
 SEQ CHAPTER \h \r 1
Equity Compensation Incentives  

and Restructuring Decisions

Davit Adut†
William Cready‡
Thomas J. Lopez*
December 2004

† Department of Accounting

Kogod School of Business

American University

Washington, D.C. 20016-8044

‡ Department of Accounting

Ourso College of Business Administration

Louisiana State University

Baton Rouge, LA 70803-6304

* School of Accountancy

Moore School of Business

University of South Carolina

Columbia, S.C. 29208

Correspondence:

e-mail: tom.lopez@moore.sc.edu

Telephone: (803) 777-4387

Fax: (803) 777-0712

Equity Compensation Incentives 

and Restructuring Decisions
Dial and Murphy (1995), in a clinical study of General Dynamics, introduce the notion of equity performance based compensation acting as an incentive for managers to engage in downsizing activities.  In this analysis we provide a complementary large sample examination of this proposition.  In particular, we document that options-based compensation is relatively high for firms engaging in restructurings (a common form of downsizing) in both the year of and the year preceding the restructuring event. That is, equity-based compensation in the form of options acts as an incentive for managers to undertake downsizing in the form of restructurings across a large cross-section of firms. 
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1. 
Introduction

In a widely cited clinical analysis, Dial and Murphy (1995) document how General Dynamics (GD) instituted strategic change by tying “executive compensation to shareholder wealth creation, and subsequently implemented a strategy that included downsizing, restructuring, and exit.”  Their study portrays a setting in which changes in compensation plans are a central and necessary catalyst that induces managers to undertake downsizing and restructuring decisions that they would otherwise avoid.  The objective of our analysis is to empirically assess the validity of Dial and Murphy’s clinically derived proposition that compensation plan incentives impact downsizing decisions. 


The downsizing focus of the Dial and Murphy analysis is of particular interest because it represents a stark counterpoint to the general notion of equity based compensation providing an incentive for managers to undertake risky positive net present value projects (e.g. Smith and Watts, 1992; John and John, 1993 and  Gaver and Gaver, 1998).  That is, on its role in firm growth.  Prior large sample empirical analyses, as well as most conceptual perspectives, focus almost exclusively on the role of equity based compensation in project selection and investment.  Indeed, our analysis represents the first, to our knowledge, large sample analysis of equity compensation’s role in contraction/disinvestment decisions. 


To perform our analyses, we identify a sample of 507  restructuring observations taken by 247 firms.  The sample generally consists of  large firms, with total assets, market value of equity, and CEO total compensation averaging $7.9 billion, $6.6 billion, and $3.7 million, respectively. The average restructuring charge is $166 million and represents 4% of total assets, 7 % of market value, and 147 % of pre-restructuring charge income.  The mean inflation-adjusted CEO total, option, and cash compensation in is $3.68, $1.59, and $1.34 million, respectively.  


Overall, our evidence strongly supports the Dial and Murphy proposition that a shift toward equity-based compensation works as an inducement for managers to undertake the costs/risks of engaging in downsizing activities.
  We document several empirical results consistent with this conclusion.  First, we find that mean inflation-adjusted options-based compensation is significantly greater in restructuring years relative to non-restructuring years.  Second, we find that option compensation as a percentage of total compensation is higher in restructuring years than non-restructuring years.  Third, after controlling for the other known determinants of options-based compensation, we find that options-based compensation in the year of and the year preceding the restructuring is significantly greater relative to non-restructuring years.  Finally, we find that form of compensation is significantly associated with the likelihood of the firm engaging in a restructuring.  Specifically, we find that the greater the percentage of option compensation to total compensation in the year of and the year preceding the restructuring the more likely the firm will restructure.   

 
The remainder of the paper is organized as follows.  Section 2 provides a perspective on options-based compensation around restructurings.  The research design is presented in Section 3.  Section 4 describes the sample and the data used in our analyses as well as descriptive statistics.  The empirical results are presented in Section 5.  Section 6 provides a brief summary and presents our conclusions.

2. 
Options-Based Compensation and Disinvestment Decisions

Our empirical analysis focuses on options compensation. There are several reasons why such a focus is attractive. First, options compensation accurately reflects the spirit of the GD experience presented in Dial and Murphy. While GD initially employs an options-like “Gain/Sharing” cash bonus payout plan, Dial and Murphy note (p. 285) that “vehement public reaction to GD’s Gain/Sharing bonuses” led to their replacement with “conventional” stock options. Second, stock options comprise the bulk of equity-based compensation packages in the time period we study. Third, options provide strong immediate incentives for managers to take value-maximizing actions. 


The principal focus of much of the existing literature on options-based compensation is its role in counteracting a natural inclination for managers to forgo investing in desirable but risky projects. That is, since managers, but not their diversified ownership base, bear the idiosyncratic consequences of such projects they are provided a compensation incentive in the form of options to align their investment decisions with those of the firm’s owners (see Smith and Stulz 1985 for a fuller discussion of this “underinvestment problem”). Consistent with this, studies by Gaver and Gaver (1993), Guay (1999), Bryan et al. (2000), Rajgopal and Shevlin (2002) and others provide empirical evidence consistent with the notion that options-based compensation is more heavily employed in settings where risky opportunities are plentiful. 


The risk-incentive role of options-based compensation in downsizing settings, however, is unclear.  Since disinvestment, not investment, lies at the heart of a downsizing action, the analytical perspective is precisely reversed. An incentive structure designed to induce managers to undertake risky projects seemingly could  act as a disincentive for them to abandon such projects. Of course, managers will still also respond to the direct expected cash flow effects of projects in making disinvestment decision, and whether the risk-incentive attributes of options-based compensation enhances or degrades the fundamental quality of such decisions is an open question. 

 
Alternatively, options-based compensation may also act to directly align the interests of managers and shareholders.  It is this role of compensation structure that is central to Dial and Murphy as well as to our own analysis.  Dial and Murphy (pp. 265 -266) identify a number of reasons why, absent equity-based counter-incentives, managers are reluctant to undertake downsizing actions that are in the best interests of shareholders. These disincentives include direct compensation impacts such as a reduction in pay following a reduction in size (since there is a strong positive relation between firm size and base compensation level) and the severe short-term accounting income consequences which occur in many downsizing settings. However, these disincentives also include a number of indirect non-monetary factors such as loss of “power, prestige, and community standing” and the notion that “laying off employees and leaving communities is personally painful.”


Importantly, the various downsizing disincentives identified by Dial and Murphy mostly represent contracting inefficiencies and/or multi-attribute utility factors ignored by conventional analyses of equity incentive contracting. Hence, it is of interest to assess the general importance of such disincentives in a broad-based empirical setting. In particular, does equity-based compensation induce managers to downsize (as suggested by the non-conventional “reasons” posited in Dial and Murphy) consistent with the incentive effect it has in inducing managers to pursue risky projects?
3.  
Research Design

Our research design evaluates the role of options-based compensation at two points in time relative to the restructuring event. Consistent with the near-simultaneous adoption of equity-based incentives and downsizing activities at GD documented in Dial and Murphy we evaluate the contemporaneous impact of restructuring events on total, options-based and cash-based compensation. In order to more directly evaluate causality we then consider whether a shift to options-based compensation precedes the decision to undertake a restructuring by evaluating whether the relative level of options-based compensation predicts the subsequent restructuring event. 

3.1. 
Compensation in Restructuring Event Years 

Prior research indicates a number of factors are related to CEO compensation.   Hence, we employ the following multiple independent variable regression to evaluate the contemporaneous levels of various forms of compensation in restructuring charge event years: 

COMPit  = 
98t=92 tDt + 1ROAit + 2MVALit  + 3RETURNSit  + 4MGTPCTit 

+ 5MBit  +  6DVDit + 7LEVit  +   8NEWCEOit + 9RCDit +  it
(1)  

where:



COMP

=
TOTCOMP, OPTCOMP, OR CASHCOMP;

TOTCOMP 
=
total compensation including salary, bonus, total value of restricted stock granted, total value of stock options granted (using Black-Scholes method), long-term incentive payouts, and all other compensation in year t in thousands;

PTCOMP
=
the aggregate value of stock options granted to the CEO during year t valued using the Black-Scholes method;

CASHCOMP 
=
CEO cash compensation (salary and bonus) in year t;

D

=
equals 1 if the observation is from year t, 0 otherwise.


ROA
=
earnings before extraordinary items, the results of discontinued operations and restructuring charges for year t divided by total assets at the end of t-1;



MVAL

=
market value of stockholders equity at the end of year t-1 in billions;



RETURNS
=
equally weighted market adjusted annual stock return for year t;  



MGTPCT
=
percentage shares owned by CEO as of the end of year t-1 times 1000;

MB
=
market value of equity divided by book value of equity at the end of  year t-1;



DVD

= 
1 if the firm paid a dividend in year t and 0 otherwise;

LEV
=
long term debt at end of year t-1 divided by total assets at end of year t-1;



NEWCEO
=
1 if a CEO change occurs in year t, 0 otherwise;

 

RCD

=
1 if a restructuring charge is taken in year t, 0 otherwise. 


We evaluate three CEO compensation (COMP) metrics in the analysis: total compensation (TOTCOMP), option compensation (OPTCOMP), and cash compensation (CASHCOMP). Our primary focus, however, is on the RCD coefficient in the option compensation regression since this coefficient reflects changes in options-based compensation occurring in the restructuring event year. 


We hypothesize for the OPTCOMP metric that the RCD coefficient will be positive, consistent with: (1) restructuring events being future performance oriented, at least in their intent;  (2) Core and Guays’ (1999) notion that equity-based compensation is tied to future performance expectations;  and (3) Dial and Murphy’s (1995) conclusion that equity-based compensation provides more appropriate incentives for managers to disinvest than cash compensation.


In addition to the restructuring event variable, equation (1) contains control variables for a number of other factors known to influence executive compensation structure and/or appear to reflect plausible alternative explanations for any observed restructuring effect. Firm size (MVAL), accounting performance (ROA), and market performance (RETURNS) are all positive influences on executive compensation levels (see Agarwal, 1981; Jensen and Murphy, 1990; Hall and Liebman, 1998; Bliss and Rosen 2001). Percentage of management ownership of the firm (MGTPCT) acts as an incentive alignment mechanism per se (Jensen and Meckling, 1976), reducing the necessity of using equity-based compensation such as stock options and is expected to have a negative influence on options-based compensation. Growth opportunities, measured by market-to-book ratio (MB), reflect the availability of risky investments and, as discussed earlier,  stock options represent a counterbalance to manager “underinvestment” in the presence of such opportunities.  Firms facing cash constraints, measured by the payment or non-payment of dividends (DVD), may prefer using cashless options-based compensation over cash-based compensation.
 Leverage (LEV) is argued to act as a disincentive to options-based compensation (John and John, 1993; Yermack,1995), particularly in distressed firms, since debt holders bear an inordinate percentage of the risk of uncertain investments.





 Finally, CEO turnover is often intertwined with restructuring events and compensation plan changes. Indeed in the case of GD Dial and Murphy note (p. 305) that “the new management team and new incentive programs were introduced simultaneously. It is therefore difficult to identify the relative importance of incentives versus the particular individuals in the team.” Our inclusion of a CEO turnover variable (i.e., NEWCEO) in the model allows us to more clearly parse the compensation impacts of change in “management team” from the effect of “incentives.”
   

3.2. Compensation Mix and the Likelihood of a Subsequent Restructuring


Our primary test considers the central causality question that emerges from Dial and Murphy.  That is, does the form or mix of CEO compensation influence mangers to engage in restructurings? We examine this question by testing whether the probability of restructuring in a particular year is a function of the relative mix of prior year CEO compensation (option and cash) using the following logistic regressions: 



RCDit 

= 
0  + 1ASSETSit-1  + 2ROAit-1 + 3RETURNSit-1  

+ 4MGTPCTit-1 + 5PRCHRGEit +  6PCTOPt-1  +   t
(2) 

and 



RCDit 

= 
0  + 1ASSETSit-1  + 2ROAit-1 + 3RETURNSit-1 

 +  4MGTPCTit-1 + 5PRCHRGEit +  6PCTOPt-1

 +  7PCTOPt  +t




(3)

where:




RCD

=
equals 1 if the firm took a restructuring in period t, 0 otherwise;



ASSETS
=
total assets at year t-1 in millions;

PRCHRGE
=
1 if a restructuring charge is taken by the firm in either of the two years preceding t;



PCTOPt

=
OPTCOMP in year t (t-1)  divided by TOTCOMP for year t (t-1).

We include control variables for the size of the firm, return on assets, stock price performance, and CEO stock ownership.  Prior research demonstrates that restructuring announcements follow periods of under performance (Carter, 2000; Atiase et al., 2001; Brickley and VanDrunen, 1990) thus, we expect the coefficients on RETURNS and ROA to be negative indicating that the better the firm performed in period t-1 the less likely it is that the firm will restructure in period t. Since prior research (e.g., Adut et al., 2003) implies that restructuring are often repetitive over short time periods, we include the presence of a prior charge (PRCHRGE) as a control variable. 


Equation (2) is purely predictive in the sense that all variables can be determined prior to the start of the year that the restructuring occurs. Hence, the identification of a significant positive likelihood coefficient for PCTOPt-1 is strong evidence that options compensation is acting as an inducement to managers to undertake a restructuring action that they might otherwise forgo. Equation (3) includes the contemporary level of PCTOP in addition to PCTOPt-1. We expect is coefficient to be positive as well, consistent not only with an inducement influence but also with the notion that restructuring charges and compensation shifts occur in concert.    

4.
Sample Description and Descriptive Statistics
4.1. 
Sample Selection

The sample consists of firms that took at least one restructuring charge between 1992 and 1998.  We obtain an initial sample of  restructuring observations by searching the Lexis Nexus data base for announcement of restructurings for the years 1992 to 1998 using various terms including “restruct!, downsize, layoff, unusual charge, and special.”  Our search includes the income statement and financial statement footnotes.  We reviewed the financial statements of the firms identified in the Lexis Nexus search to assure that the restructuring mentioned in the news announcement represented an operational restructuring (downsizing).  From that review, we identify an initial sample of 1461 restructuring observations taken by 625 firms.  


We collect compensation data from Execucomp, stock return data from CRSP, and financial statement data from Compustat.  We eliminate firms without the required data to estimate the models discussed in the research design section.  Our final test sample consists of 507 restructuring observations taken by 247 firms. 
4.2. 
Descriptive Statistics

Table 1 reports summary descriptive statistics for our sample of restructuring firms.  We inflation-adjust all amounts in this table to 1992 dollars based on the Consumer Price Index.  The sample generally consists of  large firms, with total assets, market value of equity, and CEO total compensation averaging $7.9 billion, $6.6 billion, and $3.7 million, respectively. The average restructuring charge of $166 million, is significant, averaging 4% of total assets, 7 % of market value, and 147 % of pre-restructuring charge income.
  


Table 2 panel A reports that the number of restructuring charges ranges from a low of 40 restructuring observations in 1992 to a high of 101 in 1993.  Panel B reveals a dramatic increase in inflation-adjusted CEO compensation over time.  The mean inflation-adjusted CEO total, option, and cash compensation in 1992 was $2.5, $0.81, and $1.2 million, respectively.  However, by 1998 the figures had grown to $5.6, $3.0, and $1.7 million, which represent increases of 118, 272, and 46%, respectively. 

5.  
Empirical Results

5.1.
CEO Compensation in the Restructuring Event Year

We test whether the level of CEO compensation differs in restructuring years relative to non-restructuring years dividing the sample of restructuring firms into two groups based on the year of the restructuring.  Table 3 panel A reports the mean inflation-adjusted total, option, and cash CEO compensation for restructuring and non-restructuring years.  In restructuring (non-restructuring) years, our sample CEOs earn an average of $4.1 ($3.9), $1.9 ($1.6), and $1.3 ($1.4) million in total, option, and cash compensation, respectively.  The amount of total and option CEO compensation in restructuring years is significantly greater (p-value<0.05) than that paid in non-restructuring years.  However, consistent with the results reported by Gaver and Gaver, (1998) and Adut et al., (2003), CEO cash compensation in restructuring years is significantly less than that paid in non-restructuring years (p-value<0.10).  


Table 3 panel B reports the percentage of CEO option and cash compensation to total compensation in restructuring and non-restructuring years.  In restructuring (non-restructuring) years, our sample CEOs earn an average of 34.1% (30.3%) and 50.9% (54.3%) of their total compensation in the form of option and cash compensation, respectively.  Consistent with the panel A results, the ratio of CEO option to total compensation in restructuring years is significantly greater (p-value<0.01) than the same ratio in non-restructuring years.  Similarly, the ratio of CEO cash to total compensation in restructuring years is significantly less (p-value<0.01) than the same ratio in non-restructuring years. The Panel A and B results suggest that in addition to the level of CEO compensation, the form of CEO compensation differs significantly in restructuring years relative to other years.


The regression results for the estimation of equation (1) are presented in Table 4. Equation (1) includes as a dependent variable one of the three measures of CEO compensation (total compensation, option compensation, or cash compensation) and includes as independent variables determinants of CEO compensation identified in the prior literature as well as a restructuring year indicator variable.  The regression model also includes indicator variables for: (1) the year in which the compensation was paid to control for the trend effect in CEO compensation identified in Adut et al., (2003); and, (2) the presence of a new CEO to control for any confounding CEO change effects.
   


The TOTCOMP column of Table 4 reports coefficient estimates and significance levels when total compensation is the dependent variable. As expected, the coefficients for both ROA and MVAL are positive and significant (0.05 level or lower), consistent with compensation increasing with firm size and performance. The RETURNS coefficient is also positive, but only marginally significant (0.0503 level). The management ownership coefficient is negative and  significant (0.002 level). The coefficients for MB, DVD, and LEV are all insignificant, suggesting that an absence of any aggregate compensation impact for these variables. NEWCEO, however, is positive and marginally significant (0.0622 level) suggesting that an increase in total compensation occurs when a CEO change occurs.  Finally, the RCD coefficient equals 521.16 and is significant at the 0.0343 level. Hence, total compensation is significantly higher in restructuring charge years, which is generally consistent with the notion that managers are being paid extra to undertake a personally undesirable/risky action that is potentially shareholder beneficial action–a restructuring.
  


The results reported in the OPTCOMP column of Table 4 are of central interest in this study. As is true for TOTCOMP, the coefficients for ROA, MVAL, and RETURNS are positive and significant (0.05 level or better). Also, as expected, OPTCOMP decreases with management ownership (significant at the 0.0405 level). The availability of cash, as reflected by the payment of cash dividends substantially reduces the usage of option compensation (0.0143 level). The effect of LEV is negative, as expected, but lacks statistical significance at conventional levels. There is also a distinct preference for compensating new incoming CEOs with options since this coefficient is positive and significant at the 0.0066 level. Finally, as predicted, the presence of a restructuring event is associated with significantly higher options-based compensation (significant at the 0.0151 level).
   


The CASHCOMP results reported in Table 4 demonstrate a few notable departures from the OPTCOMP results suggesting how various factors diversely influence compensation decisions. Specifically, growth opportunities exert a strong positive influence on cash compensation (significant at the 0.0001 level) suggesting that for firms prone to restructuring events cash compensation is associated with growth. More in line with expectations, the availability of cash, measured by DVD, and leverage, measured by LEV, are both associated with an increased reliance on cash compensation (both significant at the 0.001 level or better). New CEOs, however, appear to receive less cash compensation. RCD is -58.34, suggesting a modest reduction in cash compensation in restructuring event years but is, at best, only marginally significant (0.1161 level).

5.2. 
Likelihood of Restructuring Analysis

Table 5 presents the empirical estimation of equations (2) and (3).  Equation (2) is a purely predictive equation in the sense that all of its components are observable in the year preceding the restructuring event. The reported findings indicate that firm size (ASSETS) and market performance level (RETURNS) tends to reduce the likelihood of a restructuring in the following year (significant at the 0.0422 and 0.0001 levels, respectively). The presence of a restructuring charge in either of the two years preceding the coming year, however, increases the likelihood of a restructuring occurring. Finally, consistent with options-based compensation representing an inducement to undertake restructurings, the likelihood coefficient for PCTOPt-1 is positive and highly significant (0.0001 level).
 


Equation (3) introduces the same year t value for PCTOP into the equation (2) setting in order to assess the degree to which contemporaneous options compensation also influences restructuring charges. Again, as expected, the same year level of PCTOP is associated with a positive and highly significant (0.0001 level) likelihood that a restructuring occurs. Moreover, the prior year value of PCTOP remains positive and significant in this analysis suggesting that its influence is above and beyond what can be explain by contemporaneous determinants of PCTOP.


Overall, our empirical results are consistent with Dial and Murphy’s conclusion that options-based compensation is used as an incentive to induce managers to restructure.  Consistent with this interpretation, we find that average options-based compensation is higher in restructuring years than non-restructuring years.  In addition, we find that this result holds even after controlling for the other known determinants of executive options compensation.  Further, we find that the likelihood of restructuring is positively influenced by the form of executive compensation.  Specifically, we find that the greater the percentage of option compensation to total compensation the more likely it is that the manager will undertake a restructuring.  Taken together, these results strongly support Dial and Murphy’s contention that options represent a mechanism available to compensation committee’s to induce managers to disinvest as well as to invest. 

6.
Conclusion



In this paper, we extend existing research which examines the incentive effects of options-based compensation.  Based on the clinical analysis of GD provided in Dial and Murphy (1995), we evaluate whether there is a widespread relation between options-based compensation and downsizing decisions in the form of restructurings. As is true in Dial and Murphy, we find that options compensation is higher than usual in the year of the restructuring, consistent with a contemporaneous shift in compensation mix and strategic action (i.e., the decision to restructure). Moreover, this heightened options-compensation exists above and beyond that which is explained by any contemporaneous change in management, which Dial and Murphy recognize is a confounding factor in the GD study since a management change at GD accompanies the change in compensation plan and the strategic decision to downsize. Hence, our analysis provides substantive large sample confirmation of the link between downsizing and compensation structure implicit in Dial and Murphy. 


In addition to documenting the contemporaneous and post-restructuring shift in compensation, we also provide evidence that options-based compensation plays an incentive role in manager restructuring decisions. Specifically, prior year options compensation as a percentage of the total compensation package is highly predictive of whether a restructuring event occurs in the subsequent year.  Existing large sample studies of options-based compensation concentrate on the role of options as an incentive to undertake risky investment opportunities, not on how they influence disinvestment decisions.  However, our evidence suggests that equity-based compensation can act as an incentive to engage in disinvestment as well as investment. 
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Table 1

Descriptive Statistics
PANEL A: RESTRUCTURING SAMPLE 

	
	MEAN
	STANDARD

DEVIATION


	LOWER QUARTILE
	MEDIAN
	UPPER QUARTILE

	TOTAL  COMP ($MIL.) (n=1220)
	3.68
	4.60
	1.20
	2.22
	4.42

	OPTION COMP ($MIL.) (n=1220)
	1.59
	3.20
	0.11
	0.60
	1.63

	CASH COMP ($MIL.) (n=1220)
	1.34
	0.97
	0.70
	1.09
	1.68

	OPTION COMP/

TOTAL COMP (n=1220)
	0.31
	0.25
	0.10
	0.28
	0.48

	CASH COMP/

TOTAL COMP (n=1220)
	0.53
	0.25
	0.34
	0.53
	0.70

	SALES REV. ($MIL.) (n=1220)
	6132.22
	14256.17
	760.76
	2415.17
	6144.85

	ASSETS ($MIL.) (n=1220)
	7937.82
	25370.75
	642.68
	2167.20
	6012.22

	MKTVAL ($MIL.) (n=1220)
	6595.61
	16149.66
	584.25
	2118.25
	5456.58

	BOOK VALUE 

($MIL.) (n=1220)
	1835.01
	3134.63
	243.58
	776.90
	1891.91

	MB (n=1220)
	7.28
	123.56
	1.58
	2.33
	3.51

	INCOME ($MIL.) (n=1220)
	288.58
	755.87
	14.64
	77.55
	268.07

	ADJ_INC ($MIL.) (n=1220)
	350.77
	769.45
	25.71
	108.56
	329.60

	ROA (n=1220)
	0.05
	0.09
	0.03
	0.06
	0.09

	RETURNS (n=1220)
	 -0.14
	  0.31
	-0.33
	 -0.17
	 -0.01

	R_CHARGE ($MIL.) (n=507)
	-165.60
	319.63
	-152.43
	-59.28
	-18.24

	R_CHARGE /SALES (n=503)
	-0.05
	0.22
	-0.05
	-0.02
	-0.01

	R_CHARGE /ASSETS (n=503)
	-0.04
	0.06
	-0.05
	-0.02
	-0.01

	R_CHARGE /MKTVAL (n=497)
	-0.07
	0.24
	-0.06
	-0.02
	-0.01

	R_CHARGE/

ADJ_INC B (n=438)
	-1.47
	8.84
	-0.84
	-0.37
	-0.19


ANote: All dollar amounts are CPI adjusted to 1992 equivalent dollars.
BDescriptive statistics on R_CHARGE/ADJ_INC excludes 69 cases where ADJ_INC is negative.

Table 1 (cont’d)
TOTAL COMP 
=
total compensation including salary, bonus, total value of restricted stock granted, total value of stock options granted (using Black-Scholes method), long-term incentive payouts, and all other compensation.

OPTION COMP
=
the aggregate value of stock options granted to the CEO valued using the Black-Scholes method.

CASH COMP 
=
CEO cash compensation (salary and bonus). 

SALES REV.
=
sales revenue.

ASSETS
=
total assets.

MKTVAL
=
market value of stockholders equity.

BOOK VALUE
=
book value of stockholders equity. 

MB
=
market value to book value ratio (MKTVAL/BOOK VALUE).

INCOME=
earnings before extraordinary items and the results of discontinued operations.

RETURNS
=
equally weighted market adjusted annual stock return for year t.

R_CHARGE
=
the restructuring charge. 

ADJ_INC
=
INCOME - R_CHARGE..

ROA
=
ADJ_INC divided by ASSETS.

Table 2

Distribution of Restructuring Charges over Time and by Firm and the 

Mean Price-Adjusted CEO Cash Compensation over Time

PANEL A:  Distribution of restructuring charges by fiscal year    
	Year
	1992
	1993
	1994
	1995
	1996
	1997


	1998
	Total



	Number of Charges
	40
	101
	70
	76
	70
	71
	79
	507


PANEL B: Mean restructuring firm inflation-adjusted compensation (in thousands) by fiscal year
	Year
	1992
	1993
	1994
	1995
	1996
	1997
	1998



	Total

Compensation
	2,549
	2,514
	2,847
	3,783
	3,621
	5,360
	5,561

	Option Compensation
	819
	1,157
	1,306
	1,854
	1,742
	2,530
	3,050

	Cash Compensation
	1,193
	1,104
	1,170
	1,333
	1,415
	1,668
	1,736


Note: All amounts in the tables are reported in 1992 dollars.

Table 3

CE0 Compensation for Restructuring Firms 

Panel A: Mean Inflation-Adjusted Compensation
	
	Restructuring Years

(n=507)
	Non-Restructuring Years (n=954)
	Differencea


	Total Compensation
	$4,065,022
	$3,952,357
	$112,665**

	Option Compensation
	1,901,834
	1,631,602
	270,232**

	Cash Compensation
	1,289,096
	1,434,883
	<145,787>*


a The difference is calculated as restructuring year compensation less non-restructuring year compensation.
Panel B: Percentage Option and Cash Compensation to Total Compensation
	
	Restructuring Years

(n=507)
	Non-Restructuring Years (n=954)
	Difference b


	Percent Option to 

Total Compensation
	34.14%
	30.35%
	3.79%***

	Percent Cash to 

Total Compensation
	50.96%
	54.27%
	<3.31%>***


b The difference is calculated as restructuring year percent less non-restructuring year percent.
PANEL C: Mean restructuring firm inflation-adjusted compensation relative to Restructuring Year
	Year
	t-3
	t-2
	t-1
	t
	t+1

	Total Compensationc
	3,373
	3,274
	3,795
	4,065
	3,873

	Option Compensation
	1,565
	1,347
	1,679
	1,902
	1,705

	Cash Compensation
	1,247
	1,284
	1,322
	1,289
	1,346

	Percent Option Compensation to Total Compensation
	30.72%
	34.46%
	32.92%
	34.14%
	32.07%

	Percent Option Compensation to Total Compensation
	57.74%
	54.18%
	52.08%
	50.96%
	52.97%


Note: All amounts in the tables are reported in 1992 dollars.

***Significant at 0.01 level, **Significant at 0.05 level, *Significant at 0.10 level.
c Compensation in Panel C is in thousands
Table 4

Regression Analysis of Restructuring Firm CEO 

Compensation on Economic Determinants and Restructuring Activity Indicator 1992-1998 (n=1220)

EQ (1): COMPit  = 
98t=92 tDt + 1ROAit + 2MVALit  + 3RETURNSit  + 4MGTPCTit + 5MBit  +  6DVDit + 7LEVit  +   8NEWCEOit + 9RCDit +  it

	
	PREDICTED

SIGN
	TOTCOMP

(p-value)
	OPTCOMP

(p-value)
	CASHCOMP
(p-value)

	ROA
	+
	2627.96

(0.0226)
	 1783.29

(0.0336)
	 621.66

(0.0085)

	MVAL
	+
	144.79

(0.0001)
	 67.42

(0.0001)
	 33.08

(0.0001)

	RETURNS
	+
	 699.00

(0.0503)
	   669.91

(0.0186)
	 151.90

(0.0384)

	MGTPCT
	-
	-64.56

(0.0020)
	-29.02

(0.0405)
	-20.96

(0.0001)

	MB
	+
	0.85

(0.1881)
	-0.09

(0.5503)
	0.76

(0.0001)

	DVD
	?/-/+
	-46.40

(0.8655)
	-445.97

(0.0143)
	265.32

(0.0001)

	LEV
	?/-/+
	827.45

(0.3416)
	-74.40

(0.4542)
	533.39

(0.0010)

	NEWCEO
	?
	721.92

(0.0622)
	781.07

(0.0066)
	-254.16

(0.0010)

	RCDa
	?/+/-
	 521.16

(0.0343)
	 396.70

(0.0151)
	  -58.34

(0.1161)

	Adj-R2
	
	0.2176
	0.1108
	0.3025

	F-Stat

(p-value)
	
	 23.63

(0.0001)
	 11.13

(0.0001)
	 36.28

(0.0001)


Note: All dollar amounts are CPI adjusted to 1992 equivalent dollars.
a Reported p-values are based on two-tail t-tests except in those cases where a directional prediction is made and one -tailed tests are employed.
Table 4 (cont’d)
COMP
=
TOTCOMP, OPTCOMP, OR CASHCOMP;

TOTCOMP 
=
total compensation including salary, bonus, total value of restricted stock granted, total value of stock options granted (using Black-Scholes method), long-term incentive payouts, and all other compensation in year t in thousands;

OPTCOMP
=
the aggregate value of stock options granted to the CEO during year t valued using the Black-Scholes method;

CASHCOMP 
=
CEO cash compensation (salary and bonus) in year t;

Dt
=
equals 1 if the observation is from year t, 0 otherwise.


ROA
=
earnings before extraordinary items, the results of discontinued operations and restructuring charges for year t divided by total assets at end of t-1;

MVAL
=
market value of stockholders equity at end of year t-1 in billions;

RETURNS
=
equally weighted market adjusted annual stock return for year t;  

MGTPCT
=
percentage shares owned by CEO as of the end of year t-1 times 1000;

MB
=
market value of equity divided by book value of equity at end of  year t-1;

DVD
= 
1 if the firm paid a dividend in year t and 0 otherwise;

LEV
=
long term debt at end of year t-1 divided by total assets at end of year t-1;

NEWCEO
=
1 if a CEO change occurs in year t, 0 otherwise;

RCD
=
1 if a restructuring charge is taken in year t, 0 otherwise. 


Table 5

Firm Fixed Effect Regression Analysis of Restructuring Firm CEO 

Compensation on Economic Determinants and Restructuring Activity Indicator 1992-1998 (n=1220)

COMPt  =
K k=1 kFk + 98t=92 tDt + 1ROAit + 2MVALit  + 3RETURNSit  + 4MGTPCTit + 5MBit  +  6DVDit + 7LEVit  +   8NEWCEOit + 9RCDit +  it

	
	PREDICTED

SIGN
	TOTCOMP

(p-value)
	OPTCOMP

(p-value)
	CASHCOMP
(p-value)

	ROA
	+
	3330.36

(0.0260)
	3143.93

(0.0085)
	 168.00

(0.2428)

	MVAL
	+
	166.33

(0.0001)
	72.58

(0.0001)
	 16.17

(0.0001)

	RETURNS
	+
	 -148.64

(0.3561)
	    4.04

(0.4948)
	  92.87

(0.0507)

	MGTPCT
	-
	 34.75

(0.2788)
	 14.96

(0.3711)
	  5.44

(0.2567)

	MB
	+
	0.20

(0.4135)
	-0.38

(0.2930)
	0.50

(0.0001)

	DVD
	?/-/+
	571.05

(0.4530)
	669.74

(0.2520)
	176.47

(0.0993)

	LEV
	?/-/+
	618.98

(0.6998)
	931.70

(0.4500)
	-76.56

(0.7344)

	NEWCEO
	?
	1523.39

(0.0001)
	1326.07

(0.0001)
	-124.74

(0.0116)

	RCDa
	?/+/-
	 257.47

(0.0677)
	 197.67

(0.0119)
	  -84.32

(0.0104)

	Adj-R2
	
	0.5736
	0.4813
	0.8090

	F-Stat

(p-value)
	
	 11.23

(0.0001)
	  5.52

(0.0001)
	 56.46

(0.0001)


Note: All dollar amounts are CPI adjusted to 1992 equivalent dollars.
a Reported p-values are based on two-tail t-tests except in those cases where a directional prediction is made and one -tailed tests are employed.
Table 5 (cont’d)
Fk
=
equals 1 if the observation is for firm k, 0 otherwise.
Dt
=
equals 1 if the observation is from year t, 0 otherwise.
COMP
=
TOTCOMP, OPTCOMP, OR CASHCOMP;

TOTCOMP
=
total compensation including salary, bonus, total value of restricted stock granted, total value of stock options granted (using Black-Scholes method), long-term incentive payouts, and all other compensation in year t in thousands;

OPTCOMP
=
the aggregate value of stock options granted to the CEO during year t valued using the Black-Scholes method;

CASHCOMP 
=
CEO cash compensation (salary and bonus) in year t;

Dt
=
equals 1 if the observation is from year t, 0 otherwise.


ROA
=
earnings before extraordinary items, the results of discontinued operations and restructuring charges for year t divided by total assets at end of t-1;

MVAL
=
market value of stockholders equity at end of year t-1 in billions;

RETURNS
=
equally weighted market adjusted annual stock return for year t;  

MGTPCT
=
percentage shares owned by CEO as of the end of year t-1 times 1000;

MB
=
market value of equity divided by book value of equity at end of  year t-1;

DVD
= 
1 if the firm paid a dividend in year t and 0 otherwise;

LEV
=
long term debt at end of year t-1 divided by total assets at end of year t-1;

NEWCEO
=
1 if a CEO change occurs in year t, 0 otherwise;

RCD
=
1 if a restructuring charge is taken in year t, 0 otherwise. 

Table 6

Logisitic Regression Analysis of Restructure Decision on

Economic Determinants and Form of CEO Compensation 1992-1998 (n=1098)

EQ(3): RCDit =  0  + 1ASSETSit-1  + 2ROAit-1 + 3RETURNSit-1  + 4MGTPCTit-1 + 5PRCHRGEit +  6PCTOPt-1  +   t    
 EQ(4): RCDit =  0  + 1ASSETSit-1  + 2ROAit-1 + 3RETURNSit-1  +  4MGTPCTit-1 + 5PRCHRGEit +  6PCTOPt-1  +  7PCTOPt  +t
	
	PREDICTED

SIGN
	EQ(3)   

(p-value)a
	EQ(4)    

(p-value)a

	ASSETS
	?
	-0.0084

(0.0422)
	-0.0088

(0.0203)

	ROA
	-
	-0.2444

(0.3467)
	-0.3843

(0.2708)

	RETURNS
	-
	-1.0734

(0.0001)
	-1.2432

(0.0001)

	MGTPCT
	?
	-0.0025

(0.8298)
	-0.0040

(0.7399)

	PRCHRGE


	+


	.7508

(0.0020)
	0.7705

(0.0016)

	PCTOPt-1


	+
	.9779

(0.0001)
	.6941

(0.0047)

	 PCTOPt

 
	+
	
	.9900

(0.0001)


Note: All dollar amounts are CPI adjusted to 1992 equivalent dollars.
ap-values are from Chi-Square test.    
RCD
=
equals 1 if the firm took a restructuring in period t, 0 otherwise.

ASSETS
=
total assets at year t-1 in millions.

ROA
=
earnings before extraordinary items, the results of discontinued operations and restructuring charges for year t-1 divided by total assets at t-1.    

RETURNS
=
equally weighted market adjusted annual stock return for year t-1.  

MGTPCT

=
percentage shares owned by CEO in year t-1.

PRCHRGE
=
1 if a restructuring charge is taken by the firm in either of the two years preceding t;

PCTOPt(t-1)
=
OPTCOMP in year t (t-1)  divided by TOTCOMP for year t (t-1).

Table 7

Firm Fixed Effect Logisitic Regression Analysis of Restructure Decision on

Economic Determinants and Form of CEO Compensation 1992-1998 (n=1098)

EQ(3): RCDit =  
K k=1 kFk + 0  + 1ASSETSit-1  + 2ROAit-1 + 3RETURNSit-1  + 4MGTPCTit-1 + 5PRCHRGEit +  6PCTOPt-1  +   t   





 

EQ(4): RCDit = 
K k=1 kFk + 0  + 1ASSETSit-1  + 2ROAit-1 + 3RETURNSit-1  +  4MGTPCTit-1 + 5PRCHRGEit +  6PCTOPt-1  +  7PCTOPt  + t
	
	PREDICTED

SIGN
	EQ(3)   

(p-value)a
	EQ(4)    

(p-value)a

	ASSETS
	?
	0.0307

(0.2943)
	0.0216

(0.4356)

	ROA
	-
	1.0597

(0.4980)
	0.9210

(0.5579)

	RETURNS
	-
	-1.3015

(0.0002)
	-1.3691

(0.0001)

	MGTPCT
	?
	0.0250

(0.7771)
	0.0529

(0.5514)

	PRCHRGE


	+


	0.1091

(0.7560)
	0.1102

(0.7541)

	PCTOPt-1


	+
	1.1755

(0.0053)
	0.6653

(0.0541)

	PCTOPt

 
	+
	
	1.4327

(0.0014)


Note: All dollar amounts are CPI adjusted to 1992 equivalent dollars.
ap-values are from Chi-Square test.    
Fk
=
equals 1 if the observation is for firm k, 0 otherwise.
RCD
=
equals 1 if the firm took a restructuring in period t, 0 otherwise.

ASSETS
=
total assets at year t-1 in millions.

ROA
=
earnings before extraordinary items, the results of discontinued operations and restructuring charges for year t-1 divided by total assets at t-1.    

RETURNS
=
equally weighted market adjusted annual stock return for year t-1.  

MGTPCT

=
percentage shares owned by CEO in year t-1.

PRCHRGE
=
1 if a restructuring charge is taken by the firm in either of the two years preceding t;

PCTOPt(t-1)
=
OPTCOMP in year t (t-1)  divided by TOTCOMP for year t (t-1). 
� Dial and Murphy (1995) provide six reasons (pp. 265-266) “why managers paid under traditional systems are unlikely to adopt downsizing strategies.”  


� In supplemental analyses not reported here a free cash flow measure (as in Bryan et al. 2000) was also employed. It generally lacked significance and its inclusion had no substantive impact on the paper’s findings with respect to other coefficients in the model. 


� CEO tenure or horizon is sometimes posited as a determinant of compensation package. Inclusion of CEO tenure and age measures, however, had no substantive impact on our findings and is not reported in the interest of brevity. Other factors considered in supplemental analysis include earnings variability by firm (a measure of earnings noisiness) and yearly highest marginal tax rates. Inclusion of these variables had no substantive impact on the paper’s findings, however.


�The ratio of restructuring charge to pre-restructuring charge income is not computed for the 69 cases with negative pre-restructuring charge income.  The median ratio of restructuring charge to pre-restructuring charge income is 3.7%.


�In the interest of brevity, we do not report the yearly coefficients in the tables. The unreported year coefficient estimates do, however, exhibit the time trend documented in Adut et al. with the exception of 1998 which in some cases is smaller in magnitude than the 1997 estimated coefficient. 


�We re-estimate all models eliminating the 1% tails of the dependent and independent measures.  The results of these additional tests, not tabulated, are quantitatively and qualitatively similar to the results reported.


�We also directly evaluated the number of option grants occurring in restructuring years (not reported). Consistent with a shift in favor of options-based compensation in restructuring years, we found that, on average, 40 thousand more options are awarded in restructuring years than non-restructuring years.


� In a supplemental analysis NEWCEO in year t is included in equations (3) and (4) as an additional explanatory variable. It is positive and significant, consistent with the relation between CEO change and writeoffs documented in Francis et al. (1996). We do not report this analysis, however, in order to maintain a predictive focus in these estimations. Findings with respect to the other independent variables in this analysis are substantively identical to those reported in Table 6. 


� In a supplemental analysis, not reported here, we replaced PCTOP with the cash compensation as a percentage of total compensation. The cash compensation coefficients were negative and highly significant. 






