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Abstract

After a large bank merger, the compensation of the surviving bank’s CEO often increases mate-
rially. Theories of executive compensation based on managerial productivity and optimal incentives
suggest that changes in CEO compensation are related to the potential gains from merger. Alter-
natively, compensation gains might result from an increase in bank size regardless of whether the
merger creates value. We examine mergers among billion-dollar banks in the 1990s and find re-
sults consistent with managerial productivity. Specifically, we show empirically that changes in CEO
compensation after mergers are positively related to anticipated gains from merger measured at the
announcement date. Other changes in the structure of compensation are also consistent with hypothe-
ses based on managerial productivity and incentive restructuring.
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1. Introduction

Mergers and acquisitions in the US banking sector substantially increased the aver-
age size of banking firms in the 1990s. Managers of large firms, in general, tend to earn
higher compensation than managers of small firms, an observation that generates diverse
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and sometimes controversial inferenéds this study, for instance, we document that CEO
compensation at prominent US banks increases, on average, following mergers with other
prominent banks. The interesting question raised by this is: Why does CEO compensation
increase following US bank mergers?

On the one hand, the correlation between firm size and managerial compensation is
sometimes interpreted as a result of empire building. Specifically, boards of directors might
benchmark managerial compensation for firm size, and managers therefore have incentives
to increase firm size so as to realize higher compensation (Jensen, 1989). Obviously, ac-
quiring another bank is one way for managers to increase firm size and perhaps enjoy
greater size-related personal benefits.

On the other hand, a relation between firm size and compensation levels is consistent
with markets for managerial labor in which the largest firms bid up the compensation
of highly-skilled executives because their managerial product is higher at such firms. In
particular, managerial product might increase after a merger since the organization is larger
and more complex and more is demanded of the manager (Demsetz, 1995). An increase in
managerial compensation might follow the confirmation of the talent of the manager and
putting it to the test at the newly merged bank. In particular, the manager must identify and
realize sources of potential cost savings and revenue enhancements, restructure assets, and
reconfigure the organization. None of these changes or the requisite decisions will occur
by themselves; managerial effort must be expended and managerial discretion carefully
exercised. Managerial compensation should therefore increase commensurately with the
expected value gains from the merger.

To test these explanations we identify a sample of 97 mergers between billion-dollar
banks in the 1990s and analyze data on managerial compensation. We first document an
economically-significant average increase in CEO compensation after mergers. CEO cash
compensation, for example, increases by a mean (median) of 64% (29%), and total com-
pensation increases by a mean (median) of 127% (75%). The ratio of long-term to total
compensation increases from a mean (median) of 28.9% (35.3%) to 42.1% (43.0%). The
increase in this ratio can be viewed as an enhancement of performance incentives because
the ultimate value of long-term compensation, which includes stock options and other long-
term incentive payouts, depends on future performance (Mehran, 1995).

Jointly observing higher pay and greater performance incentives is consistent with the
notion that a newly-merged bank requires and rewards greater managerial effort (Demsetz,
1995). We further test this hypothesis by examining the relation between changes in CEO
compensation and gains from merger. The acquirer bank pays a premium for the target
that reflects the anticipated gains from merger, and after the merger the CEQO’s efforts must
be focused on realizing these anticipated merger gains. We measure expected gains from
merger as the value-weighted change in market values of the target and bidder banks upon
announcement of the merger. The value change at announcement can be viewed as the
financial market’s expectation of gains from organizational efficiencies, product and geo-
graphic diversification, cost savings, and revenue enhancements (Houston and Ryngaert,
1994; Houston et al., 2001; DeLong, 2001). Under the hypothesis that greater managerial

1 See Rosen (1992) for a summary of seminal work on this topic.
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effort will be directed at realizing these merger gains, a positive relation between changes
in compensation and the financial market's assessment of merger gains would suggest ef-
ficient restructuring of managerial incentives.

Consistent with our predictions, we show that changes in CEO compensation after
mergers are positively related to expected merger gains. This inference is confirmed in
multivariate analysis that also controls for bidder bank size, target bank size, and other
bank-specific and manager-specific variables. Specifically, we find that the changes in the
log value of compensation are positively related to expected merger gains and, in the case
of cash compensation, changes in operating profits. This relation appears economically sig-
nificant; for a CEO with median before merger cash (total) compensation, a merger with
expected value gains at the 3rd quartile predicts a $246 thousand ($463 thousand) larger
pay raise subsequent to the merger than if the merger gains were at the 1st quartile. In con-
trast to Bliss and Rosen (2001), we do not find a statistically significant positive relation
between changes in compensation and target assets.

Based on these results we are inclined to view increases in CEO compensation after
bank mergers as indicative of restructured incentives for CEOs required to focus their
talents on the realization of merger gains in a more complex organization. It seems less
persuasive to argue that these changes in compensation represent windfall benefits to
bank CEOs who increase bank assets via merger. Of course, this is not to say that every
management-proposed merger makes sense or that every post-merger pay raise is well
deserved. On balance, however, general patterns in CEO compensation following bank
mergers appear consistent with a market for corporate control that rewards efficient asset
consolidation and a managerial labor market that rewards managerial productivity.

In Section 2 we review the impact of mergers on CEO compensation and develop hy-
potheses to explain why we might observe these effects. In Section 3 we describe our
sample of bank mergers. In Section 4 we summarize data on levels and changes in CEO
compensation of merging banks. In Section 5 we provide results from multivariate analysis
of changes in CEO compensation. We offer a conclusion in Section 6.

2. Firm size, executive compensation and mergers

A cross-sectional relation between firm size and executive compensation is a ubiquitous
empirical finding (Rosen, 1992; Jensen and Murphy, 1990). Labor market theory suggests
that this relation is the outcome of matching more talented executives with larger firms in
which their managerial product is maximized (Rosen, 1992; Himmelberg and Hubbard,
2001). On the other hand, the relation between firm size and executive compensation is
sometimes viewed as evidence that managers have opportunities to enjoy personal benefits
that are related to firm size. Jensen (1989, p. 66), for example, argues “managers have
many incentives to expand company size beyond that which maximizes shareholder wealth.
Compensation is one of the most important incentives.” Implicit in this empire-building
story, at least with respect to executive compensation, is the assumption that boards of
directors naively set CEO pay according to firm size regardless of how growth is achieved
or what costs to investors are incurred.
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Growth through mergers is one way to rapidly increase the size of a firm, and thus
several studies examine how executive compensation at non-financial firms changes after
mergers. Lambert and Larcker (1987) report that CEO compensation increases only when
mergers create wealth for investors. Avery et al. (1998) report that CEO compensation
growth at firms that merge does not outpace that for firms that do not merge but also that
compensation growth at merging firms does not depend on whether acquisitions increase
shareholder wealth. Rose and Shepard (1997) and Berry et al. (2002) find that salaries
of CEOs of diversified firms are larger than those of similarly-sized but less-diversified
firms (approximately 13% and 11%, respectively, higher for diversified than focused firms).
Based on additional evidence they infer that this relation is due not to managerial entrench-
ment but rather to greater task complexity and higher managerial product for the diversified
firms.

The findings described above are for samples of non-financial firms. Bliss and Rosen
(2001) report that CEO compensation increases with changes in asset size due to internal
growth or mergers for 32 billion-dollar banks from 1986-1995. They interpret the correla-
tion between merger-related changes in firm size and compensation as evidence of empire
building, but they do not investigate alternative explanations. In effect, Bliss and Rosen
suggest that a CEO at a bank of any size is matched according to his talent and has incen-
tives to engage in mergers to take advantage of a size-benchmarked compensation policy
and earn more than he deserves. This perspective is appealing to critics of bank merg-
ers, especially in light of the difficulty in observing efficiency gains from mergers and the
mixed empirical evidence on their magnitude (Houston and Ryngaert, 1994; Calomiris,
1999; Becher, 2000; Kane, 2000; Houston et al., 2001).

We believe that alternative explanations for the observed increase in CEO compensation
after bank mergers merit investigation for several reasons. First, the extent to which man-
agerial self-interest has motivated or accompanied consolidation of the US banking sector
as observed during the past two decades is arguable (Gorton and Rosen, 1995; Houston et
al., 2001). The merger wave in the US banking sector appears to be a response to regu-
latory, technological, and other economic shocks that reward consolidation, restructuring,
and geographic and product market diversification (Mitchell and Mulherin, 1996; Berger
et al., 1999; DelLong, 2001). Indeed, Mulherin and Boone (2000) show that the banking
sector leads all others in terms of merger frequency in the 1990s. Becher (2000) reports, for
example, 558 mergers of US banks between 1980 and 1997 involving transactions of more
than $187 billion in bank equity. More than 60% of these mergers, accounting for 76%
of total deal value, occurred in the 1990s. In light of merger activity of this magnitude,
it seems to make sense to view bank mergers as a manifestation of efficient restructuring
rathezr than managerial empire building, although anecdotal examples of the latter certainly
exist:

Second, extant evidence indicates that, in general, bank boards of directors structure
managerial incentives to promote value-enhancing decisions (Barro and Barro, 1990;
Crawford et al., 1995; Hubbard and Palia, 1995; Houston and James, 1995; Talmor and

2 Hugh McColl, formerly of Nations Bank (now Bank of America), is perhaps the most well-known example
of a CEO who rapidly expanded his bank via mergers, often evoking prais&tfeésall Sreet Journal, April
17, 1995, B3) and sometimes attracting criticism (BeeEconomist, January 27, 2001, 71-72).
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Wallace, 2000; Ang et al., 2002). Such evidence casts doubt on the notion that boards of
directors naively follow a policy of benchmarking CEO compensation according to firm
size and award CEOs of recently-merged banks an undeserved compensation windfall.
Rather, merger proposals by managers who aspire to control the combined bank receive
intense scrutiny from regulators, financial markets, and boards of directors of both target
and bidder banks. Indeed, the board of directors’ efforts at identification of the management
team and the structuring of its incentives may be as important as deciding which assets to
combine via a bank merger. A successful merger, therefore, can be viewed as a value en-
hancing combination of assets under the management of executives best suited to exploit
potential merger gains. In other words, a completed merger is confirmation of the bidder
bank’s management as best suited to direct the difficult task of subsequent restructuring
and realization of merger gains.

Consequently, we believe that theories based on efficient managerial labor markets pre-
dict an increase in managerial compensation after a merger. In essence our view is similar
to that stated by Demsetz (1995, pp. 126-127), “Firm.sizeffers a reasonable index
of management productivity. Merge two firms and ask whether the CEO of the new firm
has a more difficult and important task than the CEOs of either of the two smaller pre-
merger firms.” An increase in compensation after a merger can therefore be viewed as
consistent with enhanced managerial productivity especially with regard to task complex-
ity.

This managerial productivity hypothesis also generates the additional prediction that
post-merger increases in CEO compensation are related to expected merger gains. The
expected gains from cost cutting, revenue enhancement, and product or geographic diver-
sification motivate the merger itself, and CEOs should receive compensation incentives
for their realization. Furthermore, performance-based incentives whose ultimate value de-
pends on realization of merger gains, such as long-term compensation, should also increase
commensurate with the magnitude of the gains themselves. Observation and measurement
of merger gains in an industry undergoing a consolidation wave are inherently difficult
(Calomiris, 1999; Kane, 2000; Houston et al., 2001). However, the combined changes in
value to bidder and target banks at merger announcement proxy for the expected gains from
the proposed merger (Houston et al., 2001), and thus are expected to positively affect CEO
compensation levels. In the next section we describe the data and methods for investigating
these predictions.

3. Sample of bank mergers

To create a sample of bank mergers, we select all firms from the Center for Research
in Security Prices (CRSP) tapes from 1990-1997 that have a delisting code in the 200s or
300s. To focus on banks, we choose all firms with a 3-digit SIC code of 602 (banks) or 671
(holding companies). This results in a preliminary sample of 498 observations. From this
preliminary sample, 132 firms are deleted because they are not bank holding companies
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(e.g., oil companies, shipping conglomerates, etc.), nine additional firms are removed for
technical reasons, and 25 are eliminated for missing key%data.

This process results in a sample of 332 bank mergers from 1990-1997. For both the
bidder and target firms we collect the following variables: CUSIP number, assets, state,
geographic region, initial merger-announcement date, completion date, and amount of the
merger (dollar millionsy. From this sample of 332 bank mergers, we select all mergers
where both the target and bidder firms meet the following criteria: initial announcement
date after January 1, 1990; merger completed by December 31, 1997; headquartered in
the USA, assets greater than one billion dollars in the year prior to merger announgement
and publicly available data on compensation structure and other related variables. The final
sample is 97 bank mergers over eight years (1990-1997).

We focus on mergers in the 1990s for several reasons. First, large bank mergers across
geographic regions, in general, did not occur until the banking industry was deregulated
and regional compacts formed beginning in the early 1990s. Consistent with changes in
the types of mergers and their motives, Becher (2000) reports that announcement returns
to bidders are significantly less negative in the 1990s when compared to earlier periods.
Second, compensation data on proxy statements is better recorded in the 1990s compared
to earlier time periods, and proxy statements themselves are more readily available. Our
sample period differs from Bliss and Rosen (2001) period of 1986—1995, and therefore our
samples are not directly comparable.

Tables 1 and 2 provide summary data on the sample mergers. Panel A of Table 1 details
summary statistics by year including the number of mergers, as well as the mean, median,
and total value of these mergers. The contents of Table 1 indicate that the value of these
mergers increases throughout the 1990s and that a unique bidder firm undertakes about
87% of the mergers. In other words, very few large bank mergers are contestedevents.
Table 2 reports the asset values of target and bidder firms. The number and size of the bid-
ders and targets in our sample represent a considerable portion of the overall market. The
number of mergers in the sample represents approximately 30% of all public bank merg-
ers from 1990-1997. Total bank assets acquired over the eight years are nearly $1 trillion
dollars, with roughly $400 billion of those assets acquired in 1995 alone. Our sample bid-
ders have mean pre merger assets of $42.35 bhillion, which compares to Bliss and Rosen’s

3 This sample is a subset of that in Becher (2000) where the author provides a more detailed description of the
variables collected and a thorough explanation of firms excluded.

4 Data for these mergers are collected from the following sourekEsgers and Acquisitions, Merger Stat
Review, Wall Street Journal Index, Capital Changes Reporter, PredicastdMerger & Acquisition Sourcebook,

Moody'’s Banking and Finance Manual, Moody’s Industrial Manual, New York Times Index, American Banker,
Lexis-Nexis, SNL Securities, andDow Jones News Retrieval.

5 These asset criteria are due, in part, to the difficulty in obtaining data for firms with less than $1 billion in
assets. Most of these smaller firms are traded on the NASDAQ Bulletin Board system (infrequent trades with no
return data) and do not have much public information available (a search of the SEC archives reveals that many
do not have SEC filings).

6 Becher and Campbell (2002) find similar results for a sample of 443 bank mergers from 1990-1999. More-
over, Becher (2000) documents that, for a sample of banks that have at least one unsuccessful takeover attempt
from 1980-1997, almost all of these banks were eventually acquired, completed a merger of equals, or went out
of business within the next few years. Thus, focusing on successful bids only is not likely an issue in this analysis.
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Table 1
Summary data on sample bank mergers

A. Summary statistics on firm value

Year Numberof No.ofuniqgue Value of all mergers Mean value of merger Median value of merger
mergers bidders ($ millions) ($ millions) (% millions)

1990 3 3 829 276 262

1991 17 13 14681 864 432

1992 16 13 8750 547 451

1993 16 15 8671 624 299

1994 10 9 6794 679 353

1995 20 19 42692 2135 1107

1996 8 8 13596 1700 645

1997 7 6 17544 2506 1200

All 97 86 113558 1171 514

B. Cumulative abnormal returns

Firm No. of observations Mean Median Minimum Maximum

Target 97 1515% 1404% —36.00% 57.60%
(0.00 (0.00

Bidder 97 —1.12% —1.85% —10.93% 19.79%
(0.09) (0.02

Combined 97 V0% Q63% —6.65% 25.05%
(0.00 (0.10)

Notes. This table provides summary data for a sample of 97 bank mergers from 1990-1997. Panel A details
summary statistics on firm value. Panel B provides cumulative abnormal returns for targets and bidders, and
changes in combined firms market values. Bank mergers are: all completed acquisitions of any banking firm
(with an SIC code=612_, 671_) listed on the CRSP tapes denoted by a delist code in the 200s or 300s with
assets greater than or equal to one billion dollars prior to the merger announcement. The number of mergers is
determined based on the year of the announcement date. The value of a merger is determined by multiplying the
number of shares outstanding times the price of the stock at completion of a merger as defined in articles from
various financial sources. Cumulative abnormal returns are calculated over a seven-day event(wide®y

around thdnitial announcement date. Combined market value returns are based on the relative return (adjusted
for firm size) of the target and bidder firms around the merger announcement event window. Geometric cumulative
abnormal returns are found by multiplying the product of that day’s abnormal return times the previous cumulative
product,((1+ ar;) * (1+ ar;_1)), and then subtracting off one from the final product, whereis theith day
abnormal return andr;_1 is the cumulative product of all the days abnormal returns prior tatthelay. The

CRSP value-weighted return index (including all distributions) was used to calculate abnormal returns. Tests of
statistical significancep-values, are in parentheses. For median retuprgalues are based on the Wilcoxon
signed rank test used to indicate if the median value is statistically different from zero.

sample of billion dollar banks over 1986—-1995 with reported mean (median) asset size of
$64.4 billion ($44.0 billion). On average, bidder firms are four to five times larger than the
target firms.

We implement standard event study methodology to estimate the wealth effects for bid-
ders, targets, and combined bidders and targets. Returns are calculated over a seven-day
event window(—5, +1) around the initial merger announcement date. Geometric cumula-
tive abnormal returns are found by multiplying the product of that day’s abnormal return
times the previous cumulative produ@tl + ar;) * (1 + ar;—1)), and then subtracting one
from the final product, wherer; is theith day abnormal return and-;_1 is the cumula-
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tive product of all the days abnormal returns prior toittieday. The CRSP value-weighted
return index (including all distributions) was used to calculate abnormal refioscom-

bined firm (bidder plus target) changes in value, we calculate announcement-period returns
along the lines of DeLong (2001). Combined firm changes in values are the daily changes
(from day —5 to day+1) in the sum of bidder and target market values around the an-
nouncement date, thereby taking into account the relative size of the two merging banks.
Specifically,

6
Combined firm change in valuaez Iog(
n=1

MVT;; + MVB;; > )

MVT;;—1+ MVB;;_1

whereMVT;; and MVB;; are the market value of equity of the target and bidder firms
associated with mergeron day:.8

Panel B of Table 1 reports abnormal returns to targets and bidders, and changes in com-
bined firms’ market values over a seven-day event winged, +1) around the merger
announcement date. Our results are consistent with prior studies of bank mergers in the
1990s (Becher, 2000; Becher and Campbell, 2002; Houston et al., 2001). In particular, we
find that targets gain value (mean 15.45%, median 14.04%), bidders do not gain (mean
—1.12%, median-1.85%), and these mergers result in a mean (median) combined change
in bidder and target shareholder wealth of 1.70% (0.63%).

4. Post-merger changesin executive compensation

For the 97 sample mergers we obtain compensation data from proxy statements, 10—
Ks, and other sources for the CEO and other executives for both target and bidder banks.
We collect data for the year before the merger announcement for both bidder and target
banks and for the year-end after the merger completion date for the combined Datek.
from proxy statements include annual salary, bonus, other annual compensation, long-term

7 Ccumulative abnormal returns were also calculated using the following: an arithmetic process, an equal
weighted market index, a market modell20 day to—30 days before the announcement window, and event
windows of different lengths without qualitatively changing the results.

8 We also calculate combined firm returns as a weighted average of pre-merger market value, as outlined in
Houston and Ryngaert (1994),

(MVT; % CART;) + (MVB; * CARB;)

Combined cumulative abnormal returas ,
(MVT; + MVB;)

whereMVT; andMVB; are the market value of equity of tlith target and bidder firm five days before the initial
announcement date, a@ART; andCARB; are the cumulative abnormal returns for tkietarget and bidder firm
over the seven-day event windaw-5, +1). Results for regression analyses were qualitatively similar to those
we report and do not materially affect our inferences.

9 If t_4 statements are not available, then same-year statements are used only if the data are compiled before
the initial announcement date. Otherwise, data fra filings are obtained. Similarly, if 1 filings are not
available, same-year statements are used on if the data are compiled after the merger. Otherwise, data from
filing are used.
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incentive payouts (LTIP), and all other long-term compensation. In long-term compen-
sation we include the options awarded that at the value reported by th&’fiva. also

collect additional background information on members of each bank’s executive commit-
tee from 10-Ks and/or proxy statements. These data include name, age, position in the
company, membership on board of directors, and previous position(s) in the bank and other
companies. We also collect the number of shares each executive controls, the number and
percentage of shares controlled by all officers and directors, and the number and percentage
of shares controlled by each outsider of the bank.

Ideally, we would measure broadly how compensation changes affect CEO wealth. For
instance, the change in a CEO’s compensation-related wealth should include the present
value of all future compensation as well as changes in expected severance or retirement
benefits. We restrict our analysis to reported annual compensation figures for several
reasons. First, the contractual severance benefit, when reported, is usually a lump-sum
payment equal to a multiple of recent salary (most frequently three times recent salary).
For many CEOs, therefore, changes in expected severance benefits will be proportionate
to observable changes in annual compensation. Second, few bidder bank CEQOs resign or
retire coincidentally with our sample mergéfsso we do not have sufficient sample size
to make inferences on how mergers affect severance or retirement b&hefits.

Table 3 shows compensation levels and changes for the top executives for our sample of
97 bank mergers from 1990 through 1997. Cash compensation is annual salary plus bonus
and other annual compensation. Total compensation is cash plus long-term compensation
such as the value of stock options, long-term incentive payouts, and all other long-term
compensation granted during the prior year. Panel A of Table 3 summarizes compensation
for CEOs of all sample banks. Before merger mean (median) cash compensation is $1.36
million ($1.16 million) for bidders, and the mean (median) level for total compensation is
$2.6 million ($1.7 million). These pre-merger compensation levels compare to the averages
of $1.6 million in cash compensation and $2.8 million in total compensation reported by
Bliss and Rosen (2001) across their 1986—1995 panel of data. Cash compensation increases
by a mean (median) of $431 thousand ($330 thousand) after a merger, or a mean (median)
percentage increase of 45% (28%). Total compensation increases by a mean (median) of

10 \We do not attempt to measure independently the value of awarded options because we are primarily inter-
ested in changes in compensation from pre merger levels to post merger levels. We presume that the methods for
valuing newly awarded options do not change materially from year to year for sample banks.

11 There are two cases of seemingly premature resignations (one bidder CEO at age 53 and one at age 59). Ac-
cording to proxy statements, these CEOs received severance benefits with maximum estimated values of $1.955
million and $1.655 million, respectively. These packages are consistent with what had been disclosed in pre-
merger proxy statements and do not appear to be excessive in comparison with compensation nor inflated because
of the merger itself. There are three cases of normal CEO retirement at age 65 or older. Retirement benefits for
these three cases, as discussed in proxy statements, do not appear to be excessive in relation to compensation.
In addition, two former bidder CEOs remained employed as compensated chairmen of the post-merger bank and
two CEOs became ‘president and COO’ but subsequently regained the CEO title within three years. None of
these latter four changes in title appear to trigger any severance benefits.

12 |n contrast, severance packagesaagiet banks would appear to be a fruitful avenue for additional research.
Hartzell et al. (2002), for example, find that executives of merger targets often benefit from severance pack-
ages that replace lost future income and facilitate merger completion. Similarly, Mehran et al. (1998) find that
managerial incentives, including severance benefits, condition decisions to liquidate corporations.
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Table 3
Compensation for top executives

Pre-merger Post-merger
Variable Mean Median Min Max Mean Median Min Max
A. All CEO compensation
Cash compensation 1361 1155 448 4321 1792 1630 423 6148
Total compensation 2646 1667 506 ,264 4023 2581 683 2864
Change in cash, $ n.a. n.a. n.a. n.a. 431 330 —2656 3652
Change in total, $ n.a. n.a. n.a. n.a. 1377 110710,272 16700
Change in cash, % n.a. n.a. n.a. n.a. .345 280 —634 6224
Change in total, % n.a. n.a. n.a. n.a. D2 624 —738 5911
Long-term to total
compensation, % 289 353 0.0 922 421 430 0.0 922
B. Continuing CEOs
Cash compensation 1337 1154 478 4321 1730 1647 423 6148
Total compensation 2704 1687 506 ,264 4003 2581 683 26864
Change in cash, $ n.a. n.a. n.a. n.a. 393 337 —1459 3652
Change in total, $ n.a. n.a. n.a. n.a. 1299 1148-10,272 16700
Change in cash, % n.a. n.a. n.a. n.a. .844 280 —46.4 6224
Change in total, % n.a. n.a. n.a. n.a. B9 708 —738 5911
Long-term to total
compensation, % 289 345 0.0 922 425 429 0.0 922
C. Successor CEOs
Cash compensation 1333 1151 448 4190 1960 2374 812 2580
Total compensation 2140 1558 718 7893 4560 4610 812 ,642
Change in cash, $ n.a. n.a. n.a. n.a. 627 403 —2656 2071
Change in total, $ n.a. n.a. n.a. n.a. 2420 1796 —4965 11125
Change in cash, % n.a. n.a. n.a. n.a. .860 300 —634 1455
Change in total, % n.a. n.a. n.a. n.a. 103 841 —62.9 5341
Long-term to total
compensation, % 288 366 0.0 502 398 437 0.0 686
D. Power sharing CEOs
Cash compensation 1971 1933 506 3318 2491 2301 812 3990
Total compensation 3533 3063 506 ,264 6436 3061 812 26864
Change in cash, $ n.a. n.a. n.a. n.a. 520 702 —-132 2006
Change in total, $ n.a. n.a. n.a. n.a. 2903 2503 -10 20839
Change in cash, % n.a. n.a. n.a. n.a. .339 793 —-124 4539
Change in total, % n.a. n.a. n.a. n.a. IBO 1383 -0.4 5771
Long-term to total
compensation, % 26.2 366 0.0 496 437 367 0.0 580

Notes. This table provides compensation data for top executives for a sample of 97 bank mergers from 1990-1997.
Bank mergers are all completed acquisitions of any banking firm (with an SIC=e@d®_, 671_) listed on the

CRSP tapes denoted by a delist code in the 200s or 300s with assets over one billion dollars prior to the merger
announcement. Panel A details compensation for all CeQs 97). Panel B provides compensation for firms
where the CEO did not change from before the merger announcement to after the merger comipiet@f.

Panel C shows compensation for firms where the CEO changed from before to after the (merddp. Panel

D denotes compensation for mergers where the CEO from before the merger announcement must share control
with another executive aftgn = 10). Cash compensation ($ thousands) is defined as annual salary plus bonus
and other annual compensatidital compensation ($ thousands) is defined as cash compensation plus the value

of stock options, long-term incentive payouts, and all other long-term compensation granted during the prior
year. Long-term to total compensation is long-term compensation (total-cash compensation) divided by total

compensation, in %.
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$1.4 million ($1.1 million), corresponding to mean (median) percentage increases of 93%
(63%). Our sample period and methods do not directly correspond to those of Bliss and
Rosen (2001), but consistent with their findings we also show that CEO compensation
increases materially after mergdér.

Both cash and total compensation (which includes long-term compensation) increase af-
ter merger, but the proportionate change in total compensation is substantially larger. Mean
(median) long-term compensation as a proportion of total compensation increases from
28.9% (35.3%) to 42.1% (43.0%) after the merger, atests for differences between the
mean long-term to total compensation ratio pre merger versus post merger are significant
at better than the 1% levét. The ultimate value of long-term compensation, composed of
stock options and long-term incentive payouts, depends on future performance and the re-
alization of merger gains. Mehran (1995) provides evidence suggesting that the incentive
provided by equity-based compensation apparently leads to better performance at non-
financial firms. With respect to the banking sector, Crawford et al. (1995) and Hubbard
and Palia (1995) report that material changes in banks’ operating environments due to
deregulation also prompt increases in incentive pay. Consequently, one interpretation of
the disproportionately large increase in total compensation is an efficient recontracting
with the CEO to provide him with incentives for improved firm performance and realiza-
tion of merger gains. In short, the merger represents a material change in the nature of the
organization requiring proportionately more incentives for performance.

Panels B-D of Table 3 classify the sample banks on post-merger CEO status. These
categories include no change in CEO, change in CEO, and mergers where the CEO shares
power after the merger is completed (i.e., in some cases, the CEO gives up the title of Chair-
man to another executive). It is possible for a merger to be listed in multiple categories.
For example, if a firm experienced no turnover in CEO, but a power-sharing arrangement
occurred, then that merger would be listed in both the no-change and power-sharing cat-
egories. Panel B of Table 3 provides compensation data for firms where the CEO did not
change from before the merger announcement to after the merger completion. Panel C
shows compensation for firms where the CEO changed from before to after the merger.
Panel D denotes compensation for mergers where the CEO from before the merger an-
nouncement shares control with another executive after the merger.

A comparison of compensation of continuing CEOs versus new CEOs offers some in-
formal evidence on the managerial labor market. At the time of the merger, boards have

13 Because we employ an event-study style analysis, our reported data are not directly comparable to Bliss and
Rosen (2001) panel data statistics in which compensation changes for frequently acquiring banks are averaged
across years regardless of whether a merger occurred in a given year. Reported compensation changes in our
sample are larger because we focus on years in which a merger occurred. Bliss and Rosen report that billion-dollar
banks that they classify as frequent acquirers over the 1986—1995 period display average annual cash and total
compensation changes of 12.0% and 10.8%, respectively, versus 7.7% and 9.8% for infrequent acquirers (Table 4,
p. 122). Similarly, in their Table 8 (p. 131) they report that estimated annual change in total compensation for
these frequent acquirers has a mean (median) of $122,000 ($88,000).

14 Tests of equal means pre-merger and post-merger are also rejected at conventional significance levels for
continuing CEOs (Table 3, panel B) and “power-sharing CEOs” (Table 3, panel D). For the small number of
successor CEOs, their mean ratio of long-term to total compensation is higher (39.8%) than for their predecessors
(28.8%), but the-statistic is significant at only 16%.
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the option to retain the incumbent CEO or hire a new CEO. Retention of an incumbent
may be viewed as an explicit vote of confidence from the board. In other words, the match
between the competencies of the incumbent CEO and the restructured bank can be viewed
as a good one, and any changes in compensation viewed as commensurate with an increase
in the CEO’s marginal product or adjustments to provide incentives to realize gains from
merger. On the other hand, the hiring of a new CEO can be viewed as the outcome of the
board’s search for a better match than the incumbent CEO, and the compensation of new
CEOs can be viewed as that demanded by an efficient managerial labor market.

Compensation changes for continuing CEOs are shown in panel B, and panel C shows
compensation changes for new CEOs. The changes in compensation for continuing CEOs
are slightly smaller than the incremental compensation gained by nhew CEOs when com-
pared to their predecessors. Specifically, for new CEOs cash and total compensation in-
crease by a mean (median) of 61% (30%) and 103% (84%), respectively, compared to
their predecessors’ levels. Changes in cash and total compensation at a lower level are ob-
served for continuing CEOs for whom mean (median) percentage changes are 45% (28%)
and 90% (71%) respectively. These differences prove statistically significant in a multivari-
ate framework where we control for bank and merger characteristics (we omit these results
for brevity). This finding suggests that continuing CEOs do not experience increases in
salary greater than observed for newly-hired CEOs. Instead, changes in compensation for
incumbent CEOs are comparable to or smaller than those required when the board con-
tracts with a new CEO. In other words, the compensation terms required to recruit a new
CEO following a merger are roughly mirrored in the restructuring of incumbents’ compen-
sation packages. This seems indicative of efficient managerial labor markets rather than
board capture, entrenchment, self-dealing, or other explanations based on inadequate gov-
ernance.

Power sharing between executives from both the bidder and target bank may be an indi-
cation that the integration of the banks’ respective assets or personnel could be especially
difficult and managerial discretion in realizing merger gains is especially valuable. The dol-
lar and percentage changes in compensation for power-sharing CEOs, reported in panel D
of Table 3, are larger than the whole sample average. Specifically, for power-sharing CEOs
the mean (median) percentage changes in cash and total CEO compensation are 139%
(79%) and 180% (138%), respectively. This might suggest that such arrangements occur
in complex mergers in which the value of managerial discretion in achieving merger gains
may be highest.

5. Compensation changes and expected gains from merger

In this section we investigate the extent to which bank-specific and CEO-specific vari-
ables explain changes in CEO compensation around bank mergers. We are most intrigued
about the relation between compensation changes and expected merger gains measured
by the percentage change in combined bidder and target market values of equity upon
merger announcement. The combined value change upon merger announcement can be
viewed as the financial market's expectation of gains from merger (Houston and Ryngaert,
1994; Houston et al., 2001; DeLong, 2001). These merger gains could be obtained from
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organizational efficiencies, product and geographic diversification, cost savings, and rev-
enue enhancements. Indeed, the combined announcement return can be viewed not only
as the market's view on combining two banks’ assets but also the value of reassigning
the target assets to the control of bidder management. Managerial talent and effort must
be directed at turning these expectations into reality, and consequently a restructuring of
managerial incentives commensurate with the magnitude of the potential gains might be
expected.

Before presenting multivariate analysis, we first compare compensation changes for
samples of firms distinguished by a measure of expected merger gains and by the relative
size of target assets to bidder assets. In Table 4, we segment our sample of 97 bank mergers
into quadrants based on relative target size (below median vs. above median) and by our
measure of value enhancement due to merger (below median vs. above median). Holding
value enhancement from the merger constant, there appears to be no reliable relation be-
tween relative target size and changes in compensation. Specifically, tests for differencesin
means for compensation changes after acquisitions of relatively large targets versus acqui-
sitions of small targets fail to reject the null hypothesis of no difference. Holding relative
target size steady, however, changes in compensation appear to be higher following merg-
ers with above median merger gains versus those with below median gaing-vihees
associated with tests for differences in means are relatively small but still not significant

Table 4
Change in compensation by merger gains and relative target size
Value enhancement Target assets/bidder assets p-value ofz-test of
Below median Above median  difference in means
Below median
Change cash compensation 559,36280,426) 212,727 (261,499 0.48
Change total compensation 700,144 (486,926 850,930 (738,296) 0.84
N=25 N=24
Above median
Change cash compensation 5265(®33,973) 639,056 (521,813) 0.64
Change total compensation 2,353,718,199,308) 1,622,161 (1,311,833) 0.52
N =24 N=24
p-value ofz-test of difference in means
Change cash: below vs. above 0.33 0.07
Change total: below vs. above 0.17 0.15

Notes. This table examines changes in compensation among the top executives of 97 banks that undertake mergers
from 1990-1997 based on differences in wealth creation (value) and relative targ&irsizeal ue enhancement

is based on combined market value returns calculated as the change in the sum of target and bidder firms’ market
values over a seven-day windaw-5, +1) around the initial merger announcement d&eative target size is

based on the ratio of pre merger target to bidder assets. All compensation variables before the merger are as of
the year-end prior to the merger announcement date and for after the merger are as of the year-end end after the
closing date. Mean and median (in parenthesis) values are reported. For median petatioes are based on

the Wilcoxon signed rank test used to indicate if the median value is statistically different from zero. For changes
in cash and total compensation, differences between groups are calculated. For mean retwalsgeof the

t-test measuring differences in returns is reported. *, **, *** indicate significance at the 1%, 5%, and 10% level,
respectively.
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at conventional levels for all comparisons, howekiPerhaps this is to be expected given

the small sample size in each quadrant, the variation in compensation levels across sample
banks, and our failure to include bank-specific variables such as pre merger asset size of
the bidder bank and post-merger changes in operational performance.

We next conduct multivariate regression analysis that relates changes in compensation
to bank and CEO characteristics. We measure changes in compensation as the difference
between the log of compensation after the merger and the log of compensation before the
merger. This specification is similar to that used by Avery et al. (1998) in their study of
acquisitions by firms in non-financial sectdfsTable 5 presents the summary statistics for
the variables used in our regressions. The primary variables of interest are bidder assets
before the merger, target assets, change in return on assets, and merger wealth effects (both
change in combined market values and announcement returns of bidder firms). We expect
the coefficient estimate for log of bidder assets to be positive, as larger banks will pay
higher salaries and give commensurately higher raises if they are seeking to hire and retain
the most talented managers (Himmelberg and Hubbard, 2001). If compensation increases
due to the addition of target assets, as inferred by Bliss and Rosen (2001), we would expect
the coefficient on target assets to be positive. If bank CEOs are rewarded for enhancements

Table 5

Summary statistics of regression variables

Variables Mean Median Minimum Maximum 1stquartile 3rd quartile
Bidder assets ($ billions) 42.35 29.42 2.49 187.30 20.49 46.65
Target assets ($ billions) 9.14 2.98 0.99 114.03 1.25 7.67
Change in ROA (%) 0.21 0.12 —0.44 4.72 —0.06 0.40
Combined market value return (%)  1.70 0.63 —6.65 25.05 —-2.85 5.63
Bidder firm returns (%) -1.12 -1.85 —10.93 19.79 —4.55 2.09
Change in employees 4712 2393 —38,696 31,142 1127 6110
Percent ownership 3.55 2.77 0.04 28.01 1.56 4.07
Headquarters same 0.29 0 0 1 0 1
Age (years) 54.81 55 41 64 52 59
Tenure bidder before (years) 13.49 12 1 34 6 20

Notes. This table provides summary statistics for regression variables for a sample of 97 bank mergers from
1990-1997Bidder assets are year-end bidder assets ($ billions) prior to the merger announceTfaeget. assets

are target firm assets ($ billions) year-end prior to the initial merger announcementiatge in ROA is the
change in bidder return on assets from before the merger to @fimbined market value return is calculated

as the combined dollar change in bidder and target value over the sevér-8ay1) merger announcement
window scaled to combined market value of bidder and target equity prior to the event wiBitioler firm

returns are cumulative abnormal returns calculated over a seven-day event wire®w-1) around the initial
announcement date. The CRSP value-weighted return index (including all distributions) was used to calculate
abnormal returngChange in employees is the change in the number of bidder employees from before the merger
to after. Percent ownership represents the number of shares held by the CEO divided by total shares outstanding
times 1,000,000Headquarters same equals 1 when bidder and target headquarters are in the same\gtite.

the age of the CEO prior to the merg&nure bidder beforeis the tenure of the CEO on the executive committee

up to the year-end prior to the merger announcement.

15 The reportedp-values are for two-sided tests.
16 We thank an anonymous referee for suggesting use of this specification.
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to bank profitability, we would expect the coefficient estimate for change in ROA to be
positive, especially so for cash compensation that is likely to include the current year's
performance bonus. Most importantly, if changes in compensation are related to expecta-
tions of gains from merger we expect the coefficient on combined market value returns
to be positive. In addition to these variables we also report specifications that include the
change in the number of bank employees, a geographic focus variable based on whether
or not the headquarters of the target and acquirer bank are in different states, and age,
tenurel” and shareholding of the bidder CE®Table 5 also reports summary statistics

for these additional variables.

Table 6 reports regressions of changes in CEO compensation on various explanatory
variables. The dependent variable for regressions #1 to #5 is change in cash compensa-
tion. The dependent variable for regressions #6 to #10 is change in total compensation.
Regression #1 shows that the change in log cash compensation is positively but insignif-
icantly related to the log of bidder assets (coefficier.113, p-value= 12%) and the
log of target assets (coefficieat0.059, p-value= 20%). TheF-test for this specification
nevertheless has @avalue of 2%, suggesting that target and bidder assets jointly explain
some of the variation in cash compensation.

Regression #2 of Table 6 adds change in ROA and combined merger gains as ex-
planatory variables. In this specification, the coefficient on log of bidder assets increases
slightly and becomes distinguishable from zero (coefficieft126, p-value= 7%). The
coefficients on both change in ROA and our measure of merger gains are positive and
statistically distinguishable from zero (coefficients of 0.1%6value= 2%) and 1.909
(p-value= 3%), respectively). The coefficient on log of target assets is diminished and re-
mains positive yet indistinguishable from zero. This specification suggests that changes in
cash compensation immediately following a merger depend primarily on pre merger bank
size, post merger change in profitability, and the financial market’s expectation of value
gains from the recently completed merger. Regression #3 of Table 6 adds additional bank-
specific and manager-specific variables. These variables increase the aftjissfedred,
but none of their respective coefficient estimates is statistically distinguishable from zero.
With their inclusion, however, the coefficients on log of bidder assets and our measure of
merger gains remain positive and statistically distinguishable from zero. The coefficient on
change in ROA diminishes (to 0.098;value= 16%). The coefficient on target assets also
diminishes and remains indistinguishable from zero.

The final two cash specifications (regressions #4 and #5) substitute announcement re-
turns to bidder shareholders for combined bank value changes. In regression #4, the coeffi-
cient on bidder returns is positive yet indistinguishable from zero (0.84@Jue= 28%),

17 We define tenure of the CEO both as tenure on the executive committee and tenure with the firm. In regres-
sion analyses, results are qualitatively the same using either definition. To conserve space, we only present one
measure of tenure in the tables.

18 we also investigate specifications where we replace target assets with the net change in bidder assets, which
includes other non-merger asset increases or decreases. Results do not change materially from those reported
with target assets. We also include an estimate of non-merger asset growth (total asset growth minus target assets)
in addition to target assets. Coefficients on non-merger growth are never reliably different from zero and the
inferences on other variables do not change.
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Table 6
Multivariate regression analysis of changes in CEO (cash and total) compensation around bank mergers
Cash compensation Total compensation

Variable #1 #2 #3 #4 #5 #6 #7 #8 #9 #10 O
Intercept —0.181 —0.242 —0.011 —0.199 0218 —0.097 —0.161 —0.460 —0.084 -0.212 'E
0.44 (0.28 (0.99 (0.38 (0.75 .77 (0.62 (0.68 (0.80 (0.85 a
Log bidder assets .013 0126 0211 0115 0181 0183 0205 0209 0188 Q174 2%
0.12 (0.07) (0.03 (0.11) (0.06) (0.09 (0.05 (0.20) (0.07) (0.28 §
Log target assets .059 0026 Q003 0054 0020 —0.003 —0.057 —0.109 —0.013 -0088 g
(0.20) (0.58 (0.96) (0.23 (0.70 (0.96) (0.40 0.23 (0.8%) (0.33 o
Change in ROA 56 Q098 Q0138 Q0084 Q090 0023 Q0063 Q004
(0.02 (0.16) (0.05 (0.25 (0.36) (0.8% (0.52 (0.95 s
Combined market value return .9D9 2426 3133 3125 5
(0.03 (0.02 (0.01) (0.07) 3
Bidder firm return ™4 158 2152 2359 o
(0.28 (0.10 (0.09 (0.15 .
Change in employees .@o Q000 Q000 Q000 5
(0.32 (0.10) 0.27) 011y 3
Percent ownership .000 Q000 —0.000 Q000 i
0.43 (0.28 (0.78 (0.96) =
Headquarters same .Q25 Q167 0182 Q159 2
(0.84) (0.90 (0.39) ©4n 2
Age —0.000 —0.000 Q000 Q000 a
(0.40 (0.31) (0.76) (0.86) oy
Tenure bidder before —0.006 —0.006 —0.005 -0.005 &
(0.29 (0.29 (0.61) (0.62 >
AdjustedR? 6.8% 145% 240% 128% 188% 23% 77% 49% 39% 23% &
F-value 395 444 306 335 252 198 269 134 182 116 ~
(0.02 (0.00 (0.0D (0.01) (0.02 (0.15 (0.0% (0.29 (0.13 (0.3% §

=

Notes. This table examines changes in cash compensation among the top executives of 97 banks that undertake mergers from 1990-1997. In regresdiens #ioto #5 t
dependent variable is the change in the log value of cash compensation while in regressions #6 to #10 the dependent variable is the change ia tiadtay valdj
compensation.og bidder assets are the log of year-end bidder assets ($ billions) prior to the merger announcéetzrget assets are the log of year-end target assets

($ billions) prior to the merger announcemefge is the age of the CEO prior to the merger times 1000. The rest of variables are as in Table 5. All compensation variables
before the merger are as of the year-end prior to the merger announcement date and for after the merger are as of the year-end end after thePeladires datein
parentheses.
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but the coefficient on change in ROA is positive and significant (0.2alue= 3%). In
regression #5, which includes other explanatory variables, the coefficient on bidder returns
is positive and marginally significant (1.58;value= 10%). The only other variable that

is related to the change in cash compensation is the change in employees, which is only
significant in regression #5. This could be interpreted as a size effect indicative of empire
building. On the other hand, the change in a bank’s labor force can be interpreted as a
scope or scale of management measure, over which CEO managerial productivity is lever-
aged!®-200ther firm and manager-specific variables, including our measure of geographic
diversification, do not seem to explain the change in post-merger cash compefsafion.

Notably, the log of target assets is indistinguishable from zero across all regressions in-
volving cash compensation changes reported in Table 6. Thus we do not find that increases
in size due to merger lead to cash compensation increases. Rather, the findings reported in
Table 6 suggest that our proxy for expected merger gains positively affects changes in cash
compensation.

The economic significance of the effect of merger gains on cash compensation is not
directly discernible from these coefficient estimates, largely due to our specification of
the dependent variable as the change in the log of cash compensation. We can use the
coefficient estimates, say from regression #3 for instance, to calculate the implications for
cash compensation. If we assume a manager has median cash compensation before the
merger ($1155 thousand) and engages in a merger that produces value gains at the 75th
percentile of the distribution (5.63%), his cash compensation is predicted to increase by
about $169 thousarf®.If such a manager instead engages in a merger that results in value
gains at the 25th percentile-2.85%), his cash compensation is predicted to decrease by

19 Rosen (1992, p. 183), for example, states that under the marginal productivity theory, “Activities of top
management are magnified geometrically because they affect recursively the productivity of all who work below
them in the organization.”

20 Earlier versions of this paper also explored size-related theories of executive compensation based on tour-
nament theory (Lazear and Rosen, 1981; Rosen, 1986). Tournament theory predicts that compensation increases
disproportionately as executives are promoted up an executive hierarchy. An increase in the pool of employees
would be predicted to lead to an increase in compensation at the top of the hierarchy. A key prediction of tour-
nament theory, however, is that the difference between CEO and junior executive compensation increases after
merger, a pattern that is not displayed in our data with respect to cash compensation.

21 DelLong (2001), Houston et al. (2001), and Becher (2000) find that merger returns are sensitive to the ge-
ographical location of merger participants. We define diversifying mergers as any merger where the bidder and
target are not headquartered in the same state (HQ Same). There is concern, however, that this measure does not
adequately capture diversified versus focused mergers. As a result, we use an alternate measure based on whether
the bidder and target have overlapping branches (BR Same) rather than headquarters. In all regression analyses,
we substituted BR Same for HQ Same without qualitatively altering any of the results. Therefore, we include
only HQ Same in the tables.

22 Moreover, in regressions not included here, we include a dummy variable equal to one when there is a new
CEO following the merger as well as interaction terms with firm size and age. Related to results from Table 3,
we find the coefficient on the new CEO dummy to be positive and significant in most specifications, suggesting
that changes in CEO compensation larger for new CEOs than continuing CEOs. The interaction terms of new
CEO with firm size and age, however, are generally not significant.

23 The premise is for this calculation is that marginal effect of the gain from merger is calculated as
log(NEW CASH COMB — log(1155 = 2.426 x 0.0563= ACASH COMP= $169 thousand. Substituting a
value decrease 6f2.85% for 5.63% results in an implied decrease in cash compensation of $77 thousand.
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$77 thousand. This implied difference in cash compensation ($246 thousand) based on
expected value enhancements from the merger appears economically significant.

Table 6 also reports regression specifications for change in log total compensation as
the dependent variable. The coefficient estimates for log of bidder assets are positive in
all specifications, yet only significant when the additional bank and CEO characteristics
are omitted (regressions #6, #7, and #9). Consistent with our findings for cash compensa-
tion, the coefficient estimates for log of target assets are never statistically distinguishable
from zero and are actually negative in all specifications. Coefficient estimates on change
in ROA are positive but never distinguishable from zero. This suggests that, unlike cash
compensation, the long-term compensation componentimbedded in total compensation is
largely independent of short-term accounting performance. The coefficients on combined
value enhancement for bidder and target banks are positive and statistically distinguish-
able from zero for both regressions #7 and #8. The coefficient estimate on bidder returns
is also positive, but marginally significant only in regression #9. Coefficient estimates on
other bank-specific and CEO-specific variables are not distinguishable from zero and do
not improve model performance as measured by adjugtequared.

Again, the economic magnitude of the effect of expected gains from merger on total
compensation is difficult to discern from these coefficients. Using the coefficient estimate
from regression #8 in Table 6, total compensation is predicted to decrease by about $142
thousand for a CEO who has median total compensation before the merger ($1667 thou-
sand) and engages in a merger that produces value gains at the 25th percentile of the
distribution (—2.85%).24 If such a manager instead engages in a merger that results in
gains at the 75th percentile (5.63%), total compensation is predicted to increase by $321
thousand, or $463 thousand more than if the merger gains were at the 25th percentile.
Therefore, the impact of expected value enhancement from the merger appears economi-
cally significant with respect to total compensation. On the other hand, merger gains appear
to explain less of the observed dispersion in total compensation than they do for cash com-
pensation.

Finally, we estimate but do not report regression specifications in which total merger
gains are separated into a component attributable to the bidder bank and a component at-
tributable to the target bank. Coefficients on the bidder bank’s component of total mergers
gains are positive and generally statistically distinguishable from zero at conventional sig-
nificance levels. Coefficients on the target bank’s component are most frequently negative
but never statistically significant. These results suggest that cash and total compensation of
bidder CEOs increases with the bidder’s share of total merger gains, not the gains to target
shareholder$®

24 The premise is for this calculation is that marginal effect of the gain from merger is calculated as
log(NEW TOTAL COMP) — log(1667 = 3.125 x —0.0285= ATOTAL COMP = —$142 thousand. Substitut-
ing a value increase of 5.63% fer2.85% results in an implied increase in total compensation of $321 thousand.
25 \We thank an anonymous referee for suggesting this specification.
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6. Conclusions

A cross-sectional relation between firm size and executive compensation is sometimes
interpreted as providing managers incentives to realize personal benefits through empire
building. For example, increases in CEO compensation following US bank mergers might
be interpreted as an example of self-serving behavior by acquiring bank management.
However, bank mergers in the USA can be viewed as an efficient response to economic
shocks that reward restructuring of assets. The managerial function is especially impor-
tant in identifying and realizing potential gains from mergers, and incumbent managers
receive intense scrutiny from regulators, financial markets, and boards of directors dur-
ing the merger process. Theories of executive compensation based on marginal product
of CEO effort and talent suggest, therefore, that changes in CEO compensation should be
related to anticipated merger gains, measured by returns to bidder and target shareholders,
not merely merger-related increases in asset size.

We examine bank CEO compensation changes associated with mergers among large
banks in the 1990s and find results consistent with these notions. First, we confirm that on
average CEO compensation increases materially following a merger between billion-dollar
banks. Notably, however, the change in long-term compensation is the disproportionately
large, resulting in a significant increase in the ratio of long-term compensation to total
compensation. Because the ultimate value of long-term compensation depends on fu-
ture performance, in general, and therefore on realization of merger gains, we view the
post-merger changes in compensation as consistent with optimal restructuring of CEO
compensation.

We next investigate how bank and merger-specific characteristics affect the observed
changes in CEO compensation following mergers. In contrast to Bliss and Rosen (2001),
we do not find a reliable relation between increases in asset size due to merger and
post-merger changes in CEO compensation. The evidence, therefore, is not suggestive of
empire-building motives on the part of bank CEOs who engage in mergers. Rather, we
find that post-merger compensation changes are related to the combined value increase
of bidder and target banks upon merger announcement. The announcement return can be
viewed as the financial market’s expectation of gains from merger to be derived from or-
ganizational efficiencies, product and geographic diversification, cost savings, and revenue
enhancements. Managerial talent must be directed at realizing these expected merger gains,
however. That observed changes in CEO compensation are directly related to potential
gains as assessed by the financial market suggests efficient restructuring of the compensa-
tion package of the CEO of the surviving bank.

Our results, of course, should not be interpreted to imply that all bank mergers cre-
ate value or that all post-merger managerial pay raises are well deserved. Our results
do suggest, however, that observed patterns in CEO compensation following bank merg-
ers are consistent with markets for corporate control and managerial labor that provide
incentives for banks to merge and for bank managers to realize potential gains from
merger.
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