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Abstract

We find that CEO compensation increases following acquisitions only in those deals in
which acquirer stock is used as the method of payment. These compensation increases are
driven by increases in equity-based compensation and are concentrated in riskier acquirers,
in riskier acquisitions, and in acquirers whose CEOs have low exposure to the stock price. We
find little support for traditional agency cost explanations of changes in CEO pay following
acquisitions. However, our findings are broadly consistent with compensation changes
representing a contracting solution to a two-sided adverse selection problem that is present
only in stock acquisitions.

. Introduction

A number of prior studies analyze the evolution of CEO compensation
around acquisitions and generally report increases in CEO pay following acqui-
sitions.! The predominant explanation for such increases is that they reflect an
underlying agency problem between managers and shareholders. Consistent with
this view, these studies report that postacquisition compensation increases tend
to be uncorrelated with measures of acquisition performance. An alternative
(though not mutually exclusive) explanation, however, is that compensation
changes following acquisitions reflect an optimal recontracting between man-
agers and shareholders in acquisitions that alter both the scale and risk profile of
the acquirer.

We are grateful for helpful comments received from an anonymous referee, Audra Boone, Igor
Cunha, Diane Denis, Ran Duchin (the editor), Espen Eckbo, Charlie Hadlock, Brad Jordan, Andy Koch,
Leming Lin, Paige Ouimet, Anjana Rajamani, Frederik Schlingemann, Shawn Thomas, Fei Xie, and
seminar participants at Aalto, American College of Beirut, Florida International, Iowa State, Kent State,
the MARC Conference at Cass Business School, Middle Tennessee State, Mississippi State, Purdue,
St. John’s, Virginia Tech, UMass-Ambherst, and Western Ontario.

'See, for example, Grinstein and Hribar (2004), Harford and Li (2007), and Yim (2013). We describe
these studies in detail in Section II.
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To provide fresh evidence on how CEO compensation is altered following
acquisitions, we reexamine this issue over an extended and more recent sample
period (1993-2018). Our primary contribution is to document that the positive
association between acquisitions and CEO compensation previously documented
in the literature is limited to acquisitions in which common stock is used as the
method of payment and the acquisition is subsequently completed. Moreover, the
increases in compensation following all-stock acquisitions are driven primarily by
changes in equity-based compensation. Although there is some evidence of
changes in salary and bonus, these changes are much smaller economically and
often statistically insignificant. We further find that in a reduced sample of 342 firms
that make at least one all-stock acquisition and one acquisition in which the method
of payment is not all stock over the sample time period, significant changes in CEO
compensation following acquisitions continue to be driven by deals that use all
stock as the method of payment.

Our descriptive evidence thus implies that in order to understand the factors
driving changes in CEO compensation following acquisitions, we need to
understand why such changes are specific to completed, all-stock acquisitions
and why these compensation changes primarily take the form of increases in
equity-based compensation. Toward that end, we explore two nonmutually
exclusive possibilities.

First, under the standard agency explanation, entrenched managers pursue
acquisitions to expand their empire and use the acquisition and their influence over
the board to increase their compensation. This might be particularly effective in
stock acquisitions because such acquisitions avoid the scrutiny of the capital market
that is associated with raising cash through external financing.”? We find little
evidence for this explanation, however. Specifically, we find no evidence that
changes in compensation following all-stock acquisitions are associated with mea-
sures of poor corporate governance. In fact, using one measure of corporate gov-
ernance, board capture, we find the evidence goes in the opposite direction.
Moreover, insofar as entrenched CEOs capture higher compensation, our additional
finding that greater CEO compensation in all-stock acquisitions is concentrated in
CEOs with low levels of compensation prior to the acquisition announcement is
also inconsistent with this hypothesis.

Second, we investigate the possibility that the compensation dynamics that we
observe surrounding all-stock acquisitions represent endogenous contracting solu-
tions to frictions associated with adverse selection in the acquisition market. Prior
studies dating back at least to Hansen (1987) have recognized that acquirers face an
adverse selection problem when targets possess superior information about their
value. These studies predict that in this setting, acquirers offer stock as a contingent
payment mechanism in which target shareholders receive smaller payments if the
value of the target (and, therefore, the combined postacquisition company) subse-
quently declines. More recent studies have emphasized, however, that target share-
holders also face an adverse selection problem when acquirers use their common

*Because acquiring firms with sufficient internal resources might also avoid the scrutiny of external
markets, we also later compare all-stock deals with cash/mixed deals for which the acquirer did not
require any external financing.
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stock as the method of payment in the acquisition because overvalued acquirers
have an incentive to use their equity as a cheap currency in the transaction.® Because
a shift in compensation toward greater equity-based pay for the acquiring firm CEO
bonds the informed CEO to the stock price, the CEO’s willingness to accept this
form of payment is one way for the acquirer to credibly signal that the acquirer’s
stock is not overvalued as in Leland and Pyle (1977).* Because the combination of
the increase in risk associated with the acquisition and the greater equity-based pay
increases the risk of the CEO’s overall compensation package, however, the CEO’s
total compensation must increase to satisfy the CEO’s participation constraint (e.g.,
Holmstrom (1979)).

We report a series of results consistent with this two-sided adverse selection
argument. First, we find that changes in CEO compensation for all-stock acquisi-
tions are greater for acquirers with a greater risk of overvaluation than for less risky
acquirers. This association with acquirer risk is not present in either mixed payment
acquisitions or all-cash acquisitions. Second, when the CEO’s exposure to the stock
price is low prior to the acquisition (i.e., when the acquirer CEO is less bonded to the
stock price), we find that increases in CEO pay are larger in all-stock acquisition
years than in nonacquisition years, all-cash acquisition years, and mixed acquisition
years. These two findings are consistent with acquirers in all-stock acquisitions
using equity-based pay to bond the CEO to the stock price and mitigate target firm
concerns about overvalued equity when i) there is more uncertainty about the
acquirer’s value and ii) when the acquiring firm CEO is less bonded to the acquirer’s
stock price prior to the acquisition. Moreover, consistent with the increase in equity-
based compensation serving as a credible signal of acquirer value, we find that the
acquirer’s abnormal stock returns from 1 month prior through 12 months following
the acquisition announcement are positively associated with increases in the CEO’s
equity-based compensation, but only for acquisitions involving acquirer stock.

With respect to the acquirer’s concern about the value of the acquisition, we
find that increases in CEO compensation following all-stock acquisitions are
significantly greater in acquisitions with above-median risk. Moreover, this
increase is paid predominately in equity-based compensation. For acquisitions with
below-median risk, there is no evidence of increases in either fixed or equity-based
compensation. Furthermore, there is no evidence of compensation changes for
high-risk acquisitions that are either all-cash or mixed payment.

Although each of these findings is consistent with the dual adverse selection
hypothesis, an important caveat is that we do not observe the timing of when the
target becomes aware of the changes in acquirer CEO compensation. In order for the

3See, for example, Rhodes-Kropf and Vishwanathan (2004), Shleifer and Vishny (2003), Fu, Lin,
and Officer (2013), and Eckbo, Makaew, and Thorburn (2018). We later discuss in more detail how our
study relates to these other studies.

“Specifically, Leland and Pyle (1977) develop a model of capital structure in which entrepreneurs
“seek financing of projects whose true qualities are known only to them.” They show that the willingness
of an entrepreneur “to invest in his own project can serve as a signal of project quality” (p. 372). A large
subsequent literature has developed in which such information signaling through ownership has been
applied in the context of (among others) the debt-equity choice, the stock price reaction to share
repurchase tender offers, the pricing of initial public offerings (IPOs), the use of lock-up agreements
in IPOs, and loan spreads in private credit agreements.
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changes in equity-based pay to bond the acquirer CEO to the stock price and,
therefore, mitigate target firm concerns about overvalued equity, it is critical that the
acquirer can credibly commit to the target that the compensation changes will take
place. Lacking direct evidence on when the target learns this information, we
conduct two additional tests that provide indirect evidence on this issue. Although
both tests have limitations and, thus, cannot be viewed as conclusive on their own,
both are consistent with dual adverse selection issues contributing to the compen-
sation dynamics that we observe.

First, based on our observation that most compensation grants are awarded in
the first 2 months of the fiscal year, we conjecture that the likelihood of the target
knowing about the planned postacquisition changes in compensation is substan-
tially greater if the acquisition is announced after the first 2 months of the fiscal year.
Thus, if postacquisition changes in compensation for stock acquisitions are a
response to dual adverse selection concerns, they should be greater for acquisitions
announced after the first 2 months of the year. Consistent with this view, we find no
evidence of significant changes in compensation following stock acquisitions
announced in the first 2 months of the fiscal year. By contrast, stock acquisitions
announced after the first 2 months of the fiscal year are associated with significant
increases in compensation. Notably, these differences across the fiscal year are not
present in cash or mixed payment deals, nor are they present for withdrawn
acquisitions.

Second, we hypothesize that when a CEO change is announced prior to or in
conjunction with the acquisition, it is likely that the target is aware of the transition
and, therefore, aware of planned postacquisition CEO compensation. Consistent
with this view, we find that compensation changes following stock acquisitions are
significantly larger in stock acquisitions in which there is a change in CEO.
Moreover, the increase in compensation for stock acquisitions with CEO changes
is limited to those acquisitions in which the CEO change is announced prior to the
announcement of the acquisition. Again, these patterns are observed only in stock
acquisitions; they are not observed in cash or mixed payment deals, nor in with-
drawn acquisitions.

Taken together, our findings cast doubt on the view that compensation changes
provide perverse incentives for CEOs to pursue acquisitions even if they are value
reducing. Although we cannot completely rule out agency concerns, our evidence
suggests that the changes in CEO compensation following acquisitions stem pri-
marily from a desire to mitigate target firms’ adverse selection concerns about
accepting bidder stock as a method of payment.

Il. Related Literature

Previous studies of the evolution of CEO compensation around acquisitions
find that CEOs benefit from acquisitions. Examining the period 1993-1999,
Grinstein and Hribar (2004) find that CEO bonus compensation for completed
acquisitions is positively related to CEO power and these increases are not related to
acquisition performance. They conclude, “Managerial power is the primary driver
of M&A bonuses.” Examining the period 1993-2000, Harford and Li (2007) find
acquisitions insulate the CEOs from downside risk. The value of the CEO’s
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portfolio after an acquisition is positively related to long-term stock returns for
positive returns, but unrelated to stock returns for negative returns.> Similarly, Fu,
Lin, and Officer (2013) suggest CEOs in firms with overvalued stock pursue stock
financed acquisitions in order to receive large equity grants. In the study most
closely related to our study, Yim (2013) investigates the period 1993-2007. She
finds CEO compensation increases are greater in years in which firms announce an
acquisition. Yim further finds the positive relation between acquisitions and CEO
compensation increases is driven by young CEOs. Such findings are broadly
consistent with Jensen (1986), Jensen and Murphy (1990), and Stulz (1990), who
highlight managers’ agency-based motivations to increase the size of the firm, such
as increased managerial power and compensation.

Other studies have analyzed the consequences of acquirers using their stock as
the method of payment in acquisitions. Although neoclassical theory suggests that
mergers should increase the value of both the target and acquiring firm, studies find
that average returns for acquirers around the announcement of the acquisition of a
public target are indistinguishable from zero, on average, and negative in the case of
acquisitions financed by stock (e.g., Travlos (1987), Loughran and Vijh (1997)).°
One interpretation of this finding is that the market interprets the choice to pay with
stock as a potential signal of overvaluation of the acquirer and decreases the
acquirer stock price accordingly. Indeed, Golubov, Petmezas, and Travlos (2016)
conclude that the negative announcement returns for stock financed acquisitions
come entirely from the negative signal associated with issuing stock.

The possibility that the acquirer’s stock is overvalued when used as a method
of payment has been explored further in another set of studies. Some studies offer
explanations for why stock-swap transactions might be completed even if the
acquirer’s stock is overvalued. For example, Shleifer and Vishny (2003) speculate
that target managers might accept overvalued equity as a means of payment either
because 1) they have short horizons and can sell the overvalued shares when the
transaction is consummated or ii) they receive side payments from acquirers. In
Rhodes-Kropf and Vishnawathan (2004), targets rationally accept overvalued
acquirer stock as a method of payment because of correlated misinformation. By
contrast, in Fu, Lin, and Officer (2013), target firms rationally incorporate the
perceived overvaluation of the acquirer into the negotiated exchange ratio and offer
premium.

Other studies explore the use of acquirer stock as the method of payment as a
function of the potential degree of overvaluation. For example, Eckbo, Makaew,
and Thorburn (2018) provide evidence that acquisition bids are more likely to
include acquirer equity as the method of payment when targets are more informed
about bidders. Absent this information, targets would rationally discount the value
of the bidder’s shares, thereby reducing the bidder’s incentive to use this method of
payment. We extend this logic and that of the Leland and Pyle (1977) model to

*In the Harford and Li (2007) sample of acquisitions with a relative size of at least 10%, 73% of the
acquisitions are stock acquisitions.

®Stock price reactions to the announcement of acquisitions of private targets are generally more
positive. In a comprehensive study that includes both public and private targets, Moeller, Schlingemann,
and Stulz (2004) report that the average abnormal announcement return for all acquirers is 1.1%, 1.5%
for acquirers of private targets, and —1.0% for acquirers of public targets.
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conjecture that one potential solution to this adverse selection problem is for the
bidder to offer a credible signal through changes in its compensation contract with
the CEO.

Two recent papers explore the sharp drop in the proportion of acquirers paying
exclusively with stock. Boone, Lie, and Liu (2014) document the decreased
frequency of stock financed acquisitions since the early to mid-2000s in their
sample of acquisitions with public acquirers and public targets and find that only a
portion of the time series variation in methods of payment is due to variation in
their measures of adverse selection, taxation, and contracting costs. de Bodt,
Cousin, and Roll (2018) note that the percentage of stock financed acquisitions
drops from around 50% before 2001 to around 10% after 2010 and that the
beginning of the decline in 2001 coincides with the abolishment of the pooling
method of accounting.

Our primary contribution is to extend the previous literature by documenting
novel evidence on how CEO compensation changes following acquisitions are
strongly linked to the method of payment and come primarily in the form of
increased equity-linked pay. Having established these two primary stylized facts,
we then build on the prior literature to develop and test two main hypotheses for the
cross-sectional variation in compensation changes following acquisitions: the
Agency Hypothesis and the Dual Adverse Selection Hypothesis.

lll. Sample Selection and Data Description

We begin with the Compustat universe of firms between 1993 and 2018 and
merge this data set with data from a variety of sources. The acquisition data come
from Thomson Reuters SDC Platinum database (SDC). We include acquisitions by
U.S. public acquirers and require the acquisition to be a merger, acquisition,
acquisition of majority interest, or acquisition of assets. Similar to Yim (2013),
we further require the acquisition value to be at least 5% of the market value of
equity of the acquiring firm as of the previous fiscal year end. The CEO compen-
sation data comes from the Execucomp database. Return data are from the Center
for Research in Security Prices (CRSP) and implied volatility data are from the
Optionmetrics database. We also use governance data from the Institutional Share-
holder Services’ Governance database. Variable definitions are detailed in the
Appendix.

Panel A of Table 1 reports summary statistics for characteristics of the sample
acquisitions. We also partition the sample into two equal subperiods—1993-2005
and 2006-2018—and report summary statistics for these subperiods as well. Over
our sample period, 11.4% of firm-years have a 5% acquisition. This percentage
decreases from 12.1% of firm-years in the early period to 10.8% in the late period.
We define an acquisition as being A/l Stock if the consideration paid is at least 95%
stock. Using this definition, the method of payment is all stock in 14% of the
acquisitions, all cash in 33% of the acquisitions, and mixed payment in 53% of the
acquisitions. Consistent with prior literature (e.g., Boone, Lie, and Liu (2014), de
Bodt, Cousin, and Roll (2018)), the method of payment for the acquisitions changes
sharply across the periods. The frequency of acquisitions in which the consideration
is composed of at least 95% stock (Al stock) drops from 22.5% in the early period to
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TABLE 1

Summary Statistics

Table 1 presents the summary statistics. Panel A presents the acquisition variables. The first column reports all years in the
sample and the second and third columns report the two subperiods 1993-2005 and 2006-2018. The last 2 columns report the
difference in means between the early and late period for each of the variables and the p value resulting from difference in
means tests. 5% Acquisition is an indicator variable equal to 1 if the firm announced an acquisition in which the acquisition
value was at least 5% of the market value of equity of the acquirer. 5% All stock is an indicator variable equal to 1 if the form of
payment for the announced acquisition was at least 95% equity and zero for all other 5% acquisition years. 5% All cashis an
indicator variable equal to 1 if the form of payment for the announced acquisition was at least 95% cash and zero for all other
5% acquisition years. 5% Mixed is an indicator variable equal to 1 if the form of payment for the announced acquisition was
neither a 95% equity acquisition nor a 95% cash acquisition. Panel B presents statistics for the CEO and firm characteristics.
The panel reports the number of observations, the mean, the median, and the standard deviation for each variable within each
period. The last 2 columns report the difference in means between acquiring firm-years and nonacquiring firm-years for each
of the variables and the p value resulting from difference in means tests. Chg CEO Comp is the change in total CEO
compensation from the prior year divided by the prior year compensation and is winsorized at the 1st and 99th
percentiles. Assets is the prior year assets for the firm (denoted in $millions). Firm age is the number of years since the firm
was listed on CRSP. Market-to-book is the prior fiscal year end ratio of the market value of assets divided to the book value of
assets and is winsorized at the 1st and 99th percentiles. Prior year returnis the buy and hold return for the stock over the prior
fiscal year. ROA is the return on assets at the end of the prior fiscal year and is winsorized at the 1st and 99th percentiles.
Change in CEOis an indicator variable equal to 1 in years there was a change in CEOQ. CEO ageis the age of the CEO. CEO
compensationis the total compensation for the CEO of the firm in the prior year. In all panels *, **, and *** denote significance at
the 10%, 5% and 1% levels, respectively.

Panel A. Acquisition Variables by Period

All Years 1993-2005 2006-2018 Diff. Mean p
No. of obs. (require CEO compensation) 47,039 21,213 25,826
5% acquisition 5,344 2,564 2,781
Proportion of all obs 0.114 0.121 0.108 -0.013 0.000***
Withdrawn deals 285 154 131
5% all stock 746 577 169
Proportion of 5% Acq. 0.140 0.225 0.061 —0.164 0.000***
Withdrawn deals 65 46 19
5% all cash 1,786 702 1,084
Proportion of 5% Acq. 0.334 0.274 0.390 0.116 0.000***
Withdrawn deals 96 35 61
5% mixed 2,812 1,284 1,628
Proportion of 5% Acq. 0.526 0.501 0.549 0.049 0.000***
Withdrawn deals 124 73 51
Panel B. CEO and Firm Characteristics
All Years All Years Diff. Means
Nonacquiring Firms Acquiring Firms Acq — Nonacq

N Mean Median Std. Dev. N Mean Median Std. Dev. Diff. Mean p

Chg CEO comp 38,259 0.377 0.064 1303 4,878 0417 0.100 1.321 0.040  0.045™
Assets 41,496 14,044 1,675 84,506 5344 9375 1473 49,331 —4669  0.000"*
Firm age 41,694 2424  20.00 17.26 5344 2218  18.00 16.37 —2.066  0.000"*
Market-to-book 40,383  1.99 1.48 1.95 5344  1.96 1.50 253 —0.028 0336

Prior year return 34,921 0.181 0.106 0633 5,122 0.234 0.153 0.667 0.053  0.000**
ROA 41,463 0.025 0.040 0225 5342 0.040 0.044 0.103 0.015  0.000***
Change in CEO 41,695 0.107  0.000 0.309 5344 0.079 0.000 0.270 —0.028  0.000***
CEO age 40,691 55.78  56.00 7.48 5,257 5527  55.00 7.29 —0.508  0.000***
CEO compensation 38,345 5025 2,805 9,243 4,884 4904 2,853 6,990 —121 0.376

6.1% in the late period. Making up for most of the drop in all-stock acquisitions, the
frequency of acquisitions in which the consideration is composed of at least 95%
cash (All cash) jumps from 27.4% to 39.0%. The frequency of all other acquisitions,
designated Mixed acquisitions, increases slightly from 50.1% to 54.9%.

In Panel B of Table 1, we compare firm characteristics for the nonacquiring
firm-years with those of the subset of firm-years with an acquisition announcement.
Chg CEO Comp is the change in total CEO compensation from the year prior to
acquisition announcement divided by the prior year compensation and is winsor-
ized at the 1st and 99th percentiles. Assets is the prior year assets for the firm
(denoted in $millions). Firm age is the number of years since the firm was listed on

ssald Als1aaun aBpuguied Aq auluo paysliqnd X55z0152060122005/£101°01/610°10p//:sdny


https://doi.org/10.1017/S002210902510255X

3024 Journal of Financial and Quantitative Analysis

CRSP. Market-to-Book is the prior fiscal year end ratio of the market value of assets
to the book value of assets and is winsorized at the 1st and 99th percentiles. Prior
vear return is the buy and hold return for the stock over the prior fiscal year. ROA is
the return on assets at the end of the prior fiscal year and is winsorized at the 1st and
99th percentiles. Change in CEO is an indicator variable equal to 1 if there was a
change in CEO. CEO age is the age of the CEO. CEO compensation is the total
compensation for the CEO of the firm in the prior year. We use these variables
throughout the article. We will discuss the variables that are specific to the second
part of the analysis later in the article when we examine cross-sectional variation in
the relation between increases in CEO compensation and method of payment in
acquisitions.

Consistent with Yim (2013), the univariate comparisons in Panel B indicate
that increases in total CEO compensation are higher in acquisition firm-years than
in nonacquisition firm-years by 4.0% (p = 0.045). In addition, acquisition firm-
years are characterized by fewer assets, younger firms, higher prior year returns,
higher ROA, are less likely to replace the CEO, and have younger CEOs. We find no
significant differences in prior year CEO total compensation between the acquisi-
tion and nonacquisition firm-years.

IV. Changes in CEO Compensation Following Acquisitions

In this section, we present our primary descriptive findings on changes in CEO
compensation following the sample acquisitions and the link between such com-
pensation changes and the method of payment.

A. Changes in Total Compensation

Table 2 reports coefficient estimates and #-statistics from regressions that test
for differences in the change in CEO compensation for firm-years in which a 5%
acquisition is announced during the year and nonacquiring firm-years. The model is
based on those estimated in Yim (2013) in which the dependent variable is the
change in total compensation from the prior year divided by the prior year’s total
compensation (winsorized at the 1st and 99th percentiles). The independent vari-
able of interest (Announced 5% deal — completed) is an indicator equal to 1 if the
firm announced a 5% acquisition during the year and that acquisition was subse-
quently completed. We also include the variable (Announced 5% deal — withdrawn)
indicating the firm announced a 5% acquisition during the year that was subse-
quently withdrawn. All models control for log of assets, firm age, market-to-book,
prior year return, ROA, and an indicator for a change in the CEO. Models 1 and
2 include industry-year fixed effects and models 3 and 4 do not. All models cluster
standard errors by firm.

Consistent with Yim (2013), we find that changes in CEO compensation are
significantly greater in firm-years in which a firm announces a 5% acquisition
that is subsequently completed than in firm-years for which there is no 5%
acquisition announcement. Specifically, our point estimates in models 1 and
2 suggest that the change in compensation is approximately 5 percentage points
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TABLE 2

Multivariate Analysis of CEO Compensation

Table 2 presents regressions of the change in CEO compensation. The dependent variable in each model, Chg CEO comp, is
the change in CEO compensation as a proportion of the prior year CEO compensation, winsorized at the 1st and 99th
percentiles. Announced 5% acquisition — completedis an indicator variable equal to 1 if a 5% acquisition was announced by
the firm during the year and subsequently completed. Announced 5% acquisition— withdrawn s an indicator variable equal to
1 if a 5% acquisition was announced by the firm during the year and subsequently withdrawn. Prior year announced 5%
acquisition— completedis an indicator variable equal to 1 if a 5% acquisition was announced by the firm during the prior year
and subsequently completed. Prior year announced 5% acquisition — withdrawn is an indicator variable equal to 1 if a 5%
acquisition was announced by the firm during the prior year and subsequently withdrawn. Log assetsis the logged value of the
prior year assets for the firm. The remaining variables are defined in Table 1. Models 1 and 2 include industry x year fixed
effects, whereas models 3 and 4 do not. All models cluster standard errors at the firm level. The t statistics are presented in
parentheses, and *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively.

ChgCEOComp  ChgCEO Comp  ChgCEOComp  ChgCEO Comp

1 2 3 4
Announced 5% deal — completed 0.047** 0.045** 0.065*** 0.064***
(2.279) (2.157) (3.216) (3.061)
Announced 5% deal — withdrawn —0.000 —0.001 0.013 0.012
(—0.001) (—0.015) (0.185) (0.170)
Prior year announced 5% deal — completed 0.011 0.011
(0.553) (0.581)
Prior year announced 5% deal — withdrawn 0.067 0.079
(0.763) (0.930)
Log assets 2004 0.009** 0.009** 0.002 0.002
(2.046) (2.018) (0.400) (0.374)
Firm age —0.003*** —0.003*** —0.004*** —0.004***
(~7.890) (~7.852) (~10.291) (-10.222)
CEO age —0.005*** —0.005*** —0.006"** —0.006***
(—5.745) (—5.725) (—6.425) (—6.403)
Market-to-book 0.028*** 0.028*** 0.040*** 0.040"**
(2.777) (2.783) (4.196) (4.200)
Prior year return 0.050** 0.049** 0.088*** 0.088***
(2.589) (2.578) (4.774) (4.759)
ROA —0.225"** —0.225"** —0.253*** —0.253***
(—2.929) (—2.926) (—3.209) (—3.206)
Change in CEO 0.352*** 0.353*** 0.380"** 0.380"**
(11.295) (11.308) (12.094) (12.107)
No. of obs. 36,070 36,070 36,422 36,422
Fixed effects Industry x Year Industry x Year None None
Clustering Firm Firm Firm Firm
Adjusted R® 0.0365 0.0365 0.0223 0.0223

higher in acquisition firm-years than in nonacquisition firm-years, but only if the
acquisition is completed.

One concern is that because there are few withdrawn acquisitions, our use of
industry-year fixed effects might lead our findings to be driven by outliers. To
address this concern, models 3 and 4 estimate the regressions without fixed effects.
The results are slightly stronger. Completed acquisition firm-years are associated
with significantly greater increases in CEO pay, but withdrawn acquisition firm-
years are not.

B. Changes in Individual Components of Compensation

Table 3 breaks down the changes in compensation into their component parts:
salary, bonus, equity (stock plus options), stock, option, and other. For each com-
ponent of compensation, the dependent variable is defined as the change in the
component (value in the current year minus the value in the prior year) divided by
the prior year total compensation. We include the same control variables as in
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TABLE 3

Change in the Components of CEO Compensation

Table 3 presents regressions of the change in the different components of CEO compensation. We analyze change in salary in
model 1, change in bonus in model 2, change in equity (combining stock and options) in model 3, change in stock in model 4,
change in options in model 5, and change in other compensation in model 6. The dependent variable is the change in the
respective component of compensation from the prior year divided by the total CEO compensation from the prior year. Each
dependent variable is winsorized at the 1st and 99th percentiles. The independent variables are defined in the Appendix. In
each model, industry x year fixed effects are included and standard errors are clustered at the firm level. The ¢ statistics are
presented in parentheses, and *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively.

Chg Salary Chg Bonus Chg Equity Chg Stock Chg Options Chg Other

1 2 3 4 5 6
Announced 5% 0.003*** 0.006** 0.042** 0.021*** 0.017 —0.001
deal - completed (3.091) (2.225) (2.452) (2.954) (1.327) (—0.264)
Announced 5% —0.003 0.004 0.038 0.032 0.001 —0.004
deal — withdrawn (—0.977) (0.386) (0.596) (1.146) (0.012) (-0.278)
Log assets 2004 —0.003*** —0.001*** 0.010"** 0.004*** 0.004* —0.001
(—12.689) (—3.039) (2.951) (3.341) (1.764) (—1.493)
Firm age —0.000** —0.000 —0.002*** —0.001*** —0.002*** —0.000
(—2.171) (~0.307) (~7.737) (—4.392) (—6.708) (~0.734)
CEO age —0.000*** 0.000 —0.005*** —0.002"** —0.003*** —0.000
(—6.993) (0.183) (—7.491) (—6.147) (—6.178) (—0.942)
Market-to-book —0.000 —0.001* 0.026"** —0.003*** 0.024*** —0.003***
(—0.419) (—1.889) (3.204) (~2.610) (3.537) (~4.791)
Prior year return 0.002*** —0.009*** 0.069*** 0.020"** 0.048*** —0.003
(3.032) (—3.307) (3.980) (3.857) (3.361) (—1.533)
ROA —0.003 —0.047*** —0.095* 0.005 -0.077 —0.041***
(~0.514) (—3.826) (—1.652) (0.424) (—1.644) (-3.082)
Change in CEO —0.055"** 0.025"** 0.410"** 0.102"** 0.285"** —0.064***
(—26.758) (6.593) (16.659) (10.423) (15.643) (—11.962)
No. of obs. 36,070 36,070 36,070 36,070 36,070 36,070
Fixed effects Industry x Year Industry x Year Industry x Year Industry x Year Industry x Year Industry x Year
Clustering Firm Firm Firm Firm Firm Firm
Adjusted R° 0.0820 0.0759 0.0487 0.0191 0.0703 0.0479

Table 2, include industry-year fixed effects, and cluster standard errors at the firm
level.

The results suggest that the increase in compensation associated with acqui-
sitions is predominately coming from equity-based compensation. Acquisition
firm-years are associated with an additional 4.2% increase in CEO compensation
through equity grants (restricted stock and options). Salary and bonus increases are
also larger for acquirers, but the economic magnitudes are only 0.3% and 0.6% of
prior compensation, respectively.

C. Changes in Compensation by Method of Payment

To further understand acquisition related changes in CEO compensation, we
separate acquisitions based on the method of payment in the acquisition, specifi-
cally all-stock, all-cash, and mixed acquisitions, and reestimate the change in
compensation regressions. We include the same control variables as in the previous
regressions, and cluster standard errors at the firm level. Because the regressions
include all firm-years, the coefficients on the method-of-payment variables measure
the difference in compensation for that subset acquisition firm-years relative to
nonacquisition firm-years.

The results when industry fixed effects are included, presented in models 1 and
2 of Table 4, indicate that all-stock acquisitions overwhelmingly drive the
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TABLE 4
Change in CEO Compensation by Method of Payment

Table 4 presents regressions of the change in CEO compensation across different methods of payment. All-stock (All-cash)
indicates the consideration offered in the acquisition was at least 95% stock (cash). Mixedindicates the consideration offered
in the acquisition was neither 95% stock acquisition nor 95% cash. Models 1 and 2 include industry x year fixed effects,
whereas models 3 and 4 do not. All models cluster standard errors at the firm level. Models 2 and 4 analyze completed and
withdrawn acquisitions separately by including interactions terms between completed and each method of payment and
interaction terms between withdrawn and each method of payment. The independent variables are defined in the Appendix.
The t statistics are presented in parentheses, and *, **, and *** denote significance at the 10%, 5%, and 1% levels,
respectively.

Chg CEO Comp Chg CEO Comp Chg CEO Comp Chg CEO Comp
1 2 3 4
All-stock 0.158** 0.235***
(2.226) (3.418)
All-cash 0.035 0.048
(1.033) (1.484)
Mixed 0.024 0.030
(0.969) (1.229)
All-stock x completed 0.185** 0.267***
(2.423) (3.599)
All-stock x withdrawn —-0.113 —0.079
(-0.801) (—0.593)
All-cash x completed 0.029 0.042
(0.848) (1.256)
All-cash x withdrawn 0.144 0.177
(0.812) (1.038)
Mixed x completed 0.027 0.034
(1.083) (1.347)
Mixed x withdrawn —0.050 —0.060
(—0.599) (—0.843)
Log assets 2004 0.009** 0.009** 0.001 0.001
(2.009) (2.020) (0.214) (0.204)
Firm age —0.003*** —0.003*** —0.004*** —0.004***
(—7.887) (—7.893) (—10.172) (—10.151)
CEO age —0.005*** —0.005*** —0.006*** —0.006"**
(=5.714) (—5.720) (—6.374) (—6.375)
Market-to-book 0.028*** 0.028"** 0.039*** 0.039***
(2.718) (2.706) (4.090) (4.078)
Prior year return 0.049** 0.049** 0.087*** 0.087***
(2.569) (2.566) (4.733) (4.726)
ROA —0.224*** —0.224*** —0.250*** —0.250***
(—2.924) (~2.926) (~3.192) (~3.193)
Change in CEO 0.352*** 0.352*** 0.379*** 0.379***
(11.292) (11.291) (12.089) (12.087)
Constant 0.558™** 0.558*** 0.629*** 0.629"**
(8.457) (8.446) (9.887) (9.879)
No. of obs. 36,070 36,070 36,422 36,422
Fixed effects Industry x Year Industry x Year None None
Clustering Firm Firm Firm Firm
Adjusted R? 0.0366 0.0367 0.0227 0.0227

acquisition related increase in CEO compensation. In model 1, all-stock acquisi-
tions are associated with an additional 16 percentage point increase in CEO com-
pensation, whereas changes in compensation for all-cash and mixed acquisitions
are no different than comparable nonacquisition firm-years. In model 2, we further
divide the announced acquisitions into those that are subsequently completed and
those that are eventually withdrawn. These findings indicate that compensation
increases following acquisition announcements are driven exclusively by the set of
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TABLE 5

Repeat Acquirers

Table 5 presents regressions of the change in CEO compensation for repeat acquirers. Repeat acquirers are firms thatinclude
at least one all-stock deal year and at least one nonall-stock deal year during the sample period. The sample includes only
repeat acquirer firm-years with a 5% acquisition announcement. All-stock indicates the consideration offered in the
acquisition was at least 95% stock. The coefficient on All-stock estimates the difference in the change in CEO
compensation between All-stock deal years and other deal years. Models 2 and 3 include firm fixed effects and standard
errors are clustered at the firm level. The independent variables are defined in the Appendix. The ¢ statistics are presented in
parentheses, and *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively.

Chg CEO Comp Chg CEO Comp Chg CEO Comp
1 2 s
All-stock 0.204** 0.237** 0.171*
(2.521) (2.304) (1.651)
Log assets 2004 —0.027** —0.294***
(~2.103) (—4.342)
Firm age —0.005** 0.004
(—4.046) (0.754)
CEO age —0.001 0.004
(—0.416) (0.806)
Market-to-book 0.017 —0.011
(1.201) (—1.048)
Prior year return 0.173* 0.100
(2.965) (1.626)
ROA -0.297 0.146
(—0.975) (0.433)
Change in CEO 0.493*** 0.428***
(4.388) (3.489)
Constant 0.679** 0.386™** 2.254**
(3.639) (30.081) (4.576)
No. of obs. 3,964 4,069 3,825
Fixed effects None Firm Firm
Clustering Firm Firm Firm
Adjusted R? 0.0304 0.0305 0.0344

all-stock acquisitions that are completed.” Neither all-cash acquisitions nor mixed
acquisitions are associated with statistically significant CEO compensation
increases, regardless of whether they are completed or not.

In models 3 and 4, we again estimate the change in compensation regression
without fixed effects and find qualitatively identical results. Completed all-stock
acquisitions are associated with significant increases in pay relative to nonacquisition
firm-years, while withdrawn all-stock acquisitions, all-cash acquisitions (completed
and withdrawn), and mixed payment acquisitions (completed and withdrawn) are not.

Table 5 provides further evidence by comparing changes in compensation
across stock and nonstock acquisitions for the same acquirer. Specifically, we
reestimate the Table 4 regressions using a reduced sample of 342 firms that make
at least one all-stock acquisition and one acquisition in which the method of
payment is not all stock over the sample time period. This allows us to control

"Because there are far fewer withdrawn acquisitions than completed acquisitions, a concern might be
that our tests on withdrawn acquisitions lack the power to reject the null hypothesis of no change in
compensation. However, F tests for differences in the coefficients on the variables denoting all-stock
completed and all-stock withdrawn acquisitions indicate that the coefficients are significantly different
from one another. Specifically, the coefficients are significantly different at the 0.06 level in model 2 and
at the 0.02 level in model 4.
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for firm-level unobservable variables that might be correlated with firms proposing
to use stock as the method of payment.

In column 1, we replicate model 3 of Table 4 excluding fixed effects and show
that we continue to find a statistically significant increase in CEO compensation
following all-stock acquisitions in the reduced sample.® In column 2, we exclude
firm-level controls but add firm-fixed effects so that now the coefficient on the A/I-
Stock variable measures the within-firm difference in the change in CEO compen-
sation for all-stock acquisitions versus the cash and mixed acquisitions made by the
same firm. The results continue to indicate that all-stock acquisitions result in
significantly larger changes in CEO compensation following all-stock acquisitions.
Finally, in column 3, we add firm-level controls in addition to the firm fixed effects
and observe little difference in the All-Stock coefficient. The evidence from repeat
acquirers in Table 5 thus provides further evidence that significant changes in CEO
compensation following acquisitions are driven by deals that use all stock as the
method of payment.

D. Changes in Components of Compensation by Method of Payment

To investigate which components of CEO compensation increases around
acquisitions for each method of payment, Table 6 breaks down the changes in
compensation into their component parts for each type of acquisition consideration.
These results indicate that changes in CEO compensation are driven by changes in
equity-based pay for all-stock completed acquisitions. There is little evidence of
changes in pay otherwise, except for some evidence of increases in equity-based
pay with mixed methods of payment. In other words, the increase in CEO com-
pensation associated with all-stock acquisitions is paid primarily in the form of
equity-based compensation.’

E. Robustness Tests and Extensions

In this section, we report on two robustness tests of our main findings. We
provide only a brief summary of the findings here, but detailed results can be found
in the Supplementary Material of the article.

8Note that because the sample of repeat acquirers analyzed in Table 5 includes only years in which
there is a 5% acquisition, the coefficient on A/[-Stock measures the change in CEO compensation for all-
stock deal years relative to all-cash and mixed deal years.

°In our sample, we observe a shift over time in the form of equity-based compensation from stock
options to restricted stock. A common explanation for this shift is the change in accounting treatment of
stock options following the adoption of FAS 123R in 2005. Hayes, Lemmon, and Qiu (2012) report that
firms dramatically reduced their use of stock options and increased their use of restricted stock following
the implementation of 123R. Consistent with this explanation, we find that in our sample, the percentage
of equity-based compensation that is in the form of stock options decreases from 71.4% in 2004 (prior to
the passage of FAS 123R) to only 36.9% in 2007 (after passage and implementation of FAS 123R), witha
corresponding increase in the percentage of equity-based compensation that is restricted stock. Another
(not mutually exclusive) explanation for the shift in form of equity-based compensation is offered in
Ahern and Sosyura (2014). They show that acquirers can strategically release news during merger
negotiations that boosts their stock price, thereby allowing the acquirer to offer fewer shares in stock
acquisitions. Because this reduces the value of stock option awards due to the higher strike price,
acquiring firms might prefer to use restricted stock in situations in which the success of the acquisition
is uncertain.
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TABLE 6
Change in the Components of CEO Compensation by Method of Payment

Table 6 presents regressions of the change in the different components of CEO compensation across different methods of
payment. We analyze change in salary in model 1, change in bonus in model 2, change in equity (combining stock and
options) in model 3, change in stock in model 4, and change in options in model 5. The dependent variable is the change in the
respective component of compensation from the prior year divided by the total CEO compensation from the prior year. Each
dependent variable is winsorized at the 1st and 99th percentiles. The independent variables are defined in the Appendix. In
each model, industry x year fixed effects are included and standard errors are clustered at the firm level. The ¢ statistics are
presented in parentheses, and *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively.

Chg Salary Chg Bonus Chg Equity Chg Stock Chg Options
1 2 3 4 5
All-stock x completed 0.003 0.009 0.146™* 0.045** 0.110**
(1.144) (1.229) (2.247) (2.252) (2.052)
All-stock x withdrawn —-0.012 0.012 —0.104 0.019 —0.093
(—1.484) (0.411) (—0.836) (0.339) (—0.860)
All-cash x completed 0.004** 0.006 0.019 0.014 —0.002
(2.316) (1.511) (0.704) (1.068) (—0.100)
All-cash x withdrawn 0.002 0.020 0.182 —0.024 0.154
(0.322) (0.942) (1.169) (—0.498) (1.227)
Mixed x completed 0.002* 0.005 0.034 0.021** 0.009
(1.935) (1.399) (1.599) (2.258) (0.587)
Mixed x withdrawn —0.003 —0.011 0.004 0.079* —0.065
(—0.741) (—0.815) (0.053) (1.831) (—1.255)
Log assets 2004 —0.003*** —0.001*** 0.010"** 0.004*** 0.004*
(—12.929) (—3.075) (2.962) (3.283) (1.783)
Firm age —0.000** —0.000 —0.002*** —0.001*** —0.002***
(—2.080) (—0.229) (—7.744) (—4.338) (—6.722)
CEO age —0.000*** 0.000 —0.005"** —0.002*** —0.003***
(~7.019) (0.267) (~7.467) (-6.172) (~6.162)
Market-to-book —0.000 —0.001* 0.026™** —0.003*** 0.023***
(—0.480) (—1.910) (3.143) (—2.741) (3.469)
Prior year return 0.002*** —0.009*** 0.068*** 0.020*** 0.047*
(3.208) (-3.273) (3.942) (3.846) (3.323)
ROA —0.003 —0.047*** —0.094 0.005 —-0.075
(—0.497) (—3.834) (—1.635) (0.443) (—1.623)
Change in CEO —0.055*** 0.025*** 0.410* 0.102*** 0.284***
(—26.862) (6.728) (16.642) (10.448) (15.628)
No. of obs. 36,153 36,153 36,087 36,153 36,087
Fixed effects Industry x Year Industry x Year Industry x Year Industry x Year Industry x Year
Clustering Firm Firm Firm Firm Firm
Adjusted F? 0.0820 0.0762 0.0490 0.0191 0.0708

1. Definition of All-Stock and Mixed Payment Acquisitions

We define an acquisition as being “all stock” if at least 95% of the consider-
ation being paid is the common stock of the acquirer. Mixed payment acquisitions
are those in which either some stock is used in the acquisition or if no method of
payment is listed in SDC. If our main findings on compensation changes following
acquisitions are due to companies using stock as a method of payment, it seems
plausible that mixed payment acquisitions for which a large proportion of the
payment is stock might also exhibit compensation increases.

To test this conjecture, we divide mixed acquisitions into three sets: those for
which the proportion of stock used is between 75% and 95% of the total consid-
eration paid, those for which the proportion of stock used is between 5% and 75%,
and those for which the proportion of stock used is unknown. For the 75%-95%
group, we find coefficient estimates that indicate increases in CEO compensation that
are similar to what we find in Table 4 for the subsample of all-stock acquisitions, and
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are significant at the 0.10 level in one of the specifications (Table IAl in the
Supplementary Material). By contrast, for the 5%—75% and “unknown” groups,
we find changes in pay that are statistically insignificant and economically small.
We conclude, therefore, that increases in CEO compensation associated with acqui-
sitions are limited to acquisitions in which the large majority of payment comes in the
form of acquirer stock.

2. Execucomp Reporting of Total Compensation

Because Execucomp changed the manner in which it reported compensation
data in 2006, the changes in compensation for the 2006 period could reflect the
reporting change rather than an actual change in compensation. We show in the
Supplementary Material (Table IA2), however, that our findings are robust to
excluding acquisitions announced in 2006.

V. Why Are Changes in Compensation Unique to Stock
Acquisitions?

In this section, we introduce two broad hypotheses that can explain why
significant changes in CEO compensation following acquisitions are limited to
acquisitions in which common stock is used as the primary method of payment and
why the changes in compensation are driven primarily by changes in equity-based
compensation. We then derive additional testable implications of each hypothesis
and empirically analyze these predictions.

A. The Agency and Dual Adverse Selection Hypotheses

The Agency Hypothesis posits that an entrenched CEO pursues an acquisition
to increase the size of her empire. The empire building CEO avoids using debt to
bypass market scrutiny of the acquisition, evade additional monitoring, and pre-
serve flexibility in the allocation of future cash flows (e.g., Jensen (1986)). In
addition, the entrenched CEO takes advantage of the transition event by leveraging
her influence over the board of directors to increase her own compensation
(Grinstein and Hribar (2004)).'° Under this hypothesis, therefore, we first expect
greater CEO compensation increases in all-stock acquisitions with entrenched
CEOs and weak board oversight. Second, insofar as the empire building CEO
knows the acquisition is value destroying, we expect the compensation increase
to come in the form of nonequity compensation. In general, it is not clear whether
entrenched CEOs would prefer cash or stock compensation. On the one hand, stock
compensation allows CEOs to consolidate their control and more readily participate
in positive stock price movements. However, in the context of the Agency Hypoth-
esis, the acquisitions pursued by entrenched CEOs that are labeled as agency

Grinstein and Hribar (2004) state, “If the shareholders perceive the arrangement as a blunt
expropriation, they are likely to act against it. This argument implies that CEOs that want to maximize
rent extraction might try to find justifiable reasons for their compensation. A merger or acquisition could
provide such a justification—a manager who acquires another company spends extra time and effort in
constructing the acquisition, and thus the manager can use this task as a justification for additional
compensation.”
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motivated are, by definition, value reducing. Thus, entrenched CEOs receiving
stock compensation would be financially worse off than if they received cash
compensation. Even if entrenched CEOs desired more stock (perhaps for control
reasons), they would be better off receiving cash compensation, then using the cash
to purchase shares following completion of the acquisition. Third, we expect these
entrenched CEOs to have used their power to capture abnormally high compensa-
tion prior to an acquisition (Bebchuk and Fried (2003)).!!

The Dual Adverse Selection Hypothesis posits that observed changes in com-
pensation represent a contracting solution to frictions from potential adverse selec-
tion concerns in the target and acquiring firms. The acquirer can mitigate the
adverse selection concern of overpaying for the target firm by using stock as the
method of payment (Hansen (1987), Eckbo, Giammarino, and Heinkel (1990)).
However, stock payment creates an adverse selection concern for target share-
holders of accepting overvalued equity from the acquirer (Shleifer and Vishny
(2003)). To reduce the target firm’s overvaluation concerns, the CEO of the acquirer
can bond herself to the accuracy of the acquirer stock price by increasing her
stock-based compensation. That is, the privately informed CEO credibly signals
the acquirer is not overvalued by increasing her exposure to the firm’s stock
price.'? The resulting increase in the acquiring CEO’s exposure to firm risk
increases her participation constraint, requiring an increase in overall CEO com-
pensation (Hélmstrom (1979)).

The fact that announced all-stock acquisitions that are withdrawn do not
exhibit increases in CEO equity-based compensation supports the Dual Adverse
Selection hypothesis in that it suggests that in the absence of expected changes in
compensation, all-stock acquisitions are likely to be withdrawn. In addition, the
Dual Adverse Selection Hypothesis further predicts that in stock financed acquisi-
tions, greater increases in CEO compensation are related to greater concerns about
target firm adverse selection and acquirer firm overvaluation. It also predicts greater

""Note that the Agency Hypothesis assumes that entrenched CEOs choose stock as the method of
payment to avoid the capital market scrutiny of having to issue debt or equity to finance a cash or mixed
payment deal. However, even firms pursuing all-cash or mixed deals might be able to avoid such scrutiny
if they do not need external financing to complete the acquisition. We test this underlying assumption by
identifying from Securities Data Corporation (SDC) those cash/mixed deals in which there was any
external debt or equity financing. Contrary to the underlying assumption of the Agency Hypothesis, we
find that only 18% of cash deals and 12% of mixed deals required any external financing. Thus, it does
not appear that firms are using stock deals to avoid market scrutiny because more than 82% of cash deals
and 88% of mixed deals also avoid this scrutiny. Moreover, as we document in Tables IA3 and 1A4 in the
Supplementary Material, our results are not affected if we limit the sample to the set of acquisitions for
which the acquirer does not obtain external financing.

12We recognize that the credibility of this signal could be undermined by the possibilities that the
CEO’s realized pay in the year of the acquisition might differ from what was contractually agreed upon at
the time of the acquisition, or that the firm and CEO might renegotiate the contract in subsequent years.
The dual adverse selection hypothesis implicitly assumes that the target firms can make an unbiased
assessment of what will be the realized parameters of CEO pay based on the contract at the time of the
acquisition. We later provide evidence that supports the credibility of this signal. Note also that our
finding that changes in equity-based compensation are limited to completed all-stock deals suggests that
in the absence of expected changes in equity-based compensation, all-stock deals are likely to be
withdrawn.
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increases in equity-based CEO compensation in acquisitions using stock as the
form of payment. The required increase in CEO bonding through an increase in
equity compensation is greater when the CEQ’s exposure to the stock price before
the acquisition is low."?

It is important to note that the Agency and Dual Adverse Selection hypotheses
are not mutually exclusive. Both effects may be present in the data and, if so,
observed compensation structures may reflect the impact of both agency and
adverse selection considerations. Accordingly, our tests are designed to uncover
the extent to which cross-sectional differences in compensation changes are con-
sistent with predictions from each of our two main hypotheses.

B. Cross-Sectional Variation in Changes in CEO Compensation

To provide direct evidence on the Agency and Dual Adverse Selection hypoth-
eses, we extend the Table 4 regressions to test for cross-sectional differences in
postacquisition changes in CEO compensation between acquisitions with different
firm and acquisition characteristics that proxy for Agency and Dual Adverse Selec-
tion considerations. More specifically, we test whether the increases in compensa-
tion following all-stock deals are greater when there appear to be greater ex ante
agency problems or when there appear to be greater dual adverse selection concerns
(or both).

In Table 7, we present the results of regression models in which the dependent
variable is change in CEO compensation. The regressions augment our specifica-
tion in Table 4 by including an indicator variable for a high value of the proxy
variable of interest and interactions of that indicator with indicators for each of the
three acquisition types (all-stock, mixed, and all-cash).'* To the extent that each
proxy variable captures the extent of agency or dual adverse selection concerns,
these regressions allow us to home in on the types of all-stock acquisitions driving
the large increases in CEO compensation and, therefore, provide more direct
evidence on the Agency and Dual Adverse Selection hypotheses. These proxy
variables fall into two general categories: 1) compensation and board variables that
are meant primarily to measure the extent of agency concerns and ii) acquirer and
deal risk variables that are meant primarily to measure the extent of dual adverse
selection concerns. '’

>Note that the dual adverse selection hypothesis does not predict that higher risk acquisitions are
necessarily more likely to be all-stock. It predicts increases in acquirer CEO compensation, specifically
equity compensation, in high-risk all-stock acquisitions with low prior CEO exposure to the stock price.
The form of payment is an equilibrium outcome of the tradeoff between costs and benefits to the target
and acquirer. The form of payment will be all-stock in those high-risk acquisitions in which the benefits
of sharing the risk with the target outweigh the costs of bonding the CEO to the stock price through
greater equity compensation.

For continuous variables of interest (described next), we separate into above and below median
categories. We use the indicator form of these variables in the regression analysis to mitigate potential
issues arising from outliers and linearity assumptions.

'>These proxy variables are discussed further next. In Table TAS in the Supplementary Material, we
report summary statistics for each variable of interest as well as difference of means tests for all-stock
acquisitions and each of the other acquisition categories (cash, mixed, no acquisition).
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TABLE 7
Change in CEO Compensation Within Acquisition Categories by Method of Payment

Table 7 presents regressions of the change in CEO compensation within various acquisition categories for different methods of payment. The analysis includes all firm-years, regardless of whether an acquisition was
announced. The dependent variable in each model is Chg CEO comp. We include indicator variables for each acquisition type, All-stock, All-cash, and Mixed, and a term interacting each acquisition type with the
variable of interest in the model. The variable of interest in each model is as follows: Model 1 uses an indicator variable equal to 1 if Excess CEO compensation is above the sample median. Model 2 uses an indicator
variable equal to 1 if CEO Delta is above the median for the year. Model 3 uses an indicator variable equal to 1 if CEO Vega is above the median for the year. Model 4 uses an indicator variable equal to 1 if Fraction of
directors after CEOis above the median for the year. Model 5 uses Classified board. Model 6 uses Investment grade. Model 7 uses Industry yearly M/B. Model 8 uses an indicator variable equal to 1if Excess chg imp vol
is above the median for the year. For each method of payment, Ftests (1), (2), and (3) test the hypothesis that when the variable of interest equals 1 Chg CEO compin acquisition years with the given method of payment is
no differentthan Chg CEO comp in years with no acquisition announcement. The pvalues for the F+tests are listed in italics. Each model also includes an indicator for withdrawn acquisitions, the control variables used in
Table 2, and industry x year fixed effects, but, for ease of presentation, these are untabulated. Standard errors are clustered at the firm level. The ¢ statistics are presented in parentheses, and *, **, and *** denote
significance at the 10%, 5%, and 1% levels, respectively.

SISA[euy eAllBluBNY PUB [BIOUBUIH JO [BUINOP  $E0E

Excess CEO
Compensation CEO Delta CEO Vega Fraction of Directors Classified Investment Indus Try Yearly Excess Chg Imp
(Median) (Median) (Median) After CEO (Median) Board Grade M/B (Median) Vol (Median)
1 2 3 4 5 6 7 8

All-stock deal 0.302** 0.226* 0.264** 0.357* 0.170 0.231** 0.006 0.162
(2.296) (1.936) (2.359) (1.899) (1.321) (2.332) (0.059) (1.133)
All-cash deal 0.081 0.020 0.076 —-0.015 -0.011 0.005 0.092* 0.027
(1.335) (0.409) (1.336) (—0.289) (—0.236) (0.119) (1.795) (0.446)
Mixed deal 0.029 0.037 0.115"** —0.006 0.025 0.032 0.052 0.030
(0.683) (1.143) (2.963) (—0.134) (0.668) (0.976) (1.534) (0.615)
Variable of interest indicator —0.583*** —0.011 —0.064*** 0.058"** —0.007 —0.090*** 0.032 —-0.028
(—33.914) (—0.650) (—4.308) (3.674) (—0.467) (—5.250) (0.669) (—1.540)
Variable of interest indicator x all- -0.219 -0.117 —0.203 -0.312 0.006 —0.148 0.271* 0.135
stock deal (—1.380) (—0.760) (—1.384) (—1.431) (0.037) (—1.144) (1.792) (0.655)
Variable of interest indicator x all- —0.056 0.025 —0.060 0.007 0.018 0.082 —0.118* —0.083
cash deal (-0.832) (0.381) (—0.878) (0.084) (0.259) (1.186) (—-1.812) (—1.189)
Variable of interest 0.016 -0.015 —0.164™** 0.031 —0.011 —0.004 —0.049 —0.004
indicator x mixed deal (0.322) (—0.300) (—3.259) (0.466) (—0.196) (-0.071) (—0.935) (—0.056)
No. of obs. 32,636 34,271 34,200 22,026 25,538 35,997 36,070 24,939

Fixed effects Industry x Year Industry x Year  Industry x Year Industry x Year Industry x Year  Industry x Year Industry x Year Industry x Year

Clustering Firm Firm Firm Firm Firm Firm Firm Firm

Adjusted R? 0.0961 0.0300 0.0315 0.0399 0.0315 0.0375 0.0368 0.0383

(continued on next page)
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TABLE 7 (continued)
Change in CEO Compensation Within Acquisition Categories by Method of Payment

Excess CEO
Compensation CEO Delta CEO Vega Fraction of Directors Classified Investment Indus Try Yearly Excess Chg Imp
(Median) (Median) (Median) After CEO (Median) Board Grade M/B (Median) Vol (Median)
1 2 3 4 5 6 7 8

F-tests with p values

1. All-stock deal + (VOI 0.083 0.109 0.061 0.045 0.176 0.083 0.277 0.297
indicator x all-stock deal)

P 0.349 0.265 0515 0.659 0.121 0.362 0.007*** 0.046**

2. All-cash deal + (VOI 0.025 0.045 0.016 —0.008 0.007 0.087 —0.026 —0.056
indicator x all-cash deal)

p 0.459 0.315 0.703 0.895 0.898 0.125 0.542 0.170

3. Mixed deal + (VOI 0.045 0.022 —0.049 0.025 0.014 0.028 0.003 0.026
indicator x mixed deal)

p 0.078* 0.564 0.122 0.587 0.722 0.500 0.927 0.502
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1. Compensation and Board Variables

We first consider a set of variables related to the acquirer’s compensation and
board structures. Three variables quantify past CEO compensation and the associ-
ated incentives: Excess CEO compensation is an indicator variable equal to 1 if the
CEO’s excess compensation in the prior year was above the median across all firms
in the year.'® CEO delta and CEO vega are estimates of the sensitivity of the CEO’s
pay to changes in the firm’s stock price and volatility. They are calculated based on
the methodology in Core and Guay (2002).!” Under the Agency Hypothesis, we
expect compensation changes following acquisitions to be greater in firms with
high excess compensation and low sensitivity of compensation to performance.
Note that we also expect greater changes in CEO compensation following all-stock
acquisitions when the sensitivity of the CEO’s prior compensation to stock price is
low under the Dual Adverse Selection Hypothesis.

Our findings, reported in columns 1-3 of Table 7, indicate that for CEOs with
low levels of excess CEO compensation, the increase in CEO compensation is
greater in all-stock acquisition years than in nonacquisition years, all-cash acqui-
sition years, and mixed acquisition years; however, this does not hold for CEOs
with high levels of excess CEO compensation.'® These results are inconsistent with
the Agency Hypothesis in which entrenched CEOs and weak boards use stock
acquisitions to increase CEO compensation because we expect high, not low, levels
of excess CEO compensation before the acquisition for entrenched CEOs and weak
boards. Although one potential explanation for this finding might be that firms with
low excess compensation are simply reverting to the mean, such an explanation is
inconsistent with the fact that we observe this result only in all-stock deals, but not
in all-cash or mixed deals.

For CEOs with low levels of CEO delta (CEO vega), we find that the increase
in CEO compensation is greater in all-stock acquisition years than in nonacquisition
years and all-cash acquisition years; again, however, this does not hold for CEOs
with high levels of CEO delta (CEO vega). These results suggest CEOs with low
exposure to firm stock price and volatility receive greater increases in compensation
for all-stock acquisitions. Combining these results with the earlier finding that the
increase in CEO compensation related to all-stock acquisitions comes primarily
through equity-based compensation, this is consistent with acquiring firms bonding
the CEO to the acquisition when CEOs with low exposure to firm risk pursue all-
stock acquisitions. These findings support the Dual Adverse Selection hypothesis.

We provide further evidence on the Agency Hypothesis by analyzing two
variables that are commonly used measures of board monitoring and CEO entrench-
ment: Fraction of directors after CEO 1is the fraction of directors that were

'Excess compensation is the residual from a regression of CEO compensation on log of firm sales,
firm market-to-book, the prior year return on the firm’s stock, firm ROA, CEO tenure, and an indicator
variable equal to 1 if the CEO is at least 60 years old. The regression includes industry-year fixed effects.

""We use Kai Chen’s adaptation of Lalitha Naveen’s program to calculate delta and vega in Coles,
Daniel, and Naveen (2014).

"8Note that the t-statistics for the coefficients on the individual method of payment variables capture
the significance of the impact of the method of payment on the dependent variable for acquisitions in
which the value of the cross-sectional variable of interest is low, while the F-tests measure that
significance when the value of the cross-sectional variable is Aigh.
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appointed to the board during the CEO’s tenure (co-opted directors). The data, from
Coles, Daniel, and Naveen (2014), span 1996 to 2014. Classified board is an
indicator variable equal to 1 if elections to board seats are staggered across years.
The variable is downloaded from the Institutional Shareholder Services governance
database.

Under the Agency Hypothesis, we expect greater increases in CEO compen-
sation following all-stock acquisitions when the fraction of co-opted directors is
high and if the acquirer has a classified board. Contrary to these predictions,
however, our findings in columns 4 and 5 of Table 7 indicate that for firms with
low levels of fraction of directors after CEO the increase in CEO compensation is
greater in all-stock acquisition years than in nonacquisition years, all-cash acqui-
sition years, and mixed acquisition years; however, this does not hold for CEOs
with high levels of fraction of directors after CEO. The finding that the increases in
CEO compensation for all-stock acquisitions is focused in firms with Jow board
capture is not consistent with the Agency hypothesis, which predicts captured
boards are more likely to acquiesce to CEO demands for higher compensation.
Further inconsistent with the Agency Hypothesis, we find no evidence that CEO
compensation changes are greater in firms with Classified boards regardless of the
method of payment. The bottom line, therefore, is that proxy variables for potential
agency problems have little explanatory power for postacquisition changes in CEO
compensation.

2. Acquirer and Deal Risk Variables

To provide evidence on the Dual Adverse Selection hypothesis, we test
whether changes in CEO compensation following all-stock acquisitions are greater
in deals in which we expect greater adverse selection concerns. To proxy for the risk
of acquirer overvaluation, we use two variables. The first is an indicator variable,
Investment grade, that is equal to 1 if the firm has an investment grade rating and
zero if the acquirer’s debt is either unrated or it has a noninvestment grade rating.'”
The variable is downloaded from the Institutional Shareholder Services governance
database. Following the logic of prior studies that analyze the impact of financial
constraints (see, for example, Whited (1992), Almeida, Campello, and Weisbach
(2004), and Denis and Sibilkov (2010)), we assume that noninvestment grade and
unrated firms are riskier than investment grade firms and have greater asymmetric
information. The second is an indicator variable that is equal to 1 when the industry
median market-to-book ratio for a given year is greater than the median market-to-
book for that industry across all sample years. We define industry using the Fama—
French 48 classifications. We assume that the risk of acquirer overvaluation is
greater when the industry market-to-book ratio is above median than when it is
below median.

Under the Dual Adverse Selection Hypothesis, we expect greater increases in
CEO compensation following all-stock acquisitions when acquirer risk is zigh. Our
findings in columns 6 and 7 of Table 7 are consistent with this prediction. Changes
in CEO compensation following all-stock acquisitions are significantly larger in

“For the observations with Investment grade equal to 0, 75% are unrated firms and 25% are rated
below investment grade.
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acquisitions for which the acquirer has either unrated or noninvestment grade debt
than in deals with acquirers with investment grade debt, and in years in which the
industry median market-to-book ratio is above the median for that industry. Also
consistent with the Dual Adverse Selection hypothesis, the impact of acquirer risk
on the postacquisition change in CEO compensation is only observed in all-stock
acquisitions.

To proxy for the riskiness of the acquisition, excess change implied volatility
measures the market’s perception of the change in the expected risk of the acquiring
firm over the fiscal year. It is calculated as the market adjusted change in the implied
volatility of the 1-year at-the-money option (the average of the call and put option)
from the end of the fiscal year just prior to the acquisition to the end of the current
fiscal year following the acquisition.” Under the Dual Adverse Selection Hypoth-
esis, we expect greater increases in CEO compensation following stock acquisitions
when the riskiness of the acquisition is high.?! Consistent with this prediction, our
findings in column 8 of Table 7 indicate that the postacquisition change in CEO
compensation in all-stock deals is significantly larger for acquirers with an above-
median value of excess change implied volatility. Again, this result is not observed
for all-cash or mixed deals.

3. Alternate Specifications

Our analysis in Table 7 covers all firm-years and compares changes in com-
pensation in acquisition firm-years with nonacquisition firm-years across different
methods of payment. As a result, the explanatory variables that we use are limited to
variables that can be computed for both acquisition and nonacquisition firm-years.
In Table A6 in the Supplementary Material, we consider an alternative specifica-
tion in which we limit the analysis to acquisition firm-years only and test whether
the difference in postacquisition changes in CEO compensation between all-stock
and cash/mixed acquisitions is related to variables that proxy for agency and dual
adverse selection concerns.

While this approach reduces our sample size, it allows us to test the robustness
of our inferences from Table 7 to the alternate specification and alternative proxy
variables. Specifically, in addition to the proxy variables used in Table 7, we
consider one additional measure of acquirer risk, Stdev mkt-adj return, and two
additional measures of deal risk, Abs(DGTW abret) and Change stdev. Stdev mkt-
adj return is the standard deviation of the difference between the daily firm return
and the market return calculated over the 1-year period prior to the acquisition
announcement. Abs(DGTW abret), an ex post measure of the realized uncertainty in
the acquisition, is the absolute value of the DGTW-adjusted buy and hold return for
the acquirer in the 12-month period after the acquisition announcement using the
technique of Daniel, Grinblatt, Titman, and Wermers (1997). Abs(DGTW abret) is

2070 adjust for the change in market volatility, we subtract the change in the implied volatility of the
S&P 500 at-the-money options over the same time period.

2INote that the interpretation of tests using ex post measures of uncertainty are confounded by two
effects: 1) different compensation packages are offered when an acquisition is riskier ex ante and
ii) different compensation incentivizes CEOs to undertake riskier policies. For this reason, we place
greater emphasis on the results that use ex ante measures of acquirer risks that hold constant the measure
of uncertainty and test for changes in post-acquisition CEO compensation.
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thus a proxy for the magnitude of the change in the market’s perception of the
acquisition’s value during the 1-year period after the initial announcement of the
acquisition. Change stdev is the difference in the daily standard deviation of returns
ofthe acquirer from the 1-year period prior to the announcement to the 1-year period
after the acquisition announcement.

As shown in Table IA6 in the Supplementary Material, our results are largely
robust to this alternative specification and to the use of different proxy variables for
acquirer and acquisition risk.?? First, the difference in postacquisition changes in
CEO compensation between all-stock and cash/mixed deals are not greater in deals
for which the acquirer has above-median measures of agency concerns (see models
1-5 of Table IA6 in the Supplementary Material), but the difference is greater for
deals with Jow CEO exposure to the stock price and volatility. Second, greater
acquiring firm risk is associated with greater increases in CEO compensation for all-
stock acquisitions (models 6-8). Finally, we observe greater increases in CEO
compensation for all-stock acquisitions when the risk of the acquisition is greater
(models 9-11).%°

4. Cross-Sectional Variation in Changes in the Components of CEO
Compensation

Recall that in our earlier findings, we find that postacquisition changes in CEO
compensation are driven primarily by changes in equity-based compensation,
whereas there is little change in salary and bonus. In this section, we further extend
our analysis of the reduced sample of acquisition firm-years to test whether this
finding is related to variables that proxy for agency and dual adverse selection
concerns. These findings are reported in Table IA7 in the Supplementary Material.

Using the alternative proxy variables that measure agency concerns described
earlier, we continue to find little support for the Agency Cost Hypothesis in that there
is little evidence that postacquisition changes in compensation (particularly equity-
based compensation) are greater in acquisitions for which there are likely to be
greater agency concerns. By contrast, there is strong support for the Dual Adverse
Selection Hypothesis in that, for all three measures of acquisition risk and two of the
three measures of acquirer overvaluation risk, we find increases in CEO equity
compensation are greater in all-stock acquisitions. Moreover, the results indicate
the increase in equity compensation is exclusive to acquisitions with above median
risk. Notably, this is not the case for changes in salary and bonus. Collectively,
therefore, our findings indicate that all-stock acquisitions are associated with
greater compensation, particularly in Aigh-risk acquisitions, and the greater com-
pensation in Aigh-risk acquisitions comes in the form of equity compensation.

22The models in Table IA6 in the Supplementary Material omit the indicator for withdrawn acqui-
sitions. The coefficient on the variable of interest can therefore be interpreted as the difference in the
change in CEO compensation between high- and low-type categories of the variable of interest for
withdrawn acquisitions.

BWe note, however, that in this reduced sample, the results using one of the alternative proxy
variables for acquirer misvaluation, Stdev mkt-adj return, and one of the proxy variables for acquisition
risk, Change stdev, are statistically weak and, therefore, inconclusive.
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C. Are Targets Aware of Compensation Changes When They Approve
Acquisitions?

The Dual Adverse Selection Hypothesis posits that increases in equity-based
pay bond the CEO to the postacquisition stock price and, therefore, mitigate target
firm concerns about overvalued equity. In order for this to be true, it is critical that
the acquirer is able to make a credible commitment to the target that the postclosing
compensation changes will take place. Unfortunately, we do not observe when the
target learns of the compensation changes so we have no direct evidence that this
credible commitment occurs.”* Therefore, in the Supplementary Material, we
report the results of two additional tests that provide indirect evidence on this issue
by identifying subsamples of our data in which it is more likely that targets are
aware of the changes in acquirer CEO compensation.

First, for arandom sample of 100 firms announcing acquisitions between 2006
and 2018, we manually collect the date on which the acquiring firm makes com-
pensation grants to the CEO. We find that 63% of grants are made in the first
2 months of the fiscal year. Extrapolating this small sample evidence to our full
sample, we conjecture that the likelihood of the target knowing about the planned
postacquisition changes in compensation is substantially greater if the acquisition is
announced after the first 2 months of the fiscal year. Thus, if postacquisition
changes in compensation for stock acquisitions are a response to dual adverse
selection concerns, they should be greater for acquisitions announced after the first
2 months of the year.”> Consistent with this prediction, we find no evidence of
significant changes in compensation following stock acquisitions announced in the
first 2 months of the fiscal year (Table IA8 in the Supplementary Material). By
contrast, stock acquisitions announced after the first 2 months of the fiscal year are
associated with significant increases in compensation. Notably, these differences
across the fiscal year are not present in cash or mixed payment deals, nor are they
present for withdrawn acquisitions.>°

24We observe the dates on which compensation awards are granted from corporate proxy statements.
The awards listed in these proxy statements are from the prior fiscal year, meaning that these grant date
data are generally not publicly available until 3—4 months after the fiscal year end. For example, the
Amedisys proxy statement dated Apr. 27,2012 lists compensation award dates for fiscal year 2011, all of
which were Apr. 1, 2011. We conducted manual searches of press reports and SEC filings surrounding
the acquisition announcements but found no direct evidence of when or if targets learned this information
at an earlier date.

Z5Note that we are not arguing that acquirers have knowledge of an acquisition that has not yet been
proposed. Rather, our conjecture is based on it being more likely that at least private negotiations are
being considered or have begun on a proposed acquisition at the time that compensation awards are
made. Consistent with this conjecture, we note that Denis and Macias (2013) report that the average
duration of the due diligence/negotiation process in their sample of acquisitions is 39 days. Thus, for
acquisitions announced after the first 2 months of a fiscal year, there is an increased likelihood that the
grant date for the award is either within or prior to the period of time during which the acquisition is being
negotiated, thereby making it more likely that the target is aware of the compensation change.

26We find similar results if we split the sample into acquisitions announced in the first 3 months of the
fiscal year and those announced after the first 3 months of the fiscal year. There is no evidence of
significant changes in CEO compensation in the former set, but stock acquisitions are followed by
significant changes in CEO compensation in the latter set.
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Second, we exploit the fact that a large number of acquisitions are accompa-
nied by a change in acquirer CEO in the same year. We hypothesize that when the
CEO change is announced prior to or in conjunction with the acquisition, it is more
likely that the target is aware of the transition and, therefore, aware of planned
postacquisition CEO compensation. Thus, if postacquisition changes in compen-
sation for stock acquisitions are a response to dual adverse selection concerns, they
should be greater for acquisitions in which there is a change in CEO, particularly if
that change is announced prior to the acquisition.?” Consistent with this prediction,
we find that compensation changes following stock acquisitions are significantly
larger in stock acquisitions in which there is a change in CEO than in stock
acquisitions for which there is no change in CEO (Table IA9 in the Supplementary
Material). Moreover, the increase in compensation for stock acquisitions with CEO
changes is limited to those acquisitions in which the CEO change is announced
prior to the announcement of the acquisition. Again, these patterns are observed
only in stock acquisitions; they are not observed in cash or mixed payment deals,
nor in withdrawn acquisitions.”®

D. Isthe Certification of Acquirer Stock Value Credible?

The Dual Adverse Selection Hypothesis predicts that acquiring companies
boost the equity-based component of CEO pay in order to credibly certify that the
acquirer’s stock price is not overvalued. An alternative view, however, is that
acquirers use all stock as the method of payment when they perceive their equity
to be overvalued. The board then awards the acquiring firm CEO more equity-based
compensation because their current holdings are likely to decline in value.
Although this single-sided adverse selection argument cannot explain our cross-
sectional findings, it potentially can explain the observed increase in equity-based
pay for CEOs following acquisitions.

To provide evidence on these alternative views, we calculate abnormal returns
over two event windows: i) the 3 days centered on the announcement of the
acquisition and ii) the interval extending from 1 month prior to the acquisition
announcement through 12 months following the acquisition. We compute standard
abnormal returns over the short event window and DGTW abnormal returns over
the long event window. We then estimate regressions of these abnormal returns on
Increase in CEO equity compensation dummy, an indicator variable equal to 1 if
CEO equity-based compensation increased and 0 otherwise, along with the inter-
action of this variable and indicators for All-stock acquisitions and Mixed acqui-
sitions, respectively. We also add controls for the log of total assets, firm age, the

?Note that although the optimal compensation package for an incoming CEO likely differs from that
of an outgoing CEO, we focus on years with a CEO change and examine the difference in the
compensation changes between all-stock and other acquisitions and the impact of the timing of the
CEO change announcement.

Z8We recognize that an obvious concern with this test is that the subsample of acquisitions in which
the acquirer CEO is replaced is not a random selection of the sample acquisitions. However, this concern
is partially mitigated by the fact that we find that increases in compensation following acquisitions with
CEO changes are limited to completed stock deals in which the CEO change is announced prior to the
acquisition announcement.
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market-to-book ratio, the prior year’s stock return, the acquirer’s return on assets, an
indicator variable denoting a change in CEQO, and the relative size of the acquisition.

Under the Dual Adverse Selection Hypothesis, we expect increased equity-
based compensation to mitigate the negative stock price reaction typically associ-
ated with all-stock acquisitions. However, because it is unclear when the market
learns of the changes in compensation due to the delay in public reporting until after
the fiscal year end, we are agnostic as to whether this information will be incorpo-
rated into prices at the time of the acquisition announcement or sometime subse-
quent to the announcement. By contrast, the alternative hypothesis predicts that
greater increases in equity-based pay will be associated with lower returns because
they signal greater overvaluation.

The results, presented in Table 8, indicate that announcement period CARs are
unrelated to changes in CEO compensation. However, we find that DGTW returns
over months —1 to +12 are positively associated with an increase in equity-based
pay for all-stock acquisitions (F-test 1), but not for all-cash acquisitions (coefficient
on Increase in CEO equity compensation dummy). DGTW returns are also posi-
tively associated with an increase in equity-based pay for mixed acquisitions (F-test
2), but the estimate is less than half the size of the estimate for the all-stock
acquisitions. These findings support the Dual Adverse Selection Hypothesis, but
are counter to the hypothesis that firms boost the pay of CEOs to compensate them
for expected declines in the value of their equity holdings.

E. Do Acquirers Use Increased Stock Compensation to Certify Acquisition
Quality Prior to Shareholder Vote?

Although our findings consistently support the Dual Adverse Selection
Hypothesis, an alternative explanation for the increase in equity-based compensa-
tion following stock acquisitions is that acquirers might seek to certify the quality of
the proposed acquisition prior to a shareholder vote. For firms listed on the NYSE,
AMEX, or NASDAQ exchanges, shareholders are required to vote their approval
for acquisitions involving intended stock issuance that is greater than 20% of
outstanding shares.”® By increasing the CEO’s “skin-in-the-game” through
increases in equity-based pay, the board of the acquirer provides shareholders with
some assurance that the acquisition on which they are voting is value increasing.
Under this explanation, therefore, increases in equity-based compensation follow-
ing acquisitions will be concentrated in those acquisitions on which shareholders
are required to vote—that is, those for which the increase in shares issued is greater
than 20%.

To provide evidence on this alternative explanation, we replicate our findings
from Tables 4 and 5 after separating the all-stock acquisitions into those for which
the relative size of the acquisition is greater than 20% and those that are between 5%
and 20%. The results, reported in the Supplementary Material (Table IA10), indi-
cate that both changes in total compensation and changes in equity-based compen-
sation following all-stock acquisitions are no greater in the >20% acquisitions than
in the 5%—-20% acquisitions. Thus, while we cannot rule out some role for prevote

2See Li, Liu, and Wu (2018).
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TABLE 8

Returns and an Increase in CEO Equity-Based Compensation

Table 8 examines short-run and long-run returns for acquisitions with increases versus decreases in CEO equity-based
compensation. The dependent variable in model (1) is CAR (—1,+1), the acquiring firm’s cumulative abnormal return in the
3-day announcement period window (day —1to +1). Inmodel 2, the dependent variable is the DGTW abnormal return over the
period 1 month before the acquisition announcement to 12 months after the acquisition announcement. The variables of
interest include: Increase in CEO equity compensation dummy, which indicates the equity component of the CEO’s
compensation increased in the year of the announcement, and the two interactions of this variable with the dummy
variables indicating all-stock acquisitions and mixed acquisitions, respectively. The regressions also include the control
variables used in Table 2 and Relative size, the acquisition value divided by the MVE of the acquiring firm. Industry x year fixed
effects are included and standard errors are clustered at the firm level. F-test (1) tests the null hypothesis that the return for
all-stock deals is not related to CEO equity-based compensation increases. F-test (2) does the same for mixed deals. The t-
statistics are presented in parentheses, and *, **, and *** denote significance at the 10%, 5%, and 1% levels,
respectively.

Car (—1to +1) DGTW Abret (—1to +12)
1 2
Increase in CEO equity compensation dummy 0.006 0.025
(1.255) (1.072)
All-stock dummy —0.037*** —0.072*
(—4.092) (—1.864)
All-stock x increase in equity compensation —0.005 0.117**
(—0.598) (2.010)
Mixed dummy —0.006 —0.029
(~1.251) (~1.197)
Mixed x increase in equity compensation —0.002 0.034
(—0.416) (1.100)
Log assets 2004 —0.006™** -0.011*
(—5.488) (—1.723)
Firm age 0.000 —0.001
(0.742) (—1.278)
CEO age —0.000 —0.001
(—0.331) (—1.025)
Market-to-book —0.002 —0.004
(—1.582) (—1.168)
Prior year return 0.002 0.004
(0.518) (0.288)
ROA —0.013 0.132
(—0.589) (0.972)
Change in CEO 0.000 0.039
(0.027) (1.428)
Relative size of target firm 0.050 —0.051**
(1.174) (~2.263)
No. of obs. 4,220 3,999
Fixed effects Industry x Year Industry x Year
Clustering Firm Firm
Adjusted R? 0.138 0.0840
Ftests:
1. Increase in CEO equity comp + all-stock x increase CEO equity 0.001 0.142
P 0.961 0.008***
2. Increase in CEO equity comp + mixed x increase CEO equity 0.004 0.059
p 0.353 0.006™**

certification of acquisition quality in explaining increases in equity-based compen-
sation following acquisitions, such certification does not appear to be a primary
motivation.

VI. Conclusion

We report novel descriptive evidence about CEO compensation changes
around acquisitions. Specifically, we find that previously documented increases
in CEO compensation following acquisitions are limited to stock financed
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acquisitions and are driven by changes in equity-based compensation. Our further
analysis of the cross-sectional variation in these compensation changes yields little
support for traditional agency—cost explanations in which entrenched CEOs pursue
stock financed acquisitions to bypass market scrutiny while building their empire.
Our findings are broadly consistent, however, with postacquisition compensation
increases representing an endogenous contracting solution to a two-sided adverse
selection problem that is unique to stock deals.

We acknowledge several caveats to this interpretation. First, we lack direct
evidence that acquirers purposefully make changes to CEO compensation to alle-
viate the target’s adverse selection concerns and that targets are aware of these
changes when agreeing to the acquisition. However, we do report results from two
independent tests that support the inference that compensation increases following
stock acquisitions are substantially greater when it is more likely that the target is
aware of the planned compensation changes.

Second, although the Dual Adverse Selection Hypothesis posits that acquirers
in all-stock acquisitions credibly signal their lack of overvaluation by increasing the
CEO’s exposure to the firm’s stock price, we do not observe the counterfactual of
what the level and composition of CEO compensation would have been in the
absence of the sample acquisitions. Thus, we cannot say with certainty that the
motive for the observed shifts in compensation following stock acquisitions is to
credibly bond the CEO to the acquirer’s stock price. However, the fact that increases
in equity-based compensation are associated with higher acquirer abnormal returns
provides indirect evidence that the market indeed views the signal of CEO bonding
as credible.

Third, although we find little evidence in support of the Agency Hypothesis in
the cross section, we cannot reject the possibility that agency considerations play
some role in observed compensation changes following acquisitions and that our
tests identify the net effect of agency and adverse selection considerations.

Finally, even if we can conclude that dual adverse selection considerations are
the dominant influence on observed compensation changes following acquisitions,
we cannot conclude that such changes necessarily represent the most efficient
solution to the adverse selection problem. Our findings are conditioned on the
choice of method of payment. It is possible that the method of payment choice
itself'is a more efficient solution, in general, to the dual adverse selection problem as
in Eckbo et al. (2018), and that what we observe is the influence of dual adverse
selection considerations after that choice has been made.

Nonetheless, we believe that our collective findings are best explained by the
endogenous contracting explanation of compensation changes articulated in the
Dual Adverse Selection Hypothesis. At a minimum, our findings considerably
narrow the scope for possible alternative explanations of observed compensation
changes following acquisitions. Any alternative would need to explain why such
changes are limited to stock acquisitions, why the changes primarily take the form
of increases in equity-based pay, and why the changes are larger for acquirers with
greater overvaluation risk, in riskier acquisitions, in acquirers whose CEOs have
low previous exposure to the stock price, and in acquisitions that are announced
when it is more likely that the target is aware of the planned compensation changes.
While the Dual Adverse Selection Hypothesis offers a unified explanation for this
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collective set of our findings, we are unaware of any alternatives that are capable of
doing so.

Appendix. Variable Definitions

Compensation Variables (Execucomp)

Chg CEO compensation: Change in total CEO compensation from the prior year
divided by the prior year compensation and is winsorized at the 1st and 99th
percentiles.

Chg salary: Change in CEO salary from the prior year divided by the total CEO
compensation from the prior year and is winsorized at the 1st and 99th percentiles.

Chg bonus: Change in CEO bonus from the prior year divided by the total CEO
compensation from the prior year and is winsorized at the 1st and 99th percentiles.

Chg equity: Change in CEO equity-based compensation from the prior year divided by
the total CEO compensation from the prior year and is winsorized at the 1st and
99th percentiles.

Chg stock: Change in CEO stock compensation from the prior year divided by the total
CEO compensation from the prior year and is winsorized at the 1st and 99th
percentiles.

Chg options: Change in CEO options compensation from the prior year divided by the
total CEO compensation from the prior year and is winsorized at the 1st and 99th
percentiles.

Chg other: Change in CEO other compensation from the prior year divided by the total
CEO compensation from the prior year and is winsorized at the 1st and 99th
percentiles.

Increase in CEO equity compensation dummy: Indicator variable equal to 1 if the
equity component of the CEO’s compensation increased in the year of the
announcement.

Acaquisition Variables (SDC)

5% Acquisition: Indicator variable equal to 1 if the firm announced an acquisition in
which the acquisition value was at least 5% of the market value of equity of the
acquirer.

All-stock: Indicator variable equal to 1 if the form of payment for the announced
acquisition was at least 95% equity and equal to O for all other 5% acquisition years.

All-cash: Indicator variable equal to 1 if the form of payment for the announced
acquisition was at least 95% cash and equal to 0 for all other 5% acquisition years.

Mixed: Indicator variable equal to 1 if the form of payment for the announced acqui-
sition was neither a 95% equity acquisition nor a 95% cash acquisition.

Firm Characteristics (Compustat, CRSP, Execucomp)

Assets: Prior year assets for the firm (denoted in $millions).
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Log assets 2004: Logged value of the prior year assets for the firm.
Firm age: Number of years since the firm was listed on CRSP.
CEO age: Age of the CEO.

Market-to-book: Prior fiscal year-end ratio of the market value of assets divided to the
book value of assets and is winsorized at the 1st and 99th percentiles.

Prior year return: Buy and hold return for the stock over the prior fiscal year.

ROA: Return on assets at the end of the prior fiscal year and is winsorized at the 1st and
99th percentiles.

Change in CEO: Indicator variable equal to 1 in years there was a change in CEO.
Industry: Fama—French 48 industries.

Relative size: The acquisition value divided by the MVE of the acquiring firm.

CEO Prior Compensation Variables

Excess CEO compensation: Indicator variable equal to 1 if the CEO’s excess compen-
sation in the prior year was above the median across all firms in the year. Excess
compensation is the residual from a regression of CEO compensation on log of firm
sales, firm market-to-book, prior year return on the firm’s stock, firm ROA, CEO
tenure, and an indicator variable equal to 1 if the CEO is at least 60 years old. The
regression includes industry-year fixed effects.

CEO delta: Estimates of the CEO’s exposure to changes in the firm’s stock price. It is
calculated based on the methodology in Core and Guay (2002) and is winsorized at
the 1st and 99th percentiles.

CEO vega: Estimates of the CEO’s exposure to changes in the firm’s stock price
volatility. It is calculated based on the methodology in Core and Guay (2002)
and is winsorized at the 1st and 99th percentiles.

Acquirer Board Variables

Fraction of directors after CEO: The fraction of directors that were appointed to the
board during the CEO’s tenure. The data are from Coles, Daniel, and Naveen
(2014) and cover 1996 to 2014.

Classified board: Indicator variable equal to 1 if elections to board seats are staggered
across years. The data are from the Institutional Shareholder Services governance
database.

Acquirer Risk Variables

Investment grade: Indicator variable equal to 1 if the firm has an investment grade rating
and zero if it is unrated or has a noninvestment grade rating. The data are from the
Institutional Shareholder Services governance database.
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Industry yearly M/B: Indicator variable equal to 1 if the industry median market-to-
book ratio for a given year is greater than the median market-to-book for that
industry across all sample years.

Stdev mkt-adj return: Standard deviation of the difference between the daily firm return
and the market return calculated over the 1-year period prior to the acquisition
announcement.

Acaquisition Risk Variables

Abs(DGTW abret): Absolute value of the DGTW adjusted buy and hold return for the
acquirer in the 12-month period after the acquisition announcement using the
technique of Daniel, Grinblatt, Titman, and Wermers (1997) and is winsorized at
the 1st and 99th percentiles.

Excess chg imp vol (Optionmetrics):: Market adjusted change in the implied volatility
of the 1-year at-the-money option (the average of the call and put option) from the
end of the prior fiscal year to the end of the current fiscal year.

Change stdev: Difference in the daily standard deviation of returns of the acquirer from

the 1-year period prior to the acquisition announcement to the 1-year period after
the acquisition announcement.

Acquisition Related Returns

CAR (1,+1): Acquiring firms cumulative abnormal return based on the market model in
the 3-day announcement period window (day —1 to +1).

DGTW abret (—1 to +12): DGTW abnormal return over the period 1 month before the
acquisition announcement to 12 months after the acquisition announcement.
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To view supplementary material for this article, please visit http://doi.org/
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