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ABSTRACT

This note extends previous studies and further examines the
market reaction to short-term executive compensation plan
introduction by using a larger sample and controlling for proxy
and industry effects. Results indicate significantly positive
abnormal returns not due to proxy or industry effects in the four
months before adoption and the month of adoption. The price
adjustment is not instantaneous. Firms adopting short-term
compensation plans also experience significantly positive
abnormal returns ten months after announcement, associated
with positive unexpected earnings in that month.

INTRODUCTION

Recent capital market research examines the stock market
reaction to changes in compensation contracts for managers.
Larcker {5] and Brickley, Bhagat, and Lease [2] find that stock-
holders react favorably to long-term performance plan adop-
tion. The authors also find that the introduction of a long-term
performance plan is associated with positive abnormal returns.
Another study examining short-term bonus plan adoption by
Tehranian and Waegelein [7] finds that significantly positive
abnormal returns occur in the month of announcement, in the
four months before the bonus plan adoption, and ten months
after the adoption announcement upon announcement of posi-
tive unexpected earnings.

A potential problem with the Brickley, Bhagat, and Lease
and the Tehranian and Waegelein papers is that no control
group was used to control for proxy effects and industry effects.
The strong positive market reaction may have resulted from
other information contained in the proxy statement or from
good news affecting the entire industry.
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This note extends the Tehranian and Waegelein study and
further examines the market reaction to short-term executive
compensation plan introduction by using a larger sample size
and a control group. The first section describes the sample se-
lection procedures. The next section discusses the methodology
and presents the experimental results. The paper concludes
with a summary.

SAMPLE SELECTION

The economic rationale for adopting short-term executive
compensation plans, the features of these plans, and the theory
of why the stock market would react to these plans are discussed
in detail in [7].

Selection of Sample

We used the sample of forty-two firms from the Tehranian
and Waegelein study. The sample was then expanded by ob-
serving the proxy statements of all New York Stock Exchange
Companies. By choosing 100 companies at random and exam-
ining their proxy statements from 1970 to 1980, we identified
thirteen additional companies that adopted or proposed the
adoption of short-term bonus plans.! All firms in the sample
had at least one long-termn compensation plan (stock options
and/or performance shares).

Sources of Data

The data for stock market price and market returns were
obtained from Compustat’s Price-Dividends-Earnings data-
base. Data on the type of compensation plan for executives
came from the proxy statements of the sample corporations.
For a firm to be considered for the sample, we used the same
criteria and the same event date used in [7].

Examination of the Wall Street Journal Index for the year
prior to the event date for each firm in the sample revealed no
other public announcements of the bonus plan adoption in all

It was not possible to use a control group composed of firms that had not adopted a
short-term compensation plan because almost all companies have short-term bonus
plans. Also, a company does not always disclose in each proxy statement that it had
previously adopted a short-term bonus plan. The 1978 and 1979 ExecuComp Surveys (Se-
gal & Associates [6)) indicate that approximately 70 percent of the top 1,000 firms have
a short-term bonus scheme and 85 percent sponsor at least one long-term plan. Also,
the 1979 survey by Towers, Perrin, Forster, and Crosby [8] indicates that 98 of the top
100 firms have a short-term plan and 93 firms have at least one long-term incentive
plan.
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cases.? The event dates range from January 1, 1971 to Decem-
ber 31, 1980 with every year from 1971 to 1980 represented.
After the experimental firms were determined, control
firms were matched to the experimental firms. At least two
proxy statements were examined to confirm that a control firm
had a bonus or short-term incentive plan during the three-year
period prior to bonus adoption. The firms were then matched
first by industry, then by sales in the year prior to bonus plan
adoption, and finally by fiscal year. Four firms were eliminated
from the original Tehranian and Waegelein sample because no
match was available with a sales ratio of less than 3.00 to 1.00.

METHODOLOGY AND EXPERIMENTAL RESULTS

The primary methodology employed to measure the mag-
nitude and timing of security price adjustments to the release of
information surrounding the introduction and adoption of
short-term executive compensation plans is the residual analy-
sis (prediction error) technique based upon the market model.
This technique is described in Brown and Warner {3]. To im-
plement the test, the common stock returns for each security in
the sample are computed on a monthly basis. The returns for
each sample security in months — 57 through - 6 prior to an-
nouncement dates are regressed against the monthly returns of
the market portfolio (The Standard & Poor’s 500) during the
corresponding calendar months. This market model procedure
provides regression coefficients used to estimate the expected
security return in each event-related month from -5 to + 15.

To test the hypothesis that the average abnormal returns
equal zero, we computed a {-statistic as follows:

t = ZF,-W/( é (AR, - AR)/(N - 1)>U2.

Two different control group comparisons were performed—the
security market reaction of the control firms at their own proxy
mailing date and the security market reaction of the control
firms at the announcement of a short-term executive compensa-

*To minimize the problem of contemporaneous events occurring around the event date,
the authors surveyed the Wall Street Journal Index for six months before and ten months
after the event date for each firm. It does not appear that there was a significant amount
of good news or bad news for the sample companies during these months. The listing of
contemporaneous events for the sample companies is available from the authors upon
request.
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tion plan of their associated experimental firms. These two
comparisons control for the possibility that the market reaction
of the experimental firms may be caused by (1) information
contained in a proxy statement other than the announcement of
short-term executive compensation plan adoption or (2) indus-
try influences. Because the two groups are matched in terms of
industry and calendar month, the paired comparisons should
control for industry events that are unrelated to the market re-
action of the announcement of short-term executive compensa-
tion plan adoption but that might affect the security market re-
action for individual firms.

The average abnormal returns and the corresponding t-
statistics for month 0 and the surrounding months for the ex-
perimental firms adopting short-term executive compensation
plans and the two different control firms are presented in Table
1. For the experimental firms, the monthly average abnormal
returns for months —4, -2, -1, 0, and 10 are significantly
positive at the .05 level.

In contrast to the experimental firms, none of the twenty-
one (month - 5 to month + 15) monthly average abnormal re-
turns for the two different control groups is statistically signifi-
cant for both the ¢-test and the binomial test. Thus, the market
does not appear to react to a proxy effect, and the security mar-
ket reaction of the experimental firms is not likely to be con-
founded with information (other than the announcement of the
short-term executive compensation plan) typically contained in
proxy statements. Furthermore, the evidence suggests that the
market does not react to industry effects. Therefore, our empir-
ical results confirm the Tehranian and Waegelein study.

Further confounding the interpretation is the statistically
significant positive market reaction in month 10. In month 10,
when the positive market reaction occurs, we observe that forty
of the fifty-one companies in our sample announced their an-
nual earnings. (The remaining companies in the sample an-
nounced their yearly earnings eleven months after the bonus
adoption.) Since Tehranian and Waegelein showed that the
stock market reaction in month 10 following the bonus plan
adoption is associated with positive unexpected earnings in that
month, we tested our sample to see if this hypothesis can be
supported.

To test this hypothesis, we used the market earnings model
adopted by Ball and Brown [1] and Gonedes [4]; and to test the
null hypothesis that the average standardized unexpected earn-
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ings is equal to zero, we used the methodology employed by
Vermaelen [9].° Table 2 presents the average standardized un-
expected earnings (with the corresponding ¢-statistics) for years
- 1,0, and + 1. For the entire sample the average standardized
unexpected earnings for year 0 (month + 10)is + .4026 (3.96);
in contrast, the means for years — 1 and + 1 are +.0426 (.57)
and +.2235 (1.47). From these results, the stock market reac-
tion in month 10 following the bonus plan adoption seems to be
associated with the positive standardized unexpected earnings
change.

SUMMARY AND CONCLUSION

This note examines the association between short-term bo-
nus plan adoption and stock market performance and extends
the work of the Tehranian and Waegelein study [7] by control-
ling for proxy and industry effects. Our results are fourfold.
First, significantly positive abnormal returns occur in the four
months prior to bonus plan adoption and in the month of bonus
plan announcement. These results are consistent with the
Tehranian and Waegelein study. Second, the positive stock
market reaction is not due to a proxy or industry effect. Third,
the price adjustment to the information on short-term executive
compensation plan adoption contained in proxy statements is
not instantaneous. Fourth, firms adopting short-term compen-
sation plans experience significantly positive abnormal returns
ten months after the adoption announcement, and these re-
turns are associated with positive unexpected earnings in that
month.

*Earnings per share for each security in the sample from 1960 through 1981 were ob-
tained from Standard and Poor’s Compustat tapes. The market EPS index was taken
from the Standard and Poor’s statistical service. Getty Oil and Palm Beach Inc. were
eliminated from our sample because the Compustat tapes failed to provide complete
earnings per share data for each of the above firms for the ten years prior to the adoption
of the short-term bonus plan.
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