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CEO Compensation and Firm Performance - Are They Related?

Abstract

This paper attempts to assess the ability of compensation packages to affect firm performance.
Following a review of principal-agent theory and previous research, a section is devoted to the explanation
of the model that is utilized in this paper.
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About the author: Barb Kube '94, an economics major, wrote
this paper for her Econometrics class, which she described as
being enormously useful. Econometrics is one of the first
highly quantitative classes Economics majors encounter, and
Barb felt that for a "non-math person” Ilike herself/ working
on this paper was excellent preparation for her Senior
Project. She tested for forms of discrimination against female
lawyers for her Senior Project which she is presently
extending into a Research Honors Project. It is an issue of
personal concern to her since she is going on to law school
after graduation.

CEO Conpensation and Firm Performance—

Are They Rel ated?

Bar b Kube

What do I BM Sunbeanmi Gster, Westinghouse El ectric, Tine
Varner, General Mtors and Arerican Express all have in common?
In the past.year all of these conpani es have acquired new chi ef
executive officers (CEGs) (Saporito, p. 10). These changes are
just a snall exanple of the grow ng power of disgruntled
sharehol ders. Upset at increasing wealth of CEGs in the face of
poor or stagnant corporate perfornmance, sharehol ders are speaking
out, and they aren't the only ones. This controversy has al so
pronpted the Securities Exchange Comm ssion (SEC) to enact
stricter guidelines for proxies. Additionallﬁ, movenents to
enact conpensation-limting |egislation have been initiated by
several nenbers of Congress. ternatively, it can be argued
that well-structured conpensation packages, by increasing CEO
i ncentives, actually benefit sharehol ders.

This paper attenpts to assess the ability of conpensation
packages to affect firmperfornance. Follow ng a review of
princi pal -agent theory and previous research, a section is
devoted to the explanation of the nodel that is utilized in this
paper. Both theoretical and enpirical nodels are outlined. The
next portion reports the results of the statistical testing of
the nodel. Finally, this paper addresses the "real -world"
inplications of its findings.

. LI TERATURE REM EW

At the heart of the debate surrounding CEO conpensation is a
classic PI‘I nci pal - a%ent problem Economsts theorize that a
princi pal -agent probl emarises whenever there are incentives for
the agent to pursue interests that differ fromthose of the
principal. In this case the CEO (agent) may be tenpted to
maxi m ze his/her personal utility, as opposed to maxi m zing
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sharehol der (principal) wealth. AdamSmth expressed such an
opi ni on of non-owni ng corporate executives in The Weal th of
Nati ons:

Beinﬂ the managers rather of other people's noney than
of their own, 1t cannot well be expected that they
shoul d watch over it with the sane anxi ous
vigilance.... Negligence and profusion nust always
~prevail.(Wchsler, p. 211) _
Thus, it would seemthat the principal-agent Problen1ar|ses as
CEGs becone | ess dependent upon corporate performance for their
income. Acting as key deci sion-nmakers, but w thout having a
ersonal stake in the performance of the conpany, CEGs can
enefit and prosper even when the corporation perforns poorly.

Enter the era of pay-for-Ferfornance conpensat i on prograns.
Leonard asserts that,"by 1985 |ong-termincentive plans had been
nearly universally adopted by |arge corporations" (Leonard, p. 13-
E? . This course of action is ained at reconciling the interests
of the CEOw th those of the sharehol ders by tying executive pay
to sone neasure of firmperformance. As conpensation becones
nor e perfornance-based, both the expected cost of the _
conpensati on package and the expected performance of the firm
increase. Therefore, the theoretical solution to the princiﬂal-
agent problem lies in establishing an equilibriumbetween the
val ue of an increnental change in corporate perfornmance and the
val ue of an increnental change in CEO conpensation (Abowd,

B. 53-%?. Wiile it may sound sinple, measuring conpensation can
e tricky.

First, firmperfornmance can be neasured by either
accounting, economc or market neasures. Return on assets (RM)
and return on equity (RCE) are both accounting neasures; after-
tax gross economc return (ERET)is an econom c neasure of
profitability, and total shareholder return (TSR} is a narket
neasure of firmperformance. Al of these exanpl es are expressed
as percentages. Even though ERET is the best neasure of
profitability, it is often difficult to find the necessary data
with which to calculate this neasure of perfornance.

Asi de from perfornmance neasures, there are many conponents
of conpensation packages that nust be considered: salary, bonus
paynents, stock options, paynents froml ong-termconpensation
pl ans, restricted stock awards, thrift-plan contributions,
conpany-pai d heal th and insurance plans, auto allowances and
ot her executive "Perks." It is not always easy to determne how
much and in what Torma CEOis being conpensated. Thus,
examning the relationship between conpensation and firm
per formance can be quite 1nvol ved.

In the real world there appear to be nunerous exanples in
whi ch poor corporate performance is acconpani ed by increasi ng CEO
conpensation. In light of such evidence, one mght wonder how
wel | these conﬁensatlon prograns are achieving their objective.
Recent research conducted by Mchael C Jensen of Harvard
Uni versity and Kevin J. Mirphy of the University of Rochester
anal yzes the sensitivity of total CEO conpensation to firm
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per formance for the years of 1974-1986 (Jensen,

pp. 226-227).

They used regression analysis to conpute the sensitivities for

t he individual conponents of conpensation packages, i ncluding
base salarz, bonus and stock options. Additionally, the
conpared the various sensitivities for large versus snal
conpani es (Jensen, 260J%.

Cf particular Interest is the regression equation that tests

t he overal |

fromJensen, p. 229):

TABLE 1.

: sensitivity of CEO wealth [ TC=TP+pv(S+B)
changes in sharehol der in sharehol der wealth (repro

Estimates of Pay-Performance Sensitivity:

uced

of Odinary Least Sguares Regressions of CHANGE( SALARY+BCONUS) ,

CHANCGE( TOTAL PAY), and CHANGE( PAY- RELATED WEALTH) on CURRENT and
IaAIC?ED CHANCGE( SHAREHOLDER WEALTH) —+n t housands of 1986 const ant
ol | ars.
DEPENDENT VAR ABLES
change change change TOTAL PAY+
| NDEPENDENT | (SALARY | (SALARY | (TOTAL PAY) | [change
VARl ABLES +BONUS) | +BONUS) ( SALARY+BONUS) ]
| nt er cept 31.7 30.8 36.6 918.0
Change SHW . 000014 | . 000014 | . 000024 . 000197
(8.0) (8.4) (5.2) (9.7)
Change SHW . 000008 | . 000009 . 000103
year (t-1) (5.5) (2. 4) (5.8)
R . 0082 . 0123 . 0041 . 0157
Esti mat ed . 000014 | . 000022 | . 000033 . 000300
pay-
per for mance
sensitivity
b
F-statistic | 64.0* 93. 0* 28. 5* 117. 7*
for b
Sanple size | 7,750 7, 688 7, 688 7, 688

Not e- The sanple Is constructed fromlongitudinal data reported In Forbes on 1,
1,049 firns for the years 1974- 86.
multiplied by the Inflation-adjusted rate of return on common stock,

"Significant at the 0.01 percent |evel.

The Forbes definition of total col %/ < t
stock, savings and thrift plans, and other benefifs but does not include the value of stock options granted

ensation t

or the gains fromexercising stock options.

Present val ue based on the assunption that the CEO receives salary and bonus increnent until age 70 at

pically includes salary,

bonus,

t-statistics are in parentheses.

val ue of restricted

coefficients

688 CEGs serving In
Change(SHW Is defined as the begl nnl ng-of - perl od market val ue

a discount rate of 3 percent.
Estimated b is the sumof the coefficients on the contenporaneous and | agged sharehol der weal th change.

Resul ts of Jensen and Murphy's study reveal ed that bonuses
were the least sensitive to changes in firmperfornmance (Jensen,
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p. 262). Overall they estinated that:
...[Tlhe total pay-perfornmance sensitivity—ncludi ng
both pay and di sm ssal —+s about 75 cents per $1, 000
change 1 n shareholder wealth for the full sanple
(45 cents and $3.15 per $1,000 for |arge and snal
firnms, respectively).(Jensen, p. 261)
Based on these results, they concluded that annual changes in
executive conpensation are not significantly responsive to
changes in corﬁorate per f or mance.
Supﬁose that studies like that of Jensen and Mirphy
establish that pay is based on performance. This result woul d
not, by itself, guarantee that higher pay is an effective
incentive. To decide that question, we need to know not the
effect of performance on pay, but the effect of pay on
per f or mance.

Bhi |l e the JensenMirphy study did not address the issue of
whet her or not firns are abl e to”desi gn conpenFation: packages
that positively influence future perfornmance, Cornell
.University's John Abowd did just that. Dr. Abowd used data from
1981-1986 and tested to see If corporate perfornmance depends on
executive conpensation prograns. Mre specifically, he wanted to
know i f the conposition of conpensation packages elicits specific
behavi or fromthe agents. Using CLS regression anal ysis, he was
able to estimate the ability of conpensation plans to affect
corporatiuferfornance during the next tine period (Abowd, p. 52-
S). Abowd tested four different neasures of corporate
performance: after-tax return on equity (ROE), after-tax return
on assets (ROA), after-tax gross economc return (ERET) and total
share-hol der return (TSR)?.

Abowd' s nost conpel |ing work involved the perfornmance
equation of his continuous nodel, which was designed to,"focu[s]
on the conditional expectation of future corporate performance
given an el aborate, nonlinear function of current perfornmance and
conpensation (Abowd, p. 52-S)". For a dependent variable, he
used the conditional expectation of the four performance
variables: ROE, ROA, ERET or TSR Independent vari abl es
i ncluded the current performance neasure (calculated in the sane
manner in which the dependent variable was figured), current

__adjustedJ.og of jtgtal salary, total assets at the beginning of
the year and two interaction terns” that conbi ned*expected®future
performance with current conpensation (1) when current
per f ormance was bel ow average and %2) when current performance
was above average. The nodel was further tested by substituting
the bonus as a percentage of base salary for total salary in the
interaction terns and substituting base salary for total salary
%nb}hezgog vari able (Abowd, pp. 52-S, 62-S, 66-S, 67-S). (See

abl e
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TABLE 2. Performance Equation for Abowd' s Continuous Mde

Dependent Vari abl es | ndependent Vari abl es?®
PERF(T +I) Pi:Ri—gT)
I n TOTAL SALARY(t)
TOTAL ASSETS

PERF(t) * COWP(t);
PERF(t) >nedi an

e Egﬁzt)<negigh

RCE and ROA, accounting neasures of profitability, were not as
sensitive to CEO conpensation as were ERET, an econonic measure
of performance and TSR a nmarket neasure of corporate
pertornmance. However, Abowd conceded that a bias against the
accounti ng neasures of perfornance may have been present because
he excluded nulti-year plans of conpensation from his study;

mul ti-year ﬁlans are generally based on RCE and ROA. Even so, he
concl uded that basi ng conpensati on on, or increasing
cpnﬁensation-sen3|t|V|ty to ERET or TSR "...nay be associ at ed
%%ts)better perfornmance on that neasure in the future" (Abowd, p.

1. MODEL

Conbi ni ng the enpirical techniques used by Abowd, the
measur enent et hodol ogy of Jensen and Murphy and princi pal - agent
theory will hopefully provide additional 1nsight into the _
controversi es surroundin? CEO conpensat i on. articular attention
is paid to the ability of firns to influence future perfornance
t hrough their CEO conpensati on packages. To begin, the list of
factors that influence firmperfornance for ang given year is
seemngly endl ess. Sone of the domnant variables include: the
state of the econony, the financial position of the firmat the
begi nning of the studied year, management and firm perfornmance in
t he ?receding tinme period. Thus, performance can be expressed as
the follow ng:

PERF(t) - f(SOE, Assets, CEO conp, PERF(t-1))
Various neasures of perfornance exist. Using perfornance
measures such as ROE, RQOA, ERET and TSR which are expressed as
percentages can help avoid biasing results against small firns
just because they deal in snaller nonetary transactions. A
conpl ete anal ysis woul d eval uate accounti ng, economc and mar ket -
based nmeasur es.

Measuring assets helps to account for size differentials
between firms—those with nore assets are likely to have higher
total conpensation packages for CEGs, and the CEGs are |ess
likely to own a significant percent age of the outstandi ng stock
(the firmw |l probably have a |arger nunber of stock shares
outstandingP. The nost appropriate neasure of a firms assets is
the value of total assets at the beginning of the tine period in
question (this is equivalent to the total value of a firms
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assets at the end of the previous tine period).

As Leonard pointed out, nost firns claimto |ink CEO
conpensation to firmperfornmance (Leonard, p. 13-95). .
Accordi ngly, conpensation should serve as an incentive to inprove
performance. Including the various conponents of conpensation
packages as influences on perfornmance may help identify ways in
whi ch to cl ose existing gaps between the often conpeting goals
facing the CEQ those of personal wealth nmaxi mzation and the
goals of the firm (sharehol ders), profit nmaximzation. Annual

ase sal ary, bonuses, stock options and ot her "Ion?-ternT per ks
such as health insurance, auto allowances and thrift plan
contributions are used in varying degrees to reward CEGs for
their role in affecting performance. Conpensation for one year
serves as incentive for the follow ng year: if perfornance
increases and the CEO is rewarded with a |arger conpensation
package, then future performance is nore likely to inprove; and
| f poor performance is acconpanied by a simlar change in the
conpensati on package, then future performance is likely to

I nprove as the CEO takes quick, profit-maximzing action in hopes
of increasing the value of his/her conpensation package.

Tabl e 3 shows the explanatory variables and the effects that
they woul d be expected to have on performnmance.

TABLE 3. EXPLANATORY VAR ABLES

State of the Econony: (+) The SCE is positively related to firm
performance. 1In general, as the econony inproves so does

per f ormance, and when the econony is experiencing a downturn so

too do nost conpanies. Al so, howa firms performance is

| npacted by the econony is determned by the type of products or
services in which the firmdeal s—aormal vs. inferior

Assets: (+ or -) Assets can be an indicator of firmsize,
dependi ng on whet her econom es of scale or di seconomes of scale
are present. As conpany Size increases it is nore difficult to
nonitor the actions of and the decisions facing the CEQ it is
easier for the CEOto undertake activities that will maximze
his/her own utility instead of maxi mzing firm performnmance.
Because of this, it is nore difficult and nore costly to
establish a conPensation package that successfully coordi nates
the interests of the CEOw th those of the firm Stock hol der
apathy, which also tends to increase as the size of the firm

I ncreases, can also contribute to | ower performance—st ock

hol ders are less likely to be anware of CEO conpensation and | ess
likely to get involved in decision making. |If larger firns are
expected to be less efficient than their smaller counterparts,
the coefficient for assets is expected to be negative

(di seconomes of scale); if larger firns are nore efficient than
their smaller counterparts, the coefficient for assets is
expected to be positive (economes of scale).
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Annual base salary and bonus for CEO (S+B): (+*) Base salary
does vary from ¥ear to year, and theoretically it should nmove in
the direction of firmperformance. This tends to be the nost
stable portion of a conpensation package. @ ven out annually as
well as other tines throughout the fiscal year when perfornmance
figures are announced, bonuses are perhaps the nost perfornmance-
sensitive el ement of conpensation packages. Accordingly,
\oerfor mance shoul d be sensitive to (S+B)—anticipation of a
arger portion of corrr)ensatl on being in the formof bonuses
shoul d positively influence perfornmance.

Stock options awarded to CEQ (+) Stock options are positively
rel ated to narket-based performance neasures because,

theoretically, a CEOw |l increase his/her wealth only if the
fi rmloerforms wel I in the marketplace. S nce stock options can
be held for up to ten years before exercising them it is

possible for a CEOto hold on to themduring years of poor

per formance and exercise themin the nore prosperous future
(Byrne, p. 34). This nmakes it hard to predict whether or not the
relationship will be statistically significant.

Furthernore, it is possible for CEGs to benefit fromoptions
even when real performance is not inproving. This occurs during
periods of inflation or bull markets. A CEO nay realize a
si gni fi cant ﬁroflt fromexercising options while real firm
perfornmance has either not changed or has worsened. Thus, the
suggested incentive provided by stock options appears to be
over st at ed.

Q her conponents of CEO conpensation: (-) Additional elenents of

conpensation are often referred to as executive "perks". These
are very rarely tied to firmperfornance. Therefore, they do not
provide an incentive to naximze profit. |In fact, some CEGCs nay

prefer to maxi mze perks and thereby decrease profits.

1. EMPIR CAL MODEL AND RESULTS

Since this study is primarily concerned with the ability of
conpensati on packages to influence firmperformance, it wll
focus on the follow ng rel ati onshi p:

~ PERF(t) = (size, CEO COWPENSATION(t-1))
O oss-sectional data found in the Executive Conpensation Surveys
for Corporate Anerica' s Mdst Powerful People as well as those for
The 200 Best Small Conpanies, published by Forbes, provides a
sanpl e of conpensation and corporate perfornmance information for
nearl?; 1000 CeECs. UWsing cross-sectional data serves as a control
for the state of the econony (SOE), since all firns will be
observed at the sanme point 1n the business cycle. Therefore, SCE
will not be included. This study utilizes conpensation and
performance figures for the years of 1989-1991. Forty CEGCs were
randomy sel ected fromeach survey group with the stipulation
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that the sane individual serve as CEO for both 1990 and 1991.
Q her performance and asset val ues were obtai ned from Sandard &
Poor's Sock Reports as well as The Market Guide”.

Unfortunately, a potential for bias exists because the
Forbes surveys only include the "best" firns; there is a chance
that inportant relationships may go undetected sinply because
certain conpanies did not nake the "A'" list. The voluntary nature
of the surveys results in sone data not being reported for all
firms. Additionally, large financial institutions were omtted
fromthis study due to a lack of conparabl e perfornmance
information. Such inaccessibility to data may hinder the
accuracy of the results.

Prior to the 1992 passage of a SEC regul ation, firns had not
been required to report the anount of stock options that were
awarded to their CEGCs. Therefore, it is not surprising that the
Forbes data is neither conplete nor consistent—the data for
stock options is sonetines |isted as a dollar value, at other
times only the nunber of options is recorded and in sone cases
the data Is omtted all together. @ ven the inportance of such
options in CEO c_on'ﬁensatl on packages, excluding themfromthis
study will dimnish the explanatory power of the equations
(Peale, p. 1). Furthernore, the Forbes data reports annual
salary and bonuses as one figure. This nmakes it nore difficult
to determne which el enents of conpensation are nost effective in
I nfluencing firm perfornance.

Table 4 presents a summary of all the variables used during
statistical analysis:

TABLE 4. VAR ABLE DEFI N TI ONS

Per f ormance neasures (current—991 and | agged—990);

Return on Assets (ROA): An accounting neasure of performance,
RO is sonetines calculated as (Net Incone + Interest)/(Average
total assets for the fiscal year).

Return on Equity (RCE): An accounting neasure of perfornance
that can be calculated as (Net Income - Income to Mnority
Interests - Preferred Stock Dividends Paid)/(Average Common S ock
Equity over the fiscal year).

Total Shareholder Return (TSR): This is a market measure of
perfornmance and is calculated as (D vidends per share + Capital
Gain per share)/(Price per share of common stock at the end of
t he previ ous cal endar year) (Abowd, pp. 59-S, 60-5).

Change in the perfornmance variabl es was al so tested.

Conpensation Variables (current—2991 and | agged—990) ;
(Salary + Bonus): (Sf¥B) includes all cash, deferred salary
bonus paynents plus any directors fees and comm ssion; thi
variable is nmeasured in mllions of dollars.

S
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QG her: Paynments from|long-termconpensation plans, restricted

stock awards (vested or released fromrestriction), thrift plan
contributions, conpany-paid health and insurance plans plus any
ot her benefits such as auto al | ownances—does not 1 nclude stock

options. This is neasured in mllions of dollars.

Total Pay: (StB) + (G her); neasured in mllions of dollars.

Present Value of Total Pay: Total Pay * (l+i)”T; T=70-present
age and i =.03. This assunes that the CEO receives an increnent
of (StB) until age 70, at a discount rate of .03. This is
measured in mllions of dollars.

Pay-rel ated Weal th: PRW= Total Pay + pv(Total Pay), and is
neasured in mllions of dollars.

Bot h percentage change and change in total conpensation were al so
anal yzed.

Q her:

Assets (current and | agged): This is the total value of a firms
afssgtisl at the beginning of the fiscal year; neasured in mllions
of doll ars.

Size: Adumy variable for firmsize; 1 if large, O if small.
This variable, like Assets, is included as a possible way of
controlling for economes of scale.

D vidends (lagged): D vidends (Dv) given out per share of
common stock; measured in dollars per share.

Stock Price (lagged): Stock price (SP) per share of common
stock; neasured in dollars per share.

Capital gains (lagged): Capital gains (G5 reported; measured
in dollars per share.

Interaction terns: Interaction variables were created between
the dummy variable for size and the various neasures of
conpensat i on.

Statistical results are presented in Tables 5, 6 and 7.
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TABLE 5. Coefficients of regression analysis with t-statistics

given in parentheses. Significance: * = .10, ** = .05 and *** =
' Dependent Vari abl e-ROE(t) (%
Var i Bbres 0 R &L &
Sl ZE -. 1283 -. 1408 -. 1247 -. 1237
(5.654***) | (6.639***) | (5.650***) (5.603***)
PRNt-1) . 0039 . 0043 ceoe
(2.121 **) | (8.327***)
(StB) (t-1) coeee coee . 0113 . 0112
(2.083 **) (2.064 **)
(OTHER) (t-1) C ces . co- kb?gég )
| nt er cept . 2404 . 2397 . 2402 . 2402
adj . R . 2762 . 9012 . 2748 . 2653
F- st at 16. 074 244, 4853 15. 9664 10. 5102
Sanpl e size 80 80 80 80

At first glance the | ow R val ues of these regressions nay
seemto indicate the failure of this nodel. However, the prinary
relationship to be examned is not accounted for by R. Rather
than trying to account for all of the determnants of
performance, these regressions focus on the effects that firm
si ze and CEO conpensation el ements have on performance. For all
three performance neasures firmsize is negatively related to
performance. This can be seen in the negative coefficients for
the dumy variable for SIZE as well as the variable ASSETS (wth
the exception of its insignificantly positive correlation to
TSR) . his indicates the presence of di seconomes of scale, and
there are two possible explanations for this. First, the recent
recession has resulted in |arge-scal e corporate down-sizing.
Second, large firns face higher enployee-nonitoring costs; it
costs nore to devel op a successful, performance-sensitive CEO
conpensat i on package.

Perhaps nost inportantly, in all instances conpensation
vari abl es have the expected signs. Overall, size and
conpensation el ements are nost successful in affecting RCE
Thelr inpact on TSRis somewhat |ower. These results are just
t he opposite of what Abowd found, but that is probably due to the
differences in calculating conpensation. Additionally, in light
of the results for autocorrelation correction, the ability of
size and conpensation to affect ROA renains questionabl e.
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TABLE 6. Coefficients of regression analysis with t-statistics
gb{en in parentheses. Significance: * = .10, ** = .05 and *** =
Dependent Vari abl e—¥SR(t)
(return per dollar)
| ndependent (4)
Vari abl es .S
Sl ZE -.3040
(1.635 *)
PRNt-1) . 0530
(2.096 **)
ch( PRW . 0525
(1.831 *)
ASSETS(t) . 0000
( .114 )
DV(t-1) . 0438
(.389 )
SP(t-1) -. 0086
(3.047***)
cqt-1) -. 0106
(2.116 **)
| nt er cept . 6016
adj . R . 2019
F- st at 3. 7827
Sanpl e si ze 78

The fact that TSR did not fare as well
vari abl e does not nean that CEO conpensation does not affect
It is very likely that the m ssing stock
inthis mssing link, giving a better
glcture_of the true rel ationshi p between CEO conpensati on and

SR Wth that data now becom ng avail abl e
opportunity for future research.

sharehol der return.
options data would fill

expl anatory power of this study.

Al though the results for the regression using
dependent vari abl e cannot be viewed as reliable,
encouragi ng that the variables had the theoretically correct
r hand, it is surprising that the coefficient
glgnlflcant in either the LS or the H ldreth-

si gns.
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TABLE 7. Coefficients of regression analysis with t-statistics

given in parentheses. Significance: * = .10, ** = .05 and *** =
. Dependent Var i abI(e)—ROA( t)y (%
5
| ndependent as Hldreth-Lu for
Vari abl es Aut ocorrel ation
Sl ZE -. 0925 -. 0410
(5.323***) (1.786 *)
(S+B) (t-1) . 0070 . 0076
(1.937 **) (1.664 *)
ASSETS(t) -. 0000 -. 0000
(1.305 ) (0.992 )
| nt er cept . 1418 . 0886
adj . R . 3605 -. 1158
F- st at 13. 2119 0. 0000
Sanpl e size 66 66

Additional regressions were run using the interaction terns
between firmsize and the various conpensation el enments in order
to test the hypothesis that performance was jointly affected by
si ze and conpensation. The results did not confirmsuch a
relationshi p. Wien regressed agai nst RCE, coefficients for the
interaction terns were negative, which would substantiate the
belief that larger firns are not as successful as small firns at
maki ng CEO conpensation sensitive to perfornmance. However, t-
statistics were around .337 with prob values of .737. Thus, the
results cannot be viewed as reliable. ROA and TSR regressions
had simlarly insignificant results.

By far, the nost encouraging results were achieved with the
equations that used RCE as the perfornmance-neasuring, dependent
variable. Wen interpreting the results, it can be seen that in
the WS version of equation gl) a $1l mllion increase in PRNt-1)
bri ngs about an estinmated .43% increase in RCE, other things
being equal. Smlarly, holding all else constant, a snall firm
is expected to have an estimated RCE of 23.97%while its |arger
counterpart has an expected RCE of 9.89% Furthernore, equation
(3? reveal s that performance, as neasured by RCE, is PO_SI tively
related to the (S+B) portion of conpensation—a $1 mllion
increase in (StB), ceteris paribus, brings about a 1.12% i ncrease
in ROE. These results support the theoretical predictions that
were presented earlier. e di sappoi ntnent, however, is that the
coefficient for the (Qher) elenment of conpensation was not
significant.

So, what do these results reveal about the possibility of
i nfluencing firm perfornmance through CEO conpensation? Al in

68 The Park Pl ace Econoni st




all, the results are encouraging. Not only do the results
indicate that performance is significantly affected by CEO
conpensation, but they also reveal that performance is influenced
by nore than just the level of conpensation. In fact, these
results hint at specific ways in which stockhol ders and boards of
directors can shape conpensation packages in order to bring about
better performance on specific perfornance neasures. For
exanple, it appears that one way in which to increase RCE is to
decrease the anount of conpensation that is accounted for by
(Qher) conponents and increase the perfornance-based (S+B)
portion of conpensation. Thus, it is possible to better
coordinate the interests of CEGs with those of sharehol ders.

Per haps conpensati on coomttees and stockhol ders alike would
do well to heed Dr. Murphy's advice, "The level of CEO pay is not
an inportant sharehol der {perfornance-related] i ssue. The _
structure of CEO pay is nmuch nore inportant....The cost of paying
the CEOtoo nuch 1s trivial conpared to the cost of paying the
CEOin a way that provides inadequate incentives" (Yates, p. 2).
It is only by recognizing)and under st andi ng t hese i nportant
rel ationshi ps between CEO conpensation and firm perfornmance that
soci ety can take meani ngful actions toward resolving this
divisive issue. Hopefully the results of studies such as this
wll help to resolve the conpensation controversy.

kkhkkkkkkkk*

ENDNOTES
1. Jensen and Miurphy acquired their data fromthe Forbes
Executi ve Conpensation Surveys from 1974 to 1986, Standard and
Poor's Conpustat data service and the Center for Research in
Security Prices (CRSP) (Jensen, p. 228). Instead of u5|nP
separate sources for large and snmall firmdata, they nere %
considered firns with a market val ue above the nedian in the
Forbes surveys to be |arge, and those bel ow the nedian to be
smal | (Jensen, p. 237).

2. Abowd utilized information provided by Standard & Poor's
OCOWPUSTAT, as well as the U. S. Departnent of Commerce Bureau of
Econom c Analysis tine series (Abowd, p. 68-S—69-5).

3. Abowd's definition of Total Salary only included annual base
salary plus annual bonuses; he did not account for any long-term
conponents or "perks". Total assets for year t were conputed as
total assets at the end of fiscal year t-1. Additionally, the
interaction terns were figured in the follow ng manner: one term
had a value equal to Perf(t)*Comp(t-l) if performance was above
the nedi an performance of firns listed with the NYSE, otherw se;
and the other had a value equal to Perf(t)*Comp(t-I) if _
per f or rance was bel ow t he nedi an performance of firns listed with
the NYSE, O otherwise. Both interaction terns were expected to
be positively correlated w th performance(t), assumng that
conpensati on packages were indeed performance-sensitive (Abowd
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p.58-9).

4. Data was acquired fromthe foll ow ng sources:

ROE: | arge, Moody's Handbook of Common Sock
smal |, Forbes survey of The 200 Best Small
Conpani es

Stock Prices: large, Forbes Executive Conpensation Surveys for
Anerica' s Mst Powerful People

smal |,  Forbes
D vi dends: | arge, Forbes
smal |, Moody's and The Market Guide (data from
these two sources i s conparable)
ROA: | ar ge, Sandard & Poor's  Sock Reports
smal |, Sandard & Poor's and The Market Guide (data

fromthese two sources is conparabl e)
Total Assets: |arge, Sandard & Poor's

smal |, Sandard & Poor's and The Market Guide
Conpensation: |arge, Forbes

smal |, Forbes
5. Unfortunately all of attenpts at nmanually correcting for

autocorrelation ended in frustration as Y-stat |ocked up on ne.
Wiile | expected the significance of ny regression to di mnish
after the_correction, | was very surprised at the drastic change
inboth R and the t-statistics as a result of the Hldreth-Lu
correction for autocorrelation. The other autonatic correction
produced simlar results. Since the variables were fairly

Si gnifi cant before correction, | decided to include themin ny
resul ts.
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