
International Journal of Management and Applied Science, ISSN: 2394-7926                                                 Volume-4, Issue-6, Jun-2018 
http://iraj.in 

The Impact of CEOs’ Incentives and Experience on Corporate Credit Risk 
 

57 

THE IMPACT OF CEOS’ INCENTIVES AND EXPERIENCE ON 
CORPORATE CREDIT RISK 

 
1FENG-TSE TSAI, 2CHIA-FEN TSAI, 3PING-CHAO WU 

 
1,3Department of Finance, Asia University, Taiwan 

2Department of Finance, National Sun Yat-sen University, Taiwan 
E-mail: 1fttsai@asia.edu.tw 

 
 
Abstract - The objective of this paper is to comprehensively understand how CEOs’ risk preference, proxied by their 
incentives, gender, age, power, and experience affect firm credit risk. We find that more debt-based compensation is 
associated with lower firm credit risk. CEOs having more equity-based compensation can level up firm credit risk except in 
the financial crisis period. Moreover, CEOs’ experience is beneficial for firm credit quality only during the financial crisis. 
To sum up, CEOs’ incentives and experience matter to corporate credit risk particularly during the financial crisis. 
 
 
I. INTRODUCTION 
 
The CEO is a key decision maker in corporate 
investment and financing decisions. Thus, CEOs’ risk 
attitude and personal traits play critical roles on firm 
credit quality. However, CEOs’ risk preference is not 
easily and directly measured. Thus, we follow the 
literature to capture CEOs’ risk preference from 
several distinct aspects. First, CEO compensation 
plays an important role on deciding CEO risk taking 
behavior (Matolcsy & Wright 2011; Cassell et al. 
2012; Cain & McKeon 2016; Lee & Shen 2016). The 
incentives can be categorized into cash, equity-based 
and debt-based compensation. Equity-based 
compensation encourages CEOs to take more risks 
while debt-based compensation makes CEOs more 
conservative and hence reduces corporate risk 
exposures (Yermack & Sundaram 2005).  
 
Second, gender is associated with risk attitude or 
overconfidence. Huang and Kisgen (2013) find that 
female CEOs exhibit relative less overconfidence in 
significant corporate decision making compared with 
men. In addtion, age could matter to CEOs’ risk 
preference espcially in retirment age. For instance, 
Jenter and Lewellen (2015) find that the likelihood of 
receiving a successful takeover bid is sharply higher 
when target CEOs are close to age 65. In the 
corporate strategy, the older CEOs are documented to 
invest less in the R&D and keep the company at 
lower operating leverage (Serfling 2014). 
 
Third, CEOs’ power and experience can be related to 
firm credit risk as well. Adams et al. (2005) suggest 
that firms whose CEOs have more decision-making 
power experience more variability in performance. 
Moreover, the length of CEO work experience in his 
or her firm before become CEO is relevant to firm 
investment and financing policies (Dittmar & Duchin 
2015). We also consider whether the CEO born at the 
depression characteristics which would potentially 
affect managerial decisions (Malmendier et al. 2011), 
with a more conservative corporate strategy. 

The remainder of this paper is organized as follows: 
Section 2 briefly describes the data source, sample 
filtering process and the empirical model setting. The 
empirical results are provided in Section 3. Section 4 
offers conclusions. 
 
II. DATA AND MODEL 
 
CEO compensation data retrieves from 
CompustatExecucomp. To construct our sample, we 
begin with all firm-year observations in the 
Execucomp database from 2006 to 2014 since the 
mandatory disclosure of executives’ pension benefits 
and deferred compensations starts in 2006. 
Accordingly, we incorporate corporate financial data 
in Compustat. After discarding missing values, the 
final sample consists of 6,183 firm-years from 2006 
to 2014. 
 
We examine the relation of CEOs’ characteristics and 
firm credit risk by running the following panel 
regression: 
 
AZ_(i,t+1)=α_i+β_1 CEODE_(i,t)+β_2 
VADA_(i,t)+β_3 FEMALE_(i,t)+β_4 
TENURE_(i,t)+β_5 RETIRE_(i,t)+β_6 
POWER_(i,t)+β_7 
DEPRESS_(i,t)+β'Controls+ϵ_(i,t) 
 
AZ is Altman’s Z score which measures firm 
creditworthiness. CEODE and VADA proxy for debt-
based and equity-based compensations of CEOs, 
respectively. FEMALE is a dummy variable to 
identify CEOs’ gender. TENURE captures the years 
from an individual joining the company to becoming 
a CEO. RETIRE is value one if the CEO’s age is 
between 60 and 65. POWER is proxied by the 
proportion of CEO’s compensation to top managers’ 
compensation. DEPRESS is a dummy to show if a 
CEO is born during the great depression. We control 
firm characteristics such as market-to-book value, 
R&D expenses, sales growth and cash holdings. 
Appendix details the definition of variables. 
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III. EMPIRICAL RESULTS 
 
Table 1 lists the mean, standard deviation and three 
quantiles of our sample. Average Z-score of sample 
firms is 3.98. In addition, average CEO relative to 
firm’s debt to equity ratio is 1.19 while the average 

vega to delta ratio is 0.40. In the sample, 0.18% are 
female CEOs and 23.35% of CEOs are in retired age. 
CEOs’ compensation to Top 5 mangers’ 
compensation is 31.58% on average. CEOs spend 
averagely 9.74 years to the position of CEO. About 
1.68% of CEOs experience great depression. 

 

 

 
 
In Table 2, firm credit quality, measured by AZ, is positively related to CEOs’ inside debt holdings, female 
CEOs, tenure to CEO and other firm characteristics. However, CEOs’ equity-based compensation and power are 
negatively associated with firm creditworthiness. 
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We conduct panel regressions and several robustness 
tests in Table 3. If we only consider CEO-related 
variables, model (1) shows that CEOs’ inside debt 
holdings and female CEOs significantly increase firm 
credit quality while CEO’s equity-based 
compensation, retirement age and depression 
experience have negative impacts on firm credit 
quality. However, when we control firms’ market-to-
book values, R&D expenses, sales growth and cash 
holdings (in model (2) and (3)), we find that debt-
based compensation positively affects firm 
creditworthiness but equity-based incentive is 
positively associated with firm credit risk. Other 
CEOs’ characteristics have no significant effect on 

firm credit. In model (4), we adopt the 2-year average 
of future Z-scores as the explained variable to proxy 
for firm long-term creditworthiness. The result is 
similar to model (2) and (3). Additionally, we 
examine the sample in the financial crisis (year 2007 
and 2008) and find that debt-based compensation 
remains significantly affect firm credit risk. 
Moreover, CEOs’ experience such as tenure to CEO 
and the great depression experience have positive 
impacts on firm credit quality during the financial 
crisis. 
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CONCLUSION 
 
We measure CEOs’ risk-taking preference and 
characteristics by alternative incentives, gender, age, 
power and experience. The results display that CEOs’ 
compensations strongly link to firm credit risk and 
especially debt-based compensation helps reduce firm 
credit risk. In addition, CEOs spend more time to 
become CEO and their experience in the great 

depression facilitate companies overcome financial 
difficulties in the financial crisis period. 
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