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ABSTRACT 

On August 10, 1993, in response to complaints that executive compensation was 

excessive and not related to performance. Congress passed Internal Revenue Code Section 

I62(m). This legislation eliminates the deductibility of compensation in excess of $I 

million if it is not "performance-based." 

Three questions regarding the effectiveness of Section 162(m) are addressed by 

this dissertation: 1) did Section 162(m) target the firms who were paying their executives 

excessive compensation that was not related to performance? 2) did Section I62(m) 

achieve its desired result of reducing compensation levels and increasing pay-performance 

sensitivities? and 3) did stockholders benefit fi-om Section I62(m)? 

The empirical results indicate that firms subject to Section I62(m) had higher 

levels of compensation, even after controlling for firm size, performance, industry, growth 

opportunities and CEO ownership. However, the cash compensation in these firms was 

more sensitive to firm performance. Therefore, it is questionable whether Section 162(m) 

affected the intended target. 

Firms with compensation in excess of $ 1 million were required to disclose their 

response to Section I62(m) in their 1994 proxy statements. They had three alternatives: 

1) "qualify" compensation in excess of the $1 million by making it contingent on a 

performance measure, 2) defer excess compensation to a period when it would be 

deductible, and 3) forego the deduction. Firms were grouped by their response and their 

compensation levels, pay-performance sensitivities and pay mix were analyzed. 

Compensation levels increased for all three groups, primarily from the use of more stock 
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options. This also increased the proportion of stock-based compensation (pay mix). Pay-

performance sensitivities decreased for qualifying firms which runs counter to the intent of 

Section I62(m). On the other hand, firms who chose to forego the deduction demonstrate 

an increase in pay-performance sensitivities. 

Finally, the evidence indicates a positive market reaction to the announcement that 

a firm would qualify their compensation or forego the deduction. A negative reaction is 

documented for deferring firms. This seems to indicate that, overall, stockholders did 

benefit from Section 162(m). 
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CHAPTER 1 

INTRODUCTION 

On August 10, 1993, Congress passed the Omnibus Budget Reconciliation Act 

(OBRA) which created Internal Revenue Code Section I62(m). For publicly held 

corporations, this legislation eliminated the deductibility of certain compensation in excess 

of $ 1 million paid to the chief executive officer and the four other most highly-

compensated officers in years beginning on or after January 1, 1994. Compensation which 

is "performance-based," or which is paid under written employment agreements entered 

into prior to February 17, 1993, is exempt from such deduction limitations. 

Firms with compensation in excess of $ 1 million have three alternatives. One 

alternative is to "qualify" compensation in excess of the $ 1 million limitation. This 

requires making the payment and/or amount of compensation contingent on one or more 

performance measures. These measures are chosen by the board of directors, and 

approved by stockholders. Firms can also choose to defer non-qualifying compensation in 

excess of $ I million to a period when it would be deductible (usually when the executive 

retires). Finally, firms can maintain their current compensation contracts and forego the 

deduction on excess compensation. 

The tax law change came in response to perceived public outcry that chief 

executive officers (CEOs) are overpaid. This is especially true for firms whose CEOs are 

receiving hefty bonuses despite poor company performance. Some critics of executive 

compensation practices (mainly politicians and individual investors) think that if executives 
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were actually paid for performance, their pay would be a lot lower. Other critics, such as 

institutional shareholders, argue that it is not "how much" but "how" executives get paid. 

James Heard, president of Institutional Shareholder Services Inc. notes, "we want 

executive pay to give incentives to increase shareholder wealth, and to increase the net 

worth of a company" {Wall Street Journal, April 22, 1992). Whatever their opinions, 

most critics agree that pay should be more tightly tied to performance. 

This paper investigates how effective Section 162(m) has been in addressing the 

perceived problems of over-compensation and low pay-performance sensitivity. Critics of 

this legislation feel that "it is improper policy because it is an attempt at social 

engineering..." {Tax Notes, May 9, 1994) and that the implementation of such policies to 

reduce excessive executive compensation "could be better and more effectively 

implemented through the use of the federal securities laws" (Henderson, 1994). By 

examining the impact of Section I62(ni) on compensation levels, pay-performance 

sensitivity, compensation mix and stockholder wealth, better insights into whether the law 

has been effective in encouraging social goals or whether it was merely a politically 

motivated attempt at appeasing public displeasure may be gained. 

The empirical results indicate that from 1991 to 1993, firms that would be subject 

to Section 162(m) beginning in 1994 had higher levels of compensation. These results 

suggest a legislative need for Section 162(m), but the additional compensation may be 

explained by a number of factors. One possible explanation for this additional 

compensation that is suggested by the evidence, is a higher "premium" associated with the 

increasing complexity of managing larger firms. Although not explicitly tested, another 

/ 
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explanation for the additional compensation is a risk premium associated with a riskier 

compensation package (as indicated by the higher pay-performance sensitivity of these 

firms). Finally, there is evidence to indicate that CEOs in firms subject to Section 162(m) 

may be using their influence over their boards (proxied for by the CEOs' percentage 

ownership) to extract higher bonuses. 

Next, firms are grouped according to their stated response to Section 162(m).' A 

firm is categorized as "complying" if it has already met the guidelines of performance-

based compensation as mandated by Section 162(m). "Deferring" firms include firms that 

chose to defer any nonqualified compensation until the compensation would be deductible. 

"Nonqualifying" firms include firms that maintained (at least) some non-qualified plans^. 

Finally, "qualifying" firms are those firms whose compensation plans were changed in 

order to meet the "performance-based" definition of Section 162(m). Tests are performed 

to investigate the effect Section 162(m) had on compensation levels, pay-performance 

sensitivities and the mix of compensation components for these groups. 

The results show that complying firms increased the amount of bonuses and stock 

options awarded, as well as the pay-performance sensitivity of total compensation, 

bonuses and stock options. Deferring firms increased both the proportion of stock-based 

compensation being used (pay mix), and their annual bonus amounts. These firms 

exhibited no changes in the pay-performance sensitivities of the various compensation 

components. Nonqualifying firms increased the levels and pay-performance sensitivities of 

' Firms were required to disclose their response to Section 162{m) in their 1994 pro.w statements. 
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the majority of their compensation components. In addition, the pay mix increased for 

these firms. Finally, qualifying firms increased their level of bonus and stock 

compensation, as well as pay mix. However, the pay-performance sensitivity of stock 

options decreased. 

These results were not always as predicted and may be an indication that the 

legislation is not working as intended. For example, although the nonqualifying firms 

expressed a reluctance to change their compensation plans to meet the performance-based 

criteria of Section 162(m), there is evidence that they did in fact make changes to their 

compensation plans. These changes are consistent with a risk-return trade-off where 

increases to the pay-performance sensitivity (i.e., the riskiness of compensation) are 

accompanied by a corresponding increase in the level of compensation (i.e. the return). In 

comparison, firms that stated an intent to redesign compensation plans to meet the 

performance-based criteria of Section I62(m) (i.e., qualifying firms) increased 

compensation levels without a corresponding increase in pay-performance sensitivities. 

The last set of tests investigates whether stockholders viewed the firms' actions as 

value-increasing, value-decreasing or value-neutral. The response for complying firms 

was neutral, as anticipated, while deferring firms experienced a marginally negative 

abnormal three-day return. The results for nonqualifying firms were positive, possibly in 

response to the limited changes that were implemented by these firms. Finally, 

stockholders of qualifying firms viewed the announcement of the compensation plan 

~ Some of these firms qualified certain compensation components, but continued to maintain non-qualified 
plans. 
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changes favorably as indicated by a positive three-day abnormal return around the release 

of the proxy statement disclosing their response. This evidence supports the proposition 

that stockholders value a compensation plan that rewards executives for firm performance. 

The remainder of this paper is organized as follows: Chapter 2 provides an 

overview of Section 162(m) and the literature on the determinants of executive 

compensation. The relationship between pay and performance is also reviewed. Chapter 

3 addresses the question of whether firms subjected to Section 162(m) were in fact 

overcompensating their executives, and/or had lower pay-performance sensitivities than 

their peers. Tests to determine the eflFects of Section 162(m) on compensation levels, pay-

performance sensitivities and compensation mix are developed and results are presented in 

Chapter 4. Chapter 5 examines the stock market reaction to the announcement of the 

firms' actions. Conclusions and areas for fijture research are presented in Chapter 6. 
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CHAPTER 2 

OVERVIEW OF SECTION 162(M) AND LITERATURE REVIEW 

2.1 OVERVIEW OF SECTION 162(M) 

The Omnibus Budget Reconciliation Act of 1993 (OBRA) limits the deductibility 

of executive compensation in response to complaints that executive compensation was 

excessive and not related to firm performance. For example, Graef Crystal, an executive 

compensation expert, cites a Securities and Exchange Commission study that indicates 75 

percent of the salary differences in baseball can be explained by differences in performance 

(home runs, earned nin average, etc.). A similar study on executive compensation 

conducted by Crystal found that only 20 percent of CEOs' salaries can be explained by 

performance as measured by company size and return to stockholders (Wall Street 

Journal, January 10, 1992). 

Many executive compensation critics feel that CEOs are not being held 

accountable to the stockholders by boards of directors. In many cases, "CEOs choose and 

are cozy with their boards of directors" {Wall Street Journal, January 10, 1992) and the 

board often determines the executive's compensation, especially the bonus component. 

Congress felt that putting a limit on the deductibility of executive compensation would 

reduce excessive, non-performance based compensation (U.S. Congress, House 1993). 

Section 162(m) disallows a corporation's federal income tax deduction for 

compensation to the chief executive officer (CEO) and the other four highest compensated 

officers in excess of $ 1 million each during corporate taxable years beginning on or after 



January I, 1994. Compensation for purposes of this Section includes all amounts paid in 

cash, stock options, the corporation's stock, or other property dispensed to these officers 

(taken into account for the corporation's taxable year in which the compensation would be 

deductible)." The $I million deduction limit excludes compensation in the form of 

contributions to qualified retirement plans or taxable fiinge benefits. 

There are a number of exceptions to the $ 1 million deduction limit. One of the 

most important is the exclusion of performance-based compensation. In order to qualify 

as performance-based, the compensation must meet four requirements; 

1. The compensation must be payable solely on the basis of attaining one or 

more nondiscretionary objective performance goals (Section 

162(m)(4)(C)).-' 

2. The performance goal must be determined by an independent compensation 

committee of the board comprised solely of two or more outside directors. 

(Section 162(m)(4)(C)(i).' 

^ For e.\ample, restricted stock awards, while awarded in the current period, generally are not deductible 
until they vest, usually three to five years from the date of award. Thus, they would not be subject to the 
one million dollar limit until the year they vest. 
^ The legislative history states that the goal(s) must be a "preestablished objective performance formula or 
standard that precludes discretion [so that| ... a third party with knowledge of the relevant performance 
results could calculate the amount to be paid to the e.\ecutive. . . . includ(ing|. for e.\ample. increases in 
stock price, market share, or earnings per share." (Conf. Rep. No. 213, 103d Cong., 1st Sess. 586 (1993)) 
' A person is an "outside" director if he is not a current employee of the corporation or a "related" entity, 
was not an officer of the corporation or "related" entity at any time, is not a former employee of the 
corporation or "related" entity receiving compensation for prior services and is not currently receiving 
compensation for personal services in any capacity other than as a director (e.g., as a constiltant). (1993 
Conf. Rep.) 
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3. The material terms under which the compensation is to be paid (including 

the performance goals) must be disclosed to shareholders and approved by 

a separate majority shareholder vote (Section l62(m)(4)(C)(ii)). 

4. Before the compensation is paid, the independent director committee must 

certify that the performance goals and any other terms were satisfied. 

Another important exception is the grandfather rule, which protects the deduction 

for fiiture payouts on written contracts entered into on or before February 17, 1993. 

However, the deduction is protected only if the corporation's obligation under the old 

contract is not subject to discretion. Also, any renewal or material modification of an old 

contract will result in a loss of grandfather protection. Finally, the $ I million deduction 

limitation does not apply to compensation "payable on a commission basis solely on 

account of income generated directly by the individual performance of the [executive] to 

whom such [compensation] is payable." (Section 162(m)(4)(B)). 

An important transition rule relates to pre-existing stock option plans. Generally, 

these plans will be treated as meeting the performance-based exception as long as, I) the 

shareholder approval and independent director requirements are met, and 2) the options 

are granted with an exercise price greater than or equal to the market price on the date of 

grant. Options granted below the current market price do not qualify as performance-

based. 

Firms with compensation in excess of $ 1 million have three choices. One option is 

to qualify all compensation by basing it on performance, thereby retaining full 

deductibility. Another option is to defer payment of any non-qualifying compensation to 



the time when it would be deductible. The final option is to retain their current 

compensation contract and forego any deduction on excess compensation.® 

I investigate the effect of this choice (whether to qualify, defer or lose deductibility 

on excess compensation) on compensation levels, pay-performance sensitivity (the 

relationship between compensation and firm value), pay mix (the proportion of total 

compensation that is stock-based) and firm value. However, to evaluate the effect Section 

162(m) had on a firms' compensation plans, factors other than the legislation must be 

controlled for. The remainder of the chapter reviews the existing literature on 

determinants of compensation levels and pay mix. In addition, prior research exploring 

the relationship between pay and performance is reviewed. The chapter concludes with a 

summary of other research on Section 162(m). 

2.2 LITERATURE REVIEW 

A considerable number of studies have investigated the design of compensation 

contracts. Much of this research is grounded in the agency literature. Under agency 

theory, a risk and effort averse manager (the agent) is hired to act on behalf of risk neutral 

stockholders (the principals). Because the manager's actions are not observable by the 

stockholders, this separation of ownership and control creates a problem; the manager, 

when making decisions for the firm, acts in his own best interest, which may be in conflict 

with the interests of the stockholders. A solution to this problem is to design a contract 

that will effectively align the manager's preferred action with the stockholders' preferred 

^ For purposes of this paper, "excess compensation" is defined as any cash compensation in excess of $ 1 
million that does not meet the performance-based criteria. 



action. One way to accomplish this is to use a contract that compensates the manager 

with shares of the company's stock. When the manager is a stockholder of the company, 

he profits only when the stockholders profit. 

However, this contracting arrangement places additional risk on the manager for 

which he must be compensated. This additional risk arises because stock prices are not 

determined solely by the managers' own actions; other factors such as the general 

economy, industry conditions, etc. also play a role in the determination of stock prices. 

This risk-return trade-off can be handled in several ways. One way is to reduce the 

riskiness of compensation by including a fixed salary or a guaranteed minimum amount 

that would be received regardless of firm performance. Another way to address the risk-

return problem is to increase the return. By providing a higher level of total 

compensation, the risk-averse executive will be willing to accept a greater amount of risk. 

Factors other than the risk-return need to be considered when developing a compensation 

plan. The next section reviews the existing literature investigating the design of executive 

compensation contracts. 

2.2.1 DESIGN OF EXECUTIVE COMPENSATION CONTRACTS 

Berle and Means (1932) proposed that the rise of the giant corporation increased 

the divergence of "control" and "ownership" interests. They argue that management is 

not constrained to act in the best interest of owner's, but instead makes self-interested 

decisions, such as increasing the scale of operations. This point of view ran contrary to 

existing economic doctrine that proposed that managers of an enterprise guided its 

acti'/ities so that the economic well-being of its owners was maximized. 
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Baumol (1959) further fueled the debate by commenting that "executive salaries 

appear to be more closely correlated with the scale of operations than with its, the firms, 

profitability" (p. 46). This statement inspired numerous studies investigating the 

correlation between executive compensation and firm size and profitability. 

McGuire, et al. (1962) examine correlations among executive incomes, sales and 

profits for 45 of the largest 100 corporations in the United States from 1953 to 1959. 

They conclude that there is a valid relationship between sales and executive incomes, but 

not between profits and executive incomes. 

Rather than looking at simple correlations, Lewellen and Huntsman (1970) use 

regression analysis to investigate the relationship among compensation, firm performance 

and firm size for 50 firms from 1942 to 1963. They regress compensation on firm 

performance (reported after-tax profit or market value of equity) and size (sales). To 

control for heteroscedasticity, total assets are used to deflate all variables. The advantage 

of this method over simple correlations is that it allows investigation of the relationship 

between performance and compensation while controlling for the relationship between 

size and compensation (and vice versa). The authors' findings indicate that both firm 

performance measures, profits and equity, are important determinants of executive 

compensation. On the other hand, firm size is not significantly related to executive 

compensation after controlling for the effects of firm performance. 

Alternatively, Ciscel and Carroll (1980) utilize "residual profit" to reduce 

multicollinearity between profitability and size measures, and to control for simultaneous 



equation bias7 With annual sample sizes ranging from 209 to 221, they report results 

consistent with both profitability and size being significant determinants of executive 

compensation. 

Later studies depart from the size vs. profitability debate by adding additional 

variables. Kostiuk (1989) shows that, in addition to size, CEO age and CEO tenure are 

positively related to salary and bonus levels of executives. In addition, he finds evidence 

of inter-industry differences with executives of public utilities receiving much less than 

their peers in manufacturing firms of the same size. 

To control for industry factors such as concentration or barriers to entry, the 

managerial labor market, and other external forces (such as product differentiability or 

industry growth rates which enlarge or restrict the CEO's discretion), Finkelstein and 

Hambrick (1989) study the determinants of executive compensation for a single industry. 

For the broadly defined leisure industry, numerous market and political factors are 

hypothesized to affect the level of executives' salary and annual bonus compensation 

levels. They find that size, profitability, and CEO tenure are all positively related to the 

level of cash compensation, while the percentage of shares owned by the CEO's family has 

a negative relationship with compensation. 

Rajagopalan and Prescott (1990) add additional variables to the model. Drawing 

on three interrelated disciplines (economic, behavioral, and strategic), they develop a 

Theoretically, residual profit is the portion of total profits that is not "predicted" by sales. To calculate 
residual profits, observed profits were regressed against observed sales. Using the coefficients from this 
regression, "profit predicted by sales" was calculated. Residual profit was then computed by taking the 
difference between the observed profit and "profit predicted by sales." 
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framework to explore the impact of behavioral, economic, and strategic constructs as well 

as the moderating role of industry on top management compensation. Contrary to earlier 

research, the behavioral constructs of age and tenure are found not to affect the level of 

cash compensation. However, the percentage of total stock owned by the executive and 

his/her family is negatively related to compensation levels. Similar to other research, the 

economic constructs, firm size and profitability are positive determinants of cash 

compensation. 

In addition to the behavioral and economic constructs, Rajagopalan and Prescott 

(1990) add to the literature by including strategic constructs. They cite studies, which link 

their strategic variables with increased performance and hypothesize that managers would 

likely be rewarded for pursuing these strategies. In support of their hypothesis, their 

results indicate that advertising intensity and diversification are both positively related to 

the level of cash compensation. 

Riahi-Belkaoui (1992) adds organizational effectiveness (described as outside 

groups' perceptions of the effectiveness of the managerial ability of the firm) and social 

performance (responsibility to the community/environment) in his model of the 

determinants of executive compensation. After controlling for the effects of size and 

profitability, he finds that executive compensation (defined as either salary plus bonus or 

salary plus bonus plus long-term compensation) is positively related to organizational 

effectiveness. This finding suggests that executives are rewarded for perceived 

performance beyond historical financial measures. Surprisingly, a significant negative 
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relationship between compensation and external perceptions of firm social performance 

suggests that executives may be penalized for social performance. 

More recently, a stream of research has emerged that investigates the relationship 

between the investment opportunity set and compensation policies. Smith and Watts 

(1992), and Gaver and Gaver (1993) provide results consistent with executives in growth 

firms receiving higher levels of cash compensation and a significantly higher incidence of 

stock option plans than executives in nongrowth firms. The higher levels of compensation 

are expected because the selection of investment projects commands a higher equilibrium 

wage than the supervision of existing assets in place. In addition. Smith and Watts (1982) 

argue that growth firms are likely to be riskier than their nongrowth counterparts. 

Therefore, managers of growth firms demand higher total compensation for bearing this 

risk. 

As the percentage of firm value represented by growth opportunities increases, it 

becomes more difficult to observe managerial actions. Without the inside knowledge of 

managers, shareholders are not aware of the entire selection of growth opportunities 

available to the firm. Therefore, stockholders must resort to incentive contracts to 

motivate managers to act in the stockholders' best interests. This would take the form of 

market-based incentive plans such as stock options or restricted stock plans. 

While the literature cited is not exhaustive, it provides an overview of the various 

factors that have been shown to be correlated with executive compensation. While firm 

size, profitability, CEO age, CEO tenure and growth opportunities have generally been 

found to be positive determinants of compensation, a negative relationship has been 
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documented between compensation and the percentage of stock owned by the executive 

(including his/her family). Additionally, there is some evidence of industry effects on 

compensation levels. Other factors such as the extent of diversification, advertising, 

organizational effectiveness, and social performance also have been found to be 

significantly related to compensation. 

2.2.2 RELATIONSHIP BETWEEN PAY AND PERFORMANCE 

An intention of Section I62(m) is to reduce excessive compensation by increasing 

the sensitivity of executive compensation to firm performance. As discussed above, 

agency theory advocates the use of performance-contingent pay to align the interests of 

managers and stockholders. However, no current agency models have been able to 

determine the appropriate level of pay-performance sensitivity. Over the period 1974 to 

1986, Jensen and Murphy (1990a) regress changes in CEO wealth on changes in 

stockholder wealth. The results indicate that CEO wealth increases $3 .25 for every 

$1,000 change in shareholder wealth. While they feel that this pay-performance sensitivity 

is too low, Haubrich (1994) presents a model where high pay-performance sensitivity 

could lead to suboptimal behavior (i.e., shirking) on the part of the manager due to his risk 

aversion. This is especially true under circumstances where managers' actions have very 

little effect on the actual outcome (risky projects). 

Despite the debate over the appropriate level of sensitivity, several studies have 

tried to answer the question of whether performance-based managerial compensation 

contracts have an effect on corporate performance. Redling (1981) takes a random 

sample of companies that include both "good" and "poor" performers as determined by a 
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performance index based on earnings growth and return on equity. For 25 sample firms, 

the correlation between the five-year performance index and the five-year percentage 

growth in CEO salary was 0.16; however, when the five-year percentage growth in salary-

plus-bonus was used as the measure of pay, the correlation fell to 0.09. Redling concludes 

that "there appears to be little evidence of a direct pay-for-performance relationship 

between top executives' compensation and corporate performance." 

A study investigating the organizational performance of the Social Security 

Administration after the implementation of a merit pay compensation system for 

managers was conducted by Pearce, et al. (1985). Results of this study are somewhat 

questionable since performance had been increasing prior to the introduction of the new 

pay system. However, after controlling for the existing performance increase, neither the 

implementation of the merit pay system nor the first year of merit pay seems to have 

incrementally affected manager performance. 

Abowd (1990) investigates whether the sensitivity of managerial compensation to 

corporate performance in 250 large corporations is positively related to corporate 

performance the following year. The model he tests is based on the premise that the more 

(less) sensitive compensation is to performance, the greater the probability that both 

compensation and performance will be above (below) the sample's median compensation 

and performance levels. His results are consistent with the notion that performance-

contingent compensation plans enhance future corporate performance. He also finds that 

the hypothesized relationship is stronger when performance is measured as gross 
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economic returns and stockholder returns as opposed to the accounting measures of 

return on assets and return on equity. 

In their paper on organizational differences in managerial compensation, Gerhart 

and Milkovich (1990), regress return on assets on a number of variables including base 

pay and the bonus-to-base ratio. Their results show that pay mix, but not pay level, is 

positively related to subsequent financial performance, supporting the notion that it is not 

"how much," but "how" an individual is compensated that is important. 

Leonard (1990) finds that companies with long-term incentive plans enjoy 

significantly greater increases in return on equity than companies without such plans. His 

sample includes more than 20,000 executives at 439 corporations between 1981 and 1985, 

of which 98 percent have adopted some sort of incentive compensation component (short-

term bonuses and/or long-term incentives). He cites this almost universal adoption as a 

"prima facia case for their desirability." 

Unlike earlier papers that study the contemporaneous pay-performance 

relationship, Boschen and Smith (1995) look at the long-run relationship between 

compensation and firm performance. They utilize a long time series (1948-90) of CEO 

compensation data to estimate the response of executive compensation to an innovation in 

firm performance. They find that although the contemporaneous response is significant, 

the cumulative effect (over the next 10 years) is much larger. For example, a 10 percent 

increase in returns is associated with a contemporaneous compensation response of 0.3-

0.5 percent, whereas the cumulative response is 3-5 percent. Another finding is that 75-90 

percent of the cumulative response occurs in the first five years. They conclude that the 
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most important time horizon with respect to compensation is the five year period 

following a performance event. 

While the majority of prior research indicates that incentive pay is positively 

related to some measures of performance, it is still not clear what the optimal relationship 

is and what factors determine this "optimal" level. Hence, it is unclear whether increasing 

the pay-performance sensitivity is in the best interest of all firms subject to the limitations 

of Section 162(m). 

In addition to documenting the effect Section 162(m) had on compensation levels, 

pay-performance sensitivities, and pay mix, I also examine the markets' reaction to firms' 

armouncements of whether they would make any changes to their existing compensation 

plans as a result of Section 162(m). The next section summarizes existing research 

investigating market reaction to voluntary changes in compensation plans. 

2.2.3 STOCK MARKET flEACTION TO CHANGES [N COMPENSATION 

CONTRACTS 

A common methodology used to investigate whether stockholders believe an event 

is in their best interest is to look at the stock market reaction to the event. If stockholders 

perceive that performance-based compensation plans better align the interests of 

managers and stockholders, one would expect a positive abnormal return around the 

announcement of such plans being implemented. Larcker (1983) finds a positive reaction 

to the adoption of long-term performance plans.^ Using a matched sample of firms, he 

" Larcker's definition of performance plans include performance unit plans and performance share plans. 
Under these plans, units or shares are allocated to the participants. At the end of the award period 
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finds that 25 firms adopting performance plans experience a favorable security market 

reaction to the announcement of plan adoption (relative to similar non-adopting firms). In 

addition, capital investment subsequently increased for the adopting firms (again, relative 

to non-adopting firms). These results support the theory that performance plans provide 

incentives for managers to make decisions in the best interest of stockholders. 

However, using a more comprehensive set of firms, Gaver, et al. (1992) find no 

significant reaction to performance plan adoptions. Since many of these firms have 

already adopted short-term bonus and stock option plans, they believe that stockholders 

view the addition of performance plans as a relatively minor change that does not 

significantly alter managerial incentives. 

Brickley, et al. (1985) look at firms that adopt any form of long-term 

compensation plan (stock options, stock appreciation rights, restricted stock, phantom 

stock and performance plans). Using an event-study methodology, they find a positive 

stock market reaction to the adoption of these long-range managerial compensation 

schemes, concluding that "the results support the notion that these plans represent an 

improvement in contracting between managers and shareholders which increase 

shareholder wealth" (p. 128). They also find no significantly different market reactions to 

the various types of plans, which may imply that firms choose the plan that best meets 

their managerial compensation requirements based on firm-specific characteristics. 

(typically three to six years), the participants "earn-out" a portion of the assigned shares based upon the 
degree to which the performance goals were met during the period. The amount of compensation paid is 
equal to the number of units or shares "eamed-out" multiplied by the value of each unit or share. This 
definition of performance plans e.\cludes other long-term performance based compensation such as stock 
options, stock appreciation rights and restricted stock plans. 
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Unlike the previous studies which focus on long-term plans, Tehranian & 

Waegelein (1985) investigate the market's reaction to the adoption of short-term plans. 

Using monthly returns, they find a significantly positive reaction in the month of 

announcement as well as in the four months prior to adoption. 

In summary, the results of these studies are compatible with the hypothesis that 

stockholders believe that performance-based compensation plans provide incentives for 

managers to maximize stockholder wealth. This perspective is consistent with the intent 

of Section 162(m). However, positive abnormal returns around the voluntary adoption of 

performance-based plans are also consistent with a signaling hypothesis. Under this 

theory, executives will accept a performance-based plan only if they anticipate the firm will 

do well in the future. Thus, the adoption of the plan signals that future prospects are 

good, resulting in a positive market reaction. 

The passage of Section I62(m) provides a unique opportunity to study the market 

reaction to the adoption of performance-based plans where the adoption decision was not 

completely voluntary. This helps differentiate between the incentive and signaling 

hypotheses explaining the market reaction. If Section 162(m) mandated a change to 

performance-based plans no signaling could occur, thus a positive market reaction would 

rule out a signaling hypothesis. However, the adoption of a performance-based plan was 

not mandated; firms had other options available to them (defer excess compensation or 

forego deduction on excess compensation). Therefore, a positive market reaction to the 

adoption of performance plans under Section 162(m) helps discount, not eliminate, the 

signaling argument. 
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2.2.4 OTHER RESEARCH ON SECTION I62(M) 

Existing research on Section 162(m) centers on the question of how firms 

responded to the limitations imposed by the legislation. The primary argument of this line 

of research is that imposing mandatory requirements on firms to link pay with performance 

may be suboptimal and is not without costs. Rational compensation committees will 

develop compensation contracts that are optimal for their companies. 

Woodlock and Antenucci (1996) review 1994 and 1996 proxy statements to 

determine how compensation committees responded to this new legislation. They find 

that between 1994 and 1996 the number of compensation committees refijsing to qualify 

their compensation programs increased significantly and that compensation committees 

became more willing to use deferrals to avoid the loss of tax deductibility. While 

descriptive, this study does not provide any evidence explaining the cross-sectional 

differences in firm response. 

In contrast. Balsam and Ryan (1996) and Johnson, et al. (1996) attempt to explain 

firms' actions in response to Section I62(m). Using a logit model. Balsam and Ryan 

provide support for the theory that tax savings, firm size, the degree to which the CEO is 

overpaid relative to other CEOs, the pre-existing tie between pay and performance, and 

insider ownership increase the likelihood that a firm will choose performance-based 

compensation plans. 

Johnson, et al. also use logit methodology to examine two decisions made by firms 

affected by Section 162(m). First, when deciding to maintain full deductibility of 

executive compensation, the existing level of compensation and blockholdings (percentage 
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of shares held by large blockholders other than management, board members and their 

families) are found to be important considerations. Firms with high levels of 

compensation and large blockholders are more likely to maintain full deductibility. Once 

the decision is made to maintain fiill deductibility, insider holdings, level of compensation, 

number of shareholder proposals on compensation policy, and pay-performance sensitivity 

are found to have a negative correlation with the firm's decision to defer rather than 

qualify excess compensation. CEO age has a positive influence on the deferral decision. 

The results of these papers support the proposition that a firm's choice of action is 

based on the costs attributed to their decision. These costs include the tax cost of not 

qualifying executive compensation, political costs associated with their decision (total 

assets), levels of monitoring (percentage ownership by outside blockholders), the agency 

cost of debt (debt/equity and market-to-book ratios), and risk-sharing between the 

executives and the firm (pay-performance sensitivity). In addition, their results are 

supportive of the argument that mandatory requirements to link pay to performance 

impose additional costs on firms. 

To extend the research on Section I62(m), this study investigates the actual 

actions taken by the firms in response to Section 162(m). This includes looking at how 

pay levels, pay-performance sensitivity and pay mix change after Section 162(m) for a 

sample of firms. In addition, it looks at stockholders' reaction to the announcement of the 

firm's response. 
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CHAPTERS 

DID SECTION I62(M) TARGET THE DESIRED FIRMS'^' 

Section I62(m) set a $1 million "blanket" limitation on non-performance-based 

compensation in the hopes of reducing "excessive" compensation and increasing the 

correlation between pay and performance. This amount was set without regard to a firm's 

size, its performance, or the existing pay-performance sensitivity. This chapter 

investigates whether the $ 1 million limitation was effective in identifying firms with 

excessive compensation and low pay-performance sensitivities. 

3.1 HYPOTHESIS DEVELOPMENT 

Much research has shown a positive correlation between compensation and firm 

size (e,g,. Ciscel and Carrol 1980; Kostiuk 1989; Finkelstein and Hambrick). The primary 

reason given for this correlation is that managers of larger firms generally require greater 

skill to handle the larger scale and/or scope of operations. Consistent with this reasoning, 

Finkelstein and Hambrick (1989) show that corporate complexity is positively related to 

pay levels. Mahoney (1979) studies pay differentials between executive grades and 

concludes that a difference between two levels is normally equivalent to a 30 to 40 percent 

difference in compensation. Thus, many organizational levels imply high pay at the top. 

Similarly, extant research indicates that pay levels vary across industries (Kostiuk, 1989). 

It is believed that more dynamic industries, such as pharmaceuticals or electronics, may 

require greater skill to manage than one that is more stable. On the other hand, regulation 

is thought to restrict the decision-making power of executives, leading to lower levels of 
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compensation. Other research documents a positive relationship between pay levels and 

firm performance (Ciscei and Carroll, 1980; Kostiuk, 1989; Finkelstein and Hambrick, 

1989). These studies use accounting measures of performance (Return on equity (ROE) 

and return on assets (ROA)) as well as market measures (returns) in their tests. 

Consistent with the argument that effective bonding (stock ownership) prevents executives 

fi-om extracting excessive compensation, Finkelstein and Hambrick (1989) and 

Rajagopalan and Prescott (1990) show that pay levels decrease as CEO holdings increase. 

By setting a dollar limit on the deductibility of compensation without regard for 

the various factors that affect compensation levels. Congress may have simply targeted the 

largest firms or firms within particular industries; not necessarily firms that 

overcompensate their executives. If, after controlling for firm-specific factors affecting 

compensation levels. Section 162(m) firms continue to pay their CEOs more than firms 

not affected by Section 162(m), an argument can be made supporting Congress' decision 

to target these firms. However, if the compensation of CEOs of Section 162(m) firms are 

not higher after controlling for these firm-specific factors, the design of this legislation 

may be called into question. This leads to the first hypothesis; 

HI:  Ceter is  par ibus ,  CEOs of  f i rms af fected by Sect ion I62(m) are  overpaid^ re la t ive  to  

CEOs of firms not affected by Section 162(m). 

Another intended target of this legislation is firms whose pay-performance 

sensitivity is low. Existing research has differing views on how sensitive an executive's 

' The term "overpaid" refers to a higher intercept in a regression of compensation on the various factors 
that affect compensation levels. 
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compensation should be to firm performance. For example, Jensen and Murphy (1990a) 

find that, on average, a CEO's compensation changes $3.25 for every $1,000 change in 

shareholder wealth. Although they determine that this pay-performance sensitivity 

measure is statistically significant, they argue that the magnitude "seems small in terms of 

the implied incentives (p.243)." Haubrich (1994), however, argues that a low pay-

performance sensitivity is consistent with agency theory due to the CEO's risk aversion. 

A growing body of literature indicates that across firms, pay-performance 

sensitivities vary systematically with the firm's growth opportunities (Smith and Watts, 

1992; Skinner, 1993; Gaver and Gaver, 1993). This line of research suggests that pay is 

more sensitive to (returns) performance in firms with high growth opportunities. The 

premise here is that growth opportunities create a higher level of information asymmetry 

between management and shareholders. Because of this, more incentives are required in 

order to induce management to act in the best interest of shareholders (i.e., to make 

investments in risky projects). In addition, a longer time fi^ame is required in order to 

realize returns on growth opportunities. By tying the manager's compensation to 

company returns, the manager is forced to weigh the short-term benefits against the long-

term. This has been one of the rationales for including stock options in compensation 

contracts of executives. 

While it is clear that the intent of Section 162(m) is to increase the pay-

performance sensitivity, what is unclear is whether the firms affected by Section I62(m) 

are in fact those firms with low sensitivities. The following hypothesis is explored; 
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H2; Ceteris paribus, pay-performance sensitivity is lower for firms affected by Section 

I62(m) than for firms not affected by Section 162(m). 

3.2 RESEARCH METHOD 

3.2.1 MODEL 3-1: COMPENSATION LEVEL 

In order to determine whether Congress, in setting an arbitrary limit of $ 1 million, 

is actually tzirgeting firms that were overpaying their executives or merely targeting firms 

whose executive compensation is higher due to other firm-specific characteristics (i.e., 

size, industry, etc.), the following model is estimated over the period 1991 to 1993;'° 

COMPi = Po + PiSlZEi + p2ACCTPERFi + psMKTPERFj + p4lNDi + psREG; + 

PfiGROWTHi + PtOWN; + PgGROUPi + e, 

where, 

COM? = compensation as reported in the Forbes survey," 

SIZE = total assets, 

ACCTPERF = return on assets, 

MKTPERF = annual market returns, 

IND = dummy variable equal to 1 if in electronics or pharmaceuticals 

industry; 0 otherwise, 

REG = dummy variable equal to 1 if in utilities industry; 0 otherwise 

In estimating the model, the variables COMP. SIZE, ACCTPERF. MKTPERF. GROWTH, and OWN 
are transformed by taking the natural log of the raw variable plus one. 
'' Various measures of compensation are used including total compensation, salary plus bonus, and stock 
compensation. 
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GROWTH = market to book equity, 

OWN = CEOs' percentage holdings of firms outstanding shares, and 

GROUP = dummy variable equal to 1 if salary + bonus > $ 1,000.000; 0 if 

salary + bonus < $1,000,000. 

The independent variables, SIZE, ACCTPERF, MKTPERF, IND, REG, 

GROWTH, and OWN are included in the model to control for factors which have been 

shown to aflfect the level of executive compensation. To control for the effects of 

inflation, all variables are measured in 1991 dollars. If Congress has effectively targeted 

the correct firms, the coefficient on GROUP, Ps, is expected to be significantly positive, 

indicating that Group 1 firms are overcompensating their executives relative to their peers. 

3.2.2. MODEL 3-2; PAY-PERFORMANCE SENSITIVITY 

Similar to Jensen and Murphy (1990a, 1990b), a model is used to estimate the pay-

performance sensitivity of executives. This pay-performance measure is calculated by 

regressing the CEOs' change in wealth (compensation) against stock returns and lagged 

stock returns. The level of compensation (as opposed to the change in compensation) is 

used since this is the amount by which the executives' wealth will increase corresponding 

to the increase in the firms' market value (returns). The pay-performance sensitivity is 

then measured as the sum of the slope coefficients. 

It is expected that firms subject to Section I62(m) will have a higher intercept due 

to their higher levels of compensation. Therefore a dummy variable is included in the 

model to allow for this difference across groups. To control for cross-sectional variation 

in the pay-performance sensitivity due to differences in growth opportunities, the model 
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includes interaction terms between growth zind the returns and lagged returns. Similarly, 

in order to analyze any differences in pay-performance sensitivity between the two groups 

(those subject to Section 162(m) and those not), the following model is estimated allowing 

for the interaction between group and returns; 

COMPu = Po + PiGROUP + PsMKTPERFit + PaMKTPERFit., + 

34(GROWTHi X MKTPERFit) + PsCGROWTH; x MKIPERFu-i) + 

pfiCGROUPi X MKTPERFit) + PTCGROUP. X MRTPERFU-I) + e. 

where, 

COMPi = compensation for CEO of firm i, 

GROWTH; = market to book equity for firm i, 

MKTPERFi = market returns for firm i, 

GROUPj = dummy variable equal to 1 if salary + bonus > $ 1,000,000; 0 if 

salary + bonus < $1,000,000, and 

t= 1991, 1992, 1993. 

If Congress has targeted those firms with low pay-performance sensitivity, Ps and/or Pe 

should be negative, indicating that firms affected by Section 162(m) have a lower 

sensitivity. 

3.3 SAMPLE SELECTION 

The sample firms are obtained fi-om the Forbes Executive Compensation Survey 

published in the May 23, 1994 issue.'- The annual survey includes compensation 

The 1994 survey includes compensation information for 1993. the year prior to enactment of Section 
162(m) 
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information for 800 top chief executives obtained from the firms' respective proxy 

statements. The compensation information includes the amounts of salary, bonus, other 

compensation'^, and gains from the exercise of stock options received by the CEO during 

the year. In addition, the survey also includes descriptive information on the executive 

(whether he was the founder, years with the firm, tenure as the CEO, age, education and 

stock ownership in the firm) as well as measures of firm performance (sales, profits and 5-

year returns). 

Various criteria had to be met by firms included in the sample. First, the firm must 

be included in the Forbes Executive Compensation Survey for the period 1991 to 1993. 

When a CEO leaves the company and a new CEO replaces him in the middle of the year, 

the survey includes data for a partial year rather than a fiill year. To reduce potential noise 

due to a CEO change, the firm must have the same CEO for the three years being 

examined. In addition, firm data must be available on Compustat and CRSP. 

The firms must also have a calendar year-end. The reason for this restriction is 

that it is not clear whether the 1993 Forbes survey disclosed 1993 fiscal year 

compensation or 1994 compensation for some firms. Data for the Forbes' survey is 

collected from firm proxy statements which are generally issued in the third month after 

year-end. For firms with calendar year-ends, the 1993 Forbes survey should include their 

1993 compensation. However, for firms with January year-ends, the 1994 compensation 

data would be disclosed in April, possibly in time to be included in the 1993 survey which 

"Other compensation" includes fringe benefits and the value of restricted stock awards which have 
vested during the current period. Pro.xy statements include restricted stock awards granted in the period 



is typically published in May. Finally, firms whose salary and bonus are not consistently 

greater or less than the $1,000,000 limit during the three year period are eliminated. 

There are 233 firms meeting all criteria for testing HI. In order to test H2, return data is 

needed for 1990. This additional restriction resulted in 218 firms for the H2 tests. Table 

3-1 provides a summary of the sample selection. 

3.4 RESULTS 

3.4 1 COMPENSATION LEVELS 

In order to test HI and H2, the firms meeting the data criteria are split into two 

groups; Group I (firms affected by Section 162(m)) includes those firms with salary and 

bonus in excess of $1 million and Group 0 (firms not affected by Section 162(m)) includes 

firms with salary and bonus less than $ 1 million. Although the $ 1 million dollar limitation 

applies to all non-performance-based compensation, salary plus bonus was used to identify 

Section 162(m) firms because stock-based compensation could easily be made to conform 

to the "performance-based" standards of the legislation. Therefore, gains from stock 

options would generally not be subject to the limitation. 

Tests are performed to determine whether compensation levels and pay-

performance sensitivity are significantly different across the two groups. Univariate 

results presented in Table 3-2 indicate that the two groups differ on a number of 

dimensions. On average, total assets for Group 1 firms are over $27.0 million which is 

significantly higher than the $6.4 million average for Group 0 firms. This indicates, as 

anticipated, that CEOs of larger companies are paid more. Another difference between 

based on the closing price at the end of the fiscal year. 
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the two groups is that only two firms fi-om the high-tech/pharmaceutical industries are in 

Group 0 (1.53 percent) as opposed to nine in Group 1 (10.34 percent). In addition, there 

are significantly fewer firms fi^om the regulated utilities in Group I (only one of the 87 

Group 1 firms (1.15 percent) is a regulated utility in contrast to 29 of the Group 0 firms 

(22.14 percent)). This is consistent with prior research that documents industry effects. 

Executives of dynamic firms (in this case high-tech and pharmaceutical firms) are 

compensated for the more complex and risky nature of their decisions. On the other hand, 

regulation reduces the managerial decision-making power of executives, thereby reducing 

their executives' compensation (Kostiuk, 1989). Consistent with CEOs getting paid for 

performance. Group 1 firms have better financial performance as measured by return on 

assets (5.1 percent as opposed to 3.3 percent). However, market returns are not 

significantly different across the two groups. Finally, on average, CEOs of Group 0 

firms own 3 .17 percent of their firms' stock compared with 1.96 percent owned by Group 

1 executives. However, this difference is not statistically significant. 

The compensation components are also presented in Table 3-2. All measures of 

compensation (total, cash and stock) are significantly higher for Group 1 firms, which is 

not surprising given that firms were assigned to groups based on the level of their cash 

compensation. However, the percentage of total compensation derived fi-om stock (i.e., 

compensation mix), is significantly higher for Group 1 firms. For Group 0 firms, 12.87 

percent of total compensation is derived fi-om stock options compared with 20.33 percent 

for Group 1. 
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To test HI which states that executives of Group 1 firms are overpaid relative to 

executives of Group 0 firms, ordinary least squares regression is used to estimate Model 

3-1 using alternate measures of compensation as the dependent variable. To determine 

whether multicollinearity is a potential problem, correlations between the independent 

variables are computed (Table 3-3). The highest correlation of 0.4572 is between 

ACCTPERP and IND. While significant, the correlation should not pose a problem in 

estimating the model (a correlation greater than 0.8 is considered "high" for diagnosing 

multicollinearity). 

Panel A of Table 3-4 reports the results using total CEO compensation as reported 

in the Forbes survey. This amount generally includes salary, bonuses, long-term 

incentives, gains on the exercise of stock options, and ftinge benefits. Size, accounting 

performance, and growth are significant positive determinants of the level of total 

compensation, while the effects of regulation on compensation levels are negative. These 

results are consistent with prior research. 

The coefficient of interest, Ps, is positive and significant at the 0.01 level. This 

indicates that after controlling for firm-specific characteristics affecting the level of 

compensation. Group 1 firms still pay their CEOs more than Group 0 firms do. This 

evidence appears to support Congress's decision to target the over-$ 1,000,000 firms. The 

first three columns present the results on a year-by-year basis. As in the pooled 

regression, 3? is positive and significant at the 0.01 level in each year. 

The coefficients on the control variables are generally in the anticipated direction. 

One exception is the coefficient on IND (dununy variable to designate high
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tech/pharmaceutical firms). Theory would predict that firms in these high-risk, dynamic 

industries would be paid more. However, a negative coefficient on this variable indicates 

a lower pay level for firms in these industries. A possible explanation for this result is that 

the relationship between compensation and the control variables may be different for the 

two groups of firms. To investigate this possibility. Model 3.1 was modified to allow for 

interactions between the control variables and GROUP. The results are presented in Table 

3-5. 

For total compensation (Panel A), the results are generally consistent with those 

presented in Table 3-4. However, the negative coefficient on IND can be attributed 

primarily to the Group 0 firms in 1991. This is evident by a negative coefficient on IND, 

but a significantly positive coefficient on (IND x GROUP). The negative relationship 

demonstrated for Group 0 firms is the result of having only two firms in the high

tech/pharmaceutical industries, both with total compensation in the lowest quartile of the 

Group 0 firms. Joint coefficient tests'"* were performed and are reported in Table 3-6. The 

results indicate that for Group 1 firms, there is no significant relationship between total 

compensation and membership in the high-tech/pharmaceutical industries. 

The relationship between compensation and accounting performance (measured as 

return on assets) also differed by groups. While this relationship was positive for Group 0 

firms in 1992 and 1993 (2.9096 and 1.8830, respectively), there was no significant 

relationship for Group I firms (see Table 3-6). This may lend some credence to the 

" H,,: IND + (IND .\ GROUP) = 0 
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proponents of Section 162(m) who feel that the high compensation levels are not 

warranted based on performance. 

Evidence pointing to unwarranted compensation levels are apparent in the 

diverging relationships between compensation and CEO ownership (OWN) for the two 

groups. Group 0 firms demonstrated a negative relationship which is consistent with 

executives monitoring/bonding themselves against excessive compensation that will 

detrimentally affect stockholders. However, based on the joint coefficient tests reported in 

Table 3-6, there is a positive relationship for Group 1 firms. While these results suggest 

that executives of Group 1 firms exert their power over their boards to extract excessive 

compensation, the results are also consistent with executives of larger firms having lower 

ownership percentages. 

To gain additional insight into the different compensation practices of the two 

groups of firms, the Model 3-1 regression was estimated using other measures of CEO 

compensation as the dependent variable. Panel B of Tables 3-4 and 3-5 present the results 

for cash compensation (defined as salary plus annual bonus). When it is assumed that the 

relationship between compensation and the control variables does not differ between the 

groups, firm compensation, size, accounting performance, and growth opportunities are 

shown to positively irifiuence the level of cash compensation. The theoretical variable of 

interest, Ps. is positive and significant for each of the three years and for the pooled sample 

indicating that Group 1 executives do receive higher levels of cash compensation. 

These results change when the relationship between control variables and cash 

compensation is allowed to differ between groups. The coefficient on the variable 
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measuring differences in compensation level between the two groups (GROUP) is no 

longer significant. Therefore, the difference in cash compensation that is documented in 

Table 3-4 can be explained by differences in the relationship between control variables and 

cash compensation between firm groups. 

One of these differences is the stronger positive relationship between firm size and 

compensation for Group 1 firms (Table 3-5). It appears that these firms pay a higher 

"premium" for the complexities involved in managing a larger firm. Also, as we saw with 

total compensation, the pay for Group 0 firms is negatively related to CEO ownership 

(Table 3-5), but the relationship is positive for Group 1 firms (Table 3-6). 

The results of estimating the model using stock compensation'^ as the dependent 

variable are reported in Panel C ofTables 3-4 and 3-5. In Table 3-4, regulation is shown 

to consistently have a significant negative impact on the level of stock compensation. The 

percentage of stock ownership by the CEO also has a negative effect. This could be for a 

number of reasons. One possibility is that CEOs v/ith large holdings in their companies 

are less likely to overcompensate themselves and are less likely to act to the detriment of 

stockholders (bonding argument). Another possibility is that stock compensation is more 

costly when the CEO has a large portion of his wealth tied to firm performance due to the 

CEOs' inability to diversify. 

Growth opportunities also seem to influence the level of stock compensation. This 

is consistent with the results of prior research (Smith and Watts, 1992; Gaver and Gaver, 

'' Stock compensation in this chapter refers to gains on the exercise of stock options as reported in the 
Forbes survey, not the value of options granted during tliis period. 
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1993) which shows that firms with growth opportunities have higher stock compensation. 

This provides an incentive for executives to invest in risky growth opportunities which will 

benefit stockholders. 

Contrary to the results presented in Table 3-4 which indicate that Group 1 

executives receive more stock compensation than Group 0 executives, this difiference is 

not significant when allowing for the relationship between control variables and 

compensation to differ between groups. As Panel C of Table 3-5 indicates, there are no 

significant differences in stock compensation between firms. Unlike the results for cash 

compensation where the relationship between compensation and executive ownership was 

negative for Group 0 and positive for Group 1, the findings are reversed for stock 

compensation. There is no significant relationship for Group 0 firms, and a negative 

relationship is apparent for Group 1 firms, primarily in 1991 (the negative relationship also 

holds when all three years are pooled). 

Overall, the results indicate that Group 1 firm executives are compensated more 

than their counterparts in Group 0 firms. For cash compensation, the additional amount is 

due to a larger premium being paid to executives for managing the complexities associated 

with very large firms. Also, there is evidence that the executives' power over the board 

(as measured by his percentage ownership) may have a positive influence on the cash 

compensation that he receives. For stock compensation. Group 1 firm executives are 

more highly compensated, but receive less stock the greater their existing holdings. The 

relationship between the two separate components of compensation (cash and stock) with 



CEO ownership is consistent with CEOs' use of their executive powers to compensate 

themselves more heavily with cash than with stock. 

A final observation regarding these tests relates to the effectiveness of Model 3-1 

in explaining the variation in compensation. While the model performs very well for cash 

compensation (adjusted in excess of .60), it only explains less than 20 percent of the 

variation in stock compensation. This may be due to researchers limiting their 

compensation measures to cash components when developing their models. Additional 

research may be needed to develop a model to better explain the variation in stock 

compensation. 

3.4.2. PAY-PERFOEIMANCE SENSITIVITY 

To determine whether pay-performance sensitivities differed across the two groups 

of firms. Model 302 was estimated using ordinary least squares (OLS) regression. Table 

3-7 presents the coefficients for the correlations among independent variables. As in 

Model 3-1, multicollinearity does not appear to be a significant problem (highest 

correlation is 0.60). 

Table 3-8 presents the OLS results for Model 3-2. Panel A reports the results 

where COMP is defined as total compensation reported in the Forbes survey. As 

expected, the coefficient on GROUP is significantly positive, indicating that CEOs in 

Group 1 firms receive higher levels of compensation. The coefficients on RETURNt and 

RETURNt-i are generally negative are generally not significant. The significantly positive 

coefficient on (GROWTH x RETURNt) in 1991 and (GROWTH x RETURN^) in 1992 

and the three years combined, support a positive relationship between pay-performance 



49 

sensitivity and firms' growth opportunities. The coefficient on (GROUP x RETURN,) is 

significantly negative in 1992 and for the three years combined. Alternatively, in 1991, the 

coefficient on (GROUP x RETURN,-i) is significantly positive. This relationship also 

holds over the three-year period. These results provide no consistent evidence of 

differences in pay-performance sensitivities between the two groups for total 

compensation. 

Panel B reports the results using cash compensation as the measure of COMP. 

The results for cash compensation are more conclusive than for total compensation. Over 

the three year period. Group 0 firms demonstrate no significant pay-performance 

sensitivity. On the other hand, compensation for Group 1 firms is positively related to 

performance. Similar conclusions can be drawn fi"om the individual year regressions. 

These results run counter to the implication of Section 162(m) that high-paying firms do 

not compensate their executives based on firm performance. 

Finally, COMP is defined as stock compensation in Panel C. The results are 

mixed, and very similar to those for total compensation. Market performance and stock 

compensation are positively related for Group 0 firms in 1993; positively related in 1991, 

and negatively related in 1992 for Group I firms. However, one caveat should be made 

regarding the tests on stock compensation. As defined by Forbes, the amount included in 

the dependent variable is the gains fi'om exercise of stock options. It is not an indication 

of the value or number of options granted in the current period. Any positive correlation 

between market returns and stock gains may solely be the result of the way this 

compensation measure is defined. If we assume that current and lagged returns are an 
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indication of performance in prior periods, and because options are only valuable if stock 

prices increase, only CEOs of firms with positive returns will exercise options. The value 

of the options for poorly performing firms would be zero and it would not be prudent for 

the CEO to exercise these options. Thus, executives of poorly performing firms would 

not be expected to have any stock compensation. Similarly, executives of high-performing 

firms would be expected to exercise their valuable options which would be included in 

stock compensation. This would result in the documented positive relationship between 

the Forbes measure of stock compensation and market performance regardless of the 

relationship between stock options granted and market performance. 

The results of HI and H2 tests, especially as they relate to cash compensation 

(salary plus bonus) indicate that while Group 1 CEOs were being paid more, their pay was 

also riskier in the sense that it was more closely tied to performance. While this is 

consistent with the notion that Group I executives are being compensated for accepting 

higher levels of risk, there is also evidence to support the criticism made by compensation 

critics that executives are exerting their power over the board of directors to influence 

their pay. Thus, no conclusions can be drawn about whether Congress targeted the 

correct firms in setting up the $l million limitation.'^ 

Ideally, to control for differences in compensation levels due to the riskiness of the compensation 
contract some measure of the firm's pay-performance sensitivity should be included in Model 3-1. 
However, due to the lack of a long time-series of compensation data with which to calculate the historical 
pay-performance sensitivity of these firms. Model 3-1 was estimated using either the firm's beta or the 
variance of firm retiuns to pro.xy for compensation risk. The coefficients on these variables were not 
significant and their inclusion did not materially affect the reported results. 
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CHAPTER 4 

DID SECTION 162(M) ACHIEVE THE DESIRED RESULTS? 

4.1 HYPOTHESIS DEVELOPMENT 

Section 162(m) was explicitly intended to increase the pay-performance sensitivity 

of executive compensation. In doing so, it was implicitly hoped that the higher sensitivity 

would increase the executive's incentives to act on behalf of stockholders. Some also 

thought that an increased pay-performance sensitivity would decrease overall 

compensation levels, especially in those firms whose performance continued to be poor 

{Wall Street Jotmial, April 22, 1992). 

However, it is unclear that Section I62(m) would induce such action. For 

example, a move to a greater proportion of incentive pay increases the risk to the 

executive for which he must be compensated. One way of addressing this risk-return 

mismatch is by reducing the risk. This can be achieved by lowering the performance goal, 

making it easier for the executive to earn a bonus. Thus, it is possible that the pay-

performance sensitivity may in fact decrease after implementation of such a change. 

Another way of appropriately compensating the executive for risk is to increase the 

overall level of compensation. This could be accomplished by increasing the base salary 

component if it is currently below the $1 million threshold (and qualifying all other 

components of compensation) and/or by increasing the rate at which the bonus is earned 

(the equivalent of increasing the slope on a graph of compensation on performance). 

Either method will increase the executive's total compensation after controlling for 
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performance. Yet another way of increasing the overall level of compensation is to 

increase the amount of stock-based compensation, which under liberal transitional rules, is 

generally deductible. 

The above scenarios suggest that three compensation plan characteristics need to 

be investigated ~ compensation levels, pay-performance sensitivities and the mix of 

compensation components, to assess the effect Section I62(m) had on compensation 

practices. Because firms chose different actions in response to Section I62(m), changes 

to these three characteristics are expected to differ across firms. 

To qualify excess compensation, firms had to make its payment contingent on the 

attainment of some prespecified performance goal. This implies a higher pay-performance 

sensitivity," increasing the risk associated with that compensation and calling for a higher 

level of compensation. The least costly means of increasing total compensation while at 

the same time increasing the pay-performance sensitivity is usually through the use of 

stock options. Under transition rules, stock options are considered performance-based if 

the exercise price is greater than or equal to the market price when issued. In addition, 

their "value" is not included on the financial statements as an expense of the company the 

way a cash bonus would be. Thus, the following hypotheses are tested for firms that 

chose to qualify their excess compensation. 

H3a; Compensation levels increased after Section 162(m) for firms that made their 
executive compensation performance based. 

' Pay-performance sensitivit\' is measured by the coefficients on returns and lagged returns when 
regressed on compensation. 
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H4a. Pay-performance sensitivities increased after Section 162(m) for firms that made 
their executive compensation performance based. 

H5a: The percentage of stock-based compensation increased after Section I62(m) for 
firms that made their executive compensation performance based. 

While many firms chose to qualify their compensation in order to retain 

deductibility, other firms chose to defer excess compensation to a period when it would be 

deductible. By having a portion of their compensation deferred, generally until 

retirement, executives are foregoing current period buying power. This imposes a cost for 

which the executives may demand to be compensated. While this additional compensation 

may come from either the unqualified component (cash bonuses) of the plan (which 

increases the amount that will be deferred), or from the qualified component (stock 

options) the least costly solution would be to increase stock options (again, because the 

value of options is excluded from the income statement as an expense and the options 

easily meet the performance-based requirements of Section 162(m)). Thus, the mix of 

compensation components is expected to increase. Because these firms are not adopting a 

performance-based bonus plan as defined by Section 162(m), pay-performance sensitivities 

are not expected to change. 

Accordingly, the following hypotheses are tested for firms choosing to defer 

excess compensation: 

H3b; Compensation levels increased after Section 162(m) for firms that deferred excess 
compensation. 

H4b: Pay-performance sensitivities were unchanged after Section 162(m) for firms that 
deferred excess compensation. 
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H5b: The percentage of stock-based compensation increased after Section I62(m) for 
firms that deferred excess compensation. 

The third group of firms chose to forego (at least partially) the deduction on 

excess compensation. The pay-performance sensitivities and total compensation is not 

expected to change for these firms. However, in an attempt to minimize the loss of 

deductions, a shift to qualified components such as stock options may occur. Therefore, 

the following hypotheses are tested: 

H3c: Compensation levels were unchanged after Section 162(m) for firms that did not 
make their executive compensation performance based. 

H4c; Pay-performance sensitivities were unchanged after Section I62(m) for firms that 
did not make their executive compensation performance based. 

H5c: The proportion of stock-based compensation increased after Section 162(m) for 
firms that did not make their executive compensation performance based. 

The final group of firms were those whose compensation plans were already 

performance-based as defined by Section 162(m). For these firms, no changes are 

anticipated in any of the compensation characteristics. 

H3d: Compensation levels were unchanged after Section 162(m) for firms with 
performance based executive compensation in place. 

H4d: Pay-performance sensitivities were unchanged after Section 162(m) for firms with 
performance based executive compensation in place. 

H5d: The percentage of stock-based compensation was unchanged after Section 162(m) 
for firms with performance based executive compensation in place. 
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4.2 RESEARCH METHOD 

4.2.1. MODEL 4-1; COMPENSATION LEVEL 

As discussed in Section 3.1, compensation levels vary with numerous firm traits 

including size, performance, industry, growth opportunities and executive ownership of 

the firm. A model similar to Model 3-1 is used to determine the effect thatSection I62(m) 

had on compensation levels for each group of firms (qualifying, nonqualifying, complying 

and deferring).'* 

COMPi, = Po + piSIZEi, + p2lNDit + PsREGit + P4ACCTPERFit + pjMKTPERF.i + 

pfiGROWTHit + P7OWNU + PsAFTERit + Si, 

where, 

LCOMP = compensation, 

SIZE = total assets, 

IND = dummy variable equal to 1 if in electronics or pharmaceuticals 

industry; 0 otherwise, 

REG = dummy variable equal to I if in utilities industry; 0 otherwise, 

ACCTPERF = return on assets, 

MKTPERF = annual market return, 

GROWTH = market to book equity, 

OWN = managements' percentage holdings of their firms' outstanding 

shares, and 

In estimating the model, the variables COMP, SIZE, ACCTPERF, MKTPERF. GROWTH and OWN 
are transformed by taking the natm^ log of the raw variables plus one. 
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AFTER = dummy variable equal to 1 if year = 94 or 95; 

0 if year = 91 or 92." 

The model (Model 4-1) is identical to Model 3-1 with two exceptions. First, the 

definition of OWN has changed. In Model 3-1 this variable was defined as the natural log 

of CEOs' percentage holdings of the firms' outstanding shares. Because the sample for 

these tests are not limited to CEOs, a broader definition of ownership is more appropriate. 

Therefore, OWN is defined here as the natural log of management's percentage holdings 

where "management" includes all board members and the five highest paid officers as 

reported in the firms' proxy statements. This variable is still intended to measure the 

extent to which management's interests converge with stockholders'. 

The second difference is the replacement of GROUP (in Model 3-1) with AFTER. 

In these tests, the effect of Section 162(m) on levels of compensation is of interest. As in 

Model 3-1, amounts are stated in 1991 dollars to control for the effects of inflation. 

Firms with anticipated increases in compensation are expected to have a significantly 

positive coefficient on AFTER. Similarly, Pg is not expected to be significantly different 

from zero for firms with no anticipated changes. 

4.2.2. MODEL 4-2. PAY PERFORMANCE SENSITIVITY 

A model similar to Model 3-2 is used to determine the effect of Section I62(m) on 

pay-performance sensitivities. Again, this model is based on Jensen and Murphy (1990a, 

1990b) who measure the pay-performance sensitivity as the sum of the slope coefficients 

from a regression of compensation against stock returns and lagged stock returns: 
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COMPu = Po + piAFTERii + piMKTPERFit + PsMKTPERFit-i + 

P4(GR0WTHit X MKTPERFit) + PsCGROWTHu x MKTPERF;,,) + 

P6(AFTERjt X MKTPERFit) + p7(AFTERii x MKTPERFu-i) + EH 

where, 

COMPi = compensation, 

MKTPERFi = market return, 

GROWTHj = market to book equity, and 

AFTERi = dummy variable equal to 1 if the year is 1994 or 1995 and 0 if 

the year is 1991 or 1992. 

A significantly positive Pe and/or p? is consistent with an increase in pay-

performance sensitivities. Similarly, insignificant coefficients indicate no change in pay-

performance sensitivities. 

4.2.3. MODEL 4-3: PAY MIX 

Lewellen, et al. (1987) develop a model to explain the mix of compensation 

components. Their model is adapted to investigate the effect of Section I62(m) on pay 

mix. Generally, compensation contracts are designed to reduce agency costs by balancing 

the need to increase managers' horizon (incentive problem) while minimizing risk 

exposure. Stock-based compensation is usually viewed as an instrument to extend 

management's planning horizon because stock options are not valuable unless the 

company does well in the future. While alleviating the incentive problem, stock options 

increase the manager's risk exposure since stock price fluctuations may be due to factors 

" 1993 was e.\cluded from the analysis because it was a transition year. 
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outside the manager's control; market and industry forces also aflfect prices. Therefore, 

ceteris paribus, I would expect to see a larger proportion of stock-based compensation in 

firms where incentive problems are greater. Similarly, I would expect to see a smaller 

proportion of stock-based compensation in firms where risk exposure is greater. 

Six variables are used to proxy for the extent to which incentive and risk exposure 

problems exist. The first variable, OWN, is the percentage ownership of management 

where "management" is defined as the board of directors and five highest compensated 

officers. To the extent that management is also an owner of the firm, the divergence 

between owners' interests and manager's interest lessens. In addition, the risk associated 

with the granting of additional stock options increases as management is less able to 

diversify their wealth holdings. Therefore, a negative relationship between OWN and the 

proportion of stock-based compensation is expected. 

Two variables proxy for the proportion of the firm's investment opportunities that 

are long-term in nature. The first variable is FIX, defined as long-term assets divided by 

total assets. GROWTH, or the market value of equity divided by the book value of equity 

is the second variable. The larger these variables, the more important it becomes to 

extend the manager's horizon and a higher proportion of stock-based compensation is 

expected. 

To the extent managers have a fixed claim to the firm's cash flow, they have an 

incentive to choose a capital structure with low levels of debt since debt would compete 

with their claims to the same (lower) tail of the firm's cash flow distribution. This 

tendency to underleverage the firm can be ameliorated by providing the managers with a 
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larger equity claim. By giving managers a share of the residual through stock-based 

compensation, a debt/equity choice which is suboptimal for shareholders may be 

prevented. Thus a positive relationship is expected between DE (debt to equity ratio) and 

the proportion of stock-based compensation. 

Likewise, if a manager has a primarily fixed-income claim he may prefer an 

investment policy that reduces the variance of firm value (VAR), even if that policy 

reduces share price. This action would reduce the probability of bankruptcy for the firm 

which in turn reduces the manager's personal risk. The use of stock-based compensation 

would therefore assist in aligning the interests of stockholders and managers by increasing 

the cost to management of engaging in a non-value maximizing investment strategy. 

Thus, the relationship between VAR and the proportion of stock-based compensation is 

expected to be positive. 

The firm's systematic market risk, BETA, may also influence the design of the 

executive's compensation package. The higher the association between firm returns and 

market returns, the weaker the link between stock prices and firm-specific performance. 

Therefore, high BETA firms would be expected to place more emphasis on other 

measures of performance (relative stock price, accounting measures, etc.) and less 

emphasis on stock prices. 

The model used to test the effect Section I62(m) had on the mix of compensation 

components is:"° 

In estimating the model, the variables MIX OWN. GROWTH. FIX. DE. VAR, and BETA are 
transformed by taking the natural log of the raw variables plus one. 
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MIX,. = Po + piOWNu + PzGROWTHit + PsFIXu + P+DEu + psVARi. 

+ PEBETAII + P7AFTERIT + SI 

where, 

MIX = stock-based compensation^' as a percentage of total compensation, 

OWN = percentage ownership of management, 

GROWTH= market to book value of equity, 

FIX = ratio of book value of long-term assets to book value of total assets, 

DE = ratio of book value of debt to book value of equity, 

VAR = firms' daily stock return variance, 

BETA = firms' daily stock return beta, and 

AFTER = dummy variable equal to I if the year is 1994 or 1995 and 0 if 

the year is 1991 or 1992. 

If firms increased their usage of stock-based compensation, we would expect P? to 

be significantly positive after controlling for other variables that may affect the percent of 

stock compensation. 

4.3. SAMPLE SELECTION 

To be included in the final sample, the CEO had to be included in the 1992 and 

1993 Forbes Executive Compensation Surveys with salary plus bonus greater than or 

equal to $ 1 million in each of those years. These criteria served two purposes. First, 

limiting the sample to firms that met the criteria in successive years ensured that the 

Stock-based compensation includes compensation from restricted stock, stock options and other long-
term awards based on stock prices. 
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sample firms had a history of compensating their executives in excess of $ I million. 

Second, because stock-based compensation was easily qualified under liberal transition 

rules, applying the $ I million limit to cash compensation provided some assurance that the 

firms in the sample would have unqualified compensation. Three hundred eighteen firms 

met this first criteria. 

Data limitations fiarther reduced the sample. To obtain detailed compensation 

information as well as firms' responses to Section I62(m), proxy statements for 1992, 

1993, 1994, 1995, and 1996 were required. Proxy statements for 67 of the 318 firms 

were unavailable on Compustat's Corporate Text. 

Another restriction was that firm data was required on Compustat and CRSP for 

two years before and two years after Section 162(m)'s effective date. For firms with a 

calendar year-end, the two years after Section 162(m) were 1994 and 1995; for non-12/31 

firms, 1995 and 1996 data was required. Because 1996 Compustat data was unavailable 

at the time this study was started, only calendar year-end firms were included. Finally, 55 

firms with missing Compustat data between 1991 and 1996 were eliminated. This resulted 

in a sample of 142 firms (See Table 4-1). 

The calendar year-end firms were required to inform stockholders of their 

compensation policy in the 1994 proxy statements. These proxy statements are used to 

classify the remaining firms into one of four categories as disclosed in Table 4-1. Firms 

whose compensation plans already qualified or who needed to meet some technical 

requirements (such as obtaining shareholder approval) to qualify are classified as 

"complying" firms. The second group included firms that may have qualified some 
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components of their compensation plans, but were requiring their executives to defer any 

remaining unqualified compensation. These companies are referred to as "deferring" 

firms. "Nonqualifying" firms include companies that have nonqualified compensation 

plans, but do not require their executive to defer. Finally, "qualifying" firms include firms 

that qualified all components of their compensation plans. 

4.4 RESULTS 

Table 4-3 presents a comparison of the means of several variables used in the 

analysis across response groups for the years prior to the passage of Section I62(m), 1991 

and 1992. The first five variables included in Table 4-3 relate to the average 

compensation for the top five executives in each firm. Across response groups, the only 

compensation component that differed was lower use of stock options by deferring firms 

($103,000 for deferring firms with amounts in excess of $200,000 for the remaining 

firms). The limited use of stock options by deferring firms is also evident in the 

compensation mix. The proportion of total compensation derived from stock is 24 

percent for deferring firms. This is significantly different, at the 0.10 level, from the three 

other groups whose stock-based compensation accounts for over 30 percent of their total. 

The remaining variables in Table 4-3 are control variables used in the various tests. 

The complying firms are characterized as low-debt firms as indicated by their low debt-to 

equity ratio (2.30 versus 5.0 for qualifying firms and 5.59 for deferring firms). In addition, 

their return on assets of 5.94 percent and market returns of 41.45 percent place them 

among the top performing groups. This lends some support to the argument that their 

compensation contracts are providing proper incentives to their executives. 



63 

Deferring firms appear to be low growth firms. The average market-to-book 

ratios (the proxy used for growth opportunities) for these firms is 1.9-to-l which is 

significantly lower (p < 0.10) than the other response groups. There are also no firms in 

the high-tech/pharmaceutical industries. Johnson, et al. (1996) hypothesized that the 

firms' growth opportunities would have a negative influence on firms' decisions to defer 

rather than qualify excess compensation. Firms with few growth opportunities do not 

need to provide incentives for their executives to undertake these projects. Using a logit 

model, Johnson et al. (1996) get insignificant results. However, the univariate results 

presented in Table 4-3 of this study support their hypothesis since deferring firms have a 

significantly lower market-to-book ratio than qualifying firms. 

The lack of growth opportunities for deferring firms could also explain the lower 

levels of stock options used by these firms. Stock options are viewed as a mechanism to 

extend the time horizon on executives decision-making to encourage them to invest in 

growth opportunities whose benefits may not be seen in the short-term. The lack of such 

growth opportunities for these firms may reduce the attractiveness of stock options as a 

means of compensation. 

Deferring firms were also the poorest performing firms. Their ROA of 3.1 percent 

was significantly lower than the three other response groups. While not significantly 

different from the other groups, their market returns are the lowest. Their poor 

performance along with a high debt-to-equity ratio (5.6-to-I) may be an indication that the 

decision to defer excess compensation results from cash flow problems. 
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On the other hand, nonqualifying firms are high growth firms. They have the 

highest percentage of firms in the high tech/pharmaceuticals industries (16 percent), and 

have the highest market-to-book ratio (3 .0-to-l). Their performance, measured by ROA, 

is among the highest at 5 percent. Although these firms do not conform to the strict 

performance-based criteria mandated by Section 162(m), their high performance indicates 

that existing compensation plans are providing incentives to their executives 

The distinguishing characteristics of qualifying firms is their high management 

ownership (8.45 percent), a proxy for monitoring^onding. This finding is consistent with 

Johnson, et al. (1996) who use the percentage ownership by large blockholders as a proxy 

for monitoring/bonding and find that the level of monitoring has a positive influence on the 

decision to qualify rather than not qualify excess compensation. 

4.4.1 COMPENSATION LEVELS 

A univariate comparison of means before and after Section 162(m) by firm type is 

presented in Table 4-4. For the tests of compensation levels before and after Section 

I62(m), the first four variables, average total compensation, average salary, average 

annual bonus and average stock options, are of interest. These averages are for the top 

five executives as reported in the proxy statements (these executives generally include the 

chairman of the board, chief executive officer, president and numerous vice presidents). 

Deferring and nonqualifying firms had significant increases in total compensation 

after Section 162(m). For deferring firms, total compensation rose from an average of 

$1.1 million in 1991 and 1992 to $1.4 million in 1994 and 1995. This represents an 

increase of over 25 percent. For 1991 and 1992, the average total compensation of 
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nonqualifying firms is $ 1.25 million. This amount rose to an average in excess of $ 1.7 

million for 1994 and 1995, an increase of 36 percent. While total compensation also 

increased for the other two groups, these increases were not statistically significant. There 

is no evidence of significant increases in salary levels for any of the groups. All firms 

increased their bonuses, and all but complying firms also increased their stock options. 

While the univariate results point to increases in different compensation components, these 

increases may be due to changes other than Section I62(m). For example, deferring firms 

have a significant increase in ROA after Section 162(m) which, ail else equal, should lead 

to increased compensation. 

In order to isolate the effects of Section 162(m) on compensation levels. Model 4-

1, which controls for changes in other determinants of compensation, is estimated for each 

response group. The results are presented in Table 4-5 using different measures of 

compensation. Each compensation measure used in this table represents the average of 

the top five executives within each firm. Panel A presents the results using average total 

compensation as the dependent variable. Total compensation includes salary, annual 

bonus, restricted stock awards, long-term incentive plan payouts, and stock options." 

The variable of interest for this test is AFTER, which is a dummy variable equal to 1 for 

1994 and 1995 and 0 for 1991 and 1992. The coefficients on the remaining (control) 

variables are generally in the expected direction except for LOWN. For nonqualifying and 

qualifying firms, there is a significantly positive relationship between the percentage 

ownership and total compensation, indicating that total compensation for executives of 
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these firms is higher in manager-controlled firms. This result is contrary to a monitoring 

hypothesis and is consistent with executives (and boards) using their influence to raise 

compensation levels which is the very problem that Section 162(m) was created to 

alleviate. On the other hand, complying firms exhibit a negative relationship with 

percentage ownership and total compensation which is consistent with a 

monitoring/bonding hypothesis. 

After controlling for the effects of inflation and other compensation determinants, 

total compensation appears to have increased for deferring, nonqualifying, and qualifying 

firms after Section 162(m) was implemented. As expected, compensation levels did not 

increase for complying firms because compensation contracts did not need to be changed. 

Similarly, it was anticipated that there would be no change in nonqualifying firms since 

they were not making any changes to their compensation contracts which would impose 

additional costs on the executives (increasing risk for qualifying firms and reducing current 

period buying power for deferring firms). It is possible that the documented increase for 

the nonqualifying firms is related to the categorization of these firms. This group includes 

companies that qualified some, but not all of their compensation (as well as firms that did 

nothing). By qualifying a portion of their executives' compensation, more risk may have 

been added to the contracts which may explain the increased compensation levels. To 

investigate this possibility. Model 4-1 was estimated using only the firms that did not 

change any of their compensation plans to comply with Section 162(m). The coefficient 

on AFTER remained significantly positive (results not presented). 

"" The stock options were valued using the Black-Scholes method. 
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Deferring and qualifying firms were expected to increase their compensation levels 

to compensate executives for the additional costs now attached to their contracts. The 

results were as anticipated for these firms. 

Model 4-1 is also estimated on alternative compensation measures to investigate 

the effect Section 162(m) had on the individual compensation components. Panel B of 

Table 4-5 shows that salary levels remained unchanged for all four groups. Consistent 

with the results for total compensation, nonqualifying and qualifying firms demonstrate a 

positive relationship between salary levels and management ownership, calling into 

question the effectiveness of monitoring. It also appears that for all groups, salary levels 

are negatively related to market performance. Generally, salary levels are not expected to 

vary from year to year with firm performance; they are considered a relatively static 

amount. Therefore, the negative relationship can be explained by constant salary levels 

during a period of declining market performance. 

The results in Panels C indicate that annual bonuses increased significantly for all 

firms. Size and accounting performance appear to be strong positive determinants of 

bonuses for all groups, with market performance being significant only for complying 

firms. Finally, all groups increased their use of stock options. 

For many firms, the compensation plan for the highest-ranking executives differs 

from those of other executives. Because these higher-ranking executives (board chairmen 

and chief executive officers) are generally the most highly paid, and thus the most likely to 

have compensation in excess of $ 1 million, changes may have been made exclusively to 

their compensation contracts. A subsample of observations is used to investigate this 
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possibility. To be included in these tests, the executive must have been with the firm in 

the highest executive position for the entire test period. This controls for fluctuations in 

compensation due to factors other than Section 162(m) such as promotions, retirements 

and signing bonuses.^ Table 4-6 provides some descriptive data on compensation levels 

and mix for the 90 executives who met the above criteria. 

It is interesting to note that a comparison of the average compensation for the top 

five executives indicates no significant differences in total compensation, salary or annual 

bonuses (see Table 4-3). However, the compensation of chairmen/CEOs is rather diverse 

across response groups. Prior to the passage of Section 162(m), total compensation for 

chairmen/CEOs in complying firms was $4.1 million which is significantly greater than 

deferring ($ 1.9 million) and nonqualifying firms ($2.2 million). However, the majority of 

this difference is in the form of stock options, since deferring firms issued only $ 150,000 

in options whereas complying firms issued $934,000. The salary levels of chairmen/CEOs 

is also higher for complying firms ($845,000) than the other response groups, although the 

differences are only significant for nonqualifying firms ($725,000). 

The biggest difference appears in the use of stock options. The pattern of 

deferring firms using a lower level and proportion of stock to compensate their top five 

executives is documented in Table 4-3. This pattern also holds for the chairmen/CEOs. 

For deferring firms, the chairmen/CEO's stock compensation comprises only 17.7 percent 

of their total compensation, compared with 41.4 percent for complying firms, 36.3 percent 

In several cases, newly hired CEOs who were not previously employed by the company were given large 
amounts of stock options. These amounts were substantially reduced in subsequent years. 
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for nonqualifying firms, and 28.6 percent for qualifying firms. Qualifying firms pay the 

largest bonuses. The $850,000 average bonus for chairmen/CEO's of qualifying firms was 

significantly greater than the averages for deferring and nonqualifying firms ($511,000 and 

$424,000, respectively). 

Table 4-7 provides the results of univariate tests on compensation levels and mix 

for firm chairmen/CEOs before and after passage of Section I62(m). Similar to the 

univariate tests on the average compensation levels and mix for the top five executives 

(see Table 4-4), complying firms increased annual bonuses of chairmen/CEOs fi-om $0.7 

million to $1.1 million (significant at the 0.10 level). 

Deferring firms increased the annual bonus and stock options of their firm 

chairmen/CEOs. Bonuses went fi-om $0.5 million to a little over $0.7 million. The 

increases in stock options were more dramatic, going from $150,000 to $520,000. These 

increases resulted in a higher compensation mix (18 percent prior to Section 162(m) and 

32 percent after). 

The total compensation increased for chairmen/CEOs of nonqualifying firms. This 

was primarily due to a $0.5 million increase in annual bonuses. Finally, qualifying firms 

more than tripled the value of stock options awarded to their chairmen/CEOs. The 

increase from $0.4 million to $1.4 million is consistent with firms moving toward 

performance-based compensation. 

Table 4-8 presents the results of estimating Model 4-1 on the sample of 

chairmen/CEOs. As Panel A indicates, chairmen/CEOs of complying firms received no 

increase in total compensation after Section 162(m). This is consistent with what was 
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anticipated and is in contrast to the high-ranking executives of other response groups 

whose total compensation increased significantly. 

Only nonqualifying firms increased salary levels significantly (see Panel B). 

However, as indicated in Table 4-6 and Table 4-7, salaries of chairmen/CEOs of 

nonqualifying firms were significantly lower than complying firms prior to Section 162(m), 

and even with the increase, salary levels continued to lag behind complying firms after 

Section 162(m). 

The results in Panel C indicate that, as expected, complying firms did not 

significantly change their annual bonuses to high-ranking executives. The significant 

increases in bonus compensation for deferring firms were anticipated, while the increases 

for nonqualifying firms were contrary to expectations. Qualifying firms maintained their 

level of annual bonuses. Finally, all but complying firms increased their use of stock 

options. This may be an indication that compensation plans for these firms are in fact 

becoming more performance-based. 

To summarize, compensation levels have increased for all firms after Section 

162(m), except for complying firms. These increases come primarily from annual bonus 

and stock option components; salary levels were unchanged (with the exception of 

chairmen/CEOS of nonqualifying firms). This conclusion holds for the company's top 

five executives as well as the chairmen/CEO. 

The results of these tests support H3 for deferring and qualifying firms. Due to 

changes in either the timing of compensation payment (deferring firms) or the method 

used to determine the amount of compensation payment (qualifying firms), higher levels of 
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compensation after Section 162(m) were anticipated for these firms. However, H3 was 

not supported for nonqualifying firms whose compensation levels were expected to remain 

unchanged. For these firms, significant increases in bonuses and stock options are evident 

for all levels of executives. In addition, chairmen/CEO salaries also increase. Finally, the 

results for complying firms are in accordance with H3 which anticipated no change in 

compensation levels. 

The results also provide some insight about the determinants of compensation 

levels. For example, firm size appears to be a significant determinant for salary and bonus 

levels, but not necessarily stock options, especially when the model is estimated on the 

average compensation of the top five executives. Similarly, bonuses have a strong positive 

relationship with accounting performance, and market performance for CEOs, but only 

demonstrate a positive relationship with accounting performance for the top five 

executives. Finally, the model used seems to work best on cash compensation rather than 

stock options (higher adjusted R-squares). As mentioned in Section 3.4 this could result 

fi-om model developement with cash compensation only. Future researchers may need to 

develop a model to explain the differences in the level of stock options across firms. 

4.4.2 PAY-PERPORMANCE SENSITIVITY 

Pay-performance sensitivities were expected to increase for firms that were 

qualifying their compensation. However, no changes were anticipated for the other 

groups of firms. To test these hypotheses. Model 4-2 was estimated using OLS 

regression. The results are presented in Table 4-9 using different compensation measures. 

In addition to a total compensation measure (Panel A), other compensation measures 
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include salary (Panel B), annual bonuses (Panel C), and stock options (Panel D). These 

measures are calculated by averaging the top five executives' compensation for each firm. 

The results in Panel A of Table 4-9 suggest that total compensation for complying 

firms is not related to performance prior to Section I62(m) as indicated by coefficients on 

RETURNT (397.85) and RETURNM (-410.11) that are not significantly different fi-om 

zero. However, subsequent to Section 162(m), a significantly positive relationship exists 

(coefficients are 1,771.73 and 2,549.73, respectively). Because compensation is measured 

in thousands and returns are measured in percentages, these coefficients imply that an 

executive would receive $17,772 and $25,497 in additional compensation as the result of a 

one percent return in the current period and prior period, respectively. This overall 

increase in pay-performance sensitivity resulted primarily fi-om increases in the sensitivity 

of the bonus component as indicated in Panel C of the same table. The coefficients on 

(APTER X RETURNt) and (AFTER x RETURNn) are 625.08 and 737.68, respectively. 

Panel D presents evidence that subsequent to Section 162(m), there is a statistically 

significant increase of $I 1,930 in stock options for a prior period return of one percent. 

While this increase was not expected (it was hypothesized that there would be no change), 

the results can be evidence of these firms' continuing effisrts to pay their executives based 

on firm performance. 

For deferring firms there is a significantly positive relationship between annual 

bonus and current period returns prior to Section 162(m). A one percent return increased 

the annual bonus by $3,423 for these firms. However, as anticipated, there are no 

significant changes in pay-performance sensitivity after Section 162(m). 
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Table 4-9 also shows a significant relationship between total compensation and 

returns prior to Section 162(m) for nonqualifying firms. This relationship did not change 

subsequent to Section 162(m). However, the relationship to lagged returns increased 

significantly after Section 162(m) providing an additional $19,373 in additional 

compensation for a one percent return. This increased sensitivity of total compensation to 

lagged returns comes primarily fi-om the annual bonus and stock option components. 

After Section 162(m), these amounts increased $5,055 and $8,892, respectively, for each 

one percent return. The expectation for nonqualifying firms was that the pay-performance 

sensitivity would not increase. Therefore, the documented increase may be an indication 

that these firms are not completely ignoring the intent of the legislation. 

Finally, it was hypothesized that pay-performance sensitivities would increase for 

qualifying firms. However, there were generally no changes. Prior to Section 162(m), 

qualifying firms exhibited a negative relationship between pay and performance for total 

compensation, salary and stock options. While this relationship did not change after 

Section 162(m) for total compensation and salary, the negative relationship significantly 

increased for stock options (a one percent return resulted in an additional $9,039 decrease 

in stock options as compared with the period before Section 162(m)). The increased 

negative relationship may be the result of an increase in the number of options being 

awarded as these firms shift their compensation plans to place greater emphasis on stock 

performance and may not be the result of compensation committees indiscriminately 

handing out stock options that are not deserved. For the bonus component, the pay-

performance sensitivity did not change after Section 162(m), however, it is significantly 
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positive prior to the legislation (coefficients on RETURNT and RETURNT-i were 273 .19 

and 288.86, respectively). 

While many of the top five executives are responsible for the overall operations of 

the company, many of the vice-presidents included in the sample firms are responsible for 

a single subsidiary/division of the company. Using firm-wide returns to evaluate the 

sensitivity of compensation to performance is not appropriate as the vice-presidents' loci 

of control are only subsets of the firm. Therefore, the model is used to evaluate the 

change in pay-performance sensitivity of chairmen/CEOs whose locus of control is the 

entire firm. The resuhs are presented in Table 4-10. 

As expected, complying firms had no changes in pay-performance sensitivity for 

any compensation component. However, prior to Section 162(m), there is a significant 

negative relationship between lagged returns and total compensation (-13878.00) which is 

driven by the salary (-1,024.42) and stock option (-5142.52) components. These results 

differ fi^om those using the average compensation for the top five executives that showed 

increases in pay-performance sensitivity for all components other than salaries. 

Firms that choose to defer excess compensation have a decrease in sensitivity of 

the annual bonus component to both returns and lagged returns. Prior to Section 162(m), 

bonuses increase $8,556 as the result of a contemporaneous one percent return. 

Subsequent to Section 162(m), a one percent return in the prior period results in a 

corresponding $14,642 decrease in bonus. 

For non-qualifying firms, after Section 162(m), total compensation increases an 

additional $14,187 and $45,714 as the result of one percent increases in returns and 
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lagged returns, respectively. This increase in pay-performance sensitivity for total 

compensation is the result of increases in the sensitivities of the annual bonus and stock 

components to returns. For bonuses, the increased sensitivity results in an additional 

$ 14,452 for a each one percentage point return in the prior year. The corresponding 

amount for stock options is $30,321. 

Finally, for qualifying firms, the coeflBcient on (AFTER x RETURNt) in Panel A is 

-5562.33 indicating a negative relationship between their total compensation and returns. 

This comes primarily fi-om stock options, which also exhibited a significant negative 

coefficient (-2287.47). 

Pay-performance sensitivities increase for total compensation, as well as the bonus 

and stock option components for complying firms only when the tests are performed using 

the average compensation for the firms' top five executives. However, no changes are 

documented for their chairmen/CEOs. For these firms, it was anticipated that there would 

be no changes to the pay-performance sensitivity in response to Section 162(m). The fact 

that increases resulted for the top five executives, but not for the chairmen/CEOs may 

indicate that efforts are being made to link compensation more closely to firm performance 

for all executives, even those who are not subject to the $1 million limit. 

The results for deferring firms are as hypothesized. They exhibit no significant 

increase in pay-performance sensitivity subsequent to Section 162(m). Because 

nonqualifying firms indicated a reluctance to change their compensation contracts to meet 

the performance-based criteria of Section 162(m), it was hypothesized that the pay-

performance sensitivity would not change for this group of firms. Surprisingly, the pay-
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performance sensitivities increase for all measures of compensation for the top five 

executives, and all but the salary component for the firms' chairmen/CEOs. This may be a 

case where "actions speak louder than words." 

In contrast, firms indicating that changes would be made to qualify their excess 

compensation (qualifying firms) demonstrate a stronger negative relationship between 

returns and stock options and showed no improvement in the pay-performance sensitivity 

for any of the other compensation components. This group of firms was the only group 

expected to increase pay-performance sensitivities. 

4.4.3 PAY MIX 

Table 4-11 reports the results of estimating Model 4-3 on the sample. Using the 

average compensation mix for the top five executives (Panel A), all response groups 

exhibit an increase in stock-based compensation after Section I62(m), except for 

complying firms for which there was no change. However, when the sample is reduced to 

chairmen and CEOs (Panel B), only the deferring and qualifying firms have a significant 

increase. 

For nonqualifying firms this indicates that the increase in stock-based 

compensation came primarily fi-om executives other than the chairman/CEO. These are 

the individuals whose cash compensation were generally less than $ 1 million. The increase 

in stock-based compensation in the packages of lower-level executives is evidence that 

these firms are making an effort to redesign compensation packages before the $ 1 million 

threshold becomes a factor. 
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As expected, the deferring firms increased the use of stock options for all 

executives. While these firms chose to defer excess compensation, they have also 

redesigned their compensation payouts to minimize the portion that needs to be deferred. 

Similarly, qualifying firms have included a larger proportion of stock-based compensation 

for all of their executives. Again, this demonstrates an intent on their part to put greater 

emphasis on compensating their executives for firm performance in the least costly 

manner. 

Finally, as expected, complying firms did not change the mix of compensation 

components for either the top five executives (taken as an average) or their 

chairmen/CEOs. As indicated by their superior performance prior to Section 162(m) 

(higher ROA and returns than the other groups), their current compensation practices 

appear to be providing proper incentives. 

4.4.4 SUMMARY OF RESULTS 

While it is apparent that the compensation practice changes in response to Section 

162(m) differed across groups, the changes were not always the ones anticipated. 

Complying firms were not expected to mjike any changes in pay levels, pay-performance 

sensitivities or pay mix. However, the pay-performance sensitivities increase for all 

compensation components with the exception of salaries when average compensation 

measures are used. 

Firms that chose to defer excess compensation were hypothesized to make changes 

only in the proportion of stock-based compensation (pay mix). In general, their actual 

behavior is as expected. Nonqualifying firms do not behave as anticipated. Rather than 



78 

maintaining compensation levels and pay-performance sensitivities, these firms increase 

both. Given the increase in pay-performance sensitivity, the increased compensation levels 

would be expected because of the additional riskiness of executive pay. These firms also 

increase the use of stock-based compensation, although it appears that this increase occurs 

primarily in lower-ranking executives. 

Qualifying firms were expected to show increases in all compensation 

characteristics (level, pay-performance sensitivity and mix). While compensation levels 

and mix do increase, the pay-performance sensitivities remain the same, and in the case of 

stock options actually decrease. 
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CHAPTERS 

DID STOCKHOLDERS BENEFIT FROM SECTION 162(M)'> 

5 1 FIYPOTHESIS DEVELOPMENT 

Congress hoped that increasing the pay-performance sensitivity in firms would 

increase shareholder wealth by better aligning the interests of executives with those of the 

shareholders. However, compliance with Section 162(m) is not costless. Balsam and 

Ryan (1996) and Johnson, et al (1996) provide evidence that a firm's response to Section 

162(m) can be predicted based on the tax costs, political costs, monitoring costs and 

agency costs of debt specific to the firm. However, excluded firom their analysis is any 

potential benefit to stockholders resulting fi"om a better alignment of managements' 

interests with their own. By looking at the market reaction to firms' responses to Section 

162(m), I can provide evidence to determine whether stockholders perceived the firms' 

action as value-increasing, value-decreasing or value-neutral. 

The results of Balsam and Ryan (1996) and Johnson, et al. (1996) support a cost-

minimization strategy; firms will choose the action that minimizes their total costs. 

However, their research does not indicate whether stockholders benefited fi-om this 

legislation. While choosing an action that minimized total costs under the Section 162(m) 

regime, the firms' costs may have increased compared to previous (pre-Section 162(m) 

regime) levels. For example, a firm that chooses to qualify excess compensation will not 

lose the deduction on that compensation and therefore does not incur additional taxes. In 

addition, by complying with the legislation the firm will likely minimize its political costs. 
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However, by changing the existing contract, firms may incur recontracting costs (which 

would include out-of-pocket costs as well as agency costs). On the other hand, increased 

firm performance may result if the new contract provides better incentives for 

management. These costs and benefits (as well as others) would be netted and compared 

with the net cost/benefit associated with the other alternatives (deferring or not qualifying 

excess compensation). The anticipated net benefit (cost) associated with the "qualify" 

decision must be higher (lower) than the anticipated total benefits (costs) of the 

alternatives for a firm to rationally choose to qualify their excess compensation. If all 

firms anticipate a net cost. Section 162(m) may have hurt stockholders and one would 

expect the market to react negatively. On the other hand, if firms choose an action that 

results in a net benefit, the market should react positively. 

The major costs incurred by qualifying firms include contracting costs necessary to 

redesign existing compensation contracts and the costs of increased levels of 

compensation (see Chapter 4). However, if the redesigned contracts reduce the agency 

problem sufficiently, as was the intent of Section 162(m), a net benefit would accrue to the 

firm and its stockholders. The following hypothesis is tested to determine whether such 

benefit materialized. 

H6a. The market reaction to a firm's announcement to qualify excess compensation is 

positive. 

The firms that chose to defer excess compensation or not qualify their excess 

compensation did not redesign their compensation plans to reduce the agency problem. 

Therefore, there are no benefits to offset any additional costs that Section 162(m) imposed 
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on them. These costs include increased tax liabilities (for nonqualifying firms) and 

increased political costs (for both nonqualifying and deferring firms). In addition, if the 

market expected these firms to comply with Section 162(m), their failure to do so can 

result in a significant market reaction. For these firms, the following hypotheses are tested 

to determine whether stockholders of these firms were actually hurt by Section I62(m). 

H6b: The market reaction to a firm's announcement not to qualify excess compensation 

is negative. 

H6c: The market reaction to a firm's announcement to defer excess compensation is 

negative. 

Finally, no costs or benefits are expected to result fi^om Section 162(m) for those 

firms already in compliance. Accordingly, no market reaction is expected. 

H6d; The market reaction to a firm's announcement that they are already in compliance 

with Section 162(m) is neutral. 

5.2 RESEARCH METHOD 

Standard event study methodology is used to test H6a-H6d. It is assumed that if 

there are no price effects related to the announcement of their action, security returns for 

each firm can be characterized by the single factor market model; 

Rjt = ttj + PjR„,t + Ejt 

where, 

Rjt = rate of return for firm j on day t, 

Rmt = market return on day t, 

ttj = rate of return on firm j when Rmt is zero. 
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Pj = systematic risk of firm t, and 

Ejt = disturbance term with E(ejt) = 0. 

The market model parameters (aj and Pj) are estimated over the period fi^om day -

260 to day -10 relative to the announcement date using daily returns obtained from CRSP 

and the CRSP value-weighted market index to proxy for the market returns. 

The abnormal daily return, eji, for each firm during each day in the announcement 

period is estimated as; 

~ Rjt " 3j " bjRmt 

where aj and bj are the least squares estimates of the market model parameters, aj and Pj. 

The armouncement date is the proxy statement date. This is generally the date that 

the proxy statements are mailed.^"* A three-day announcement period is used, beginning 

one day prior to the armouncement date and ending one day after. 

5,3 SAMPLE SELECTION 

The sample consists of firms with salary and bonus in excess of $1 million (as 

reported in the 1992 and 1993 Forbes Executive Compensation Surveys) for which 1993 

proxy statements are available on Compustat's Corporate Text database. In addition, 

returns must be available on the CRSP daily return tapes. The details of the sample 

Other research e.\ainining market reaction to pro.xy statement announcements have used a variety of 
announcement dates. Gaver, et al (1992) use the board of directors' meeting date, the pro.xy statement 
date, and the SEC stamp date. Brickley et al (1985) use similar dates as well as two longer intervals: 
from the board meeting date through the day after the SEC stamp date and from the second day after the 
SEC stamp date through the day after the shareholders' meeting date. The board of directors' meeting 
date was not used because not all firms disclose board meeting dates. Because the pro.xy statement data 
were obtained from Compustat's Corporate Te.xt. the SEC stamp date was not available. 
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selection are presented in Table 5.1. These firms are then grouped according to the action 

they took in response to Section 162(m). 

To reduce the possibility that abnormal returns were the result of other 

information, proxy statements were reviewed to determine the disclosure of any 

confounding events. In all cases, election of the board of directors, approval of auditors 

and compensation issues were the only actions being voted on. A review of The Wall 

Street Journal Index for the week of the proxy statement date did not indicate other 

announcements that may confound the results. 

5.4 RESULTS 

Table 5-2 presents the average abnormal returns on each day of the three day 

period beginning one day prior to the announcement date and the average three-day 

cumulative abnormal return for each response group. A three-day armouncement period is 

used in the event that information was disclosed to the public prior to the actual mailing. 

The day following the announcement date is also included to allow for the possibility that 

the market had closed prior to the mailing on the announcement date. As anticipated, the 

three-day abnormal return for the qualified firms is positive at slightly higher than the 5 

percent level of significance, indicating that stockholders viewed managements' actions as 

value-increasing. 

For complying and nonqualifying firms, the three-day abnormal return is not 

significantly different fi^om zero. This was the expected reaction for complying firms. 

However, it is surprising that stockholders do not view the action of nonqualifying firms 

as value-decreasing. In fact, on the announcement date, there is a marginally significant 
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positive reaction. One possible confound to these tests is that firms were classified as 

nonqualifying if they had any nonqualified compensation. This includes firms that qualified 

some, but not all components of their compensation. To see the effect that the 

classification procedure had on the results, similar tests are performed on only those firms 

that reported no action was going to be taken. The results (not reported) indicate a 

significantly positive reaction on the announcement date, and a positive (though 

insignificant) abnormal return for the three-day period surrounding the announcement 

date. This indicates that the chosen action is viewed favorably by market participants. 

A possible interpretation of the event study resuhs for nonqualifying firms is that 

market participants felt that the existing compensation contracts were efficient and that 

any changes to them would increase overall costs. In addition, the potential loss of tax 

deductions may have been immaterial. For example. Balsam and Ryan (1996) and 

Johnson, et al. (1996) provide evidence that the potential loss of deduction for unqualified 

firms was lower than for deferring or qualifying firms. Also, as mentioned in Chapter 4, 

these firms stated their intent not to comply with Section 162(m), yet there is evidence 

that some changes were made that increased the pay-performance sensitivity. The market 

may have anticipated these changes, and responded appropriately. 

The results for deferring firms are marginally negative, as hypothesized. It appears 

that stockholders view this action as value-decreasing. In relation to qualifying firms, 

Johnson, et al. (1996) show that deferring firms had more insiders on their compensation 

committees prior to Section 162(m) and had lower pay-performance sensitivities, a 

combination which is indicative of potential agency problems. The firm's decision to defer 
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compensation rather than qualify may have been viewed as additional evidence that an 

agency problem exists and that executives and the board are less likely to act in the best 

interest of the stockholders. 

5.5 SUMMARY 

The results of prior research investigating the market reaction to the adoption of 

performance-based plans have generally been positive (for example Larcker, 1983; 

Brickley, at al. 1985; and Tehranian and Waegelein, 1985). One explanation for this 

positive market reaction is that performance-based plans provide managers better 

incentives to maximize stockholder wealth. Thus, their adoption is viewed favorably by 

market participants. A competing explanation is that the adoption of such plans provides 

a signal to the market that future prospects are good; executives of these firms will only 

accept a performance-based plan if they anticipate that the firm will do well in the future. 

However, these studies have been unable to differentiate between these two explanations. 

The passage of Section I62(m) provides a unique opportunity to differentiate 

between the competing explanations. If Section 162(m) mandated a change to 

performance-based plans, no signaling could occur; executives would have no choice but 

to accept the performance-based plans regardless of their beliefs about the firms' future 

prospects. Although Section 162(m) did not mandate a performance-based plan, the 

decision to adopt such a plan may not have been entirely voluntary (without Section 

I62(m), these firms may not have chosen to change their compensation plans). Therefore, 

while the positive market reaction documented for qualifying firms cannot eliminate the 

signaling explanation, it lends greater support to the incentive hypothesis. 
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CHAPTER 6 

CONCLUSIONS AND FUTURE ElESEARCH 

6.1 SUMMARY AND CONCLUSIONS 

The purpose of this paper is to investigate how effective Section 162(m) was in 

addressing the perceived problems of over-compensation and low pay-performance 

sensitivities. By setting a dollar limit on deductible compensation, it is questionable 

whether Congress targeted the firms that were compensating their executives excessively 

despite poor firm performance. 

Chapter 3 examined whether Section 162(m) targeted the correct firms. The 

results were inconclusive. While the firms affected by Section 162(m) had higher levels of 

compensation after controlling for firm-specific characteristics (such as size, industry, etc.) 

the difference can be attributed to a number of other factors. First, when the relationship 

between compensation levels and their determinants were allowed to differ between the 

two groups (Group 0 included firms with cash compensation less than $ I million and 

Gh-oup I firms had cash compensation in excess of $ 1 million), the amount of cash 

compensation corresponding to the firm's size was larger for executives in Group I. Firm 

size was used as a proxy for the complexity involved in managing a company. It is likely 

that the relationship between size and complexity is exponential rather than linear; 

increases in complexity due to an incremental change in firm size is larger for bigger firms. 

This exponential relationship could explain the larger "size" premiums documented for 
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Group I firms. The higher compensation levels could also be a risk premium associated 

with the higher pay-performance sensitivities associated with Group 1 firms. 

However, in support of allegations made by proponents of Section 162(m) that 

executives were influencing their governing boards to extract excessive wages, the amount 

of bonuses paid to Group I executives was positively related to the CEOs' holdings of 

their companies' stock. This was in contrast to Group 0 CEOs whose holdings had a 

negative impact on their bonuses. 

Once the legislation was enacted, an empirical question arises about the 

effectiveness of Section I62(m) in changing the executive compensation practices of firms. 

Specifically, did Section I62(m) reduce excessive compensation and increase the pay-

performance sensitivity of executive compensation? 

To address this question, firms were classified into one of four response groups 

(see Chapter 4). One group consisted of firms whose compensation contracts already 

complied with Section 162(m) (referred to as "complying" firms). The compensation 

contracts of the three remaining groups were not in compliance with Section I62(m) (they 

had non-performance based compensation in excess of $1,000,000). The first of these 

three groups chose not to comply with the performance-based requirements, but instead 

deferred any excess compensation until a time when it would be deductible ("deferring" 

firms). Another group also chose not to comply with the performance-based 

requirements, and lost any deduction on excess compensation ("non-qualifying" firms). 

The final group changed their compensation contract to comply with the performance-

based requirement of Section 162(m) ("qualifying" firms). 
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Three compensation characteristics were investigated for each of these four 

groups: 1) pay level, 2) pay-performance sensitivity, and 3) mix of compensation 

components. The results were not always as anticipated, but were generally consistent 

with economic theory. Nonqualifying firms that increased the sensitivity of compensation 

to returns, thereby making compensation riskier, exhibited increased levels of 

compensation. Firms that required their executives to defer receipt of a portion of their 

compensation increased the level of bonus to compensate their executives for lost (current 

period) buying power. Qualifying firms were the exception because they increased 

compensation levels without increasing their pay-performance sensitivity. 

Finally, firms other than those already in compliance with Section 162(m), used a 

higher percentage of stock-based compensation, possibly for one of several reasons. First, 

most stock-based compensation was already considered performance-based under Section 

I62(m). Second, stock options (one type of stock-based compensation) require no cash 

flow and are generally not recognized as an expense on the company's financial statements 

in the period granted. Finally, stock-based compensation is viewed as a means of reducing 

any agency problems between executives and stockholders. 

While the results were generally consistent with economic theory, are they 

consistent with the expectations of the originators of Section 162(m)? Approximately 36 

percent of the firms included in the sample chose to forego the tax deduction on their 

excess compensation in order to maintain their current compensation practices. Another 

11 percent skirted the intent of the legislation by choosing to defer their excess 



compensation rather than change their existing compensation plans. Thus, approximately 

47 percent of the sample chose not to comply with Section I62(m). 

Some politicians felt that if compensation was based on firm performance, pay 

would be lower (Wall Street Journal, April 22, 1992). However, for the 33 percent of the 

sample who made their compensation performance-based, pay increased. In fact, some 

measure of compensation increased for all firms. 

The final tests examined the market reaction to firms' announcements of their 

responses to Section 162(m). As anticipated, market reaction to firms' decisions to 

qualify their compensation was positive. This is consistent with prior research which has 

documented a positive market reaction to the adoption of performance plans (Larcker, 

1983), long-term incentive plans (Brickley, Bhagat and Lease, 1985) and short-term 

incentive plans (Tehranian & Waegelein, 1985). 

Surprisingly, the evidence also indicated a somewhat favorable market reaction for 

firms choosing not to qualify their compensation (marginally positive abnormal return on 

the announcement date). There was no significant market reaction for firms already 

complying with Section 162(m), while the average abnormal return on day -1 was 

significantly negative for deferring firms. 

6.2 LIMITATIONS AND FUTURE RESEARCH 

A limitation of this research is the sample that was used. First, because the sample 

was selected from the Forbes survey, it includes only the very largest firms. While these 

firms are most likely to compensate their executives in excess of $ 1 million, they are also 

the firms that most likely should be compensating their executives in excess of $ I million. 



It would be informative to obtain a sample of smaller firms who were subject to Section 

162(m) to investigate whether their behavior mirrors these large firms'. 

A second limitation is that this study excludes firms with non-12/31 year-ends due 

to data availability problems. An interesting extension of this study would include these 

firms to see if there are any differences in their responses. Generally, non-12/31 year-end 

firms had a longer time-fi^ame (up to 11 months longer) to decide on their response. 

Woodlock and Antenucci (1996) provide evidence that firms that postponed their 

response decision may have made different decisions. They review 1994 and 1996 proxy 

statements and document the compensation committees' responses to Section I62(m) for 

over 350 firms for these two years. Including only those firms with a response similar to 

those studied in this research (complying, deferring, non-qualifying and qualifying firms), 

the percentage of deferring and nonqualifying firms increased between 1994 and 1996 

while the percentage of qualifying firms decreased. Given this evidence it is possible that 

the responses of non-12/31 year-end firms differed from those with a 12/31 year-end. 

This may be important because of the costs associated with making changes to 

compensation plans. 

Extensions of this study could investigate the details of the qualified plans. Section 

162(m) wanted firms to reward executives based on the performance of the firm so that 

executives are only rewarded when stockholders prospered. Future research could 

Eight categories of responses were recorded. In addition to the four response groups used in this study 
(complying, deferring, nonqualifying and qualifying firms), Woodlock and Antenucci (1996) also record 
the frequency for firms who 1) contained no information concerning the committee's response to Section 
I62(m). 2) were awaiting final regulations before deciding on any action (for 1994 only). 3) indicated that 
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investigate whether the choice of performance measure affected firm value and future 

performance. 

Were the qualified plans designed to provide compensation committees continued 

discretion over the bonus awards? One of the primary reasons for not qualifying 

compensation was the lack of discretion compensation committees would have in setting 

executive bonuses. These firms argued that the lack of discretion would place 

urmecessary risk on the executive by subjecting the executive to fluctuations in 

performance that were beyond his control. One possible means of maintaining some 

discretion was to provide multiple performance measures. In order to qualify under 

Section 162(m) bonuses had to be formula-based. However, multiple performance 

measures could be pre-identified and one (or a combination of more than one) would be 

used to determine the actual bonus. Compensation committees could effectively choose 

fi^om among a number of calculated bonuses (using the different performance measures), 

one that most closely represented the amount of the discretionary bonus they would have 

awarded. 

Another mechanism to maintain discretion was the use of "negative discretion" to 

reduce the amount of the formula-based bonus that would actually be paid to the 

executive. It is possible that compensation committees, in setting the formula, built in 

some "slack" which would allow them to reduce an artificially inflated bonus to the 

amount that would have been awarded under a discretionary bonus plan. If qualifying 

the committee has not formulated a response, and 4) indicated that they would "consider the effects of 
Section 162(m)" when making compensation decisions. 
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firms are effectively using these methods to maintain discretion, what is preventing 

nonqualified firms fi-om also doing so? 

More research also needs to be conducted to determine the long-term effects of 

Section I62(m) on compensation and, perhaps more importantly, firm performance. As 

indicated earlier, Woodlock and Antenucci (1996) report a higher incidence of non

compliance for firms that postponed their decisions regarding Section 162(m) until after 

1994. In addition, firms became more willing to use deferrals to avoid the loss of the tax 

deduction. As these numbers continue to increase, the credibility of Section 162(m) may 

be lost as more than half of the firms subject to its limitations will be ignoring its intent. 

As qualifying firms "settle into" their new compensation plans, the effects of 

Section 162(m) on firm performance could be investigated. Congress felt that by 

requiring firms to create compensation plans that were performance based, the interests of 

the executives would be more closely aligned with the stockholders'. However, whether 

the stockholders actually benefited from Section 162(m) remains an empirical question. 

Unfortunately, it may be a few years before any effects can be detected (Boschen and 

Smith (1995) conclude that the most important time horizon with respect to compensation 

encompasses the five years following a performance event). 

Finally, more research needs to be performed to gain a better understanding of the 

determinants of stock compensation. While most prior research was limited to cash 

compensation, use of stock options and other stock-based compensation is on the rise. 

For firms in this study, 30-40 percent of executive compensation was stock-related. 
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However, existing models could not explain much of the variation in the use of stock 

options. 
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TABLE 3-1 
Sample selection for tests of HI and H2 

HI firms H2 firms 

Firms on the 1993 Forbes Executive Compensation Survey 800 800 

Firms not included in 1991 and 1992 Surveys 148 148 
Firms that changed CEOs between 1991 and 1993 221 221 
Firms with missing Compustat data 53 53 
Firms with missing CRSP data (returns) 0 15 
Firms with salary + bonus not consistently 

greater or less than $ 1 million 40 40 
Firms with year-end other than December 31 105 105 

Total firms included in sample 233 218 

Firms with salary + bonus < $1,000,000 140 131 
Firms with salary + bonus > $ 1,000,000 93 87 

233 218 
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TABLE 3-2 
Comparison of 1993 means by level of salary plus bonus 

Firms with salary + 
bonus < $1,000,000 

(Group 0 firms) 

Firms writh salary + 
bonus > $1,000,000 

(Group 1 firms) 
p-value 

Total Assets (000s) 6,437.91 27,068.90 0.0001 
High-tech Industries .0153 .1034 0.0124 
Regulated Industries .2214 .0115 0.0001 
ROA .0330 .0510 0.0135 
Returns .0400 .0457 0.8755 
Market-to-book -0.2451 2.8077 0.1577 
Ownership (%) 3.1715 1.9639 0.1806 
Total Compensation (000s) 1,342.20 4,724.90 0.0001 
Cash Compensation (000s) 673.82 2,131.22 0.0001 
Stock Compensation (000s) 389.44 1,635.99 0.0042 
Compensation Mix 0.1287 0.2033 0.0232 

N' 131 87 

Variable definitions 
Total assets (SIZE); data item 6 from Compustat 
High-tech industries (IND): firms with sic codes 2830-2836, 3570-3579. and 3650-3699 (includes 

computer, electronic and pharmaceutical companies) reported on Compustat 
Regulated industries (REG): firms with sic codes 4910-4939 (includes electrical and gas utilities) 

reported on Compustat 
ROA (ACCTPERF): income before extraordinary items divided b\ total assets (data item 18 

data item 6 fi-om Compustat) 
Returns (MKTPERF): annual returns fi"om CRSP 
Market-to-book (GROWTH): market value of equity divided by book value of common equit\-

(data item 25 x data item 199 data item 60 fi-om Compustat) 
Ownership (OWN): percentage of company's stock owned by the CEO as reported in Forbes 
Total compensation: total compensation as reported in Forbes 
Cash compensation: sum of salary and bonus as reported in Forbes 
Stock compensation: stock gains as reported in Forbes 
Compensation mix: stock compensation as a percentage of total compensation 

' The means reported above are for firms included in the tests of H2. 



TABLE 3-3 
Correlations of independent variables used to test H1' 

(p-values in parentheses) 

SIZE IND REG ACCTPERF MKTPERF GROWTH 

IND -0.0565 
(0.1357) 

REG -0.0821 
(0.0299) 

-0,0888 
(0.0188) 

ACCTPERF -0.1707 
(0.0001) 

0.4572 
(0.0001) 

-0.0359 
(0.3427) 

MKTPERF 0.0441 
(0.2451) 

-0.0055 
(0.8849) 

-0.0643 
(0.0900) 

-0,0400 
(0.2918) 

GROWTH -0.0150 
(0.6920) 

0,0850 
(0.0246) 

-0,0166 
(0.6612) 

-0,1316 
(0.0005) 

-0,0180 
(0.6356) 

OWN -0.0866 
(0.0220) 

-0.0285 
(0.4513) 

-0.1462 
(0,0001) 

-0.0223 
(0.5560) 

-0.0177 
(0.6418) 

-0.0091 
(0.8098) 

1 Sec Table 3-2 for variable definitions. In the regressions, the natural logs of SIZE, ACCTPERF, MKTPERF, GROWTH, and OWN arc used. 

NO -J 
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TABLE 3-4 
Regression to determine whether Section I62(m) firms are "overpaid"' 

relative to non-Section I62(m) firms 
COMP, = po + pi SIZE, + P;IND, + pjREG, + P4ACCTPERF. + P5MKTPERF. + psGROWTH, + 

PtOWN, + pgGROUP, + g. 

Panel A 
TOTAL COMPENSATION 

Independent Predicted 
Variable- Sign 1991 1992 1993 ALL YEARS 
intercept 5.9445 5.6305 5.6439 *** 5.7377 
SIZE + 0.0420 0.1442 0.1088 0.0975 
IND + -0.4956 -0.2032 -0.1782 -0.3074 
REG - -0.2671 •• -0.3749 -0.2902 ** -0.2891 
ACCTPERF + 0.0690 4.0489 1.9331 1.7868 
MKTPERF + 0.0283 -0.4630 •• 1.2309 -0.1755 * 
GROWTH + 0.3644 0.0334 0.1260 0.2439 
OWN - -0.0272 • 0.0187 -0.0179 -0.0040 
GROUP + L0042 1.0816 1.0736 1.0601 *** 

ADJUSTED R- 0.5430 0.4705 0.5106 0.4883 
N 233 233 233 699 

Panel B 
CASH COMPENSATION (salary plus bonus) 

Independent Predicted 
Variables' Sign 1991 1992 1993 ALL YEARS 
intercept 5.7656 *** 5.8558 *** 5.5101 5.6999 
SIZE + 0.0561 ** 0.0619 •• 0.0964 0.0708 ••• 
IND + -0.1844 • -0.2052 * -0.2265 * -0.1953 *** 
REG - -0.0566 -0.1407 ** -0.0850 -0.0810 ** 
ACCTPERF + 0.6595 1.9457 ** 2.3162 1.4158 *** 
MKTPERF + 0.0070 -0.2027 * 0.2933 • -0.0608 
GROWTH + 0.1199 -0.0073 0.0026 0.0729 ** 
OWN - -0.0039 -0.0159 -0.0155 -0.0094 
GROUP + 0.8833 0.9054 0.9363 0.9110 *** 

ADJUSTED R' 0.6570 0.6406 0.6568 0.6520 
N 233 233 233 699 
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COMP, = po + PI SIZE, + p^IND, + PJREG, + P4ACCTPERF, + p-MKTPERF, + PSGROWTH, + 
PTOWN. + PgGROUP, + g, 

Panel C 
STOCK COMPENSATION 

Independent Predicted 
Variables- Sign 1991 1992 1993 ALL YEARS 

intercept 0.0610 -4.0964 0.8876 -1.0321 
SIZE + 0.0691 0.8482 0.0874 0.3217 
IND + -2.5860 -0.9276 -0.1415 -1.2597 
REG - -2.0366 -2.5581 -2.2333 -2.2305 
ACCTPERF + 0.0889 30.7261 -1.0405 8.4737 •• 
MKTPERF + 0.1765 -0.1433 3.7483 -0.1344 
GROWTH 1.1359 *** -0.9881 * 0.3239 0.4445 
OWN - -0.3279 -0.0483 -0.2039 -0.1844 *** 
GROUP + 0.8886 0.6561 1.1754 ** 0.9079 

ADJUSTED R- 0.1237 0.1682 0.1052 0.1208 
N 233 233 233 699 

•••. *•, • Significant at the I percent, 5 percent, and 10 percent level, respectively, one-tailed test 

' The term "overpaid" refers to a higher intercept in a regression of compensation on the various factors that affect 
compensation levels. 
" See Table 3-2 for variable definitions. The dependent variables as well as the variables SIZE, ACCTPERf. 
MKTPERF. GROWTH, and OWN are transformed by taking the natural log of the raw variable plus one. 
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TABLE 3-5 
Regression to determine whether Section 162(m) firms were "overpaid"' 

relative to non-Section 162(m) firms allowing for interactions 
between control variables and group 

COMP, = Po + PiSIZE, + P;(SI2E, X GROUP,)+ P3IND, + PJCIND. X GROLfP,) + 
PsREG, + PeCREG, x GROUPJ+ p.ACCTPERF, + pgCACCTPERF. x GROUP.)+ 

P9MKTPERF, + p,o(MKTPERF. X GROUP,)+ PuGROWTH, +p,:(GROWTH, x GROUP,) + 
P13OWN. + PI4(OWN. X GROUP,) + P15GROUP. + g. 

Panel A 
TOTAL COMPENSATION 

Independent Predicted 
Variables" Sign 1991 1992 1993 ALL YEARS 

intercept 5.7198 5.1238 5.0899 5.3905 
SIZE + 0.0790 * 0.2381 ••• 0.1634 •* 0.1421 
(SIZE X GROUP) 9 -0.0531 -0.1100 -0.0405 -0.0378 
IND + -1.0175 -0.5707 -0.7242 * -0.7009 
(IND X GROUP) 9 0.6198 0.3796 1.0171 »» 0.5480 
REG - -0.3398 -0.5259 -0.4462 -0.3970 
(REG X GROUP) 9 -0.3481 0.0725 -0.0253 -0.1007 
ACCTPERF + -0.8495 5.4598 3.4299 » 1.3876 
(ACCTPERF X GROUP) 9 0.5701 -1.2724 -2.8475 0.6130 
MKTPERF + -0.0988 -0.5056 * 1.0363 -0.1574 
(MKTPERF X GROUP) 9 0.2144 0.1220 0.4705 -0.1062 
GROWTH + 0.3600 -0.2560 0.1908 0.2254 
(GROWTH X GROUP) 9 0.1793 0.6407 ** -0.1952 0.1285 
OWN — -0.0528 -0.0129 -0.0701 ** -0.0443 
(OWN X GROUP) 9 0.0614* 0.0768 » 0.1474 0.1079 
GROUP + 1.1880 ** 1.3283 * 1.7806 1.2959 

ADJUSTED R- 0.5556 0.4847 0.5240 0.5032 
N 233 233 233 699 
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COMP, = Po + PiSIZE. + p;(SIZE, X GROUP.)+ P3IND. + PaCIND. x GROUP.) + 
psREG, + P6(REG, X GROUP,)+ PtACCTPERF, + pgCACCTPERF, x GROUP,)+ 

P9MKTPERF. + PioCMKTPERF, X GROUP,)+ p,,GROWTH, +p,;(GROWTH, x GROUP.) + 
P13OWN. + pu(OWN. X GROUP.) + PisGROUP. + e, 

Panel B 
CASH COMPENSATION (salary plus bonus) 

Independent Predicted 
Variables- Sign I99I 1992 1993 ALL YEARS 

intercept 5.8481 ••• 5.8547 5.7994 5.8385 *** 
SIZE + 0.0497 » 0.0696 0.0695 0.0560 
(SIZE X GROUP) 9 0.0518 0.0686 0.1155 0.0903 
IND + -0.3764 • -0.2422 -0.2198 -0.2226 » 
(IND X GROUP) 9 0.3917 0.2550 0.3480 0.2285 • 
REG - -0.1339 -0.2820 -0.2249 -0.1959 
(REG X GROUP) •7 -0.0595 0.0914 -0.0164 0.0125 
ACCTPERF + 0.2646 2.9096 •• 1.8830 • 0.9729 • 
(ACCTPERF X GROUP) 9 -0.5028 -1.8481 0.1824 0.2447 
MKTPERF + -0.0600 -0.2271 • -0.3817 -0.1461 •• 
(MKTPERF X GROUP) 9 0.0755 0.0931 1.5655 0.1465 
GROWTH + O.llOI -0.1180 -0.0169 0.0621 
(GROWTH X GROUP) 9 0.1347 0.2607 • -0.0160 0.0810 
OWN - -0.0411 -0.0692 -0.0824 -0.0624 
(OWN X GROUP) 9 0.1106 0.1586 0.1828 0.1558 
GROUP + 0.3604 0.1819 -0.0882 0.1176 

ADJUSTED R' 0.6806 0.6832 0.7315 0.6960 
N 233 233 233 699 
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TABLE 3-5 (continued) 

COMP, = Po + PI SIZE, + P;(SIZE, x GROUP,)+ P3IND, + P4(IND, x GROUP,) + 
PSREG, + PSCREG, x GROUP,)+ PTACCTPERF, + PSCACCTPERF, x GROUP,)+ 

P9MKTPERF. + p,o{MKTPERF, X GROUP.)+ p,,GROWTH, +P,;(GROWTH, x GROUP,) + 
P13OWN, + PMCOWN, X GROUP.) + PISGROUP. + g. 

Panel C 
STOCK COMPENSATION 

Independent Predicted 
Variables- Sign 1991 1992 1993 ALL YEARS 

intercept 0.8409 -2.6275 -1.0315 -0.7838 
SIZE + -0.0069 0.7464 0.3224 0.3003 * 
(SIZE X GROUP) 9 -0.1115 0.0212 -0.4187 -0.0877 
IND + -3.6943 * -0.5104 -2.3419 -2.0125 • 
(IND X GROUP) <} 0.3202 -1.5664 2.9462 0.2329 
REG - -1.5120 -2.2441 -2.3 119 -1.9002 
(REG X GROUP) -2.7225 -2.6819 -1.9089 -2.4932 • 
ACCTPERF + -0.5589 24.3954 ** 6.3578 6.0653 
(ACCTPERF X GROUP) n -0.3394 14.1940 12.4528 6.0810 
MKTPERF + 0.5327 -0.8819 3.5430 ** 0.1330 
(MKTPERF X GROUP) •) -0.2465 2.5184 0.4945 -0.5973 
GROWTH + 0.9662 -1.2453 0.1250 0.4358 
(GROWTH X GROUP) •) 0.6614 0.7013 0.3059 0.0436 
OWN - -0.1359 0.0507 -0.1984 -0.0873 
(OWN X GROUP) + -0.5498 -0.2870 -0.0194 -0.2747 
GROUP + 0.7914 -1.3996 4.7948 1.3290 

ADJUSTED R' 0.1242 0.1596 0.0851 0.1209 
N 233 233 233 699 

•*. • Signitlcant at the I percent, 5 percent, 10 percent level, respectively, one-tailed test 

' The term "'overpaid'" refers to a higher intercept in a regression of compensation on the various factors that atTect 
compensation levels. 
- See Table 3-2 for variable detlnitions. The variables SIZE, ACCTPERF, MKTPERF, GROWTH, and OWN as 
well as the dependent variables (total compensation, cash compensation and stock compensation) were transformed 
by taking the natural log of the sum of the raw variable plus one. 
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TABLE 3-6 
Joint coefficient tests' for Group 1 firms from regression to determine whether Section 

162(m) firms are "overpaid"- relative to non-Section 162(m) firms allowing for 
interactions between control variables and group 

COMP, = Po + PI SIZE, + |3::(SI23E. x GROUP P3IND, + P^dND. x GROUP.) + 
PsREG, + P6(REG, X GROUP.)+ p.ACCTPERF, + PsCACCTPERF, x GROUP,)+ 

P9MKTPERF, + P,Q(MKTPERF. X GROUP.)+ PuGROWTH, +Pu(GROWTH, x GROUP,) + 
P13OWN. + Pi4(OWN, X GROUP,) + PisGROUP. + s, 

Panel A 
TOTAL COMPENSATION 

Independent 
Variables^ 1991 1992 1993 ALL YEARS 
SIZE 0.0259 0.1281 * 0.1229 * 0.1043 *** 
IND -0.3977 -0.1911 0.2929 -0.1529 
REG -0.6879 -0.4534 -0.4715 -0.4977 
ACCTPERF -0.2794 4.1874 0.5824 2.0006 
MKTPERF 0.1156 -0.3836 1.5068 *** -0.2636 
GROWTH 0.5393 0.3847 -0.0044 0.3539 *** 
OWN 0.0086 *** 0.0639 0.0773 * 0.0636 *** 

PANELS 
CASH COMPENSATION 

Independent 
Variables^ 1991 1992 1993 ALL YEARS 
SIZE 0.1015 *»* 0.1382 *** 0.1850 *** 0.1463 *** 
IND 0.0153 0.0128 0.1282 0.0059 
REG -0.1934 -0.1906 -0.2413 -0.1834 
ACCTPERF -0.2382 1.0615 2.0654 * 1.2176 * 
MKTPERF 0.0155 -0.1340 1.1838 *** 0,0004 
GROWTH 0.2448 *** 0.1427 -0.0329 0.1431 ** 
OWN 0.0695 *** 0.0894 *** 0.1004 *** 0.0934 *** 
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COMP, = PO + PI SIZE, + P2(SIZE, X GROUPP3IND, + P4(IND, x GROUP,) + 
PSREG, + psCREG. x GROUP,)H- PTACCTPERF, + p8(ACCTPERF, x GROUP.)+ 

P9MKTPERF, + p,o(MKTPERF, X GROUP.)+ PUGROWTH, +p,:(GROWTH, x GROUP,) + 
P13OWN, + PI4(OWN, X GROUP,) + PISGROUP, + E, 

PANEL C 
STOCK COMPENSATION 

Independent 
Variables^ 1991 1992 1993 ALL YEARS 
SIZE -0.1184 0.7676 ** -0.9630 0.2126 
IND -3.3741 *• -2.0768 0.6043 -1.7796 ** 
REG -4.2345 -4.9260 -4.2208 -4.3934 ** 
ACCTPERF -0.8983 38.5894 *** 18.8106 12.1463 * 
N^TPERF 0.2862 1.6365 4.0375 -0.4643 
GROWTH 1.6276 » -0.5440 0.4309 0.4794 
OWN -0.6857 •»* -0.2363 -0.2178 -0.3620 

•••. • Significant at the I percent, 5 percent, and 10 percent level, respectively, two-tailed test 

' The joint coetTicient tests were of the form; Ho; p, + p, = 0, where P, is the coetllcient on the control variable 
(coeflicient for Group 0 firms) and Pj is the coefficient on the control variable interacting with GROUP (incremental 
etTect tor Group 1 firms). 
" The term ''overpaid" refers to a higher intercept in a regression of compensation on the various factors that affect 
compensation levels. 
' See Table 3-2 for variable definitions. The veiriables SIZE, ACCTPERF, MKTPERF, GROWTH, and OWN as 
well as the dependent variables (total compensation, cash compensation and stock compensation) were transformed 
by taking the natural log of the sum of the raw variable plus one. 



TABLE 3-7 
Correlation of independent variables used to test H2 

(p-values in parentheses) 

GROWTH X GROWTH x GROUP x GROUP x 
MKTPERF, MKTPERFM MKTPERF, MKTPERF,., MKTPERF, MKTPERF,., 

MKTPERF,., -0.2389 
(0.0001) 

GROWTH X 

MKTPERF, 
0.1807 

(0,0001) 
-0.0601 
(0.1244) 

GROWTH x 
MKTPERF,., 

-0.1561 
(0.0001) 

0.4956 
(0.0001) 

-0.0010 
(0.9804) 

GROUP x 
MKTPERF, 

0.5800 
(0.0001) 

-0.1751 
(0.0001) 

0.1512 
(0.0001) 

-0.1219 
(0.0018) 

GROUP X 

MKTPERF,., 
-0.1854 
(0.0001) 

0.6010 
(0.0001) 

-0.0399 
(0.3082) 

0.3589 
(0.0001) 

-0.2064 
(0.0001) 

GROUP 0.0188 
(0.6322) 

0.0250 
(0.5230) 

0.0368 
(0.3480) 

0.0006 
(0.9873) 

0.3492 
(0.0001) 

0.2419 
(0.0001) 
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TABLE 3-8 
Regression to determine whether pay-performance sensitivities for Section 162(m) firms is 

lower than for non-Section I62(m) firms 
COMP, = Po + P,GROUP + p^MKTPERFrt + pjMKTPERF^., + P4(GROWTHtt x MKTPERF„) + 
Ps(GROWTH« X MKTPERF^.i) +P6(GROUP. x MKTPERFJ + p?(GROUP. x MKTPERF„.|) + e,. 

Panel A 
TOTAL COMPENSATION 

Independent Predicted 
Variables- Sigi 1991 1992 1993 ALL YEARS 

intercept 831.42 »»» 959.74 1197.51 1015.37 
GROUP + 2165.18 4551.63 3261.75 *** 3374.64 
MKTPERFt + -443.13 850.69 2174.94 211.52 
MKTPERFt., + -192.27 -712.47 864.08 -484.64 
GROWTH X MKTPERFt + 172 07 -230.86 12.28 3.34 
GROWTH X MKTPERF,., + -212.25 387.32 -283.19 354.03 
GROUP X MKTPERFt - 339.10 -3972.75 ** 2063.51 -1204.01 * 
GROUP X MKTPERFt., - 2688.10 134.27 -285.17 1045.36 • 

ADJUSTED R' 0.3114 0.1732 0.1971 0.1722 
N 218 218 218 654 

Panel B 
CASH COMPENSATION (salary plus bonus) 

Independent Predicted 
Variables- Sign 1991 1992 1993 ALL YEARS 

intercept 607.83 *** 632.08 675.93 648.09 
GROUP + 1010.34 1055.60 1339.59 *** 1160.27 
MKTPERFt + -103.63 12.14 -34.45 -55.19 
MKTPERFt., + 29.98 -3.83 108.25 2.74 
GROWTH X MKTPERFt + 34.34 -47.99 3.62 4.29 
GROWTH X MKTPERFt., + -85.09 *** 4.44 -81.79 -3.13 
GROUP X MKTPERFt - 105.83 243.68 1578.50 »»» 144.66 
GROUP X MKTPERFt., - 371.05 • 207.88 » 415.26 223.97 

ADJUSTED R' 0.4991 0.4852 0.4125 0.4168 
N 218 218 218 654 
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COMP, = po + p, GROUP + p^MKTPERFA + PjMKTPERF„., P4(GROWTH« x MKTPERFJ + 
P5(GR0WTH« X MKTPERF^.i) +p6(GROUP. x MKTPERF^ + P7(GROUP. x MKTPERF^.,) + e,, 

Panel C 
STOCK COMPENSATION 

Independent Predicted 
Variables- Sign 1991 1992 1993 ALL YEARS 

intercept 114.93 169.81 280.42 183.19 
GROUP + 864.19 2477.35 1278.75 1541.83 ••• 
MKTPERFt + -314.40 835.56 2125.75 267.17 
MKTPERF,., + -82.56 -510.50 364.59 -372.90 
GROWTH X MKTPERFt + 124.25 -219.50 8.51 0.98 
GROWTH X MKTPERFt., + -124.03 290.87 -96.09 280.14 
GROUP X MKTPERFt - 227.78 -2753.87 • -432.33 -972.13 
GROUP X MKTPERFt., - 2229.52 *** 92.25 -545.83 765.83 * 

ADUSTED R' 0.1115 0.0912 0.0581 0.0829 
N 218 218 218 654 

**•. • Significant at the 1 percent, 5 percent, and 10 percent level, respectively, one-tailed test 

• See Table 3-2 for variable definitions. 
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TABLE 4-1 
Sample selection for tests of H3, H4 and H5 

Firms included in the 1992 and 1993 Forbes 
Executive Compensation Survey with cash 
compensation > $ 1 million in both years 3 18 

Firms with proxies unavailable from 1992 
through 1996 67 

251 
Firms with non-12/31 year-ends 54 

197 
Firms with missing Compustat data 55 
Total number of firms included in the sample 142 

Classification of firms by response group; 
Complying firms (C) 16 
Deferring firms (D) 20 
Nonqualifying firms (N) 51 
Qualifying firms (Q) 55 

142 

Note; Response group definitions are as follows; 

Complying firms; firms whose compensation plans were already performance-
based 

Deferring firms; firms who chose to defer excess compensation to a period when 
it would be deductible 

Nonqualifying firms; firms who chose to retain their existing compensation plans 
and forego the deduction 

Qualifying firms; firms who chose to make their compensation plans performance-
based 
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TABLE 4-2 
Variable definitions for tests of H3, H4 and H5 

SIZE: Total assets; data item 6 from Compustat 

IND; High-tech industries; firms with sic codes 2830-2836, 3570-3579, and 3650-3699 
(includes computer, electronic, and pharmaceutical companies) reported on 
Compustat 

REG: regulated industries; firms with sic codes 4910-4939 (includes electrical and gas 
utilities) reported on Compustat. 

ACCTPERF: Return on Asset; income before extraordinary items divided by total assets 
(data item 18 ^ data item 6 from Compustat) 

MKTPERF: annual returns from CRSP 

GROWTH: Market-to-book ratio; market value of equity divided by book value of 
common equity (data item 25 x data item 199 data item 60 from Compustat) 

OWN: percentage of company's stock owned by directors and officers of the firm as 
reported in firm proxy statements. 

DE: Debt-to-equity ratio; data item 181 H- data item 216 from Compustat 

FIX; (Total assets - current assets) ^ total assets; (data item 6 - data item 4) ^ data item 
6 from Compustat. 

VAR: Variance of the daily returns reported on CRSP 

BETA: Firms beta computed using CRSP returns. 
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TABLE 4-3 
Comparison of means across response groups prior to passage of Section 162(m) 

Complying Deferring Nonqualifying Qualifying 

Avg. Total Compensation 1414.74 1091.58 1250.09 1386.06 
Avg. Seilary 434.50 426.87 442.41 443.36 
Avg. Annual Bonus 289.63 291.50 277.09 337.43 
Avg. Stock Options 236.61 103.08 200.82 '' 256.83 
Avg. Compensation Mix 0.3563 " 0.2374 0.3387 0.3071 •* 
Total Assets 20,639.87 22,489.89 16,554.17 16,543.57 
High-tech Industries 0.1250 •• 0.0000 0.1569 0.0545 
Regulated Industries 0.1250 0.0500 0.0392 0.0364 
Return on Assets 0.0594 0.0310 0.0502 0.0432 
Returns 0.4145 0.3118 0.3458 0.4143 
Market-to-book 2.3187 1.9491 3.0000 2.7666 
Ownership (%) 5.5088 " 3.6451 "I 2.6573 8.4533 
Debt-equity ratio 2.2977 5.5897 3.0371 5.0437 
Fixed asset percentage 0.6342 0.6343 0.6269 0.6407 
Return variance 0.0401 0.0440 0.0379 0.0422 
Beta 1.0383 1.0155 1.0003 1.0691 

N 32 40 104 112 

" significantly different from complying firms at the 10 percent level 
significantly different from deferring firms at the 10 percent level 

" significantly different from nonqualifying firms at the 10 percent level 
'' significantly different fi-om qualifying firms at the 10 percent level 
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TABLE 4-4 
Comparison of means before and after the passage of Section 162(m) 

by response group 

COMPLYING FIRMS (N=I6) 

Before After p-value 

Average Total Compensation (OOO's) 1,414.74 1,652.79 0.4356 
Average Salary (OOO's) 434.50 459.81 0.5664 
Average Annual Bonus (OOO's) 289.63 412.42 0.1034 
Average Stock Options (OOO's) 236.61 422.81 0.1215 
Average Compensation Mix 0.356 0.398 0.4288 
Total Assets (OOO's) 20,639.866 21,560.346 0.9338 
ROA 0.059 0.071 0.3421 
Returns 0.415 0.147 0.0196 
Market-to-book 2.319 2.660 0.2353 
Ownership (%) 5.509 5.106 0.8359 
Debt-to-Equity 2.298 2.558 0.7204 
Fixed Asset Percentage 0.634 0.589 0.4582 
Return Variance 0.041 0.028 0.0696 
Beta 1.038 0.948 0.4638 

DEFERRING FIRMS (N=20) 

Before After p-value 

Average Total Compensation (OOO's) 1,091.58 1,415.39 0.0569 
Average Salary (OOO's) 426.87 442.22 0.4859 
Average Annual Bonus (OOO's) 291.50 392.94 0.0401 
Average Stock Options (OOO's) 103.08 243.02 0.0040 
Average Compensation Mix 0.237 0.317 0.0704 
Total Assets (OOO's) 22,489.894 19,781.502 0.7143 
ROA 0.031 0.046 0.0486 
Returns 0.312 0.139 0.0016 
Market-to-book 1.949 2.145 0.3125 
Ownership (%) 3.645 4.825 0.5554 
Debt-to-Equity 5.590 4.896 0.5459 
Fixed Asset Percentage 0.634 0.570 0.2299 
Return Variance 0.044 0.024 0.0001 
Beta 1.0155 0.906 0.1155 



TABLE 4-4 (continued) 

NONQUALIFYING FIRMS (N=5I) 

Before After p-value 

Average Total Compensation (000's) 1,250.09 1,712.45 0.0001 
Average Salary (000's) 442.41 463.53 0.2154 
Average Annual Bonus (OOO's) 277.09 483.21 0.0001 
Average Stock Options (OOO's) 200.82 412.99 0.0001 
Average Compensation Mix 0.339 0.388 0.0750 
Total Assets (OOO's) 16,554.17 18,930.43 0.5932 
ROA 0.050 0.063 0.2243 
Returns 0.346 0.210 0.0053 
Market-to-book 3.000 3.286 0.4404 
Ownership (%) 2.657 2.748 0.8808 
Debt-to-Equity 3.037 3.125 0.8429 
Fixed Asset Percentage 0.627 0.579 0.0655 
Return Variance 0.038 0.025 0.0017 
Beta 1.000 0.938 0.2193 

QUALIFYING FIRMS (N=55) 

Before After p-value 

Average Total Compensation (OOO's) 1,386.06 1,774.76 0.1211 
Average Salary (OOO's) 443.36 454.61 0.5682 
Average Annual Bonus (OOO's) 337.43 477.96 0.0223 
Average Stock Options (OOO's) 256.83 519.76 0.0574 
Average Compensation Mix 0.307 0.374 0.0203 
Total Assets (OOO's) 16,543.57 19,847.06 0.3935 
ROA 0.043 0.046 0.6422 
Returns 0.414 0.171 0.0001 
Market-to-book 2.767 2.847 0.8051 
Ownership (%) 8.453 7.796 0.7382 
Debt-to-Equity 5.044 3.809 0.1760 
Fixed Asset Percentage 0.641 0.599 0.1580 
Return Variance 0.042 0.027 0.0001 
Beta 1.069 0.934 0.0059 
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TABLE 4-5 
Regression to determine the effect of Section 162(m) on the level 

of average compensation of top five executives 
COMP, = Po + Pi SIZE, + PiIND, + PJREG, + P4ACCTPERF. + P5MKTPERF. + 

PsGROWTH. + P7OWN. + PgAFTER, + e. 

Panel A 
TOTAL COMPENSATION 

Independent Predicted 
Variables' Sign- Complying Deferring Nonqualifying Qualifying 

intercept 4.5075 3.7344 *** 4.6892 3.6692 
SIZE + 0.1945 0.2857 0.2031 0.2624 
FND + 0.4422 ** 0.0000 0.1700 ** 0.1060 
REG - -0.3399 » -0.2478 -0.0192 -0.2438 » 
ACCTPERF + 5.2770 4.1865 * 1.6756 ** 2.3357 •• 
MKTPERF + 0.1928 -0.2377 0.1819 -0.0234 
GROWTH + 0.5924 ** 0.4252 0.1553 * 0.4770 
OWN - -0.1957 0.0234 0.1723 0.1996 ••• 
AFTER ns/-i-/ns/+ 0.0692 0.1703 0.2431 ••• 0.2195 

Adjusted R" 
N 

0.3249 
64 

0.3924 
80 

0.2544 
204 

0.3594 
220 

Panel B 
SALARY 

Independent Predicted 
Variables' Sign- CompKing Deferring Nonqualifying Qualifying 

intercept 4.1722 4.4627 4.3913 4.5329 
SIZE 4- 0.1779 0.1488 0.1602 0.1373 
IND + 0.1466 0.0000 0.0790 0.2040 *** 
REG - -0.0367 0.3067 *** -0.0799 0.0234 
ACCTPERF + 1.7793 * 2.3428 0.1100 0.5568 
MKTPERF + -0.1353 -0.1890 ** -0.1726 **» -0.2055 *** 
GROWTH -1- 0.2063 » 0.2045 •• 0.1689 0.1482 
OWN - -0.0279 -0.0316 » 0.0697 0.0885 
AFTER ns/+/ns/+ -0.0195 -0.0209 -0.0115 -0.0112 

Adjusted R" 0.3716 0.5652 0.4198 0.3077 
N 64 80 204 220 
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COMP, = PO + PI SIZE. + P:IND, + PJREG, + P^ACCTPERF, + PsMKTPERF. + 
paGROWTH, + p-^OWN, + pgAFTER, + e, 

Panel C 
ANNUAL BONUS 

Independent Predicted 
Variables' Sign- Complying Deferring Nonqualifying QualifVing 
intercept 0.8955 0.7821 2.3138 -0.8954 
SIZE + 0.3879 0.4498 0.2161 ** 0,4585 
IND + -0.2353 0.0000 0.3409 0.6113 * 
REG - -1.9255 -0.5773 0.0383 0.0437 
ACCTPERF + 13.5684 17.4282 ••• 5.4428 8.3312 
MKTPERF + 1.1038 0.2683 0.6032 0.2891 
GROWTH + 0.1487 -0.3165 0.3450 0.5721 •• 
OWN - -0.1398 0.0487 0.0426 0.4866 *** 
AFTER ns/+/ns/+ 0.4068 • 0.5060 0.4092 ** 0.4996 

Adjusted R" 0.4646 0.2227 0.1034 0.1939 
N 64 80 204 220 

Panel D 
STOCK OPTIONS 

Independent Predicted 
Variables' Sign- Complving Deferring NonqualifAong Qualifying 
intercept 3.4929 -1.9252 2.5140 * -2.7400 ** 
SIZE 4- -0.1004 0.5090 0.1142 0.5473 
IND + 1.2400 • 0.0000 0.9471 -0.3630 
REG - -1.9995 -0.1803 -0.1836 -3.5055 *** 
ACCTPERF + -1.0215 12.2092 3.9000 7.4728 • 
MKTPERF + 2.0022 * -1.5731 » -0.2296 -0.8921 » 
GROWTH + 1.0522 1.0840 0.2945 1.3055 *** 
OWN - -0.2505 -0.0669 -0.1149 0.1621 
AFTER ns/+/ns/+ 0.9953 0.5574 * 1.0977 0.6876 *** 

Adjusted R" 0.1380 0.1239 0.1343 0.2285 
N 64 80 204 220 

**. • Significant at the 1 percent 5 percent, and 10 percent level, respectively, one-tailed test 

' See Table 4-2 for variable delinitions. When estimating the model, the variables COMP, SIZE, ACCTPERf. 
MKTPERF, GROWTH, and OWN were transformed by taking the natural log of the raw variables plus one. 
• Predictions of "ns" indicate that the coefficient is not expected to be significant. 
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TABLE 4-6 
Comparison of means across response groups 

For firm chairmen and/or chief executive officers prior to passage of Section 162(m) 

Complying Deferring Nonqualifying Qualifying 

Total Compensation 
Salary-
Annual Bonus 
Stock Options 
Compensation Mix 

4104.19 
845.63 
690.52 " 
934.47 " 
0.4153 

1900.33 
713.55 
511.10 " 
150.10 
0.1766 

2190.05 = 
725.21 
423 .60 
608.58 " 
0.3627 

3240.36 " 
791.19 
849.69 
432.28 
0.2856 

" significantly different fi^om complying firms at the 10 percent level 
^ significantly different fi^om deferring firms at the 10 percent level 
" significantly different fi-om nonqualifying firms at the 10 percent level 
'' significantly different fi^om qualifying firms at the 10 percent level 



TABLE 4-7 
Comparison of means before and afler the passage of Section I62(m) 

for firm chairman and/or chief executive ofiRcer 

COMPLYING FIRMS (N=9) 
Before After p-value 

Total Compensation (OOO's) 4104.19 4264.34 0.9059 
Salary (OOO's) 845.63 958.19 0.4531 
Annual Bonus (OOO's) 690.52 1135.77 0.1030 
Stock Options (OOO's) 934.47 984.40 0.9232 
Compensation Mix 0.4153 0.3844 0.7003 

DEFERRING FIRMS CN=11) 
Before After p-value 

Total Compensation (OOO's) 1900.33 2262.88 0.3887 
Salary (OOO's) 713.55 717.41 0.9316 
Annual Bonus (OOO's) 511.10 715.54 0.0707 
Stock Options (OOO's) 150.10 519.71 0.0110 
Compensation Mix 0.1766 0.3205 0.0124 

NONQUALIFYING FIRMS (N=27) 
Before After p-value 

Total Compensation (OOO's) 2190.05 3048.68 0.0041 
Salary (OOO's) 725.21 779.44 0.1212 
Annual Bonus (OOO's) 423.60 902.06 0.0001 
Stock Options (OOO's) 608.58 884.19 0.2005 
Compensation Mix 0.3627 0.3750 0.8207 

QUALIFYING FIRMS (N=43) 
Before After P--value 

Total Compensation (OOO's) 3240.36 4072.06 0. 3540 
Salar\' (OOO's) 791.19 800.61 0. 8565 
Annual Bonus (OOO's) 849.69 1144.37 0. 1179 
Stock Options (OOO's) 432.28 1416.41 0. 0225 
Compensation Mix 0.2856 0.3624 0. 0478 
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TABLE 4-8 
Regression to determine the effect of Section I62(m) on the level of compensation 

for firm chairmen and/or chief executive officers 
COMP, = Po + Pi SIZE, + P2IND, + PJREG, + P^ACCTPERF, + P5MKTPERF, + 

psGROWTH. + P7OWN. + PgAFTER. -t- e. 

Panel A 
TOTAL COMPENSATION 

Independent Predicted 
Variables' Sign^ Complying Deferring Nonqualifying Qualifying 

intercept 4.9909 6.0403 6.7647 3.4224 
SIZE + 0.2398 • 0.1684 0.0657 0.3110 
IND + 0.1717 0.0000 0.2481 • -0.0814 
REG - 0.2132 0.0000 -0.1633 0.0866 
ACCTPERF + 7.0153 * 11.0064 2.4944 0.0411 
MKTPERF 4- 0.5361 0.6530 0.4410 •• 0.0876 
GROWTH + 0.5959 -0.6035 •» -0.1230 0.8319 
OWN - -0.3685 -0.0977 * 0.0887 0.2838 *** 
AFTER ns/+/ns/+ 0.0303 0.3046 0.3517 *** 0.2115 

Adjusted R" 
N 

0.2583 
36 

0.4290 
44 

0.1482 
108 

0.4109 
172 

Panel B 
SALARY 

Independent Predicted 
Variables' Sign' Complying Deferring Nonqualifying Qualifying 

intercept 4.9887 5.5016 5.6043 *** 4.9147 
SIZE + 0.1985 *** 0.1177 0.0878 0.1464 *** 
IND + 0.1113 0.0000 0.1145 ** 0.1492 
REG - 0.4738 0.0000 -0.1152 0.0784 
ACCTPERF + 0.7759 0.8370 -0.2302 -0.2656 
MKTPERF + -0.3004 -0.2150 »» -0.1015 -0.3233 
GROWTH + 0.0311 0.1771 » 0.0283 0.2473 
OWN - -0.1440 -0.1240 0.1680 0.1177 
AFTER ns/+/ns/+ 0.0395 -0.0199 0.0631 -0.0409 

Adjusted R" 0.3945 0.5937 0.2833 0.2454 
N 36 44 108 172 
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TABLE 4-8 (continued) 

COMP, = Po + PtSIZE, + P;IND. + PjREGi + P4ACCTRET, + P5MKTRET. + 
PaGROWTH. + P7OWN, + pgAFTER. + E. 

Panel C 
ANNUAL BONUS 

Independent Predicted 
Variables' Sign- Complving Deferring Nonqualifying Qualifying 
intercept -0.7883 -0.0077 5.5626 -0.6887 
SIZE + 0.6291 •• 0.5415 -0.0762 0.4577 
IND + -0.8184 0.0000 0.0053 0.1095 
REG - -2.6734 *** 0.0000 0.4780 0.9990 
ACCTPERF + 29.2510 39.4329 16.6549 4.3846 
MKTPERF + 1.5464* 2.3800 * 1.6963 ** 0.6531 
GROWTH + -0.0919 -1.8110 -0.4059 1.1061 
OWN - -0.1860 0.2023 -0.4751 0.5286 
AFTER ns/+/ns/+ -0.2340 1.1614 0.8565 •• 0.0877 

Adjusted R" 0.4999 0.2995 0.0740 0.1101 
N 36 44 108 172 

Panel D 
STOCK OPTIONS 

Independent Predicted 
Variables' Sign- Complying Deferring Nonqualifying Qualifying 
intercept -3.9488 -4.0052 2.3523 -0.7248 
SIZE + 0.7918 » 0.7124 0.2164 0.5356 
IND 0.5755 0.0000 0.9935 0.7157 
REG - 0.2474 0.0000 0.1734 -4.9019 ••• 
ACCTPERF 9.7789 16.5798 11.8431 0.8764 
MKTPERF + 4.1569 ** -2.3569 -0.7443 -0.1709 
GROWTH + 0.9632 1.9696 -0.3301 0.3132 
OWN - -0.8990 -0.6987 0.3047 -0.4219 
AFTER ns/+/ns/+ 0.2319 1.0680 * 0.7125 * 0.9243 ** 

Adjusted R" 0.1896 0.2775 0.0254 0.1461 
N 36 44 108 172 

•**. •*, * Significant at the 1 percent, 5 percent and 10 percent level, respectively, one-tailed test 

' See Table 4-2 for variable definitions. When estimating the model, the variables COMP, SIZE, ACCTPERf. 
MKTPERF, GROWTH, and OWN were transformed by taking the natural log of the raw variables plus one. 
" Predictions of "ns" indicate that the coefficient is not expected to be significant. 
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TABLE 4-9 
Regression to determine the effect of Section 162(m) on the 

average pay-performance sensitivities for the top five executives 
COMP,, = PO + P,MKTPERF«-(- P^MKTPERF^., + P3(GROWTH« x MKTPERF.T) + P4(GROWTH„ x 

MKTPERFN.i) + PSAM BRIT + PECAFTERN x MKLPBKFJ +P-(AFTER,( x MKTPERFN.i) + Sn 

Panel A 
TOTAL COMPENSATION 

Independent Predicted 
Variable' Sign^ Conipl\Tng Deferring Nonqualifying Qualifying 

intercept 1167.25 1226.90 1084.65 1019.85 *** 

MKTPERF, . 397.85 -145.27 475.93 -1478.31 *** 

MKTPERF,., + -410.11 1039.05 • 280.30 75.87 
GROWTH X MKTPERF, + 48.71 -176.13 -42.51 727.21 *** 

GROWTH X MKTPERF,., + 204.37 -437.32 -10.91 152.03 
AFTER •> -125.51 318.06 320.03 701.41 ** 

AFTER X MKTPERF, ns/ns/ns/+ 1771.73 101.70 57.31 -903.88 
AFTER X MKTPERF,., ns/ns/ns/+ 2549.73 ** -858.15 1937.27 -599.65 

Adjusted R" 0.0474 0.0013 0.2049 0.1966 
N 64 80 204 220 

Panel B 
SALARY 

Independent 
Variable' 

Predicted 
Sign- Complying Deferring Nonqualifying Qualifying 

intercept 468.25 *** 465.87 ^ 458.03 *** 468.63 
MKTPERF, + -189.63 * -50.37 -29.90 -87.72 
MKTPERF,., + -131.19 39.91 3.54 -78.31 ** 
GROWTH X MKTPERF, + 49.24 -37.73 -2.71 12.78 * 
GROWTH X MKTPERF,., 43.48 -22.76 -2.46 20.47 ** 
AFTER •) -64.80 -10.02 -8.19 -27.77 
AFTER X MKTPERF, ns/ns/ns/+ 228.57 • 86.21 53.45 98.20 * 
AFTER X MKTPERF,., ns/ns/ns/+ 265.06 * -69.17 107.80 47.08 

Adjusted R" -0.0267 -0.0275 0.0012 0.0261 
N 64 80 204 220 
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TABLE 4-9 (continued) 

COMPn = po + P,MKTPERF„+ piMKTPERFtt., + P3{GROWTH„ x MRTPERF^) + p^GROWTH,, x 
MKTPERF.t.i) + PsAFTERn + P6(AFTER,t x MKTPERFJ -fP7(AFTER« x MKTPERF„.|) + g,, 

Panel C 
ANNUAL BONUS 

Independent Predicted 
Variable' Sign' Complying Deferring Nonqualifying Qualifying 

intercept 225.13 214.53 244.49 *** 143.81 
MKTPERF, + -93.58 342.32 • -43.58 273.19 
MKTPERFu + 2690.21 100.30 58.60 288.86 
GROWTH X MKTPERFt + 76.27 -80.01 19.85 -10.70 
GROWTH X MKTPERFt.1 -65.44 23.68 8.98 16.13 
AFTER 9 -4.58 195.30 *** 153.89 258.72 
AFTER X MKTPERFt ns/ns/ns/+ 625.08 -236.55 77.30 99.36 
AFTER X MKTPERF,., ns/ns/ns/+ 737.68 ** -231.99 505.57 -86.73 

Adjusted R' 0.1751 0.0291 0.1547 0.1196 
N 64 80 204 220 

Panel D 
STOCK OPTIONS 

Independent Predicted 
Variable' Sign- Complying Deferring Nonqualifying Qualifying 

intercept -22.05 138.67 158.70 133.63 
MKTPERF, + 1030.08 -231.68 39.16 -680.65 
MKTPERF,., + -127.31 -82.18 -54.38 21.62 
GROWTH X MKTPERF. + -180.12 ** 81.88 9.88 316.77 *** 
GROWTH X MKTPERFt., + 70.28 -8.90 25.25 45.59 
AFTER 0 267.62 ** 87.57 140.96 430.07 *** 
AFTER X MKTPERF, ns/ns/ns/+ -58.04 49.79 6.76 -745.87 
AFTER X MKTPERF,. 1 ns/ns/ns/+ 1193.07 *** 304.20 889.21 *** -166.63 

Adjusted R" 0.3300 0.0637 0.1794 0.1170 
N 64 80 204 220 

•*, * Significant at the 1 percent, 5 percent, and 10 percent level, respectively, one-tailed tests 

' See Table 4-2 for variable definitions. 
Predictions of "ns" indicate that the coefficient is not expected to be significant. 
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TABLE 4-10 
Regression to determine the effect of Section 162(m) on the pay-performance sensitivities 

for firm chairmen and/or chief executive ofiScers 
COMP,, = Po + PIMKTPERF,. + PIMKTPERF^., + PJCGROWTH,, X MKTPERFJ + p,(GROWTH„ x 

MKTPERF,.,) + P5AFTER.t + P6(AFTER« x MKTPERF.J + p7(AFTER., x MRTPERF,..,) + g„ 

Panel A 
TOTAL COMPENSATION 

Independent Predicted 
Variable' Sign' Complying Deferring Nonqualifying Qualifying 

intercept 1846.04 • 1547.75 ••• 2003.14 1755.24 ** 

MKTPERF, + -5177.08 946.30 558.22 -3745.20 
MKTPERFt-i + -13878.00 347.20 755.18 * 1354.20 
GROWTH X MKTPERFt + 3917.26 -137.06 -54.92 2179.89 
GROWTH X MKTPERFt.i 1 + 7743.81 288.66 -107.29 -11.12 
AFTER •} 660.09 529.40 262.54 2370.06 
AFTER X MKTPERFt ns/ns/ns/+ 1188.39 351.51 1418.67 ** -5562.33 ** 

AFTER X MKTPERF,., ns/ns/ns/+ -4421.30 -672.58 4571.41 *** -1268.69 

Adjusted R" 0.2331 -0.1243 0.2889 0.2030 
N 36 44 108 172 

Panel B 
SALARY 

Independent Predicted 
Variable' Sign- Complying Deferring Nonqualifying Qualifying 

intercept 887.41 713.12 758.50 *** 869.72 
MKTPERFt + -879.81 • -37.34 -24.78 -196.27 
MKTPERF,., + -1024.42 * -191.80 -40.45 -201.35 ** 

GROWTH X MKTPERFt + 340.76 -0.26 -7.21 30.00 * 

GROWTH X MKTPERF,., + 497.39 114.48 -3.09 27.19 
AFTER 7 113.61 -20.55 6.70 -99.21 * 

AFTER X MKTPERF. ns/ns/ns/+ -162.03 171.90 92.73 160.83 
AFTER X MKTPERFt., ns/ns/ns/+ -557.20 -47.47 120.00 208.67 

Adjusted R" -0.0576 -0.1233 -0.0103 0.0240 
N 36 44 108 172 
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TABLE 4-10 (continued) 

COMP« = Po + PiMKTPERF., + p^MKTPERF^., + p3(GROWTHrt x MKTPERFJ + PaCGROWTHrt x 
MKTPERFtf.i) + PsAPTERtt + P6(AFTER,t x MKTPERFo) + p-(AFTER« x MKTPERFtt.i) + e,, 

Panel C 
ANNUAL BONUS 

Independent 
Variable' 

Predicted 
Sign- Complying Deferring Nonqualifying Qualifying 

intercept 408.52 • 145.16 * 271.32 156.47 
MKTPERFt + -936.03 855.66 •• 342.15 * 989.66 
MKTPERF,., + 134.35 -34.44 237.89 1028.20 
GROWTH X MKTPERF, + 605.39 -43.93 -31.90 -11.43 
GROWTH X MKTPERF,., 161.50 394.56 •• 2.24 -14.44 
AFTER 9 138.74 636.81 348.89 772.30 
AFTER X MKTPERFt ns/ns/ns/+ 1103.79 -827.43 » 450.26 * -249.00 
AFTER X MKTPERFt., ns/ns/ns/+ 959.55 -1464.21 ** 1445.20 -7.32 

Adjusted R" 
N 

0.1145 
36 

0.3846 
44 

0.3006 
108 

0,1791 
172 

Panel D 
STOCK OPTIONS 

Independent Predicted 
Variable' Sign* Complying Deferring Nonqualifying Qualifying 

intercept -197.32 83.61 599 51 136.47 
MKTPERF, + 2197.97* 126.60 -133.21 -680.59 
MKTPERFt., + -5142.52 -357.13 108.38 580.02 
GROWTH X MKTPERFt + -122.83 -20.46 67.01 362.18 ** 
GROWTH X MKTPERFt., + 2825.35 262.05 -42.26 -31.89 
AFTER •) 462.84 261.94 -57.32 1571.14 
AFTER X MKTPERFt ns/ns/ns/+ -330.85 677.04 313.75 -2287.47 ** 
AFTER X MKTPERFt., ns/ns/ns/+ 583.05 300.32 3032.15 -398.98 

Adjusted R' 0.4375 0.0469 0.1144 0.0427 
N 36 44 108 172 

•*, • Significant at the 1 percent, 5 percent and 10 percent level, respectively, one-tailed tests 

' See Table 4-2 for variable definitions. 
" Predictions of "ns" indicate that the coefllcient is not expected to be significant. 
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TABLE 4-11 
Regression to determine the eflFect of Section 162(m) on the 

mix of compensation components 
MIX„ = Po + P,DE„ + P:FIX„ + pjCROWTH^ + P4OWN,. + P5VAR,, + 

PsBETAa + PT^ I bKit + Sit 
Panel A 
TOP FIVE EXECUTIVES 

Independent Predicted 
Variables' Sign- CompKing Deferring Nonqualifying Qualifying 
intercept 0.2413 -0.0736 0.2283 0.1571 
DE + -0.0554 • 0.0362 0.0046 -0.0271 * 
FIX + -0.0065 -0.0031 -0.0383 -0.0506 
GROWTH + 0.1256 •• 0.1807 0.0086 0.0802 
OWN - -0.0595 *** -0.0335 * 0.0124 -0.0245 *** 
VAR -0.7199 1.0101 0.6189 * 0.5863 
BETA - 0.0899 0.0334 0.0248 0.0950 * 
AFTER ns/+/+/+ 0.0313 0.0807 0.0428 0.0615 *** 

Adjusted R" 0.0640 0.0891 0.0072 0.0994 
N 64 80 204 220 

Panel B 
CHAIRMEN AND/OR CHIEF EXECUTIVE OFFICER 

Independent Predicted 
Variables' Sign- Complying Deferring Nonqualifying Qualifying 
intercept 0.1182 0.0948 0.2668 *** 0.0374 
DE + -0.0342 0.0146 0.0461 -0.0559 *** 
FIX + 0.0094 -0.1307 ** -0.1227 ** 0.1535 *** 
GROWTH + 0.3322 0.0425 0.0040 0.1396 *** 
OWN - -0.0784 -0.0350 * 0.0104 -0.0274 • 
VAR ') 0.2744 0.8104 0.9592 •• 0.2926 
BETA - -0.0559 -0.0542 -0.1523 • 0.2227 
AFTER ns/+/+/+ -0.0400 0.1204 *** 0.0081 0.0865 

Adjusted R' 0.1559 0.2368 0.0295 0.1636 
N 36 44 108 172 

Significant at the ! percent, 5 percent and 10 percent level, respectively, one-tailed test 

' See Table 4-2 for variable definitions. When estimating the model, MIX, DE, FIX, GROWTH, OWN, VAR, and 
BETA were transformed by taking the natural log of the raw value plus one. 
• Predictions of "ns" indicate that the coefficient is not expected to be significant. 
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TABLE 5-1 
Sample selection for tests of H6 

Firms on the 1993 and 1992 Forbes Executive Compensation 
Survey with cash compensation > $ 1 million 318 

Firms with missing 1993 proxies 20 
298 

Firms with non-12/31 year-ends 59 
239 

Firms with missing CRSP data 3 
Total number of firms included in the sample 236 

Classification of firms into response group: 
Complying firms (C) 27 
Deferring firms (D) 21 
Nonqualifying firms (N) 80 
Qualified firms (Q) 108 

236 
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TABLE 5-2 
Abnormal returns around firms' announcements of response to Section 162(m) 

COMPLYING FIRMS (prediction; no abnormal return) 

Means t-stat 

Day-I 0.0013 0.3692 
DayO -0.0028 -0.7910 
Day+I -0.0014 -0.4054 

3-day announcement period abnormal return -0.0029 -0.4776 
DEFERRING FIRMS (prediction: negative abnormal return) 

Means t-stat 

Day-I -0.0063 -1.9918 
DayO -0.0006 -0.1764 
Day+I -0.0016 -0.4893 

3-day announcement period abnormal return -0.0085 -1.5343 
NONQUALIFYING FIRMS (prediction; negative abnormal return) 

Means t-stat 

Day-1 -0.0010 -0.6191 
DayO 0.0030 1.8282 
Day+1 -0.0003 -0.2212 

3-day announcement period abnormal return 0.0017 0.5704 
QUALIFYING FIRMS (prediction; positive abnormal retum) 

Means t-stat 

Day-1 0.0024 1.4139 
DayO 0.0012 0.7089 
Day+1 0.0021 1.2491 

3-day announcement period abnormal retum 0.0057 1.9468 
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