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CEO Compensation in Financially
Distressed Firms: An Empirical
Analysis

STUART C. GILSON and MICHAEL R. VETSUYPENS*

ABSTRACT

This paper studies senior management compensation policy in 77 publicly traded
firms that filed for bankruptcy or privately restructured their debt during 1981 to
1987. Almost one-third of all CEOs are replaced, and those who keep their jobs often
experience large salary and bonus reductions. Newly appointed CEOs with ties to
previous management are typically paid 35% less than the CEOs they replace. In
contrast, outside replacement CEOs are typically paid 36% more than their prede-
cessors, and are often compensated with stock options. On average, CEO wealth is
significantly related to shareholder wealth after firms renegotiate their debt con-
tracts. However, managers’ compensation is sometimes explicitly tied to the value of
creditors’ claims.

THIS PAPER STUDIES SENIOR management compensation policy in 77 publicly
traded firms that filed for bankruptcy or privately restructured their debt to
avoid bankruptcy during 1981 to 1987. With the recent decline in the market
for hostile takeovers, a number of authors have argued that managers have
become increasingly insulated from the effects of poor corporate performance.
For example, Jensen and Murphy (1990a, 1990b) study compensation prac-
tices in solvent firms and conclude that senior managers on average experi-
ence relatively little reduction in their personal wealth when their firms are
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unprofitable. Others suggest that even when performance is so poor as to
render firms insolvent, incumbent managers go relatively unpunished be-
cause current bankruptcy law allows them to retain control over corporate
assets (Kallen (1991), Aghion et al. (1992), Bradley and Rosenzweig (1992)).!

In contrast, our results indicate that members of the incumbent senior
management team incur significant personal losses when their firms are
financially distressed. Almost one-third of the CEOs in our sample are
replaced in a given year around default, and those who remain often take
substantial cuts in their salary and bonus. CEO pay also typically falls when
the outgoing CEO is replaced by another incumbent manager; the median
inside replacement CEO earns 35% less than his or her predecessor. In
striking contrast, the median outside replacement CEO earns 36% more than
the CEO he or she replaces. Outside replacement CEOs, who represent
almost 60% of new CEO hires, also typically receive large grants of stock
options as part of their compensation. Failing to distinguish between incum-
bent managers and outside CEO replacements can thus create the impression
that management compensation is unresponsive to corporate performance.

We also find that compensation policy is often an important part of firms’
overall strategy for dealing with financial distress, through provisions that
change managers’ incentives or facilitate negotiations with creditors. Almost
a third of our firms lower the exercise price of outstanding executive stock
options which have fallen out of the money. Sometimes senior managers’
compensation is tied to the successful resolution of the firm’s bankruptcy or
debt restructuring, or is based on the value of payoffs to creditors.

The net effect of these and other changes is to increase the sensitivity of
CEO wealth to firms’ stock price performance after financial distress; our
estimate of the slope coefficient in this relation is several orders of magnitude
higher than what Jensen and Murphy (1990a, 1990b) document for solvent
firms. On the other hand, earnings performance explains much less of the
observed variation in CEO compensation or wealth when firms are finan-
cially distressed.

The paper is organized as follows. Section I describes the sampling design
and reports sample descriptive statistics. Section II documents the changes in
senior management compensation policy that took place in our firms. Section
III analyzes how these changes are related to corporate financial distress and
default. Section IV presents regression evidence on the sensitivity of CEO
wealth to firm performance in financially distressed firms. Section V summa-
rizes our findings.

! For example, according to Kallen (1991, p. 468): “Often...one must wonder just what has
happened [in a Chapter 11 proceeding]. The answer is simple: the jobs, salaries, and perks of
those in the executive suite...have been ‘saved’.” Similarly, Bradley and Rosenzweig (1992, p.
1088) argue that “managers. .. effectively invoke Chapter 11 as a defense against unwelcome
interference by creditors and as a mechanism for extracting significant wealth from the firm’s
various holders.”
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I. Sampling Procedure and Descriptive Statistics

Our sample consists of 77 publicly traded companies that became financially
distressed during the period 1981 to 1987. Twenty-nine firms filed for Chap-
ter 11 under the U.S. Bankruptcy Code, and 48 firms privately restructured
their debt out of court. Bankruptcy and private restructuring are economi-
cally similar events in that each results in the substitution of new financial
claims for the firm’s outstanding debts to avoid or remedy a default. The
primary difference is that in a debt restructuring the firm’s claimholders
privately recontract, while in a bankruptcy this process is formally super-
vised by the court. Following Gilson (1989, 1990), we define a debt restructur-
ing as an agreement between the firm and its creditors to avoid bankruptcy
or default by either (i) reducing principal or interest payments on the debt,
(ii) extending the debt’s maturity, or (iii) granting creditors an equity interest
in the firm (common stock or securities convertible into common stock).

Our sample is drawn from an initial list of over 200 firms that were
financially distressed at some point during 1979 to 1987. We identified these
firms from previously published studies of bankruptcy and debt restructuring
(Altman (1986), Altman and Nammacher (1987), Gilson (1989, 1990), Hamer
(1985)), the COMPUSTAT annual industrial file (firms removed due to
bankruptcy or liquidation), and lists of junk bond exchange offers compiled by
Salomon Brothers and Drexel Burnham Lambert.

For each firm, our analysis covers a period that includes up to six years on
either side of when it filed for Chapter 11 or started to privately restructure
its debt (as first reported in The Wall Street Journal). During the initial
six-year period (hereafter labeled —6 to —1), firms are in general quite
unprofitable (see below) but have not yet defaulted on their debt. Including
this initial period allows us to distinguish the effects of default from the
effects of poor economic performance which led to default. In year 0, firms go
into default and start to privately restructure their debt or file for Chapter
11.2 At various times during the next five years (+1 to +5), firms leave
bankruptcy or finish restructuring their debt. We define the ending date for
bankruptcy as the date on which the firm’s reorganization plan is confirmed
by the bankruptey judge, and for private restructuring as the date of the final
reference to restructuring activity that appears in The Wall Street Journal.
In our sample, bankruptcy and private restructuring last for an average of 27
and 17 months (median of 28 and 13 months), respectively; the percentage of
sample firms that are still in default therefore declines monotonically over
event years +1 to +5.

% Several bankrupt firms in the sample are in default prior to year 0 because they first tried to
privately restructure their debt. However, such restructuring attempts typically last less than a
year. Our results do not change materially if we let year 0 represent the beginning of such earlier
restructuring activity.
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Table I

Selected Sample Characteristics for 77 Publicly Traded Firms
That either Filed for Bankruptcy Under Chapter 11 or
Privately Restructured Their Debt to Avoid Bankruptcy
between 1981 and 1987

Where applicable, variables are based on reported information that most closely predates the
start of firms’ bankruptcy or debt restructuring. Income and balance sheet data are obtained
from the COMPUSTAT Annual Industrial and Research tape and the Moody’s Manuals. Stock
returns are calculated using stock price data reported in the Standard and Poor’s Stock Owner’s
Guide. Total capital equals the sum of the book value of total liabilities (excluding deferred taxes
and minority interest), the liquidating value of preferred stock, and the market value of common
stock. For bankrupt firms, length of financial distress equals the number of months that elapse
between a firm’s Chapter 11 filing and the date on which its reorganization plan is confirmed by
the bankruptcy judge; for firms that privately restructure their debt, this variable equals the
number of months that a firm negotiates with its creditors, based on public reports of the
restructuring. Reported statistics for length of financial distress are based on the subsample that
excludes eight firms whose bankruptcy or debt restructuring was still in progress at the initial
writing of this paper. N denotes the number of firms.

Characteristic N Mean Median
Book value of assets ($millions) 69 1027.4 240.1
Sales ($millions) 69 861.7 205.1
Total liabilities + total capital 59 0.78 0.80
Annual unadjusted common stock return over

previous 5 years (annual compounding) 44 -18.1 -16.8
Net income ($millions) 66 -50.3 -6.3
Length of financial distress (months) 69 20.2 17.0

We obtain most of our data from firms’ annual proxy statements and 10-K
reports. Firms are retained if at least one of these documents is available for
at least four years in each of the —6 to —1 and 0 to +5 periods. We therefore
exclude firms that were acquired or liquidated within four years of becoming
insolvent. For each event year, CEO compensation, share ownership, and
financial statement data are as reported for the most recent fiscal year-end.?
The final sample includes 29 bankruptcies and 48 private restructurings,
with starting dates distributed over the years 1981 to 1987.%

Table I reports means and medians for selected sample characteristics. Not
surprisingly, our firms are generally small, highly levered, and unprofitable.

3 For example, if a firm’s fiscal year ends on December 31, and it files for Chapter 11 on April
17, 1985, then CEO compensation for event years —1 and O is that reported for the fiscal years
ending on December 31, 1984 and December 31, 1985, respectively.

* In every year the number of new private restructurings exceeds the number of new bankrupt-
cies, in part because more corporate filings are missing for bankrupt firms. Gilson et al. (1990),
who impose less-stringent data requirements in forming their sample of distressed firms, find
that bankruptcies were about as frequent as private restructurings over the same period.
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The median book value of assets at the end of year —1 is only $240.1 million,
and median sales are $205.1 million. Moreover, only 53% of our firms were
listed on the NYSE in year —1 (not shown), while 35% and 12%, respectively,
were AMEX-listed or traded over the counter. The median ratio of total
liabilities to total capital is 0.80 (total capital is defined as the sum of the
book value of total liabilities, the liquidating value of preferred stock, and the
market value of common stock). Mean and median unadjusted annual stock
returns for the —6 to —1 period are —18.1% and —16.8%, respectively; mean
and median cumulative returns over the same interval (not shown) are
—41% and —60%, respectively. Sampled firms are also unprofitable in terms
of reported net income. In year —1, sampled firms report mean and median
annual losses of $50.3 million and $6.3 million, respectively. Over the —6 to 0
period, the percentage of firms reporting losses (not shown) increases mono-
tonically from 3% in year —6 to 84% in year O.

II. Overview of CEO Compensation Policy and Financial
Distress

Table II is a capsule summary of changes in senior management compensa-
tion policy that took place in our firms during the sample period which in our
judgment have a potentially significant impact on senior managers’ incen-
tives. We group these changes into five broad categories, based on whether
the primary impact of a change was to: create a stronger (positive) associa-
tion between the wealth of senior managers and shareholders (83% of sam-
pled firms), reduce the level of managers’ cash compensation (49%), tie
managers’ compensation to the outcome of the firm’s financial restructuring
(20%), encourage greater management continuity and reduce voluntary
turnover (17%), or increase the association between the wealth of senior
managers and creditors (10%).°

A. Association between Management Wealth and Shareholder Wealth

Sixty-four of our firms took actions designed to tie senior management
wealth more closely to the value of the firm’s common stock. In slightly over
half (34) of these cases, these actions entailed the grant of new stock or stock
options to corporate officers. For example, 18 firms (almost a quarter of the
sample) adopted stock option plans for their outside directors; this represents
a substantially higher incidence than for solvent firms during the same
period (one survey found that only 3% of U.S. industrial firms had stock
option or restricted stock plans for their directors in 1985 (Wall Street

® Since not all changes in compensation policy may be specifically mentioned in our source
documents (even though reported compensation data reflect the impact of these changes),
frequencies reported in the table represent lower bounds on the actual level of such activity.
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Journal (1990a)). In 9 other cases, new stock or stock options were reserved
for management under firms’ bankruptcy or debt-restructuring plans.®
Figure 1 suggests that most stock option grants take place after firms have
defaulted on their debt. Panel A plots the number of options owned by the
CEO as a percentage of total common shares outstanding.” Both mean and
median option holdings rise over the event period, with most of the increase
occurring after year 0. Mean option ownership increases in particular, from
0.4% of outstanding shares in year —3 to 3.7% in year +3. As shown in
Section III, this increase primarily reflects option grants to newly arrived
CEOs, rather than the accumulation of options by incumbent CEOs. In
contrast, Panel B shows that mean and median CEO percentage sharehold-
ings decline over the period that precedes default, and remain generally
lower thereafter (except for the last two years, when the mean is influenced
by a few extreme outliers).® Of course, changes in total shareholdings will
reflect secondary market transactions as well as grants of new stock which
are included in managers’ compensation.
© As an alternative to granting managers new equity claims on the firm, 25
firms (almost a third of the sample) tie managers’ wealth more closely to the
stock price by lowering the exercise price of outstanding management stock
options. These amendments give managers locally stronger incentives to
increase shareholder wealth by making option values more elastic with
respect to the firm’s stock price (variations of this argument appeared in the
proxy statements of 10 of the 11 firms which explained the change to
shareholders). Almost 90% of sampled option exercise price reductions take
place during event years —2 through +3, when firms are insolvent or
extremely unprofitable. For all but one of the 25 firms, the options are out of
the money immediately prior to repricing. As shown in Table III, the median
exercise price prior to repricing is twice the stock price (row 1); upon
repricing, the exercise price is typically reduced by about 50% (row-2) and set

6 An example in the current sample is Zapata Corporation, which in 1987 adopted a “Special
Incentive Stock Plan” for its key managers pursuant to a proposed debt-restructuring agreement.
As reported in the company’s proxy statement for 1987 (page 33):

Pursuant to the proposed debt restructuring, the Company’s bank creditors will receive a
substantial portion of the Company’s equity securities...and will have a large and
continuing interest in the success of the Company over the next few years. . .(The) inclusion
in the restructuring agreement of a provision for the issuance of up to 3,000,000 shares of
the Company’s Common Stock under a new management incentive stock plan evidences the
importance which the banks attach to the continuing efforts of existing management of the
Company in achieving a successful restructuring.

"On average, 84% of firms in the sample report stock option plans in a given year. Other
stock-based incentive plans offered by our firms include employee stock ownership plans (21% of
firms on average), restricted stock plans (15%), and discount stock purchase plans (4%).

8 Loderer and Sheehan (1989) observe no significant decline in insiders’ percentage stock
ownership prior to bankruptcy for a sample of firms that filed for Chapter 11 during 1971 to
1985, whereas Gosnell, Keown, and Pinkerton (1992) report significantly greater insider selling
activity for OTC bankrupt firms over the period 1985 to 1987.
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Table IT

Description of Changes in Management Compensation Policy
in Financially Distressed Firms
Policy changes are classified by their presumed impact on management incentives. Sample
consists of 77 publicly traded firms that either filed for bankruptcy under Chapter 11 or privately
restructured their debt to avoid bankruptcy between 1981 and 1987. Compensation policy
changes are identified from firms’ proxy statements and 10-K reports.

Impact of Change in Compensation Policy No. of Firms % of Sample
Stronger association between management wealth

and shareholder wealth? 64 83
Lower level of cash compensation® 38 49
Compensation based on outcome of bankruptcy

or debt restructuring® 15 20
Greater management continuity /less voluntary

turnover? 13 17
Stronger association between management wealth

and creditor wealth® 8 10

® Includes the following specific changes: Board lowers the exercise price of outstanding
management stock options (25 firms); stock options are granted to outside directors (18);
bankruptcy or debt-restructuring plan reserves new stock or stock options for management (9);
cuts in CEO’s cash compensation are made up with grants of stock or stock options (5); firm
extends maturity date or vesting schedule of outstanding management stock options (3); CEO is
paid a bonus based on how many stock options he or she exercises (2); common shares held by
the CEO are converted into stock options (1); CEO is granted options with a gradually increasing
exercise price (1).

® Includes the following specific changes: CEQ’s base salary or promised incentive compensa-
tion is reduced or deferred (15 firms); firm terminates pension plan or caps pension plan benefits
(14); CEO’s compensation is reduced under provisions of U.S. Bankruptcy Code (7); firm
suspends payment of directors’ fees (2).

¢ Includes the following specific changes: CEO is awarded cash bonus or stock options for
bringing firm out of bankruptcy or debt restructuring (10 firms); CEOQ’s compensation is
increased as reward for “exceptional” performance while firm was distressed (2); CEO’s promised
compensation is deferred until firm’s reorganization plan becomes effective (2); CEO’s bonus
payments are suspended if firm files for bankruptey (1).

Includes the following specific changes: CEO forfeits deferred compensation or pays financial
penalty if he or she leaves firm before a specified date (9 firms); firm adopts incentive plan or
grants stock options to encourage management continuity (4).

¢ Includes the following specific changes: CEO and creditors receive similar financial claims
under bankruptey or debt-restructuring plan (3 firms); CEQ’s compensation is made subordinate
to creditors’ claims (3); CEO receives bonus based on amount of cash distributed to creditors (1);
at urging of creditors, senior managers receive a bonus based on proceeds from asset sales (1).

to equal the current stock price (row 3). As a result, almost half (12) of the
repriced options become in the money. For the CEOs of these firms, the
resulting increase in their potential exercise profits (i.e., if all options were to
be exercised at once) is $182,000 on average, with a median of $124,400 (row
4).

Little prior evidence exists on how often, or under what circumstances,
firms reduce the exercise price of out of the money executive stock options.
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Figure 1. Mean and median CEO stock options as a percentage of total common
shares outstanding (A) and percentage CEO ownership of common stock (B), relative
to date on which firms file for bankruptcy or start to privately restructure their debt
(year 0). Ownership figures are taken from the proxy statement or 10-K report that most closely
predates each year in event time. Sample consists of 77 publicly traded firms that either filed for
bankruptcy under Chapter 11 or privately restructured their debt to avoid bankruptcy between
1981 and 1987.
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Table II1

Analysis of Reductions in the Exercise Price of Qutstanding
Management Stock Options by 25 Firms That either Filed for
Bankruptcy or Privately Restructured Their Debt between

1981 and 1987
Stock price data are obtained from Standard and Poor’s Daily Stock Price Record. Data on option
exercise prices and the number of options outstanding are obtained from firms’ annual proxy
statements. Sample size varies due to missing data. N denotes the number of firms.

N Mean Median Min. Max.

Option exercise price + common stock price

prior to reduction in exercise price 25 3.1 2.0 0.8 19.7
Percentage reduction in option exercise price 25 50.9 47.5 9.8 94.9
Option exercise price + common stock price

following reduction in exercise price 25 0.9 1.0 0.4 14

Increase in CEQ’s potential option exercise
profits due to reduction in option
exercise price ($1000s)* 11 181.7 124.4 0.7 893.8

? Equals the dollar proceeds that would have been realized if the CEO had immediately
exercised all his or her stock options following the reduction in the options’ exercise price, less
the corresponding proceeds that would have been realized from exercising the options just prior
to the reduction. Excluded are firms whose options were out of the money both immediately
before and after the reduction in the options’ exercise price.

These reductions are quite controversial in practice, because they give the
appearance that managers are rewarding themselves for poor performance
(Los Angeles Times (1991)). Although stock options are repriced relatively
often in our sample, past studies of executive compensation have generally
assumed a fixed exercise price, consistent with standard theoretical option-
pricing models.

There is some (mostly anecdotal) evidence that options are often repriced
following general stock market declines, such as the October 1987 Crash
(Scholes (1991)). Presumably this reflects directors’ desire not to penalize
managers for stock price declines beyond managers’ control. However, firms
in our sample that repriced options significantly underperformed the market
in prior years (mean and median stock returns net of the CRSP equally
weighted market return were significantly negative in years —6 through —1).
Moreover, only one firm mentioned a general stock market decline as the
event that triggered its repricing decision.

Another possibility is that our firms repriced options under pressure from
creditors. Managers who hold out of the money options have stronger incen-
tives to gamble on risky projects that impose potentially large losses on the
firm’s fixed claimholders. Gilson (1990) finds that bank lenders often take
measures (such as imposing more restrictive loan covenants) to protect their
investments in financially troubled firms. However, we could find no evidence
that creditors ever directly caused firms to amend their option plans.

Finally, boards who are “captured” by senior management may reprice out
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of the money options to limit the personal loss of managers who are at fault
for the firm’s financial difficulties. Our sample provides some weak support
for this possibility. Sixty percent (15) of the firms that repriced their options
evidently did so without seeking shareholder approval.® If the boards of these
firms are more likely to have been captured, then we would expect managers’
total compensation to increase by more in these firms in years that options
were repriced, relative to other firms. Consistent with this prediction, the
average change in the CEQ’s annual salary and bonus is 23.2% for firms that
repriced executive stock options without seeking shareholder approval (in the
years that such repricing took place), compared to —6.6% for firms that
sought such approval; respective median percentages are 29.0% and —9.8%.
However, these differences are only marginally significant ( p-values of about
20%, under a t-test for means and Wilcoxon rank sum test for medians,
respectively).'

B. Level of Cash Compensation

Table II shows that 38 firms in our sample specifically mentioned that they
were reducing senior managers’ cash compensation. In almost half (15) of
these cases managers experienced a permanent or temporary cut in their
base salary or promised incentive compensation (typically a cash bonus). In
another 14 cases firms either cancelled or capped managers’ retirement
benefits. Two firms suspended payment of directors’ fees. Finally, 7 firms
were able to rescind previously promised payments to managers under
various provisions of the Bankruptcy Code. Five of these firms rejected
management compensation agreements as “executory contracts” (i.e., con-
tracts that obligate both parties to perform future services), one firm invoked
Chapter 11’s “automatic stay” against legal action by creditors for nonpay-
ment of their claims, and one firm reduced severance payments due the
former CEO with the approval of the bankruptcy judge.

Figure 2 suggests that reductions in cash compensation are more pervasive
in our sample than implied by the preceding analysis of announced changes.
Panel A of the table plots the percentage of CEOs who experienced a
reduction in their annual cash compensation in each year of the event period
(in nominal dollars)."* Reductions are especially concentrated in the four-year

°Of the remaining 10 firms that formally sought shareholders’ approval at the annual
meeting, 7 specifically proposed to reduce the exercise price of outstanding options, and 3
proposed to adopt a new stock option plan that would entail replacing old options with new
options (having a lower exercise price).

19 We could also find no evidence that firms viewed option exercise price reductions as a
substitute for increases in the CEQ’s other compensation. For example, mean and median salary
and bonus changes in years that firms repriced their options are not significantly different from
corresponding changes in other years or in other firms.

' Cash compensation equals the amount reported as “Cash and Cash Equivalent Forms of
Remuneration” in firms’ proxy statements. Cash compensation mainly consists of salary and
bonus payments, but also includes directors’ fees, commissions, and other cash payments. We
have excluded from cash compensation any reported proceeds from exercising stock options, since
exercising options alters the form, rather than the total level, of CEOs’ personal wealth.
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(A) Percentage of firms that reduce annual CEO cash
50 L compensation

Percent

5 4 3 2 -1 0 1 2 3 4 5
Years relative to start of bankruptcy or debt restructuring

30 L (B) Median percentage change in CEO cash compensation

25 t

15
10

Percent

0 B

5 4 3 2 -1 0 1 2 3 4 5
Years relative to start of bankruptcy or debt restructuring

Figure 2. Percentage of firms that reduce annual CEO cash compensation (A), and
median annual percentage change in CEO cash compensation (B), relative to date on
which firms file for bankruptcy or start to privately restructure their debt (year 0).
CEO compensation is expressed in nominal dollars. Sample consists of 77 publicly traded firms
that either filed for bankruptcy under Chapter 11 or privately restructured their debt to avoid
bankruptcy between 1981 and 1987.
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period ending with the first year of bankruptcy or debt restructuring (labeled
—3 through 0 in the figure). In any given year during this period, almost half
of sample firms reduce CEOs’ cash compensation; over the entire four-year
period, more than 75% of firms reduce CEO cash compensation at least once
(not shown). Such reductions are often substantial. During years —3 to 0,
43% of all reductions exceed 25%, and 17% of reductions exceed 50%. In
dollar terms, reductions equal $100,288 on average (median of $54,665)
during this period.

Complementary evidence is presented in Panel B, which shows that the
median annual percentage change in CEOs’ cash compensation typically falls
over the period leading up to bankruptcy or restructuring. For the entire —6
to 0 period the median annual change is 5.5%, compared to only 0.5% for the
—3 to 0 period. Corresponding mean change rates (not shown) are 10.9% and
9.2%, reflecting the influence of large positive outliers in the sample.

The above results contrast sharply with observed compensation practices in
solvent firms. For example, during 1980 to 1988, reported annual cash
compensation for CEOs featured in the Forbes Surveys increased at a median
annual rate of 12% (mean of 18%), and fell in only 16% of all CEO years (all
in nominal dollars)."

Additional evidence suggests that part of the decline in CEOs’ total cash
compensation during financial distress reflects reduced payouts under man-
agement bonus plans. Figure 3 shows that significantly fewer firms either
have active bonus plans or pay a bonus around default (we consider a plan to
be “active” if we can infer the existence of a plan from our source documents,
even if no bonus is paid; this will understate the true number of active plans
if for some reason firms fail to acknowledge that a bonus plan exists)."”® In
year 0, for example, only 63% of our firms had active bonus plans, and less
than a third of these paid a bonus. In contrast, over 90% of all U.S.
manufacturing firms had bonus plans during most of the 1980s (The Confer-
ence Board). Too few sample firms report the actual size of the bonus (if any
is paid) for us to be able to conclusively state whether bonuses also decline as
a percentage of total cash compensation.™

The plot in Figure 3 has several possible interpretations. First, bonus plans
typically specify the bonus “pool” (out of which individual awards are made)
as a positive function of earnings (Healy (1985)); as reported in Section I, an
increasing percentage of sample firms report losses around bankruptcy or

12 We are grateful to Kevin Murphy for providing us with these figures.

13 We broadly define bonus plans to include all incentive compensation plans whose payouts
are a specified function of the firm’s accounting performance. In addition to straight bonus plans
(offered by 64% of our sample firms on average in any given event year), data in Figure 3 include
profit sharing plans (14%), deferred compensation plans (13%), performance share plans (4%),
and performance unit plans (4%).

4 For example, during years in which firms were bankrupt or restructuring their debt, fewer
than 50% of firms that acknowledged paying a bonus also disclosed the size of the bonus. For
these cases the bonus represented an average of 29.7% of CEOs’ total cash compensation
(median of 28.5%). In years prior to bankruptcy or restructuring (when only 53% of bonus-
paying firms disclosed the size of the bonus), the bonus was equal to 30.4% of cash compensation
on average (28.6% for the median firm).
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Figure 3. Incidence of bonus plans and bonus plan payouts in financially distressed
firms, for various years relative to date on which firms file for bankruptcy or start to
privately restructure their debt (year 0). “Bonus plans” are broadly defined to include all
earnings-based incentive compensation plans, including actual bonus plans, deferred compensa-
tion plans, performance share plans, performance unit plans, and profit-sharing plans. Sample
consists of 77 publicly traded firms that either filed for bankruptcy under Chapter 11 or privately
restructured their debt to avoid bankruptcy between 1981 and 1987.

restructuring. Firms may also find it more costly to pay bonuses when they
become financially distressed. For example, creditors and other stakeholders
may be less willing to grant the firm financial concessions if managers’
compensation increases or includes a bonus (DeAngelo and DeAngelo (1991)).
In addition, earnings may be considered an unreliable indicator of firms’ true
financial condition because managers have especially strong incentives to
make income-increasing accounting policy choices when their firms are finan-
cially distressed, e.g., to protect their jobs and compensation, or to avoid a
default on the firm’s debt covenants.’® Finally, bonus plans, which generally
have call option-like payoffs, may have only limited incentive effects when
earnings are negative (i.e., when such plans are deep out of the money).
Although in principle managers could be rewarded for minimizing the size of
the firm’s losses, none of our firms adopted this practice.

Viewed together, the plots in Figures 2 and 3 raise the interesting issue of
whether observed declines in total cash compensation primarily reflect active

' Empirical support for the latter possibility is found by DeAngelo et al. (1992a) and Sweeney
(1991). More generally, studies of compensation policy in solvent firms have found that the
frequency of bonus plans, and the sensitivity of cash compensation to accounting performance,
are both lower when earnings are more volatile (i.e., less informative about managers’ perfor-
mance; see Lambert and Larcker (1987) and Sloan (1993)).
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recontracting between firms and their CEOs (for example, through downward
adjustments in the CEO’s base salary), or instead the mechanical operation of
existing bonus plans (which pay out less because of the firm’s poor financial
performance). To investigate this issue, we reconstructed both plots in Figure
2 using only the CEO’s base salary in the calculations (i.e., for only those
firms that disclosed the CEO’s base salary or that clearly paid no bonus).'
Excluding bonus payments yields similar plots to those presented in Figure 2
(results not shown), consistent with CEOs’ base salaries being reset in
response to unforeseen changes in firms’ financial condition. This result
reinforces the impression conveyed by the other entries in Table II that
recontracting by firms in financial distress generally involves renegotiation of
claims held by managers in addition to those held by creditors.

C. Compensation Based on Outcome of Bankruptcy or Debt Restructuring

Table II shows that 15 firms based part of the CEQ’s compensation on the
outcome of the firm’s financial restructuring. In 12 of these cases the CEO
was awarded stock options, paid a special bonus, or granted a salary increase
as a reward for successfully bringing the firm through its bankruptcy or debt
restructuring (even though firms were not bound by any explicit prior agree-
ment to make these awards). When paid in cash, such awards typically
represented a large fraction of the CEQ’s annual base compensation.'” Four
other firms provided their CEOs with incentives to settle with creditors
quickly, such as by deferring part of the CEO’s compensation until the firm’s
financial restructuring was completed.’® These last provisions potentially
benefit all the firm’s claimholders by reducing legal fees and other costs that
increase directly w1th the amount of time that firms spend renegotiating
their debt contracts.'®

16 Owing to the reporting conventions followed by most firms, in most cases it was not possible
to identify the exact amount of the bonus payout (if any was made). For example, only nine firms
dlsclosed this information during their bankruptey or restructuring.

" For example, Pettibone Corporation agreed to pay its CEO a one-time cash bonus of
$100,000 upon final confirmation of the firm’s plan of reorganization. His annual base salary was
$200,000.

'8 Two other firms in our sample that put these incentives in place (not included in Table II)
are Wheeling-Pittsburgh Steel, whose bank lenders authorized the CEO to propose a bankruptcy
reorganization plan without having to obtain directors’ consent, and LTV Corporation, which was
ordered by the bankruptcy judge to withhold payments due the retiring CEO (Raymond Hay)
under a proposed severance agreement until the firm’s reorganization plan was confirmed. The
judge explained his decision by ‘saying that the changes created an incentive for Mr. Hay to help
the company emerge from bankruptey. “I'm sure Mr. Hay realizes that time is money”’ (Wall
Street Journal (1991a)).

% It has been suggested that an early exit from Chapter 11 is sometimes hampered by the
firm’s lawyers, whose total fees cumulate with the length of the bankruptcy and who are
generally paid before any of the firm’s other claimholders (Stein (1989)). Paying lawyers in the
reorganized firm’s securities (rather than up front in cash) would help remedy this problem by
giving them an interest in the value of the surviving firm and thus an incentive to exit from
bankruptcy early. However, only one firm in our sample (CS Group) paid its lawyers this way, by
granting them two percent of the common stock issued under its bankruptcy reorganization plan.
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D. Management Continuity and Voluntary Turnover

Thirteen firms took actions to encourage senior managers to stay with the
firm during its financial difficulties. For example, 5 firms promised to in-
crease (or not withold) senior managers’ compensation if they remained with
the firm past some specified date. Four other firms adopted executive sever-
ance plans or agreed to forgive interest on loans made to the CEO as long as
he or she continued to be employed with the firm. Most of these provisions
are targeted at managers who are relatively recent arrivals in their firms
(median CEO tenure was only 19 months in the year these provisions were
adopted). Partly these provisions may be designed to facilitate negotiations
with creditors, who may be more cooperative if they have only had to deal
with a single CEO (especially if he or she was appointed by the creditors).
Consistent with this view, Gilson (1990) finds that restructured bank loans
sometimes contain covenants that restrict CEO turnover. In addition, whether
the firm is able to restructure its finances may depend on whether it can
concurrently restructure its operations; the latter may have less chance of
succeeding if there is excessive turnover of senior management.

E. Association between Management Wealth and Creditor Wealth

Eight firms (10% of the sample) explicitly tied the CEQ’s compensation to
the value of creditors’ claims. In a majority of cases the CEO was either
awarded financial claims similar to those held by creditors, or paid a bonus
based on how much cash creditors received under the firm’s reorganization
plan or as a result of asset sales. The group is evenly divided between firms
that filed for bankruptcy and those that privately restructured their debt.
Although the identity of the creditors is generally not disclosed in our source
documents, these firms were mostly indebted to banks and other private
lenders (70% of the long-term debt owed by the median firm in this subsam-
ple was privately placed). These results are consistent with Gilson’s (1989,
1990) findings that bank lenders often take a direct role in managing and
monitoring financially distressed firms.

F. Summary

Overall, the evidence presented in Table II suggests that firms systemati-
cally restructure their management compensation contracts when they expe-
rience severe financial difficulty. A majority of our firms respond to financial
distress by basing more of senior managers’ compensation on long-term
stock-based performance measures, and by enacting across-the-board cuts in
their cash compensation (including bonuses). Often the form that such recon-
tracting takes appears to be directly related to a firm’s default and subse-
quent financial restructuring. Accordingly, in the following sections we inves-
tigate whether financial distress provides a general explanation for observed
changes in senior management (CEO) compensation policy in our sample.
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III. Analysis of CEO Compensation Policy and Incentives

Financially distressed firms in our sample display several key characteris-
tics. They experience high turnover of their senior managers, they are
extremely unprofitable (and as a result face severe cash constraints), and
their activities are closely monitored by creditors and bankruptcy judges. In
this section we investigate whether these characteristics explain observed
changes in CEO compensation and incentives around default.

A. CEO Turnover

Evidence exists that senior management turnover is extremely high in
financially distressed firms (Gilson (1989, 1990)). For several reasons we
expect compensation policy to change in these firms when they replace their
CEOs. CEOs in general will demand a higher salary as compensation for the
high risk of job joss and personal stress that comes with managing a troubled
company (Jensen and Meckling (1976), Wall Street Journal (1991c)). Such
upward pressure on salaries will, however, be attenuated when the CEO is
held responsible for the firm’s financial problems, or is unable to credibly
negotiate a higher salary because it is costly to leave the firm (for example,
because he or she has a large investment in firm-specific human capital).
Because these considerations are relevant only in the case of outgoing
incumbent and inside replacement CEOs, we expect them to be paid less than
CEOs appointed from outside the firm.

Outside replacement CEOs may also be paid more because they are uniquely
gkilled at turning around troubled companies (New York Times (1983),
Dumaine (1990)). Because their personal market values depend critically on
the value of their professional reputations, we also expect such managers to
bond their performance by taking more of their pay in stock options, bonuses,
and other forms of long-run incentive compensation, relative to inside re-
placement CEOs.

Finally, a financially distressed firm may face strategic or political con-
straints on how much it can pay the CEO, regardless of his or her perfor-
mance or skill level (Jensen (1991), DeAngelo and DeAngelo (1991)). For
example, creditors may be unwilling to grant the firm concessions under its
bankruptcy or debt-restructuring plan unless managers take a cut in their
own compensation.?’ Similarly, the firm’s directors, who risk being sued or
losing their jobs during financial distress (Gilson (1990)), may feel pressure to
reduce senior managers’ compensation to avoid any appearence of self-dealing.
We expect these factors to matter less in the case of outside replacement

20 A practitioner with whom we spoke referred to this as “sharing the pain.” Creditor
discontent over management compensation is often mentioned in financial press accounts of
financial restructuring by troubled companies (see, for example, Wall Street Journal (1990b,
1990c)). Evidence of a similar phenomenon is found by DeAngelo and DeAngelo (1991), who show
that the CEOs of seven financially troubled domestic steel producers experienced an average
18% decline in salary and bonus in years that their companies were seeking large wage
concessions from their unions.
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CEOs, who are less hkely to be “tainted” by the firm’s recent ﬁnanc1al
problems than insiders.?

Table IV shows that there is substantial CEO turnover in the sample. In
years that firms are bankrupt or restructuring their debt, 30.7% of CEOs are
replaced on average; in years that precede or follow these events, mean
turnover rates are 8.5% and 22.9%, respectively. In contrast, studies of
solvent firms generally report annual CEO turnover rates of less than 10%
(Warner et al. (1988), Weisbach (1988)).

Table IV shows that almost 60% of all CEO replacements in the sample are
outsiders (defined as CEOs who have been affiliated with their firms as
directors or managers for less than three years; results are qualitatively
unchanged when we use a one- or a two-year cutoff). Moreover, outside
replacements represent an increasing fraction of new CEO hires over the
event priod. In the period that follows a bankruptcy or debt restructuring,
almost 75% of replacement CEOs in the sample are outsiders. In striking
contrast, Furtado and Rozeff (1987) report that almost 70% of new CEO hires
in solvent firms represent inside replacements.

The low frequency of inside replacements in our sample is consistent with
insiders being blamed for their firms’ poor performance, or with little value
being placed on their firm-specific human capital (relative to the general
management or turnaround skills possessed by outside managers). Some
outside appointments may also have been initiated by blockholders, consis-
tent with evidence in Gilson (1990) that blockholders play an important role
in the governance of financially troubled firms. In the present sample, almost
20% of outside replacement CEOs are directly affiliated with a blockholder
(defined as someone who holds more than 5% of the firm’s common stock,
excluding managers and creditors).””

Table V analyzes whether executive turnover affects the level of CEO
compensation in the sample. Panel A of the table reports the mean and
median change in annual cash compensation received by outside and inside
replacement CEOs relative to their predecessors in CEO change years (all in
constant 1989 dollars). The total number of CEO changes represented in the
table (72) is less than that reported in Table IV, because we exclude CEO
changes where the compensation of either the incoming or the outgoing
manager is missing for the year of the change. For the sake of comparison, we

2 Practitioners tell us privately that bankruptcy judges are also generally less critical of the
salaries paid to outside replacement managers. Judges have considerable discretionary power
over managers’ compensation. For example, in the recent bankruptcy of Drexel Burnham
Lambert (not in the sample), the judge ordered senior managers’ proposed cash compensation to
be cut by 50 percent (Wall Street Journal (1991Db)). In general, any action taken in Chapter 11
which lies outside the ordinary course of the firm’s business (including significant changes in
senior managers’ compensation) must be approved by the judge. Apparently, judges are less
likely to dispute “minor” or technical changes in compensation plans or changes in junior
managers’ compensation.

2 The sum of all blockholdings in the sample generally increases over the event period, from
an average of 8.9% (median of 5.7%) in years —6 to —1, to 18.5% (median of 13.8%) in years 0
to +5.
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Table IV
Analysis of CEO Turnover

The mean annual CEO turnover rate equals the percentage of CEOs from the previous year who
are no longer CEOs in the current year, averaged over all CEO-years within the indicated period
(before, during, or after bankruptcy or debt restructuring). “Outside Replacements” are new
CEOs who have been affiliated with their firms for less than three years; “Inside Replacements”
are new CEOs who have been affiliated with their firms for more than three years. Sample
consists of 77 publicly traded firms that either filed for bankruptcy under Chapter 11 or privately
restructured their debt to avoid bankruptcy between 1981 and 1987. For each firm in the sample,
data are available up to a maximum of twelve years (six years for the period “Before” bankruptcy
or debt restructuring, and six years in total for the two periods “During” and “After” bankruptcy
or debt restructuring).

Mean Total Total
f CEO Ch That Ar
Period Relative Annual CEO  Number  Number % of CEO Changes That Are
to Bankruptcy or Turnover of CEO of CEO- Outside Inside
Debt Restructuring Rate (%) Changes Years Replacements  Replacements
Before 8.5 27 319 40.7 59.3
During 30.7 58 189 56.9 43.1
After 22.9 38 166 73.7 26.3
All CEO-years 18.3 123 674 58.5 415
Table V

Analysis of CEO Cash Compensation

Reported percentage changes in cash compensation for years in which there is CEO turnover
represent differences between the incumbent CEO and his or her replacement. “Outside Replace-
ments” are new CEOs who have been affiliated with their firms for less than three years. “Inside
Replacements” are new CEOs who have been affiliated with their firms for more than three
years. “Original Incumbents” are the CEOs who are in place when firms first enter the sample.
Sample consists of 77 publicly traded firms that either filed for bankruptcy under Chapter 11 or
privately restructured their debt to avoid bankruptcy between 1981 and 1987. Cash compensa-
tion is expressed in constant 1989 dollars. For each firm in the sample, data are available up to a
maximum of twelve years (six years for the period “Before” bankruptcy or debt restructuring,
and six years in total for the two periods “During” and “After” bankruptcy or debt restructuring).
N denotes the number of firm-years.

Years in Which There Is
CEO Turnover No CEO Turnover
Period Relative Outside Inside Original
Replacements Replacements Incumbents

to Bankruptcy or
Debt Restructuring N Mean Median N Mean Median N Mean Median

Panel A: Percentage Change in Cash Compensation

Before 8 581 16.7 14 —4.8 -53 182 3.3 0.4
During 20 27.0 36.3 13 -198 —34.5 44 6.3 -3.3
After 15 13.7 3.8 2 16.4 16.4 28 4.3 -2.4

Panel B: Level of Cash Compensation ($Thousands)

Before 8 854 320 14 322 230 182 426 349
During 20 472 346 13 235 190 44 354 273
After 15 292 161 2 446 446 28 326 225
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also report the mean and median annual percentage change in cash compen-
sation of CEOs who first enter the sample at the beginning of the event
window (“original incumbents”); the size of this last subsample obviously
declines over time due to CEO resignations.

Evidence in Table V suggests that CEO turnover is associated with a
dramatic shift in observed CEO pay levels. As predicted, outside replacement
CEOs are paid substantially more than insiders. As shown in Panel A, the
median outside replacement is paid 36.3% more than his or her predecessor
(mean increase of 27.0%) in years that firms are bankrupt or restructuring
their debt. In contrast, the median inside replacement CEO is paid 34.5%
less than his or her predecessor (mean decrease of 19.8%). Both means and
medians are significantly different at the 10% level using a ¢-test and
Wilcoxon rank sum test, respectively. During this same period, the median
original incumbent CEO experiences a 3.3% decline in his or her annual cash
compensation (mean increase of 6.3%). Qualitatively similar differences ob-
tain for the preceding period, when firms are highly unprofitable but not yet
in default or bankrupt.

Consistent with results in Panel A, Panel B reports that mean and median
levels of cash compensation are also higher for outside than inside replace-
ment CEOs in the first year of their tenure.?* In years that firms are
bankrupt or restructuring their debt, the median outside replacement CEO is
paid $346,000, while the median inside replacement receives $190,000 (both
in constant 1989 dollars); corresponding mean levels are $472,000 and
$235,000. Similar results hold for the prior period.

As argued earlier, salary changes reported in Table V are consistent with
insiders being punished for their firms’ poor performance or being perceived
as less productive. Alternatively, insiders may be paid less than their marginal
product because financial distress (and the cost of seeking alternative em-
ployment) puts them at a bargaining disadvantage relative to outsiders. We
test these hypotheses through a regression analysis of changes in cash
compensation for the subsample of inside replacement CEOs. Salary and
bonus changes are regressed against two variables: the length of the CEO’s
past affiliation with the firm (as a proxy for his or her firm-specific human
capital), and a 0—1 dummy variable that equals one for CEOs who previously
ranked no higher than vice-president (on the grounds that CEOs that were
junior managers prior to being promoted are less likely to be blamed for their
firms’ poor performance). Inside replacement CEOs serve with their firms for
12 years on average (median of 9 years) before becoming CEO, and 38%
previously rank no higher than vice-president. Under the above hypotheses,
changes in inside replacement CEOs’ cash compensation should be inversely

28 However, level comparisons may be less informative because the firm’s choice between
inside and outside replacements could be governed by factors which also affect the level of pay in
that firm. For example, evidence exists that smaller firms are more likely to replace their CEOs
with outsiders (Furtado and Rozeff (1987)). Since smaller firms also typically pay lower salaries,
reported salaries of outside replacement CEOs will be biased downwards relative to inside
replacements’ salaries (in fact this particular bias operates against our finding the differences
that we report in Panel B of the table).
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related to the length of their prior affiliation, and higher for CEOs promoted
from junior management. However, neither variable has significant explana-
tory power.24

Another possible explanation for our findings is that salary is an increasing
function of age, and junior managers promoted to CEO from inside the firm
are younger than the outgoing CEO (or outside replacement CEOs). However,
inside replacement CEOs are only five years younger than outgoing CEOs on
average; this is statistically indistinguishable from the average age difference
between outside replacement and outgoing CEOs of four years.

Finally, 24 outside replacement CEOs (56% of the total in Table V) are
either professional turnaround managers (7) or individuals with a profes-
sional background in the same or a related industry (17). We assume that
these individuals are the most likely to have an expertise in corporate
turnarounds (if such expertise indeed exists or has any value). As a group,
these managers are paid 39% more on average (52% at the median) than
other outside replacement CEOs. These differences are significantly different
from zero at the 17% and 12% levels, respectively (using a ¢-test for means
and Wilcoxon rank sum test for medians). Corresponding differences for
professional turnaround managers alone are also positive, but are not statis-
tically significant. Although these comparisons are based on a relatively
small number of observations, they suggest that at least some outsiders are
paid more because they possess skills and knowledge that are particularly
valued by troubled firms.

CEO turnover also accounts for at least part of the observed sample
time-series variation in equity ownership and bonus plan payouts discussed
earlier (and shown in Figures 1 and 3). Table VI (Panel A) shows that the
cumulative increase in CEO option ownership over the event period reflects
the gradual replacement of original incumbent CEOs (who own no stock
options at the median) by new CEOs (whose compensation generally includes
stock options). Outside replacement CEOs generally hold more stock (Panel
B) and stock options than inside replacements, consistent with insiders being
less well diversified (because of their investment in firm-specific human
capital) or less skilled (and therefore being paid less in both cash and stock
options). Consistent with our earlier prediction, outside replacement CEOs
with presumed expertise in turnarounds receive more stock options than
either insiders or other outsiders (not shown in the table). In the year they
join the firm, turnaround managers receive options representing 3.9% of

2 Inside replacement CEOs in our sample typically are paid more as CEO than they were as
more junior managers; the mean increase in their cash compensation in the year of a CEO
change is 31.4% (median of 19.1%). When we estimate the regression using this alternative
definition of inside replacement salary and bonus changes, the length of tenure variable is still
insignificant, but the coefficient on the junior manager dummy is negative and significant
(p-value of 0.07). One interpretation of the negative sign is simply that junior managers have
less valuable skills.
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Table VI

Analysis of CEO Ownership of Stock Options and Common
Stock

“Outside Replacements” are new CEOs who have been affiliated with their firms for less than
three years. “Inside Replacements” are new CEOs who have been affiliated with their firms for
more than three years. “Original Incumbents” are the CEOs who are in place when firms first
enter the sample. Figures for outside and inside replacements are based on the first proxy
statement or 10-K report that follows a new CEQ’s appointment that contains information about
his or her ownership of stock and options. Stock option holdings are defined as the number of
common shares issuable upon exercise of the options as a percentage of the total number of
shares outstanding. Sample consists of 77 publicly traded firms that either filed for bankruptcy
under Chapter 11 or privately restructured their debt to avoid bankruptcy between 1981 and
1987. For each firm in the sample, data are available up to a maximum of twelve years (six years
for the period “Before” bankruptcy or debt restructuring, and six years in total for the two
periods “During” and “After” bankruptcy or debt restructuring). N denotes the number of
firm-years.

Years in Which There Is
CEO Turnover No CEO Turnover
Period Relative N Cl)utside N {nside . Origi};lal
to Bankruptcy or eplacements eplacements ncumbents

Debt Restructuring N Mean Median N Mean Median N Mean Median

Panel A: Percentage Stock Option Holdings

Before 6 3.0 1.0 14 0.4 0.0 176 0.4 0.0
During 12 1.8 0.7 8 11 0.4 40 1.5 0.0
After 11 5.6 0.9 1 0.4 0.4 26 3.0 0.0

Panel B: Percentage Common Stock Holdings

Before 8 3.8 0.1 14 2.3 0.6 179 7.9 2.1
During 19 2.1 0.1 13 0.3 0.0 41 110 4.7
After 15 127 0.1 2 0.0 0.0 28 8.8 4.7

their firms’ common stock on average, compared to 0.6% for other outsiders
(this difference is statistically significant at the 4% level).

Evidence in Table VII indicates that observed declines in the frequency of
bonus plans and bonus plan payments around default are also partly trace-
able to CEO turnover (and the high frequency of outside replacements in the
sample). Over the event period, firms that appoint outside replacement CEOs
are increasingly less likely to have a bonus plan (Panel A) or pay a bonus
under an existing plan (Panel B). This evidence is only suggestive, however,
since most of these differences are statistically insignificant due to the small
number of observations.

B. Cash Constraints

Figures 1 through 3 show that CEOs of our firms experience salary and
bonus reductions and increases in their option holdings over time. Since
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Table VII
Analysis of CEO Bonus Plans

“Outside Replacements” are new CEOs who have been affiliated with their firms for less than
three years. “Inside Replacements” are new CEOs who have been affiliated with their firms for
more than three years. “Original Incumbents” are the CEOs who are in place when firms first
enter the sample. Figures for outside and inside replacements are based on the first proxy
statement or 10-K report that follows a new CEQ’s appointment that contains information about
his or her compensation. Sample consists of 77 publicly traded firms that either filed for
bankruptcy under Chapter 11 or privately restructured their debt to avoid bankruptcy between
1981 and 1987. For each firm in the sample, data are available up to a maximum of twelve years
(six years for the period “Before” bankruptcy or debt restructuring, and six years in total for the
two periods “During” and “After” bankruptcy or debt restructuring). N denotes the number of
firm-years.

Years in Which There Is
CEO Turnover No CEO Turnover

Period Relative N Cl)utside & {nside . O!'ig'i};’lal
to Bankruptey or eplacements eplacements ncumbents
Debt Restructuring N % N % N %

Panel A: Percentage of Firms with a Bonus Plan
Before 6 75.0 8 57.1 137 69.2
During 13 61.9 6 46.2 32 62.7
After 7 46.7 2 66.7 24 66.7

Panel B: Percentage of Firms with Plans That Pay a Bonus

Before 4 66.7 5 62.5 84 61.3
During 8 61.5 6 100.0 11 34.4
After 3 429 1 50.0 11 45.8

financially distressed firms almost by definition have insufficient cash on
hand to pay their creditors, one seemingly plausible explanation for these
results is that firms face binding cash constraints. CEOs in general may be
forced to take cuts in their cash compensation; CEOs who are not held
responsible for their firms’ financial problems may in addition be awarded
new stock options (which do not affect the firm’s cash position) to make up for
any loss in salary and bonus.

However, this explanation does not appear to generalize to our firms. As
shown above, reported CEO cash compensation typically increases when
firms hire outside replacements. We could find no evidence that such firms
were less cash constrained than other firms (based on comparisons of mean
and median stock returns, earnings, and the book value of cash and mar-
ketable securities observed at various points in event time). As well, potential
reductions in the CEO’s cash compensation would appear to be too small in
dollar terms to afford our firms any meaningful financial relief: the present
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value of the original incumbent CEO’s cash compensation (assuming a perpe-
tuity and 10% discount rate) is less than 2% of the book value of total
liabilities for the median firm.

As a more direct test of whether cash constraints systematically affect
compensation policy in our firms, we compare changes in CEOs’ cash compen-
sation between different periods in event time using a 2 X 2 contingency
table analysis (results not shown). As in Table IV through VII, we partition
the entire event window into three nonoverlapping intervals (before, during,
and after bankruptcy or debt restructuring). If cash constraints are binding
either before or during a bankruptcy or debt restructuring (but are only
temporary), salary and bonus reductions in either period should be followed
by increases in subsequent periods. Such evidence would also be consistent
with the possibility (suggested to us by practitioners) that the CEO’s salary is
sometimes reduced while the firm negotiates with creditors to give him or her
an incentive to settle early (other examples of such incentives were presented
in Table I1).*

We find only mixed evidence of such substitution in the sample. CEOs who
receive below-median (cumulative percentage) increases in cash compensa-
tion before or during bankruptcy or restructuring (when firms are likely to be
most cash constrained) are no more likely to receive above-median increases
in cash compensation in subsequent periods (independence cannot be rejected
at conventional significance levels). On the other hand, CEOs whose cash
compensation increases at less than the median rate during bankruptcy or
restructuring experience above-median increases in their percentage option
holdings over the same interval (independence is rejected at the 11% level).
In addition, CEOs who remain in the sample for all three periods, and who
receive below-median increases in their cash compensation before bankruptcy
or restructuring, experience above-median increases in their options holdings
after these events (independence is rejected at the 6% level). Evidently, CEOs
who take large cuts in their compensation prior to bankruptcy or restructur-
ing, and who survive the recontracting process, are rewarded with substan-
tial options grants.”

% For example, the CEO of Mobile Home Industries was paid an annual salary of $120,000
prior to the firm’s bankruptcy filing. Immediately after the filing, his salary was reduced to
$80,400, with the promise that it would be restored to its original level once the firm’s
reorganization plan was confirmed.

%A specific example of such substitution in the sample is provided by the debt restructuring of
Zapata Corporation (see footnote 6). As reported in Zapata’s 1987 proxy statement (page 32):

In formulating the New Plan, the (Company) was mindful that during three of the last
four fiscal years of the Company there have been minimal increases in key executive salary
levels and few awards of cash incentive payments. It was also anticipated that the terms of
the Company’s debt restructuring would restrict the Company’s ability to provide salary
increases and cash bonuses in the future. ... The New Plan, by providing incentives which
do not involve cash payments by the Company, meets the Company’s specific needs.
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C. Bankruptcy vs. Private Restructuring

Compensation policy in our sample also apparently depends on whether
firms recontract with their creditors in Chapter 11 or out of court. In
particular, substantially fewer bankrupt firms have bonus plans (or pay a
bonus) around default. In year 0, fewer than 50% of bankrupt firms in the
sample have a bonus plan, and only 17% of these pay a bonus; for firms that
privately restructure, the corresponding percentages are 70% and 35%.
These differences do not appear to be explained by underlying differences in
earnings or performance used in calculating the bonus; accounting profit
rates (based on net income or earnings before interest and taxes), the
frequency of reported losses, and stock returns are not significantly different
between the two groups of firms over various intervals relative to the start of
recontracting.’” An alternative explanation may be that firms in bankruptcy
are under greater pressure to reduce managers’ cash compensation or elimi-
nate bonuses, possibly due to the actions of the bankruptcy judge (e.g., Wall
Street Journal (1991a, 1991b, 1992)). We would also expect bonus plans to be
less important in bankrupt firms because such firms typically have fewer
intangible assets, relative to firms that privately restructure (Gilson et al.
(1990)). Principal agent theory suggests that firms with more intangible
assets (such as growth opportunities) derive greater benefits from offering
their managers incentive compensation because the value of these assets
depends more on unobservable actions by the managers (see Smith and
Watts (1982); evidence consistent with this prediction (for solvent firms) is
found by Kole (1992)).

IV. Regression Analysis of CEO Incentives

The preceding analysis shows that financially distressed firms implement a
wide array of changes in CEOs’ compensation, but does not answer whether
collectively these changes have a meaningful impact on managerial behavior
(and hence corporate policy). In this section we use regression analysis to
assess the bottom-line impact of financial distress on CEO incentives. For
solvent firms, Jensen and Murphy (1990a, 1990b) argue that the typical
CEO’s personal wealth depends very little on his or her firm’s recent financial
performance (measured by stock returns or accounting profitability). This
association may be much stronger for financially distressed firms, given our

27 In contrast, Gilson et al. (1990) find that bankrupt firms were significantly less profitable
than firms that privately restructured. This difference between the two studies most likely
reflects differences in sampling criteria. Our requirement that a minimum number of corporate
filings be available over time for each firm will tend to exclude less profitable (bankrupt) firms
that made fewer filings or that were soon liquidated or acquired after leaving bankruptcy.
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evidence that CEOs experience significant salary and bonus reductions, and
are often granted new stock options (sometimes with lower exercise prices),
when their firms have performed extremely poorly.

Our regressions relate changes in CEO compensation and wealth to stock-
and earnings-based measures of firms’ performance. Regressions are esti-
mated with two alternative dependent variables: (i) the annual change in the
CEO’s current cash compensation (salary and bonus), denoted A(CEO cash
compensation), and (ii) the annual change in the CEO’s total wealth, denoted
A(CEO total wealth). The second variable equals the sum of the annual
change in the CEO’s cash compensation, plus the change in the value of stock
options and common stock held at the beginning of the year (adjusted for
dividends and stock splits). Dependent variables and performance measures
are all converted into constant 1989 dollars.

A(CEO cash compensation) depends only on the firm’s current compensa-
tion policy (i.e., salary and bonus plus any grants of options or shares), while
A(CEO total wealth) reflects both current compensation policy and changes in
the value of previously acquired stock and options. Our use of A(CEO total
wealth) is motivated by prior research which suggests that changes in
equity-related wealth have a significant impact on CEO incentives (Jensen
and Murphy (1990a, 1990b)).

Since CEO wealth by definition includes the present value of cash compen-
sation, A(CEO total wealth) should also include the capitalized value of any
permanent changes in salary and bonus. We include only the current year’s
salary and bonus change because high CEO turnover in the sample makes
the choice of an appropriate discount horizon highly problematic, and because
cuts in cash compensation may be subsequently reversed when firms’ finan-
cial condition improves.

We approximate the annual change in the value of CEO stock options as
the number of options held at the beginning of the year, multiplied by the
annual change in the stock price times 0.6. The scale factor of 0.6 approxi-
mates the slope of the option-pricing function, and is found to work relatively
well in large sample simulations performed by Jensen and Murphy (1990b);
our results are largely insensitive to variation in this factor over a reasonable
range of values (0.4 to 0.8).

For several reasons, this approximation is preferable to valuing options
using standard theoretical option-pricing models. First, stock return vari-
ances are highly nonstationary around financial distress (Baldwin and Mason
(1983)), making any estimate of option prices unreliable. Second, explicitly
calculating changes in the value of options requires information on the
number of options granted and exercised, which is often unreported by our
firms. Third, given the high level of CEO turnover in the sample, it is highly
uncertain when (or whether) the options will be exercised. Fourth, standard
option-pricing models assume a fixed exercise price, which is inconsistent
with our earlier evidence that sample firms frequently reprice out of the
money options. Finally, our approximation creates a bias against finding an
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increase in the sensitivity of CEO wealth to shareholder wealth, thereby
strengthening certain results reported below.?®

A. Sensitivity of CEO Cash Compensation and Wealth to Stock Price
Performance

Panel A of Table VIII presents estimated regressions that relate A(CEO
cash compensation) and A(CEO total wealth) to current period stock price
performance, denoted A(shareholder wealth). Stock price performance is
defined as the annual change in the market value of the firm’s common stock
(adjusted for dividends and converted into constant 1989 dollars). Regres-
sions do not include an intercept term, consistent with how we model CEO
incentives.” When an intercept is included the associated coefficient is
statistically insignificant and other results are qualitatively unchanged. Re-

%8 The annual change in the CEO’s wealth due to changes in the value of his or her option
holdings equals

(Q + AQ)(P + AP) — QP + option exercise profits

where Q and P are the beginning-of-year number and unit value of the options, and A is the
annual difference operator. Option exercise profits have to be added back because exercising
options converts one form of wealth (options) into another (cash) without affecting the level of
wealth. Rearranging this expression yields

QAP + AQ(P + AP) + option exercise profits

The first term in the expression represents the change in CEO wealth due to changes in the
value of options held at the beginning of the year. In our estimates, AP is replaced by the annual
change in the stock price times 0.6. Since few CEOs in our sample exercise stock options (options
are either out-of-the money or so recently granted that exercise is premature), AQ, and therefore
the sum of the second and third terms, is generally nonnegative. Thus, our estimate of the
change in CEO wealth due to options (QAP) is biased downwards relative to the true change in
CEO wealth. This bias is reinforced by our use of the constant multiplier 0.6. When the firm’s
stock price increases (which occurs more often in our sample after a bankruptcy or debt
restructuring), the slope of the true option-pricing function (and thus the sensitivity of CEO
wealth to shareholder wealth) rises, whereas we assume it to be unchanged (at 0.6).

2 We assume the following linear relation between CEO total wealth and shareholder wealth
(for the ith firm in year ¢):

(CEO total wealth),; = a; + b(shareholder wealth);, + e;,.

The intercept term a; represents the effects of various omitted factors which also affect the
CEOQ’s wealth, and which are assumed to be relatively unchanging over his or her tenure (firm
size, years of experience, native ability, etc.). To obtain unbiased estimates of b from this model
using pooled data, the regression must include a separate intercept dummy variable for each
firm. Instead, we follow Jensen and Murphy (1990a, 1990b) and estimate the above relation in
first-differences:

A(CEO total wealth);, = b A(shareholder wealth);, + u;,.

The slope coefficient b represents the sensitivity of CEO wealth to the firm’s stock price
performance, and is assumed to be the same for all CEOs.
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sults are also robust to including lagged stock price performance, adjusting
for possible heteroskedasticity of the error term, and including a dummy
variable for each calendar year to control for potential clustering of firm-years
in calendar time.*

The regressions also include two sets of interactive terms. The dummy
variables DURING and AFTER control for shifts in the relation between
CEO compensation or wealth and firm performance over event time (a
possibility suggested by Figures 1 through 3). These variables equal 1 for
firm-years that fall during or after a bankruptcy or debt restructuring,
respectively, and 0 otherwise; in prior years both dummies are set equal to 0.
OUTSIDER and INSIDER are dummy variables that control for changes in
incentives due to CEO turnover (suggested by Tables V through VII). OUT-
SIDER equals 1 if the current CEO entered the sample as an outside
replacement, and 0 otherwise; INSIDER is defined analogously for inside
replacements. For original incumbent CEOs both dummies are set equal to 0.
Tests of statistical significance within subsamples defined by these interac-
tive dummies are based on an F-test of the null hypothesis that the sums of
the relevant regression coefficients are significantly different from zero.*'

The first regression in Panel A indicates the general absence of a positive
relation between CEO cash compensation and stock price performance in our
firms. In years during and after bankruptcy or restructuring, this relation is
not significantly different from zero for all three types of CEOs. However, in
the period that precedes bankruptcy or restructuring, the relation is positive
and significant for both kinds of replacement CEOs. The decline in pay-
performance sensitivity from the first to the second subperiod roughly
corresponds to the declining use of bonus plans shown in Figure 3. However,
evidence below suggests that stock returns are not simply a proxy for
accounting profits (which appear in bonus plan formulae).

The second regression in Panel A indicates generally that stock price
performance and changes in CEO total wealth are strongly, positively related
in our firms. The implied sensitivities are significantly greater than zero in
all three subperiods for both original incumbent and outside replacement
CEOs. Since our definition of CEO total wealth includes the value of CEO
stock and stock options, these last results are not surprising; as shown in
Table VI, original incumbents and outside replacements hold nontrivial

% Heteroskedasticity may be present because regressions relate dollar changes in CEO wealth
and shareholder wealth, which may increase with the level of each variable. However, we could
find no evidence of this by visually inspecting the residuals, and the results are qualitatively
unchanged when we estimate weighted least squares regressions, scaling all variables by the
absolute value of the annual stock price change.

31 For example, to assess the significance of the relation between outside replacement CEOs’
wealth and firm performance in years that follow bankruptcy or restructuring, we test whether
the sum of the estimated coefficients on (i) A(shareholder wealth), (ii) OUTSIDER*A(shareholder
wealth), and (iii) AFTER*A(shareholder wealth) is significantly different from zero.



452 The Journal of Finance

Table VIII

Estimated Coefficients from Ordinary Least Squares
Regressions Relating Annual Changes in CEO Cash
Compensation or Wealth to Corresponding Annual Changes in
Shareholder Wealth and Net Income

Regressions are based on pooled time series and cross-sectional data for 77 publicly traded firms
that either filed for bankruptcy under Chapter 11 or privately restructured their debt to avoid
bankruptcy between 1981 and 1987. A(CEO cash compensation) is the annual change in the
CEO’s reported cash compensation, excluding profits from exercising stock options. A(CEO total
wealth) is the sum of A(CEO cash compensation) and the corresponding annual change in the
value of the CEO’s stock options and his or her inside stockholdings. A(shareholder wealth) is the
annual change in the market value of the firm’s outstanding common stock. A(net income) is the
annual change in reported net income (before extraordinary items). DURING and AFTER are
dummy variables that identify whether an observation occurs during (DURING = 1, AFTER = 0),
after (DURING = 0, AFTER = 1), or before (DURING = AFTER = 0) a firm’s bankruptcy or
debt restructuring. OUTSIDER and INSIDER are dummy variables that identify whether a CEO
is an outside replacement (OUTSIDER = 1, INSIDER = 0), inside replacement (OUTSIDER = 0,
INSIDER = 1), or the original incumbent (OUTSIDER = INSIDER = 0). All nominal variables
are converted into constant 1989 dollars using the Consumer Price Index. Absolute values of
t-statistics are shown in parentheses.?

Dependent Variable
A(CEO cash
Independent Variable compensation) A(CEO total wealth)

Panel A: Performance Measured as Change in Real Shareholder Wealth

A(shareholder wealth) 0.0001 0.0263
0.8 (13.4
DURING* A(shareholder wealth) —0.0087 —0.0007
(1.6) ©.1)
AFTER* A(shareholder wealth) —0.0010 0.0330
(2.0° Q.7
OUTSIDER* A(shareholder wealth) 0.0008 -0.0102
1.8y 1.0
INSIDER* A(shareholder wealth) 0.0010 -0.0373
2.2 (3.3P
Adjusted R? 0.004 0.329
Sample size 429 413
Panel B: Performance Measured as Change in Real Net Income
A(net income) 0.0004 0.0963
1.0) 11.1P
DURING* A(net income) 0.0001 —0.0524
.1 4.2)P
AFTER* A(net income) 0.0013 —0.0425
(1.6) 23"
OUTSIDER* A(net income) —0.0002 —0.0844
0.5) (7.4)°
INSIDER* A(net income) —0.0004 —0.0441
0.8) (3.8
Adjusted R? 0.002 0.277

Sample size 324 313




CEO Compensation in Financially Distressed Firms 453

amounts of their firms’ common stock and stock options, respectively. The
total wealth of inside replacement CEOs, on the other hand, is not signifi-
cantly related to their firms’ stock price performance until the last subperiod.
For all three types of CEOs, the relation between total wealth and stock price
performance is strongest in the last subperiod (i.e., years after bankruptcy or
restructuring). For example, for outside replacement CEOs, the implied slope
coefficients that obtain in years before, during, and after bankruptcy or
restructuring are, respectively, 0.0161, 0.0154, and 0.0491.%

In dollar terms, this last result implies that when shareholder wealth
increases by $1000 in years after bankruptcy or restructuring, outside re-
placement CEOs realize an average $49.10 increase in their personal wealth
(corresponding wealth increases for inside replacement and original incum-
bent CEOs are $22.00 and $59.30, respectively). In general these numbers
greatly exceed those reported by similar studies that examine CEO compen-
sation in solvent firms. For example, Jensen and Murphy (1990a) find that
CEO wealth typically increases by only $2.67 (per $1000 increase in share-
holder wealth) for a sample of 2,213 CEOs listed in Forbes’ Executive
Compensation Surveys from 1974 to 1986.%

32 These implied slope coefficients are obtained by adding the coefficients of the appropriate
variables from the second regression in Table VIII. For instance, the 0.0154 slope coefficient for
outside replacement CEOs in the “during” subperiod equals the sum of 0.0263 plus —0.0007 plus
—0.0102.

33 We derive the $2.67 figure by summing the estimated slope coefficients reported in Tables 1,
2, and 3 of Jensen and Murphy (1990a) that correspond most closely to our own definition of CEO
wealth changes (i.e., the sum of changes in cash compensation and changes in the value of stock
and stock options). Jensen and Murphy also estimate the wealth implications of CEO dismissals
due to poor stock performance. However, their upper bound estimate of the total CEO wealth
change per $1,000 change in shareholder wealth is still only $3.25, with (median) inside stock
ownership accounting for $2.50 of the total change.

2 Observations include all changes in CEO compensation between consecutive fiscal years that
fall within six years on either side of when firms file for bankruptcy or start to restructure their
debt. For reasons explained in the text, in all regressions the intercept term has been sup-
pressed. The annual change in the value of CEO stock options equals the number of shares
issuable upon exercise of all options held at the beginning of the period X (0.6) X the correspond-
ing change in the stock price since the previous fiscal year-end. The annual change in the value
of the CEO’s inside stockholdings equals A(shareholder wealth) X the fraction of outstanding
common stock held by the CEO at the beginning of the fiscal year. Stock prices and number of
shares outstanding are obtained from Standard and Poor’s Stock Owner’s Guide. All stock prices
are adjusted for splits and dividends, and have been converted into constant 1989 dollars using
the Consumer Price Index. “Outside replacements” are CEOs who have been affiliated with their
firms for less than three years when they first become CEO during the sample period, while
“inside replacements” have been affiliated with their firms for more than three years. “Original
incumbents” are the original CEOs at the beginning of the sample period.

b Significantly different from zero at the 1 percent level.

¢ Significantly different from zero at the 5 percent level.

4 Significantly different from zero at the 10 percent level.
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One possible reason why we obtain higher slope coefficients is that Jensen
and Murphy analyze much larger firms (in real terms, the median market
value of shareholders’ equity in their sample is about six times as large as the
median book value of assets for our firms). As a result, percentage CEO stock
ownership tends to be significantly higher in our firms (sample median CEO
ownership equals 1.5%, compared to 0.16% in Jensen and Murphy’s sample).

However, our conclusions are qualitatively unchanged when we control for
firm size. For a subset of smaller firms examined by Jensen and Murphy
(1988 annual sales of less than $750 million), the median CEO experiences a
$16.96 increase in his or her personal wealth per $1000 increase in share-
holder wealth (based on firm-specific data reported in Jensen and Murphy
(1990c)). These firms are of roughly the same size as our firms, which report
mean and median annual sales of $862 million and $205 million, respectively,
in the year prior to bankruptcy or restructuring (see Table I). We also obtain
significantly higher slope coefficients than Jensen and Murphy when we
reestimate our regressions for a reduced sample that excludes CEOs who own
relatively large amounts (greater than 1%) of their firms’ stock. Finally, our
estimated regression coefficients are qualitatively unchanged when we con-
trol for within-sample variation in firm size by including the interactive term
SIZE*A(shareholder wealth), where SIZE is variously defined as the book
value of total liabilities, the book value of total assets, and the natural
logarithms of both variables.

The above analysis suggests that the high sensitivity of CEO wealth to
shareholder wealth in financially distressed firms is not simply an artifact of
the small size of these firms (compared to solvent firms). Other explanations
for our findings include the possibility that financial distress creates an
organizational “crisis” within the firm that results in the interests (wealth) of
managers and owners becoming more closely aligned (Jensen (1989)). As well,
upon regaining their financial health, firms may reward managers for any
past financial sacrifices that were made during financial distress (see foot-
note 26). This last possibility is consistent with our finding of significantly
higher slope coefficients in the period after bankruptcy or restructuring.

B. Sensitivity of CEO Cash Compensation and Wealth to Earnings
Performance

The large number of firms in our sample that both reduce their CEOs’
salary and bonus and report annual losses suggests that CEO cash compen-
sation may be systematically (positively) related to firms’ earning perfor-
mance. We test for this relation in Panel B of Table VIII. Regressions are
specified as in Panel A, except A(shareholder wealth) is replaced by A(net
income), defined as the annual dollar change in reported net income before
extraordinary items (in constant 1989 dollars). Our conclusions are qualita-
tively unchanged when we use alternative measures of earnings performance,
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including the change in annual earnings before interest and taxes (EBIT),
and the annual percentage change in the rate of return on assets (EBIT
divided by the book value of assets at the beginning of the year). Estimated
coefficients are also largely unchanged when we include a separate “loss
dummy” variable that equals 1 in years that firms report negative net income
(before extraordinary items), and O otherwise, on the grounds that large
increases in earnings may not imply favorable performance if earnings are
still negative after the change (DeAngelo et al. (1992b)). Finally, results are
robust to including one-year lagged earnings performance in the regressions.

The first regression in Panel B indicates that CEO cash compensation and
net income are unrelated except in the last subperiod (after bankruptcy or
restructuring), when the relation is positive and significant for all three types
of CEOs. This last finding is consistent with evidence that CEO cash compen-
sation and earnings performance are significantly (positively) correlated in
solvent firms (Lambert and Larcker (1987), Jensen and Murphy (1990a),
Sloan (1993)). The second regression in Panel B, however, indicates that
earnings performance in our sample is positively related to CEO total wealth
only for original incumbent CEOs; the estimated relation for both kinds of
replacement CEOs is generally either insignificant or negative.

The contrast between results in Panels A and B suggests that earnings and
stock returns convey different information about managers’ performance in
our sample.** However, the relation between CEO wealth and performance is
arguably smaller in economic terms when performance is measured by
changes in net income. For example, the largest (positive or negative) slope
coefficient in Panel B is 0.0963, representing the relation between incumbent
CEOs’ total wealth and net income in the first subperiod (before bankruptcy
or restructuring). This coefficient value implies that CEO wealth rises on
average by $96.30 for each $1000 increase in net income in these CEO-years.
Assuming that the market value of common stock is the present discounted
value of earnings and that earnings follow a random walk, a $1000 increase
in net income in turn implies a $20,000 increase in shareholder wealth
(assuming a real discount rate of 5%). In other words, CEO wealth increases
by only $4.82 per $1000 increase in shareholder wealth for this subsample on
average; for the rest of the sample the implied change in CEO wealth is
considerably smaller.*®

3 Although A(net income) and A(shareholder wealth) are positively correlated over the event
period, the simple pairwise correlation between these variables is only 0.17 ( p-value less than
0.01); moreover, the two performance measures are uncorrelated in the last subperiod (after
bankruptcy or restructuring). Of course the true relation between these variables could still be
significant but nonlinear.

% Jensen and Murphy (1990a) perform a similar analysis for their sample of solvent firms, but
find that earnings and stock price performance have approximately the same economic impact on
CEO wealth.
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Collectively, the evidence in Table VIII therefore suggests that the sensitiv-
ity of CEO wealth to the firm’s stock price increases after financial distress,
while earnings performance explains much less of the observed variation in
CEO compensation or wealth.

V. Summary and Conclusions

This paper studies how senior management compensation policy changed
in 77 publicly traded firms that filed for bankruptcy or privately restructured
their debt to avoid bankruptcy during 1981 to 1987. We find that incumbent
senior managers in our sample incur significant personal losses as a result of
their firms’ financial distress. Almost one-third of the CEOs in our sample
are replaced in a given year around default, and those who remain often take
substantial cuts in their salary and bonus. Newly appointed CEOs with ties
to previous management are paid 35% less (at the median) than the outgoing
CEO. In striking contrast, the median CEO hired from outside the firm earns
36% more than his or her predecessor. Outside replacement CEOs, who
represent 60% of all new CEO hires, also typically receive large grants of
stock options as part of their compensation.

Our evidence suggests that compensation policy is often an important part
of firms’ overall strategy for dealing with financial distress, through provi-
sions that change managers’ incentives or facilitate negotiations with credi-
tors. For example, almost a third of our firms lower the exercise price of
outstanding executive stock options which have fallen out of the money.
Sometimes senior managers’ compensation is tied to the successful resolution
of the firm’s bankruptcy or debt restructuring, or based on the value of
payoffs to creditors.
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