November 10, 2008 
 Dear Co-Editor, 
    We have revised our paper, JEMS ms 2007-11-29, “Executive Compensation in Japan: Estimating Levels and Determinants from Tax Records.”  We were very impressed by the length, detail, and care of the reports, and have tried to rewrite the paper with the referee comments in mind.  We hope we have made good use of their suggestions for improvement. 

As we discuss below, we have made several substantial changes, as well as numerous minor ones. First, we have revised the introduction and literature review.  In our earlier version we included the literature review in the introductory section.  You and others rightly noted that it seemed "mechanical" and unintegrated with the analysis.  In response, we have dropped most of the review from the introduction, rewritten the prose, and tried to integrate it instead more closely into the later analysis.


Second, we provide a simple theoretical model, following the suggestion of you and the referees.  The model describes the determinants of pay, justifying the reduced-form regressions that appear later, though it does not solve for equilibrium.  We try to tie this model to the newly reworked discussion of the extant literature.  

Third, we focus much more closely on comparing our results with (and where appropriate, integrating our results into) previous work. 

Fourth, we have recalculated our regressions with a new measure of profitability.  Both you and the referees expressed concern about our finding that accounting profitability was not related to executive income.  Referee 2 suggested that we try other measures of profitability.  We thank you two for pushing us on this point -- as it caused us to discover an embarrassing mistake in the paper.  In trying to reconcile our results with previous work, we realized that we had used return on legal capital, not the more commonly used return on assets or even the return on equity.  This was our error.  We have re-run our regressions using return on assets as our measure of profitability.  The results now indicate that profitability (so measured) has a statistically significant effect on income with a magnitude consistent with other executive compensation studies.

Last, to shorten the article further, we have dropped our discussion of the university backgrounds of the executives.

We have more detailed responses below. The italicized sentences are our summaries of the co-editor and referee comments, not the exact comments. 

Thank you again for the care with which you examined our earlier draft.  We think these changes substantially improve the article, and hope you agree.

Very truly yours,
Eric B. Rasmusen  

Co-Editor’s Report

(1) A.  The literature review and theoretical foundation need work. 

   
We have dropped the literature review from the introduction, added a theory section (Section IVB), and integrated the newly re-written literature review into our discussion of the theory and results.  Although very simple, our model does provide a concrete framework for the regression analysis. 

We have expanded our discussion of the capture theory and now discuss Coles, Lemmon & Meschke (2003) and Coles, Lemmon & Wang (2008) as suggested, and Edmans, Gabaix and Landier (2007) as well.
    B.  Explain your non-results (i.e., the lack of any effect of profitability on executive income)

The co-editor suggested that the result may have come from measurement error, and he was correct.  We had inadvertently used Operating Income/Legal Capital as our measure of profitability rather than Operating Income/Assets or Operating Income/Capitalization.  We have re-run our regressions with Operating Income/Assets.  This measure of profitability does indeed affect compensation -- at statistically significant levels consistent with the effect found in other studies of executive compensation. 
(2) Bebchuk & Fried (2004) is not representative of what we know about governance and compensation. 

We agree, and we hope we have clarified that results are mixed, at best. We have cited Brickley, Coles,and Jarrell (1997) as an example of  evidence contrary to Bebchuk and Fried. 

(3)  The 8-page introduction is too long and greater care needs to be taken with the language. 
 We have shortened the introduction to 3 1/2 pages, and integrated a rewritten literature discussion with our theory and regressions.  We have eliminated the “Methodology” section, much of which duplicated information elsewhere in the paper, and moved some of it to the Introduction.   We have tried to be more careful in our language. 

(4, 5) Pursue the referees’ comments on empirical methods and ways forward.   
We have considered the comments carefully and discuss them below.   
REFEREE 1 (THE REFEREE WHO TITLES HIS REPORT USING CAPITAL LETTERS)

1. Contribution.  
A. Make the paper’s contribution apparent. Link the theory and literature review to the regressions. 

  
We have shortened the introduction, moved the discussion of the capture and other theories to a point closer to our discussion of the regressions, and added a simple theoretical model that links the general theories to the empirical work. We have also tried to integrate much more closely our discussion of the theory and literature with our regression results. 
B. Are the results due to low power tests?  Explain how and why our results differ from those in other papers.
We thank the co-editor and referees for pushing us on this point.  The error was ours.  For our measure of profitability, we had been (erroneously) using return on legal Capital.  When we replace that variable with Return on Assets, accounting profitability does indeed help explain executive compensation, as   other studies have found. Exactly as the referee suspected, low power—- since capital is less well measured—seems to have been the problem with our original test.    
We have rewritten the paper to compare our results more explicitly with Kato and Kubo (2006), and also discuss Basu,Hwang,Mitsudome & Weintrop (2007).  We also now use Assets instead of Market Capitalization as our firm size variable. This makes little difference to the results (it is not driving the significance of accounting profit, for example), but it is the variable used in other studies. 
C. Run similar regressions on U.S. firms or do time series tests on Japanese data. 
 
Here I am afraid we must disappoint the referee.  The U.S. Compustat data is readily available, and easy to use.  Yet because the literature using this data to study U.S. pay is already so large, we doubt that we would importantly contribute to it.  Instead, the principal reason to use U.S. data would be to check the power of our regression tests.   That check, however, would run afoul of the fact that the apparent similarity of our Japanese data to the Compustat database disguises two fundamental differences:  where we have total income, Compustat gives firm compensation; and where Japanese executives earn very little option income, the U.S. firms provide options generously.  As a result, tempting as it may be to run parallel regressions on the Compustat data, we worried that the explicit comparison would confuse more than it clarified. 


Japanese time series data would indeed be useful, but is unfortunately prohibitively hard to obtain.  At the time that we purchased our dataset, one year's worth of information cost $13,000 (with, alas, no bulk discount).  The tax authorities do not release more recent years' data, and we doubt that Dun & Bradstreet still sells earlier years -- disclosure of the information is now banned by the Privacy Protection Act.  We have adopted the suggestion that we discuss the limitations of our cross-section data; in particular, we note that we cannot adjust for firm-specific effects.   

D.  Compare results to Gabaix and Landier (2008, QJE) and other studies using U.S. data to address the underlying economics of executive pay.  
     We hope the new theory discussion will help place our results within the economic literature on executive pay.  We discuss Gabaix and Landier in the theory section and in our discussions of Table VI (on alternative measures of size and performance). 
2. Data and empirical methodology. 
 A. Can something be done to see whether nondisclosure is a problem, since there are ways a person could avoid being on the public tax list even if his taxes were high?   
   The referee points out that since baseball salaries are public whereas executive ones are not,our comparison of the two was not apt.  We have dropped this discussion.  
   We present OLS estimates based just on the disclosed taxpayers in Table VII.  Referee 1 notes this, and that profitability becomes significant when OLS is used instead of tobit on the full sample. Now that we are using return on assets as our profitability measure, profitability is significant in both, and with very similar coefficient sizes. 
   The referee also suggested that we consider using the Heckman technique, which is appropriate when the dependent variable is missing for some observations, and where the modeler knows of some variables that explain why the data are missing for those particular observations.  Here, we have two problems stemming from missing values.  First, there is the censoring:  we do not have data on executives whose taxes are below the reporting limit. We use tobit to solve that, because tobit (unlike the Heckman technique) makes use of the information that we will never observe taxes below the reporting limit, as opposed to noting that taxes are rarely observed for executives with X-variable values that predict low tax bills. Second, there is under-reporting.  In theory, the Heckman technique could be useful for that, but we would need a theory, with observable variables to match, about why some executives report and some do not.  Unfortunately, we were unable to formulate a persuasive theory that depended on data we could obtain. 

B. Discuss the various criteria behind the definition of Capitalist.  Are we just sorting on pay? Should we change our first criterion to look at market cap of ownership (yen value) rather than fraction (absolute number)?


To respond to these concerns, we now offer four definitions of Capitalists that use different combinations of these criteria.  In Table VIIB, we show that the definitions generate similar results.


For the bulk of our paper, we use a definition that depends only on the level of stock owned by the executive and on whether he works at a family firm.  The Referee (and other readers) questioned our use of variables that relied on the number of times an executive appeared on the high-income taxpayer list and on the executive's age, and we have thus dropped those criteria from our principal definition. We considered using market capitalization of ownership instead of fraction of shares.  Unfortunately, however, we have information only on the top ten shareholders for each firm.  Because the number (and value) of shares necessary to place among the top ten varies widely from firm to firm, a yen value of ownership interest would thus be unworkable.
3. Exposition 
A. The paper is too long. Move the variable definitions to an appendix. The regression results do not appear until late in the paper. 

We appreciate the Referee's concerns, and have moved the variable definitions to an appendix. We have also shortened the introduction.  Because we have added a theoretical discussion and integrated the literature review with it, however, the regressions do not appear any earlier than in the previous draft. We realize that the description of the data in pp. 4-12 will seem dry for some readers, but because of the novelty of our data it seemed to us inappropriate for an appendix. Let us know if you disagree. More important: given the scarcity of studies on Japanese executive compensation, we think our discussion of the level of executive pay, which is reached much earlier (see page 13 et seq.) is as important as our regression analysis of the determinants of pay.

We have dropped our discussion of the university backgrounds of the executives.     
B. Be clearer about the number in the abstract that is our first

finding.  Do not defer key explanations until later in the paper. 
Good point. We have brought forward the explanation so that the reader can understand Finding 1 without having to skip ahead in the paper.  Referee 2 asked us to look at the ratio of executive to worker compensation, and the natural placing of this is near our first finding, so we did so. To find that ratio, though, we need to use the regression equation, since we need to predict the income of the average executive in the sample (who is below the minimum reporting tax level).  We refer ahead to the regression in a footnote explaining the number we come up with, which is inelegant, but we hope is not intrusive since the executive/worker discussion is something of an aside anyway. 
REFEREE 2  
A. 1. Pay-Performance sensitivities. It's an anomaly not to find a correlation between accounting profit and pay. Explain.     
Yes, and we thank the referee for pushing us on this point.  The blame is ours.  We had (erroneously) used Return on Legal Capital as our measure of profitability.  We have replaced it with the more commonly used return on assets.   Using return on assets, accounting profitability does affect compensation significantly. We thank the referee for stimulating us to think about that more carefully. 

We also have switched from using market capitalization to using assets as our measure of firm size to match the previous literature. It is not important to our results. 
2. Methodologies.

2.1a. Use different Capitalist definitions and see what happens.

 Referee 1 also suggested this, and we will repeat the response we gave him: 


We now offer four definitions of Capitalists that use different combinations of these criteria.  In Table VIIB, we show that the definitions generate similar results.


For the bulk of our paper, we use a definition that depends only on the level of stock owned by the executive and on whether he works at a family firm.  The Referee (and other readers) questioned our use of variables that relied on the number of times an executive appeared on the high-income taxpayer list and on the executive's age, and we have thus dropped those criteria from our principal definition. We considered using market capitalization of ownership instead of fraction of shares.  Unfortunately, however, we have information only on the top ten shareholders for each firm.  Because the number (and value) of shares necessary to place among the top ten varies widely from firm to firm, a yen value of ownership interest would thus be unworkable.
2.1b. The significance of the interaction term only tells us whether

Capitalists are different, not whether the overall effect is

significant for them. Do the test for overall significance of the sum

of the two coefficients.

 
That is a very good point. Testing for difference from Company Men and for total effect are two different things, each having its appropriate use.  We now distinguish more carefully between the overall effect on Capitalists and the difference from Company Men, and we are careful to use F-tests for the overall effect and t-tests for the difference. 
2.2 Redo Table IX using difference variables on the right-hand-side instead of

level variables.

   This suggestion greatly improves the paper. Not only is using difference variables the sensible thing to do, but it generates much more interesting results than we had before.  We now find that the difference regressions add support for the results of the effect of profitability on pay found in the earlier level regressions of Table V. We have moved those regressions closer to each other, so the difference regressions are now called Table VI.    
2.3. The industry effects are uninteresting.   
 We have dropped that table (the former Table VI) and discussion. 
2.4a. Our analysis of college credentials is subject to selection bias because our sample does not include people who failed to become presidents, only those who succeeded.  A president with no college degree might be strong in some omitted variable, so maybe having a college degree actually is helpful.

 
 We agree, and were trying to convey those points, noting that in spite of them we had found credentials to be correlated with success for judges in Japan, but our discussion apparently did not convey the points successfully.  On reflection, we decided to drop the entire discussion and table, since our finding that college credential does not help predict salary is perhaps unsurprising in view of the selection effect, and is in any case a negative result that might be thought the result of low power tests.       
  3. Other comments.

6-1. Cite evidence on tenure of US vs. Japanese CEOs. 
 We’ve dropped that sentence from the paper, so evidence would be moot. 
8-3. Add Cadman et al to the references. 

   We’ve done that. 

15-1. Discuss perks and their implications for our analysis more.
     We’ve added that we recognize that to the extent that perks are inversely correlated with income, our data is noisy and our regression results will be weaker.  
19-2. Explain the land value check more. 

We have tried to clarify how this operates as a check on the reliability of our data. 
20-3. Discuss CEO income/average worker. 
  
We now do so, and find a ratio of 6.6.  This is higher than Japan in 1995 according to the Kato-Long (2006) paper the referee mentions, but similar to Korea and China.   We report this result near Finding 1. 
29-1. Try other measures of profitability. 
 
As we explain above, we now measure profitability by return on assets.  This follows the general practice in the literature.  We were not sure if the referee thought we should present a table showing the effect of other profit measures -- please understand that we would be happy to do so if necessary. Profit/Sales does show a marginal extra effect for Capitalists in one regression, but the difference is probably not interesting enough to highlight. 
29.  Can we somehow check that we really have family companies when we use our definition?   

Our test obviously generates noise.  It will miss family firms controlled by one family member and not named after the founder; it will include non-family firms that happen to have two directors with the same family name.  Short of consulting company histories for each firm, however, we were not sure what else we could do.
33-1. Give evidence for our suspicion that capitalists held positions at affiliate firms.  
  We expanded the discussion of this coefficient, now on page 31. We give two examples and note that there are only 27 capitalists with multiple positions, so low power is another possible explanation for the finding of insignificance.  
36-5. Maybe interpret the finding that income does not depend on average industry size more fully. 
     The implication is that the market for executives is not segmented across industries. We have rewritten our discussion of this finding, and demoted it from being “Finding 5” to just being explanation in the text, since it is not based on the new theory section. 
