such as share repurchases. Second, we introduce goals, level of
need fulfilment, and availability of favorable exchange opportunities of families as factors

affecting the value of stocks. While in flow-based theories the distance to a reference point is
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a main factor affecting the value of changes in stocks, we theorize and provide evidence that
family firms with different levels of transgenerational control intentions (i.e., goals) and
control stakes (i.e., fulfilment of the need of transgenerational control) value stocks of FW
and SEW differently. Third, we contribute to the share repurchasing research by exploring
share repurchases with a shareholder value lens. In particular, we add to the so far mostly
explorative research on which types of firms create more shareholder value through
repurchases (van Dalsem, 2019) and the established research on market timing ability of
managers (e.g., Ikenberry, Lakonishok, & Vermaelen, 1995; Seyhun, 1990) by providing a
robust theoretical basis and identifying family managers as corporate insiders that are

uniquely equipped to take advantage of undervaluation opportunities.

THEORETICAL BACKGROUND

Family firms, defined as firms in which family owners exercise substantial influence
over their firms’ decision-making (e.g., Carney, 2005),are distinctive from non-family firms.
While shareholder value is the commonly pursued maxim in widely held firms (Friedman,
1970), family owners also pursue non-financial goals through their family firms (e.g., Gomez-
Mejia et al., 2011; Kets de Vries, 1993; Tagiuri & Davis, 1996). These non-financial goals
include among others using the family firms to derive a sense of identity (Kepner, 1983),
project a positive family image (Westhead, Cowling, & Howorth, 2001), satisfy the needs of
affect and intimacy (Kepner, 1983), and preserve the family dynasty (Casson, 1999). Overall,
these non-financial goals give rise to a bundle of non-financial utilities associated with family
firms and family firm control (Arregle et al., 2007; Kepner, 1983; Kets de Vries, 1993;
Tagiuri & Davis, 1996; Zellweger, Kellermanns, Chrisman, & Chua, 2012). Gémez-Mejia et
al. (2007) labeled the collective set of these non—financial utilities as socioemotional wealth
(SEW) or affective endowments. Thus, research commonly acknowledges that the decision-
making of family firms is not only influenced by financial wealth (FW) but also by SEW

(e.g., Chrisman & Patel, 2012; Gomez-Mejia et al., 2007; Kotlar et al., 2018).
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As most strategic decisions entail a trade-off characterized by potential gains and losses
(Bromiley, 2010), research explored under which circumstances which wealth dimension is
more important in the decision-making of family firms (Gomez-Mejia et al., 2018; Gomez-
Mejia, Campbell, Martin, Hoskisson, Makri, & Sirmon, 2014; Kotlar et al., 2018). Drawing
from behavioral agency model (Wiseman & Gomez-Mejia, 1998), early research suggested
that SEW is the primary reference point for family firms (Gomez-Mejia et al., 2011) and that
the desire to preserve SEW can explain family firm behavior (Berrone et al., 2012). In
particular, studies confirmed the predictions of the behavioral agency model that family firms
are willing to forgo opportunities to increase their financial wealth and even sacrifice financial
wealth to preserve their SEW by showing that family firms, for instance, prefer (i) to retain
family managers despite firm underperformance and a probable loss of further FW (Gémez-
Mejia et al., 2001), (ii) to remain independent despite financial benefits and reduced business
risk in case of joining a cooperative (GOmez-Mejia et al., 2007), (iii) to implement higher
environmental standards even if they are not necessary and unprofitable to protect their
reputation (Berrone et al., 2010), and (iv) to preserve control instead of diversifying the
business to reduce business risk (Gomez-Mejia et al., 2010).

Later research relaxed some initial assumptions of the behavioral agency model and
incorporated ideas of prospect theory, temporal dimensions, interdependences of FW and
SEW, and heterogeneity in family firm preferences (Chrisman & Patel, 2012; Gémez-Mejia et
al., 2011; Gémez-Mejia et al., 2018; Kotlar et al., 2018; Martin & Gomez-Mejia, 2016). First,
the research indicates the presence of a hierarchy of SEW dimensions with control as a
necessary condition to fulfill transgenerational control intention and to derive the non-
financial utilities associated with them (Berrone et al., 2012; Cruz, Larraza-Kintana, Garcés-
Galdeano, & Berrone, 2014; Zellweger et al., 2012). As a consequence, families demand a

financial compensation when they give up control and, hence, the non-financial utilities
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associated with the control (Zellweger et al., 2012). Second, this research shows that SEW
and FW goals converge when family firms evaluate decisions in a loss-frame that was
conceptualized as below-aspiration performance, high vulnerability, and low levels of slack
(Gbmez-Mejia et al., 2018). Third, Chrisman and Patel (2012) argue based on myopic loss
aversion in their study on research and development (R&D) investments that the degree of
risk-aversion decreases with lengthened evaluation periods of decisions. Fourth, Kotlar et al.
(2018) theorize that gains and losses of prior decisions can influence later decision-making by
proposing a two-stage mixed gamble model for IPO underpricing based on prior research on
aversion to realize losses. Thus, current research suggests that there is no clear preference of
family firms to always prioritize FW or SEW goals (Kotlar et al., 2018) but that their
decision-making depends mostly on the framing and the choice of reference point.

As most extant research has drawn on prospect theory (Kahneman & Tversky, 1979) and
its derivatives (Benartzi & Thaler, 1995; Wiseman & Gomez-Mejia, 1998), they assume that
decisions are made in isolation—relative to a reference point (Bromiley, 2010). This implies
that decisions-making is solely influenced by the isolated gains and losses of a single decision
and not by previous decisions or the current stocks of wealth. Notable exceptions have
already challenged the concept of isolation in family firm decision-making with the two-stage
mixed gamble (Kotlar et al., 2018) and the broad-framing of multiple risky decisions (Fang,
Memili, Chrisman, & Tang, 2021). However, little research has investigated yet whether the
size of financial and non-financial stocks influences family firm decision-making—in
particular, whether and how size of the SEW stock changes preferences among FW and the
SEW dimensions. In the following, we explain how financial and non-financial stocks of
wealth can influence decision-making (compared to the flow-based decision-making based on

prospect theory and its derivatives).
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THEORY AND HYPOTHESES DEVELOPMENT

A Stock-Based View on Family Firm Decision-Making with Multiple Wealth Dimensions

When taking strategic decisions in their family firms, controlling families face gains and
losses in various wealth dimensions in most strategic decisions (Bromiley, 2010; Gémez-
Mejia et al., 2014). As these wealth dimensions are not fungible, i.e., not equivalent and not
indistinguishable (e.g., Gomez-Mejia et al., 2018), controlling families cannot easily evaluate
the net outcome on their utilities and, hence, face a dilemma which wealth dimensions to
prioritize in their decisions (e.g., Gomez-Mejia et al., 2014; Gomez-Mejia et al., 2018). Main
wealth stocks frequently highlighted in family firm decision-making are among others the
stocks of financial wealth, control, reputation, and benevolent ties (e.g., Berrone et al., 2010;
Cruz, Gomez-Mejia, & Becerra, 2010; Gomez-Mejia et al., 2007; Kotlar et al., 2018;
Zellweger et al., 2012).

We propose that controlling families reconcile these decisions by considering the
marginal utility to be derived based on the level of their endowment of stocks. Building on the
strong influence controlling families exert over their family firms (e.g., Carney, 2005;
Chrisman, Chua, Pearson, & Barnett, 2012), we argue that controlling families and, hence,
also their firms prioritize the wealth dimension that enables controlling families to derive the
highest utility by easing the fulfilment of their needs. Utility is a function of the probabilities
of outcomes to occur—i.e. the change of the stock in the wealth dimensions affected in the
outcomes measured in standard units—and the marginal utility derived for the respective
standard units of the respective wealth dimensions. The marginal utility expected to be
derived from the change in stocks, however, depends on the size of stocks (instead of the size
of flows in prospect theory and its derivatives). Drawing from the law of diminishing
marginal utility (Gossen, 1854; Menger, 1871), the marginal utility is lower the higher the
accumulated stock in a specific wealth dimension is. For instance, 10,000 dollars increase the

well-being of a worker who works from paycheck to paycheck more than the well-being of a
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family firm owner of a large firm (e.g., Jebb, Tay, Diener, & Oishi, 2018; Kahneman &
Deaton, 2010; Kahneman, Krueger, Schkade, Schwarz, & Stone, 2006; Killingsworth, 2021).
Similarly, we expect diminishing marginal utilities for non-financial stocks: e.g., a 10 percent
larger control stake is more important to a controlling family with only 45 percent control
than to a controlling family with a comfortable majority control of 80 percent, and the first
100 five star reviews are more important for a new seller on an online marketplace than for an
established seller with thousands of five star reviews.*

Several preferences can be inferred based on such a stock-based view on family firm
decision-making and established controlling family characteristics. First, in line with flow-
based explanations, controlling families are expected to generally prefer SEW over FW
because they are expected to only derive low marginal utility from changes in their FW
compared to significant marginal utility from changes in SEW. The reason is that they
generally possess large FW stocks as owners of their firms. Thus, changes in their wealth
have a negligible effect on the emotional well-being (Kahneman & Deaton, 2010) and, hence,
on the overall utility.

Second, within the stocks of SEW, control stocks are generally expected to be prioritized
over other SEW stocks when firm control is not reasonably ensured. As firm control is a
necessary condition to pursue family goals through family firms (Berrone et al., 2012;
Zellweger et al., 2012), the utilities that are expected to be derived from all control-dependent
SEW stocks are in danger to be lost, e.g., during hostile takeovers (Campbell & Jerzemowska,
2017). Thus, ensuring firm control prevents high losses in SEW stocks associated with firm
control and, hence, high losses in expected utilities. However, we argue when firm control is
sufficiently ensured, e.g., through majority ownership, any additional unit of additional
control brings lower levels of utility, resulting in controlling families focus on other SEW

dimensions (such as reputation or benevolent ties) with higher marginal utilities.
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Third, both FW and SEW goals converge when firm survival is threatened. Both SEW
stocks that are inextricably tied to family firms (Casson, 1999; Gomez-Mejia et al., 2007) and
FW stocks concentrated in family firms (Anderson, Mansi, & Reeb, 2003) are expected to be
lost when family firms declare bankruptcy and cease to exist. Thus, controlling families and
their family firms will have a strong preference to ensure firm survival before considering
other gains and losses in their wealth.

Fourth, we propose that controlling families and, hence, their family firms are expected
to only prioritize gains in FW at the expense of SEW (i) when their families have a low FW
stock, resulting in higher marginal utilities from additional units of FW than from lost units of
SEW, or (ii) when families have other means available to satisfy the needs addressed by the
lost SEW and, hence, offset their expected utility loss associated with their reduced SEW
stock. While not in the scope of our empirical study, the latter can occur, for instance, when
controlling families have opportunities to build SEW in another firm or organization outside
of their initial family firm and these opportunities are at least as attractive as the status quo in
terms of satisfying the needs of families.

In sum, with our stock-based view on family firm decision-making, we offer an
alternative explanation for the results of prior studies (e.g., Berrone et al., 2010; Chrisman &
Patel, 2012; Gomez-Mejia et al., 2007; Gémez-Mejia et al., 2018; Leitterstorf & Rau, 2014)
that explained their results based on flow-based theories, in particular prospect theory and its
derivatives (Kahneman & Tversky, 1979; Wiseman & Gomez-Mejia, 1998). Additionally,
this stock-based view can help explain differences in behavior among family firms with
varying levels of FW and SEW stocks while flow-based theories generally predict no
differences in behavior based on the size of stocks endowed. For instance, recent research
empirically showed that minority controlled family firms have a lower propensity to adapt

new technologies compared to majority controlled family firms (Souder et al., 2017). This
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observed behavior is in line with the explanation of the stock-based view that minority
controlled family firms face a higher risk to lose their managerial control and, hence, SEW,
when the adoption of new technologies leads to suboptimal financial outcomes compared to
majority controlled ones. In the following, we develop hypotheses on share repurchases to
test the prediction of the stock-based view that control stocks are prioritized over other SEW
stocks such as reputation when control rights are perceived as scarce (i.e., the fulfilment of the
goal of transgenerational control is low due to a low stock of control rights compared to a
high stock of control rights).

Development of Hypotheses on Family Manager Repurchase Behavior

We chose to investigate the relationship of the control stock on share repurchases
because (i) most combinations of potential gains and losses in FW and SEW are possible as a
result of share repurchases, (ii) the substitution of FW and the control stock of SEW can be
observed similarly as in IPO underpricing (e.g., Kotlar et al., 2018; Leitterstorf & Rau, 2014)
and business sale decisions (e.g., Zellweger et al., 2012), and (iii) share repurchases are yet to
be investigated to better understand the trade-off of FW and SEW in family firm decision-
making despite being long established in finance literature (Dann, 1981; Dittmar, 2000; Elton
& Gruber, 1968; Vermaelen, 1981).

Share repurchasing decisions entail uncertain gains and losses in FW and SEW. On the
one hand, controlling families can gain FW when shares are repurchased below their intrinsic
value and when other investment opportunities yield a lower return than share repurchases.
But families can also lose financial wealth when the intrinsic value turns out to be lower than
expected or other investment opportunities yield higher returns than expected. On the other
hand, controlling families can increase in their control rights through share repurchases but
also face potential gains and losses in their reputation? and from forgone alternative

investment projects, resulting also in an uncertain SEW outcome.
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In the following, we investigate firms that are characterized by varying levels of
undervaluation to separate positive and negative financial wealth effects expected from share
repurchases. Based on the level of undervaluation, the probable outcome can be a certain
increase in control rights and a probable increase in FW and reputation (a ‘win-win-win’
situation) when shares are repurchased at a high level of undervaluation or be a certain
increase in control rights at the expense of a probable loss in FW and reputation (a ‘win-lose-
lose’ situation).

Undervaluation as a Driver of Share Repurchases. Motivation—opportunity—ability
theory of behavior (Blumberg & Pringle, 1982) suggests that people do not only require the
motivation and ability to perform tasks well and consistently but also favorable environmental
factors (i.e., opportunities). In other words, a behavior is most consistently in situations when
the motivation, opportunity, and ability to perform the behavior are high. In the share
repurchasing context, we, hence, propose that firms spend more capital on share repurchases
(1) the better the ability of managers to identify and take advantage of undervaluation
opportunities than other market participants, (ii) the more motivated they are to do so, and
(iii) the higher the undervaluation opportunity is. By arguing in the following that the
financial motivation to repurchase shares increases with the level of undervaluation and that
managers generally superior ability as corporate insiders, the amount of funds used to
repurchase shares is expected to be positively associated with the level of undervaluation.

As firms generally aim to maximize profits for their shareholders (Friedman, 1970), they
are financially motivated to repurchase shares if the expected returns of the repurchases are
higher than the opportunity cost of the capital needed to repurchase the shares (Buffett, 1985,
1986). The expected financial returns from share repurchases become larger the lower firms
trade below their intrinsic value—i.e., the more their stocks are undervalued. The more

undervalued firms become, the more do the financial benefits derived from share repurchases
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increase relative to other opportunities to deploy capital, such as reinvesting in existing
operations, developing new businesses, acquiring other businesses, paying back debt, and
paying dividends to shareholders. Thus, managers of more undervalued firms will have
stronger financial incentives to repurchase shares and will deploy more capital to do so when
their interests are aligned with the interests of their firms.

To successfully take advantage of undervaluation opportunities, firm managers must also
have the ability to assess their firm’s intrinsic value better than the market because market
participants would otherwise not give them the opportunity to repurchase shares below
intrinsic value. We argue that some firms have this superior ability through their managers
given the information advantage of managers as corporate insiders and based on evidence on
the market timing ability of managers (lkenberry et al., 1995; Loughran, Ritter, & Rydqvist,
1994; Seyhun, 1990).2 We thus propose that managers, in general, are able to identify
undervaluation, willing to act in the financial interest of their firms, and, as a consequence,
use more capital to repurchase shares the more the stocks of their firms are undervalued.

Hypothesis 1. Undervaluation of firms is positively associated with the amount of
shares repurchased.

Interaction between Undervaluation and Family Management. Research has
demonstrated that family managers differ from non-family managers (Carney, 2005;
Gedajlovic et al., 2012). Using motivation-opportunity-ability theory of behavior (Blumberg
& Pringle, 1982), we argue that, given the same undervaluation opportunities, family
managers (i.e., managers related by blood to the controlling families) repurchase higher
amounts of shares than other managers because of both a higher motivation and higher ability
to take advantage of undervaluation opportunities. In particular, we argue that family
managers have a higher level of knowledge accumulated to identify undervaluation
opportunities, possess stronger financial and non-financial incentives to act upon their

knowledge, and are endowed with a higher discretion to do so. Thus, family management may
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explain why some firms repurchase higher amounts of shares than other firms when their
stocks are undervalued.

First, family managers can draw on accumulated knowledge and experience to take
advantage of undervaluation opportunities. Due to longer family CEO tenures (Gémez-Mejia
et al., 2001), passed on knowledge over generations (Zellweger, 2007), and tacit knowledge
learned through interactions with other family decision makers from an early age (Cabrera-
Suérez, Saa-Pérez, & Garcia-Almeida, 2001), family managers are expected to have
accumulated more knowledge on their firm, competitors, industry, and trends than non-family
managers (Duran et al., 2016). This knowledge combined with a stronger long-term
orientation of family managers (James, 1999) allows family managers to more accurately
assess the ability of their firm to generate cashflows in the future and, hence, the intrinsic
value of their firms. Thus, family managers are expected to have a higher ability to identify
undervaluation opportunities.

Second, family managers have strong incentives to repurchase shares when their firm’s
stock is undervalued. Family managers have most of their wealth concentrated in the family
firm and see their firm as a store of family wealth to pass on to the next generation (Anderson
et al., 2003; Chandler, 1977). With the goal to protect and grow their family wealth, family
managers are more financially incentivized than non-family managers to repurchase shares
when their firm’s stock is undervalued and to pursue other investment opportunities when
their firm’s stock is not undervalued. In contrast, non-family managers may lack sufficient
financial incentives due to a lower wealth concentration and lower stake in the family firm. In
particular, non-family managers may pursue their own financial interest (Jensen, 1986) to
accumulate stock options at a low valuation and, thus, not initiate share repurchasing

programs at the firm level when the stocks of their firms are undervalued.
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Moreover, we argue that family managers generally derive more utility from non-
financial benefits than non-family managers when they repurchase shares. Family firms are
distinct from non-family firms through the intention of their controlling families to pursue
family goals through their continued control over their family firm (Gémez-Mejia et al., 2007;
Zellweger et al., 2012). As a loss of control would prevent the families to pursue their family
goals and would result in losing the socioemotional wealth attached to their control
(Zellweger et al., 2012), family managers are incentivized to increase the level of control that
the family can exert over their firms across generations. These incentives are expected to be
particular strong for firms with family management because managerial involvement further
expands the influence of families to directly impact the decision-making in their firms and
intensifies the link of the families’ identity with the firms’ identity (Chrisman et al., 2012;
Zellweger, Nason, Nordgvist, & Brush, 2013). When family managers act upon these
incentives, they are expected to be generally sensitive of the level of undervaluation in their
share repurchase decisions because family managers derive also non-financial utility by
preserving a good reputation (Berrone et al., 2010). As a consequence of their consciousness
for their reputation, family managers are expected to repurchase shares when their stocks are
undervalued and the share repurchases also benefit other shareholders financially. In contrast,
non-family managers may derive utility from having more resources at their disposal than to
increase their voting rights by repurchasing shares in order to further secure and increase their
managerial power through expansions, diversifications, and acquisitions (Jensen, 1986;
Williamson, 1963). As a consequence of this desire for ‘empire building,” non-family
managers may prefer to retain capital and not to return capital to shareholders through
repurchases even when their stock is undervalued. Hence, family managers have both stronger
financial and non-financial incentives to repurchase shares when their stock is undervalued

due to the prospects of increasing both their financial and socioemotional wealth.
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Third, family managers enjoy high levels of discretion due to the unification of
ownership and management in the hands of the family (Gedajlovic et al., 2012). Owner-
managers derive legitimacy as the rightful owners of their firm while non-family managers
hold “fiduciary powers ‘in trust”” (Gedajlovic, Lubatkin, & Schulze, 2004: 901). For instance,
owner-managers often have the discretion to make handshake deals and quick strategic
decisions based on entrepreneurial heuristics while non-family managers may avoid bold
decisions that are controversial among employees and their shareholders (Gedajlovic et al.,
2004; Steier, 2001)—including debates about whether their firms are indeed undervalued.
Similarly, family managers can repurchase large amount of shares by using their discretion to
make quick and bold capital allocation decisions.

In sum, family managers are uniquely incentivized and equipped to identify and take
advantage of undervaluation opportunities compared to non-family managers. Thus, we
expect family managers to generally strengthen the positive relationship between
undervaluation and the amount of shares repurchased.

Hypothesis 2. The positive association of undervaluation on the amount of shares
repurchased is strengthened when family members are active in management.

Interaction between Undervaluation, Family Management, and Family Control. We
continue to argue that, to better understand the predictors of the amount of shares
repurchased, it is important to investigate the stock of family control as contingency factor.
Drawing on our developed stock-based view, we argue that the motivation to repurchase
shares differs between family managers with high and low stocks of family control. In
particular, we argue that family managers with minority control generally—and
independently of undervaluation—derive more non-financial benefits from share purchases
than family managers with majority control, resulting in a weakening of the positive effect of
family management and undervaluation on the amount of shares repurchased when owning

families only possess a minority control stake.
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We propose that family managers with minority control are motivated to increase their
control stake even at the expense of a loss in FW and a risk of damaging their reputation.
Using the ideas developed in the stock-based view above, we argue that these family
managers expect to derive a higher utility from control rights than from financial wealth.
Given the evidence of diminishing marginal happiness per unit of financial wealth (e.g., Jebb
et al., 2018; Kahneman et al., 2006), family managers as business owners often already have
reached a financial wealth stock at which an increase or a reduction in their financial wealth
only weakly impacts their overall utility. In contrast, they are expected to derive a meaningful
amount of non-financial utility from additional control rights when they only possess minority
control due to a lower fulfilment of t