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Abstract

Corporate acquisitions are arguably one of the most important and biggest decisions CEOs
have to make; yet many acquisitions do not create value for shareholders. We examine
whether CEO compensation is reduced when the fair values of the acquired business units
are written down (i.e., goodwill impairment losses are recognized). We find that there is a
significant reduction in cash- and option-based CEO compensation as firms recognize good-
will impairment losses. In particular, we find that the decrease in CEO option-based com-
pensation is driven by firms that are not R&D intensive, while the decrease in CEO cash
compensation is driven by firms that acquired larger targets in the recent past and have
CEOs with a shorter tenure. Our results suggest that compensation committees make
CEOs pay a price for non-value maximizing acquisitions and discourage them from further
undertaking risky investments especially by reducing the risk-inducing component of their
compensation packages.

Keywords

CEO compensation, goodwill impairment, mergers and acquisitions, cash compensation,
option compensation

Introduction

Compensation committees, charged with designing executive compensation policies, have
discretion as to how to evaluate executives’ performance. In particular, these committees
decide whether and how to modify accounting income in determining executive compensa-
tion. Companies also award discretionary bonuses (e.g., for completion of M&A transac-
tions), which are usually not specified in the proxy statements. While some companies
specifically disclose exactly how their executives’ compensation depends on financial
metrics such as earnings targets and ROA, which often exclude special items, including
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goodwill impairments, others are silent about how they assess executives’ performance in
the presence of such special items. Given that most companies do not provide explicit dis-
closures about how the compensation committees treat special items in their evaluation of
executives’ performance, an empirical investigation is called for. In this article, we investi-
gate how one particular special item affects executive compensation: goodwill impairment.

Goodwill impairments are recognized when a reduction in the fair value of the acquired
business units occurs. Compensation committees may exclude or include goodwill impair-
ment charges in earnings calculation for determining CEO compensation. There are at least
four reasons why compensation committees might shield CEOs from goodwill impairment
losses.! First, impairments may arise as a result of conditions that are beyond current exec-
utives’ control. Prior research finds that impairments are associated with an array of eco-
nomic and other factors (Beatty & Weber, 2006; Francis, Hanna, & Vincent, 1996; Ried],
2004). Goodwill impairments can also result from poor acquisition decisions in the past
(Gu & Lev, 2011; Hayn & Hughes, 2006; Olante, 2013), and thus the CEOs who are
taking goodwill impairments may not even be the CEOs who actually made the acquisition
decisions. Second, even though a CEO was responsible for the acquisitions that require
goodwill impairments, compensation committees might be reluctant to penalize the CEO
for the past decisions. All investments, particularly acquisitions, are risky ex ante, and
some acquisitions will turn out unsuccessful. Because executives are likely to be more risk-
averse than shareholders, compensation committees may choose to shield them from the
downside of risk taking so that executives would continue to pursue risky, but potentially
value enhancing, acquisitions in the future. Thus, compensation committees, attempting to
prevent the possibility of underinvestment, might shield executives from the adverse
impact of goodwill impairment losses. Third, even though compensation committees might
be inclined to include goodwill impairment in defining earnings for compensation calcula-
tion, executives might persuade compensation committees to shield them from impairment
losses. For example, executives might be able to take advantage of their bargaining position
to negotiate favorable compensation contracts that exclude impairment losses. After all,
they have firm-specific knowledge and experience that could be viewed as indispensable to
the firm. Executives might also take advantage of the complexity and inherent subjectivity
associated with goodwill impairment testing under Statement of Financial Accounting
Standards (SFAS) 142 (Beatty & Weber, 2006; Muller, Neamtiu, & Riedl, 2012; Ramanna
& Watts, 2012), and argue that impairment losses are merely paper losses.” Last, poor
acquisitions are likely to be recognized by the market and reflected in negative returns and
substantial reductions in CEO wealth. Thus, compensation committees might argue that
CEOs are already penalized sufficiently by the market and therefore should be shielded
from further adverse consequences.

Yet, others might argue that the penalty imposed by the market may not be enough and
compensation committees should intervene and not shield CEOs from goodwill impairment
losses. Such an argument is warranted in view of the extant research showing that CEOs’
desire for empire building often results in acquisitions that are not in the best interest of the
shareholders. As noted earlier, empirical evidence suggests that goodwill impairments
reflect not only poor performance in earlier M&A decisions (Gu & Lev, 2011; Hayn &
Hughes, 2006; Olante, 2013) but also poor management of the acquired assets subsequent
to the acquisition (Beatty & Weber, 2006; Riedl, 2004). Thus, even if the CEO who is
reporting a goodwill impairment is not the acquisition CEO, she or he may be held accoun-
table for impairment, which may be due to poor management of the acquired assets subse-
quent to the acquisition. Anecdotal evidence also suggests that the financial community
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Figure 1. Reported goodwill impairments by year.

takes a negative view of goodwill impairments. For example, in a comment letter dated
April 14, 2009, to the Securities and Exchange Commission’s (SEC) Financial Crisis
Advisory Group, Julie Erhardt of the International Organization of Securities Commissions
(IOSCO) states that “‘the treatment of goodwill as a recognized asset subject to impairment
testing has highlighted the business implications of various prominent acquisitions made
during the years of buoyant economic conditions.”” If goodwill impairment results from
suboptimal acquisition decisions and/or poor management of the acquired assets subsequent
to the acquisition, the compensation committees might penalize CEOs for impairment
losses by reducing their compensation so that they make optimal acquisitions in the future.
Many CEOs are handsomely rewarded from acquisitions because their bonuses and future
salary increase with enlarged firm size and total income. CEOs who acquire large targets
also increase the likelihood of receiving offers to sit on the boards of other companies
(Harford & Schonlau, 2013). Impairments might signal that CEOs performance has been
less than stellar. Given these opposing forces that argue for and against holding CEOs
accountable for goodwill impairment losses, how goodwill impairments affect executive
compensation ultimately becomes an empirical question.

Our research question is important for several reasons. First, mergers and acquisitions
are one of the largest investments made by firms, with CEOs often rewarded for complet-
ing M&A deals (Bliss & Rosen, 2001; Grinstein & Hribar, 2004; Harford & Li, 2007;
Hartzell, Ofek, & Yermack, 2004), yet empirical evidence shows that many mergers are
not value enhancing (Agrawal, Jaffe, & Mandelker, 1992; Jensen & Ruback, 1983;
Loughran & Vijh, 1997; Lys & Vincent, 1995; Moeller, Schlingemann, & Stulz, 2005). In
addition, concern over excessive CEO compensation and its apparent lack of correlation
with performance has recently intensified (Bebchuk & Fried, 2004; Yermack, 2006). Thus,
given the widespread agency issues surrounding M&As, the question of whether the execu-
tives’ performance in acquisitions influences compensation policies is of interest to regula-
tors, standard setters, and the investing community.

Second, the frequency of goodwill impairments has drastically increased recently. For
example, almost 1,400 COMPUSTAT U.S. firms reported goodwill impairment losses in
2008, which approximately triples 2007 figure of 553 (Figure 1). Furthermore, reported
goodwill impairment amounts are economically significant; mean goodwill impairment as a
percentage of prior year earnings is 160% in 2008, up sharply from 14% a year earlier.
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Thus, goodwill impairment losses have become economically significant events over time,
especially in the wake of the financial crisis of 2008.

Figure 1 represents the number of firms reporting goodwill impairments based on
COMPUSTAT universe.

Using a sample of 3,543 firm-year observations consisting of U.S. firms that reported at
least one goodwill impairment charge during the years 2002-2009, we estimate how major
components of CEO compensation are affected by goodwill impairment losses after con-
trolling for the other determinants of CEO compensation. Because a CEO’s compensation
is mostly comprised of cash (salary plus bonus), option-based, and restricted stock compen-
sation (on average, 85% of total compensation), we focus on these three components in
separate regression analyses. Our methodological approach is similar to prior work that pro-
vides evidence on the relation between CEO compensation and accounting numbers in
other contexts such as Dechow, Huson, and Sloan (1994), Gaver and Gaver (1998),
Comprix and Muller (2006), as well as Q. Cheng and Farber (2008).

Our empirical tests show that after controlling for other factors, firms reduce CEOs’
total compensation following the recognition of goodwill impairment losses. However, we
find that, while there is a significant reduction in cash- and option-based compensation,
restricted stock grants do not significantly change as firms recognize goodwill impairment
losses. Because option-based compensation is more efficient than restricted stock to encour-
age risky investments in the long term (Bryan, Hwang, & Lilien, 2000), we interpret our
results as indicating that compensation committees respond to goodwill impairment losses
by reducing the risk-inducing component of CEO compensation. Our results are robust to
including controls for a number of variables known to influence cash-based, option-based,
or restricted stock compensation, and to conducting other additional tests as described in
“Results” section.

We also examine if and how the change in CEO compensation in response to goodwill
impairment losses varies according to the factors specific to the firm, to the acquisitions,
and to the CEOs. These factors include whether (a) the firm is R&D intensive, (b) the CEO
has spent more for the recently acquired targets (reflected in higher deal values for the tar-
gets in recent acquisitions), and (c) the CEO has longer tenure. We find that compensation
committees shield CEOs’ option-based compensation from goodwill impairment in R&D
intensive firms, but not in non-R&D intensive firms. We also find that the decrease in
CEOs’ cash compensation in response to goodwill impairment losses is significantly stron-
ger for firms that have paid more for the targets (compared with those who have paid less
for the targets) and have CEOs with shorter tenure (compared with those who have CEOs
with longer tenure).

In additional analyses, we further explore if goodwill impairment affects CEO compen-
sation in various contexts. We find that new CEOs (CEOs in their first year of appoint-
ment) are treated differently from those with longer tenure. As new CEOs often take a big
bath to start their tenure with a clean slate, we expect them to be shielded from the adverse
consequent of corporate actions taken prior to their appointment. Our findings are consis-
tent with this expectation. Furthermore, we find that for CEOs who are also chairmen of
the boards, their cash compensation is shielded from the negative consequences of goodwill
impairment losses, suggesting that they wield more influence over compensation commit-
tees. Another noteworthy finding is that total compensation (including compensation other
than the three components) is also negatively affected by goodwill impairment, suggesting
that CEOs are not given other forms of compensation to make up for the loss in cash and
option compensation. Finally, we examine whether our results are based on faulty
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inferences. It is possible that we have omitted control variables that bias the coefficient
estimate of our main variable of interest. In particular, we examine if pay-for performance
sensitivity differs across firms of different characteristics. We do find that pay-performance
sensitivity does differ across firms; however, the estimates of our main variable are robust
to these specifications.

We make several contributions to the literature. First, our article contributes to the
stream of literature that examines the consequences to executives who undertake value-
destroying acquisitions. Lehn and Zhao (2006) find that CEOs are “‘disciplined’” for poor
acquisitions: The turnover of CEOs after M&A is high, especially in the firms that experi-
enced lower acquisition announcement cumulative abnormal returns (CARs) and those with
poor post-acquisition stock returns. We complement Lehn and Zhao’s analysis in two
respects. First, Lehn and Zhao (2006) show that 47% of CEOs who undertake acquisitions
are fired within 5 years of the acquisition. Of course, that in turn means that more than half
of the CEOs are not fired and could potentially be with the firm for more than 5 years. We
complement their study by analyzing the consequence, in terms of the effect on compensa-
tion, experienced by those who are retained.” Second, unlike Lehn and Zhao (2006) who
investigate stock returns, we use impairment of goodwill which is a direct measure of
acquisition performance.

Prior literature shows that managers’ compensation incentives influence the way they
account for acquisitions. For example, Ayers, Lefanowicz, and Robinson (2002) find that
managers pay a premium to choose pooling rather than purchase under the pre-SFAS 141
regime because purchase accounting results in higher reported expenses in the post-acquisi-
tion period due to the amortization of recognized goodwill. Aboody, Kasznik, and
Williams (2000) document that CEOs with earnings-based compensation plans are more
likely than others to incur the costs of qualifying for pooling and avoid the earnings penalty
associated with the purchase accounting. More recently, Shalev, Zhang, and Zhang (2013)
find that in the post-SFAS 141 period, CEOs whose compensation packages rely more on
earnings-based bonuses are more likely to overallocate the purchase price to goodwill
because the overallocation likely increases post-acquisition earnings and bonuses. We com-
plement and extend this stream of literature by showing that compensation committee
members do not always sit in silence; while they allow CEOs discretion to allocate pur-
chase prices at the time of acquisition, they eventually step in and reduce the compensation
of the CEOs who end up impairing goodwill later on.*

We also contribute to the empirical literature that examines the relation between CEO
compensation and special charges. While prior studies provide evidence, albeit often
mixed, on the impact of special charges such as restructuring costs on CEO cash compensa-
tion, they are silent on the effect of goodwill impairment losses on CEO compensation. For
instance, Dechow et al. (1994) show that, on average, compensation committees shield
CEO cash compensation from restructuring charges. Adut, Cready, and Lopez (2003), how-
ever, find that compensation committees only partially shield CEO cash compensation
from the adverse effect of restructuring charges on earnings. Restructuring charges and
goodwill impairment losses are similar in the sense that they are both non-routine charges
reducing net income; however, they are fundamentally different in nature. Restructuring
charges arise when a company reorganizes its operations with the prospect of attaining
greater efficiency. Restructuring charges also require cash outflows. In contrast, goodwill
impairment charges represent a subsequent reduction in the economic value of goodwill
arising from past acquisitions, and do not involve any cash outflows. Therefore, the find-
ings of restructuring literature do not necessarily apply to goodwill impairments.
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Last, our article contributes to the literature that examines the relation between CEO
compensation and accounting choice. For example, Beatty and Weber (2006) examine
accounting choices that managers made during the transition to SFAS 142: whether to
record a goodwill impairment loss at the time of adoption of the standard and record them
as a below-the line-item, or to delay the recognition of impairment losses to the future and
record them as above-the-line item. They document that if the firm’s proxy statement
reveals a bonus plan that relies on earnings, then transitional goodwill impairment charges
are less likely to be recorded and tend to be lower in magnitude. Taken together, the evi-
dence in Beatty and Weber (2006) implies that managers act as if compensation commit-
tees incorporate adverse effects of asset write-downs or goodwill impairment charges in
compensation formulas; however, unlike our study, the article does not directly test whether
the compensation committees in fact incorporate the adverse effects of goodwill impair-
ment losses into determination of CEOs’ compensation.

The rest of this article is organized as follows: ‘‘Accounting for Goodwill Impairment
Losses Under SFAS 142" section describes the institutional background, while
“Hypotheses Development” section presents the hypothesis development. ‘‘Research
Design’’ section describes the research design and ‘‘Results’” section presents the results of
our empirical analyses. ‘‘Concluding Remarks’* section presents the conclusion.

Accounting for Goodwill Impairment Losses Under SFAS 142

The central objective of SFAS 142 (Financial Accounting Standards Board [FASB], 2001)
is that financial statements reflect the underlying economic value of goodwill. SFAS 142
eliminates the amortization of goodwill and requires testing of impairment at least annually
at the reporting unit level.” To test goodwill for impairment, managers must first define
“reporting units’’ and then assign the recorded goodwill to reporting units. Companies
assign goodwill to each reporting unit by comparing the estimated ‘‘fair value” of the
reporting unit as a whole with the fair values of the reporting unit’s identifiable net assets.

Under SFAS 142, the impairment test is carried out in two steps. In Step 1, a reporting
unit’s carrying amount is compared with its fair value. In Step 2, the company estimates
the implied fair value of the reporting unit’s goodwill by subtracting estimated fair values
of the reporting unit’s identifiable net assets from the reporting unit’s estimated fair value.
While SFAS 142 forces managers to perform a goodwill impairment test every year, it also
provides them with several critical accounting choices; the definition of reporting units and
the assessment of fair values, both at the level of reporting unit as a whole and at the level
of net assets that comprises the reporting unit. Consequently, as Massoud and Raiborn
(2003) argue, managers can be selective with respect to the definitions of reporting units as
well as the assumptions used in fair-value calculations in the impairment testing process.
Thus, SFAS 142 provides managers with significant accounting discretion with respect to
the probability, timing, and the amount of loss recognized. In view of the discretion CEOs
have over goodwill impairment losses, it is an empirical question whether and to what
extent compensation committees view impairment losses as an input for performance
evaluation.

Hypotheses Development

As discussed in “‘Introduction’ section, compensation committees might reduce CEOs’
compensation in response to goodwill impairment losses, as goodwill impairments reflect
bad acquisitions and/or poor post-acquisition management. Many acquisitions are made for
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empire building. Compensation committees, in the interest of discouraging such non-
value-enhancing acquisitions as well as mismanagement of the acquired assets, could link
compensation to goodwill impairments. This leads us to the first hypothesis (stated in the
alternative form):

Hypothesis 1 (H1): CEOs of the firms that recognize goodwill impairment losses
will experience a decrease in their compensation from the pre-impairment period
to the post-impairment period.

A tension exists in HI because, as explained in ‘‘Introduction’’ section, CEO compensa-
tion might be shielded from goodwill impairment losses for at least four reasons: (a) good-
will impairments could occur due to reasons beyond the current CEOs’ control,
(b) compensation committees might be attempting to prevent the possibility of underinvest-
ment, (c) CEOs might be able to influence the compensation committees by arguing that
goodwill impairment losses are “‘paper losses,”” or (d) compensation committees do not see
any need to penalize CEOs further, as CEOs’ wealth is adversely affected by the market
reactions to goodwill impairments.

Next, we examine how the change in CEO compensation in response to goodwill
impairment losses varies according to factors specific to (a) the firm, (b) the acquisitions,
and (c) the CEOs. The first cross-sectional variation that we examine is the nature of the
business in which firms are engaged. In designing compensation for CEOs, one of the
issues the compensation committees address is moral hazard on the part of CEOs. That is,
CEOs need to be incentivized to work hard as well as to make optimal project choices. To
identify firms that operate in inherently risky business areas, we focus on R&D intensive
firms. The benefits of R&D are often uncertain: In fact, R&D intensity is positively associ-
ated with return volatility (Chan, Lakonishok, & Sougiannis, 2001). Then its CEO needs to
be compensated for the higher likelihood of R&D investment resulting in failure, even
when the CEO takes the desired actions. Some risk is necessary to induce the CEO to work
hard, but too much risk induces him or her to forgo risky yet potentially profitable projects.
Thus, we expect that compensation committees provide some level of insurance against
adverse outcomes of undertaking risky projects (S. Cheng, 2004; Duru, lyengar, &
Thevaranjan, 2002). Consequently, we predict that the CEO compensation is less sensitive
to goodwill impairment losses for CEOs of firms that are more R&D intensive than for the
CEOs of firms that are less R&D intensive, leading to the following hypothesis:

Hypothesis 2 (H2): The decrease in CEO compensation in response to the recogni-
tion of goodwill impairment losses is smaller in firms that are more R&D inten-
sive than those that are less R&D intensive.

Furthermore, we examine how the changes in CEO compensation and goodwill impair-
ment losses vary according to factors specific to the acquisitions. Prior studies provide evi-
dence that goodwill impairments may result from suboptimal acquisition decisions in the
past. For example, Hayn and Hughes (2006) show that the characteristics of the original
acquisitions are more powerful predictors of subsequent goodwill write-offs than the post-
acquisition performance of the acquired entity. They find that firms that end up writing
down goodwill in the future periods tend to have used more stock as a means of payment,
paid larger premiums, and have allocated a higher percentage of the acquisition price to
goodwill. Using more recent data, Olante (2013) finds similar results on stock transaction
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and goodwill allocation, but no results on premiums. This finding supports the anecdotal
evidence that analysts tend to view impairment losses as ‘‘an indication of corporate spend-
ing far too much during the merger mania of the last decade’” (Healy, 2009).

All of this evidence is consistent with previous arguments that the tendency to increase
firm size is itself a reflection of agency problems (Jensen, 1986) and that increasing firm
size through acquiring larger targets might be an indication of empire building. Grinstein
and Hribar (2004) find that 39% of the CEOs who made large acquisitions (greater than
USS$1 billion) receive bonuses explicitly tied to the completion of acquisitions. Even with-
out explicit bonuses, acquiring CEOs are likely to be rewarded from acquisitions by
increasing the size of the firm. When executives acquire large targets and subsequent
impairments underscore the diminution in the economic value of goodwill, the compensa-
tion committees could react more negatively to the CEOs who have acquired larger targets
than to the CEOs who have acquired smaller targets in the past. In some cases, compensa-
tion committees might be clawing back the acquisition bonuses given earlier to the CEOs.
Accordingly, we hypothesize that,

Hypothesis 3 (H3): The decrease in CEO compensation in response to the recogni-
tion of goodwill impairment losses is larger in firms that have acquired larger tar-
gets than firms that have acquired smaller targets.

Next, we examine whether the decrease in CEO compensation in response to goodwill
impairment losses differs for firms that have longer tenured CEOs compared with those
that have shorter tenured CEOs. Tenure works in two different ways. On one hand, as
longer tenure provides more information about the CEO’s ability through performance
record, it mitigates the problem of adverse selection. As CEOs accumulate track records
with their tenure, new information becomes less important in the effort to identify the
CEO’s innate ability. Thus, we expect CEO’s compensation to become less sensitive to
goodwill impairment losses, which provides incremental information on the past acquisition
efforts. Furthermore, CEOs with longer tenure are likely to have greater power within their
firm perhaps due to their entrenchment.

On the other hand, CEOs who are closer to retirement might require higher powered
incentives to work hard. They are no longer concerned with career development (Gibbons
& Murphy, 1992). In addition, CEOs with longer tenure are more likely to be the CEOs
who were responsible for the acquisitions for which goodwill impairment losses are recog-
nized. So, it is an empirical question whether and how the change in CEO compensation in
response to goodwill impairment losses differs according to the CEO tenure. This leads to
the following hypothesis (stated as null):

Hypothesis 4 (H4): The decrease in CEO compensation in response to the recogni-
tion of goodwill impairment losses is not different for CEOs with longer tenure
than for CEOs with shorter tenure.

Research Design

Description of Sample

As Panel A of Table 1 shows, we select the years 2002-2009 to examine the relation
between the changes in CEO compensation and goodwill impairment losses. We start our
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sample period in 2002 because it is the first year of asset impairment testing under SFAS
142. Our sample selection begins with all 14,218 firm-year observations available on
ExecuComp during the years 2002-2009. ExecuComp coverage is limited to firms
included in the Standard & Poor’s (S&P) 1500, which includes firms in the S&P 500, the
S&P 400 Mid-Cap, and the S&P 600 Small-Cap. We then eliminate all firm-years of
firms that have no goodwill impairment during the period from 2002 to 2009; firms that
have fewer than 2 years of data; and firms with CEO turnover during the fiscal year
(total of 8,815 firm-years). We do not include firms that have fewer than 2 years of data
because we perform change analyses (as explained below). We exclude firms with CEO
turnover during the fiscal year in our main tests because compensation amounts are
adjusted with the change in CEO, and including CEO turnover cases would contaminate
our results. We also eliminate all firm-years of firms with missing required
COMPUSTAT data (1,827 observations), and that are in financial industry (33 observa-
tions). These procedures result in a sample of 3,543 firm-year observations, comprised of
873 goodwill impairment and 2,670 firm-year observations with no goodwill impairment
over the period 2002-2009. We provide the yearly distribution of the sample goodwill
impairment losses in Panel B of Table 1.

We examine three components of CEO compensation: cash compensation (the sum of
annual salary and bonus), option grants, and restricted stock as the sum of these compo-
nents, on average, constitute 85% of CEOs’ total compensation. We examine CEO cash
compensation because this allows us to investigate the change in the elements of compen-
sation that are directly affected by the change in accounting performance variables. It is
also possible that compensation committees take goodwill impairments into account when
determining a CEQ’s equity compensation awards to realign the CEO’s incentives to take
optimal actions. In fact, Datta, Iskandar-Datta, and Raman (2001) document that CEOs
who are compensated with high equity-based compensation make better acquisitions; in
particular, their acquisitions are concluded with lower premiums, suggesting that the likeli-
hood of impairment in the future could be smaller. While their study aggregate option and
restricted stock into one category, we examine option and restricted stock compensation
separately. Because option compensation is more efficient for inducing CEOs to take risky
investment decisions, we expect compensation committees to reduce option compensation
after the recognition of goodwill impairment losses, which signals that the CEO might have
taken too much risk in making acquisitions in the past. We expect restricted stock to be
related to goodwill impairment losses to a much smaller extent.

In H3, we test the impact of CEOs’ aggressive acquiring behavior on the association
between goodwill impairment losses and the CEO compensation, and testing H3 necessi-
tates an operational definition of ‘‘large targets” in a firm’s recent past acquisitions. Our
proxy for large targets is above-the-median values of the 5-year average of deal size (mea-
sured as the dollar value of the deal), which is available through the SDC Platinum data-
base for 2,681 firm-years of our full sample. Thus, we conduct our tests for H3 using deal
size and based on 2,681 available firm-years.®

Test of HI

To test whether CEO compensation is reduced after the recognition of goodwill impairment
losses, we use the following compensation model:
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ACompir=a1+ a AGWI;+BAControls;+ Year indicators+ Industry indicators + e,

(1)

where Comp;, is the natural log of CEO compensation. Compensation is either (a) cash
compensation (salary and bonus), (b) the value of option compensation, or (c) the value of
restricted stock compensation for firm i during year #; GWI,; is the goodwill impairment
loss (data item “‘gdwlip’’) for firm 7 during year ¢ deflated by # — 1 assets.

Recent articles on CEO compensation use a change model to better deal with the poten-
tial omitted variable bias (Dikolli, Kulp, & Sedatole, 2009; Huson, Tian, Wiedman, &
Wier, 2012). Therefore, we use a change regression to test all the hypotheses. For every
variable, we use in the regression analyses, we measure its change from # — 1 to 7.
Depending on the dependent variable, ALN(Cash$), ALN(OPTIONS), or
ALN(RESTRICTS), we use controls that represent a set of variables known to influence
respective compensation. Prior research (e.g., Comprix & Muller, 2006) finds that cash
compensation increases with accounting performance (ROA), stock market performance
(RET), firm size (SIZE), and tenure (TENURE). Consistent with prior studies, we expect to
find a positive association between the change in cash compensation and performance vari-
ables (AROA and RET), between cash compensation and firm size (ASIZE), as well as
between cash compensation and tenure (7TENURE). We include long-lived asset impair-
ments (AWRTDWN), restructuring charges (ARESTRUCT), and Other Special Items
(AOTHER SPECIAL) as additional control variables to mitigate the possibility that an
effect we find on the coefficient of AGWI is in fact driven by these often contemporaneous
events. We include year- and industry-fixed effects to mitigate the possibility that our
results are affected by potential correlated omitted variables.

Following Q. Cheng and Farber (2008), we model option-based compensation as a func-
tion of the following control variables: CEO stock (ASHARES_OWN) and option ownership
(AEXER_OPT, AUNEXER_OPT), firm size (ASIZE), market to book ratio (AMB), R&D
intensity (ARD), cash constraints (ACASH_CST), idiosyncratic risk (ARISK), stock returns
(ARET), earnings constraints (AEARN_CST), and cash compensation (ACASH?2). We use
the same empirical model for our analyses of the restricted stock compensation. The details
for the control variables can be found in the appendix to Q. Cheng and Farber (2008).

Modeling after Comprix and Muller (2006) as well as Q. Cheng and Farber (2008), we
include year-fixed effects to capture shifts in the level of CEO compensation over time.
Consistent with Comprix and Muller (2006), we also include industry-fixed effects to cap-
ture the industry driven changes in compensation over time. This research design allows us
to compare the CEO compensation of the same firm in the impairment year with non-
impairment years, and thus use each sample firm as its own control.

Our primary variable of interest in Equation 1 is AGWI. The coefficient estimate cap-
tures the change in compensation in response to change in goodwill impairment loss from ¢
— 1 to t. If compensation committees do not shield the compensation of the CEOs from
goodwill impairment losses, we expect to find a significantly negative coefficient on AGWI.
However, if compensation committees shield CEO compensation from goodwill impairment
losses, we expect to find no statistical significance on the coefficient on AGWI.”

Test of H2

We test whether the change in CEO compensation in response to the recognition of good-
will impairment losses is different for firms with higher R&D intensity compared with the
firms with lower R&D intensity by modifying Equation 1 as follows:
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ACompir=o; +0;AGWIii +a3 AGWI;; XR & D +ayR & D+BAControls;s
+ Year indicators + Industry indicators + e,

(2)
where R&D is 1 if R&D expense scaled by sales is greater than the upper quartile of R&D
in the entire sample; 0 otherwise.

The coefficient on AGWI in Equation 2 measures the change in CEO compensation in
response to the recognition of goodwill impairment losses for firms that are not R&D inten-
sive, and the coefficient on the interaction term, AGWI, X Rd&D, measures how this
change differs for firms that are more R&D intensive. If compensation committees shield
CEOs’ compensation from goodwill impairment losses when they award compensation to
CEOs in R&D intensive firms, then we would expect to find a significantly positive coeffi-
cient on AGWI;, X R&D (a3).

Test of H3

To test whether the change in CEO compensation in response to goodwill impairment
losses is different for firms that have acquired large targets compared with the firms that
have acquired smaller targets, we modify Equation 1 as follows:

ACompj=a; +a; AGWIi+ 03 AGWI;y X DEAL +ayDEAL+BAControls;;
+ Year indicators + Industry indicators + e,

3)

where DEAL is 1 if the average deal value of last 5 years acquisition in the given year is
greater than the median of the last 5 years acquisition of that given year.

A negative and significant coefficient on AGWI;, X DEAL in Equation 3 would be con-
sistent with the notion that compensation committees penalize more the CEOs who have
acquired larger targets, compared with those who acquired smaller targets.

Test of H4

To test whether the change in CEO compensation following the recognition of impairment
losses differs according to a CEO’s tenure, we modify Equation 1 as follows:

ACompir=o;+ auAGWI;+03AGWI X TENURE D +BAControls;;
+ Year indicators + Industry indicators + e,

(4)

where TENURE_D is | if TENURE is greater than the upper quartile of TENURE of the
entire sample; 0 otherwise; TENURE is the number of years since the CEO assumed the office.

We expect a3 in Equation 4 to have statistical significance if compensation committees
weigh goodwill impairments differently when they award compensation to CEOs who have
a longer tenure.

Results

Results of Univariate Analyses

In Panel A of Table 2, we present descriptive statistics for the full sample partitioned based
on the pooled goodwill impairment (n = 873) versus no goodwill impairment firm-year
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Table 2. Descriptive Statistics of Full Sample, Partitioned Based on Goodwill Impairment Versus No
Goodwill Impairment Loss.

Goodwill impairment firm-years No goodwill impairment firm-years Wilcox.
Variables Mean 25% Median 75% n Mean 25% Median 75% n p value
A(CASHS$) —169 =91 3 75 873 15 =121 25 210 2,670 .001
A(OPTIONS$) —488 =513 0 147 873 —189 —445 0 254 2,670 .078
A(RESTRICTS$) —235 —269 0 187 873 217 0 0 335 2,670 .001
ATOTAL —1,047 —1317 =151 679 873 194 =711 127 1,125 2,670 .000
AGWI 0.050 0.001 0.016 0.075 873 —0.012 0.000 0 0.000 2,670 .001
AROA —0.023 —0.042 -—0.010 0.010 873 0.001 —0.016 0.002 0.020 2,670 .001
RETI —0.142 —0.523 —0.207 0.135 873 0.148  —0.159 0.077 0.340 2,670 .001
AWRTDWN 0.003 0.000 0.000 0.002 873 —0.001I 0.000 0.000 0.000 2,670 .001
ARESTRUCT 0.002 0.000 0.000 0.004 873 —0.001 —0.00I 0.000 0.000 2,670 .001
AOTHER —0.003 —0.005 0.000 0.003 873 0.000 —0.004 0.000 0.004 2,670 115
ALN(TA) —0.095 —0.215 —0.070 0.039 873 0.071  —0.023 0.047 0.134 2,670 .00l
TENURE 8.055 4.000 6.000 10.000 873 7.862 4.000 6.000 10.000 2,670 .565
ASHARES_OWN  —0.833  —0.401 0.097 0957 873 —1.740 —0.5%4 0.041 0.626 2,670 .008
AEXER_OPT —0.498 —0.856 0.245 1497 873 —0.075 —0.890 0.352 1.797 2,670 110
AUNEXER_OPT  —0.094 —0.720 0.000 0438 873 —0355 —1.018 —0.010 0.370 2,670 .023
ASIZE —0.039 —0.138 —0.005 0.083 873 0.061  —0.015 0.070 0.161 2,670 .001
AMB —0.256 —0.752 —0.181 0318 873 —0.066 —0526 —0.021 0.430 2,670 .001
ARD 0.004 0.000 0.000 0.001 873 —0.001I 0.000 0.000 0.000 2,670 .001
RET2 —0.039 —0469 —0.143 0.260 873 0.048 —0.360 —0.009 0.368 2,670 .001
ACASH_CST —0.013 —0.083 —0.012 0.049 873 —0.001 —0.063 —0.002 0.058 2,670 .003
AEARN_CST 0.103 0.000 0.000 0.000 873 —0.010 0.000 0.000 0.000 2,670 .001
ACASH2 0011 —0.071 0.010 0.119 873 —0.042 —0.165 —0.005 0.108 2,670 .001
ALEV 0.012 —0.025 0.000 0.048 873 —0.004 —0.037 —0.00I 0.015 2,670 .001
ARISK 0.014 —0.004 0.009 0.029 873 —0.002 -0.0I1 —0.002 0.006 2,670 .001
R&D 0.230 0 0 0 873 0.258 0 0 | 2,670 104
DEAL 0.346 0 0 | 674 0.342 0 0 | 2,007 .854
TENURE_D 0.242 0 0 0 873 0216 0 0 0 2,670 120

Note. Variable Definitions: LN(CASH$) = natural logarithm of | plus CEO’s salary and bonus; LN(OPTIONS$) = natural
logarithm of | plus the Black-Scholes value of annual option-based compensation; LN(RESTRICT$) = natural loga-
rithm of | plus value of the restricted stock; LN(TOTAL) = natural logarithm of | plus total CEO compensation;
GWI = goodwill impairment scaled by total assets at the beginning of the year; ROA = income before extraordinary
items and special items, scaled by total assets at the beginning of the year; RET| = last year’s raw return calculated
as year-end price less beginning of the year price, then scaled by beginning of the year price; WRTDWN = write-
downs scaled by total assets at the beginning of the year; RESTRUCT = restructure charges scaled by total assets at
the beginning of the year; OTHER_SPECIAL = special items minus goodwill impairment, write-downs, and restruc-
ture charges, scaled by total assets at the beginning of the year; Ln(TA) = natural logarithm of total assets; TENURE
= number of years since the CEO assumed the office plus |; SHARES_OWN = CEQO’s ownership in shares (options
excluded) divided by number of outstanding shares; EXER_OPT = CEQ’s exercisable options in shares divided by
number of outstanding shares; UNEXER_OPT = CEQO’s unexercisable options in shares less current year option
grants divided by number of outstanding shares; SIZE = natural logarithm of sales; MB = market value of assets
divided by book value; RD = research and development expenses; RET2 = accumulated |2-month stock returns
(the multiplication of the monthly returns); CASH_CST = common and preferred dividends less net cash flow from
investment activities minus net cash flow from operating activities, scaled by total assets; EARN_CST = | if there is
an operating earnings loss; 0 otherwise; CASH2 = sum of annual salary and bonus divided by sales; LEV = long-term
assets divided by total assets; RISK = standard deviation of the residual from the market model using weekly
returns over past |2 months; R&D = | if R&D expense scaled by sales is greater than the upper quartile of R&D in
the entire sample; 0 otherwise; DEAL = | if the average deal value of last 5 years acquisitions in the given year is
greater than the median of the last 5 years acquisition of that given year; TENURE_D = | if TENURE is greater
than the upper quartile of TENURE of the entire sample; 0 otherwise.
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observations (n = 2,670). Providing support for Hl, the change in cash compensation
(ACASH), option-based compensation (AOPTION), restricted compensation (ARESTRICT),
and total CEO compensation (ATOTAL) are all negative and significantly lower for good-
will impairment observations compared with non-impairment observations. Consistent with
prior research, firms exhibit worse accounting and stock market performance in goodwill
impairment years relative to non-impairment years, reflected in lower means and median
for AROA and RET. As reflected in the means for AWRTDWN and ARESTRUCT, some
firms tend to report long-lived asset impairment losses and restructuring charges concur-
rently with goodwill impairments, suggesting that it is important to control for these con-
current events in the multivariate analyses. Furthermore, in impairment years compared
with non-impairment years, firms experience more positive changes in percentage of CEOs
share ownership, the value of CEOs unexercisable option holdings, R&D expenditures,
leverage, and risk. As expected, impairment years are characterized by reduction in firm
size and growth opportunities.

In Panel A of Table 3, we present Pearson correlations between the variables that we
use in the cash compensation model. Consistent with our expectations, we find a positive
and statistically significant correlation between ALN(Cash$) and AROA (0.116, p = .001),
ARET (0.096, p = .001), and ASIZE (0.052, p = .002). However, we find a negative and sta-
tistically significant correlation between ALN(Cash$) and AGWI (—0.080, p = .001), and
AWRTDWN (—0.039, p = .022).

In Panel B of Table 3, we report that the correlations between the variables used in the
option-based and restricted stock compensation models. The results show that
ALN(OPTIONS) is negatively correlated with AGWI. However, ALN(RESTRICTS$) is not
significantly correlated with AGWI. The correlations between changes in options (or
restricted stock) and the control variables are generally significant in the predicted
directions.

Results of Multivariate Analyses

Table 4 presents the results from estimating Equation 1. In the first column, we present the
results from estimating the model of cash compensation as a function of goodwill impair-
ment losses, control variables as well as year- and firm-fixed effects. The estimated coeffi-
cient of —0.337 (with p value of .002) on AGWI indicates that the change in CEO cash
compensation is significantly lower for firms that recognize goodwill impairment losses
than that for firms that do not recognize goodwill impairment losses, as predicted in HI1.
We find that both AROA and RETI are positively and significantly associated with the
change in the log of cash compensation (p < .001 for both). We find no significance on the
coefficients on other write-downs, restructuring charges, or other special items. Finding
strong significance on the estimated coefficient on AGWTI in the presence of other special
charges indicates that the association between goodwill impairment loss and the change
CEO cash compensation is unlikely to be driven by the effect of other charges. The coeffi-
cient on the TENURE is positive and significant at the 10% level. Finally, we find a posi-
tive association between ASize and the change in cash compensation, and the association is
significant at the 1% level. The model has an adjusted R? of .17. Overall, the results from
the estimation of Equation 1 are consistent with the findings of prior research (Comprix &
Muller, 2006; Dechow et al., 1994; Gaver & Gaver, 1998).

The second column of Table 4 presents the results from estimating the modified version
of Equation 1, regressing the change in option compensation on AGWI and controls. The
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Table 3.

Panel A: Pearson Correlations for the Variables Used in the Cash Compensation Model.

ALN(CASH$)  AROA RET ~ AGWI AWRTDWN ARESTRUCT AOTH_SPEC ASIZE TENURE
ALN(CASHS$) |
AROA 116 |
.000
RET .096 254 |
.000 .000
AGWI —.080 —-.070 —284 |
.000 .000 .000
AWRTDWN —.039 -0l —.152 127 |
.022 517 .000 .000
ARESTRUCT —.027 —.061 —.112 .037 .036 |
.108 .000 .000 027 .034
AOTHER_SPECIAL .000 128 —.033 .023 —.005 —.009 [
.985 .000 .050 A71 766 .580
ASIZE .052 238 .060 .024 —.0ll —.017 .035 |
.002 .000 .000 .152 .526 319 .038
TENURE —.008 —.021  —-.012 -—.01l .007 016 .004 010 |
656 207 490 496 664 .345 810 .565
Panel B: Pearson Correlations for the Variables Used in the Option-Based and Restricted Stock Compensation Models.
m @ 6 @& 6 © O ©@ O [ 4y (12 @13 (14 (15
(1) ALN(OPTION$) 1
(2) ALN(RESTRICT$) .053
.002
(3) AGwWI —.023  .020 |
.090 .120
(4) ASHARES —.049 —.023 .004 |
.004 .169 797
(5) AEX_OPT —.029 —.027 —.0I15 .I33 |
.082 .104 369 .000
(6) AUNEX_OPT —.226 —.045 —.017 —.018 —.018 |
.000 .007 304 278 279
(7) ASIZE .05 .074 .024 —.035 —.032 —.033 |
370 .000 .I52 .036 .057 .047
(8) AMB —.018 .028 —.045 .000 .002 —.0l16 —.004 |
289 .102 .008 991 920 336 813
(9) ARD 000 .0l6 .119 .028 .012 —.037 —.066 —.048 |
984 347 .000 .097 483 .026 .000 .004
(10) ARET2 —.069 —.031 —.235 —.001 —.006 .031 —.178 223 —.125 |
.000 .069 .000 976 .726 .069 .000 .000 .000
(1) ACASH_CST —.004 005 .020 —.019 —.010 —.005 .055 —.053 .043 —.I55 |
821 746 246 262 562 .779 .00l .002 .0Il .000
(12) AEARN_CST .007 —.024 .08 .00l —.018 —.020 —236 —.050 .I55 —.046 .07I |
667 .148 .000 .960 286 244 .000 .003 .000 .006 .000
(13) ACASH2 .0l —.004 —.108 .0l .056 .020 —.348 .015 .023 .16 —.051 .025 |
512 796 .000 497 .00l 235 .000 381 .174 .000 .002 .43
(14) ALEV .022 —.002 .045 .062 .008 .007 —.037 —.0Il —.005 —.057 235 .069 —.035 |
192 912 .007 .000 .616 .81 .028 .506 .758 .00I .000 .000 .037
(15) ARISK .025 —.046 .138 .052 —.076 .007 —.120 —.086 .137 —.131 —.026 .142 .007 .21 |
.143  .006 .000 .002 .000 .699 .000 .000 .000 .000 .17 .000 .672 .000

Note. All variables are defined in the footnote of Table 2.
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estimated coefficient of —1.855 (with p value of .001) on AGWI indicates that a goodwill
impairment loss is associated with a subsequent reduction in the CEO option compensation.
To understand it in a more intuitive way, consider the following example. Assume that
there is no GWI recognized in the year + — 2 and + — 1 and the option compensation is
US$1.68 million (using our sample mean for firms without impairment) each year. In year
t = 0, the company recognized GWI = 0.05 consistent with the mean of the change in GWI
in our sample. A coefficient of —1.855 means, ceteris paribus, the option compensation
will be reduced to 1.53 million (1.68 X e '¥37%0%) from US$1.68 million, an almost
10% reduction. The coefficients on the control variables generally show that CEOs with
high stock or option ownership are awarded fewer option grants. For the other control vari-
ables, ARD, ACASH_CST, ALEV, and ARISK have insignificant coefficients with signs that
are opposite to our predictions and RET2 has the sign opposite to our prediction. In all
tests, we report p values based on one-tailed # tests when the coefficient sign is predicted
and based on two-tailed ¢ tests otherwise.

The third column of Table 4 reports the results of regressing the change in restricted
stock grants on the AGWI and controls. We report a coefficient of 0.654 on AGWI, which
is not significant at the conventional levels. The coefficients on the control variables are
essentially similar in sign (but not necessarily in significance) to those observed for the
option compensation model (column 2).

Overall, the evidence is consistent with the notion that reported goodwill impairments
are associated with subsequent reduction in CEO cash and option compensation but no
reduction in the value of restricted stock grants. The reduction in option compensation is
likely to reflect the realignment of incentives for risk taking.

To investigate whether the change in CEO compensation in response to goodwill impair-
ment losses differs across R&D intensity level of the firms, we estimate Equation 2 allow-
ing the coefficients on goodwill impairment losses and other special charges to vary
according to the R&D intensity of the firm (R&D intensive vs. non-R&D intensive as cap-
tured by the indicator variable R&D). We define a firm as R&D intensive if its R&D inten-
sity (R&D expense scaled by lagged sales) is above the upper quartile R&D intensity of all
firms in the full sample. In the first column of Table 5, we report results from estimating
Equation 2 with the change in cash compensation as the dependent variable. We find that
the coefficient on AGWI which measures the change in CEO cash compensation in
response to the recognition of goodwill impairment losses is negative and significant (p
value of .011) for firms that are not R&D intensive. The coefficient on AGWI X R&D,
which measures how this change differs for firms that are more R&D intensive, is negative,
but not statistically significant at the conventional levels. This result implies that compensa-
tion committees do not weigh goodwill impairments differently when they award cash com-
pensation to CEOs in R&D intensive firms. For the control variables, we find statistically
significant results in the predicted directions for the other determinants of cash compensa-
tion with the exception of TENURE and the model has an adjusted R* of 18%.

In the second column of Table 5, we report the results from estimating the modified ver-
sion of Equation 2, regressing the change in option compensation on the AGWI, the interac-
tion of AGWI and R&D as well as controls. We find that for the firms that are not R&D
intensive (R&D = 0), the coefficient on GWI is —2.868 and significant at p < .001, while
it is —0.590 (AGWI + AGWI X R&D) with no statistical significance for the firms that
are R&D intensive (R&D = 1). These results show that the reduction in CEOs’ option com-
pensation is not statistically significant in R&D intensive firms while it is statistically sig-
nificant in non-R&D intensive firms.
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In the third column of Table 5, we present the results from estimating Equation 2 with
the change in restricted stock grants as the dependent variable. The coefficients on the
main variables of interest (AGWI and AGWI X R&D) are not significant at the conven-
tional levels. Overall, we find mixed evidence for the hypothesis that the change in CEO
compensation in response to the recognition of goodwill impairment losses is different for
firms with higher R&D intensity compared with the firms with lower R&D intensity.

Table 6 presents the results from estimating Equation 3, which allows us to test whether
the change in CEO compensation in response to goodwill impairment losses differs across
firms that acquired larger targets versus smaller targets. Acquisition of larger versus smaller
targets is captured by the variable DEAL, which is coded 1 if the average deal value of last
5 years acquisition in the given year is greater than the median of the last 5 years acquisi-
tion of that given year, and 0 otherwise. Based on the results, we report in the first column
of Table 6, we find that for the firms that have not acquired large targets (DEAL = 0), the
reduction in CEO cash compensation in response to AGWTI is not statistically significant as
indicated by the coefficient estimate of —0.156 and p value of .120, while it is stronger and
statistically significant for the firms that have acquired larger targets (DEAL = 1) as given
by the coefficient estimate of —0.532 and p value of .001.

As reported in the second and third columns of Table 6, option compensation is reduced
more for CEOs of firms that have acquired large targets compared with CEOs firms that
have acquired small targets in the past 5 years; however, the difference is not statistically
significant at conventional levels. Consistent with the results reported earlier, restricted
stock compensation is not specifically changed by goodwill impairment losses. Overall,
these results suggest that CEOs who might have engaged in large acquisitions that ended
up requiring impairment see reduction only in their cash compensation. Reduction in cash
compensation is likely to discourage future acquisitions.

To investigate whether the change in CEO compensation in response to goodwill impair-
ment losses differs according to the tenure of CEOs, we estimate Equation 4 allowing the
coefficients on goodwill impairment losses, other special charges to vary according to the
CEO tenure (long tenure vs. short tenure as captured by the indicator wvariable
TENURE_D). Our results, which we report in Table 7, show that while there is no reduc-
tion in the cash compensation of the long tenure CEOs, there is a strong reduction in cash
compensation of the short tenure CEOs. Specifically, the estimated coefficient on AGWI is
—0.403 (p value of .001) for the short tenure CEOs while it is 0.006 (p value of .965) for
the long tenure CEOs. However, we do not find a statistically significant difference across
longer tenured versus shorter tenured CEOs in terms of the impact of GWI on option or
restricted stock compensation. This result is interesting given that longer tenured CEOs are
likely to be responsible for the past acquisitions that required write-downs. The result is,
however, consistent with the notion that CEOs with longer tenure have better track record
or alternatively, are more entrenched and protected.

In examining the question as to whether the compensation committees shield executives
from the effect of restructuring charges, Adut et al. (2003) find cross-sectional variations in
the degree of shielding. They show that the committees tend to shield executives from
adverse effects of initial and subsequent restructuring charges for CEOs with a long tenure.
Our findings corroborate those of Adut et al. (2003). We find that CEOs with a shorter
tenure, that is, in their earlier stage of tenure, are more likely to experience reductions in
their cash compensation as a result of impairment losses than CEOs with a longer tenure.
Our results are consistent with the notion that the value of new information reflected in
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goodwill impairments is smaller when assessing performance of a CEO with a long track
record than a CEO in an early stage of tenure.

Overall, our results strongly suggest that, on average, the compensation committees
reduce the compensation of the CEOs who report goodwill impairment losses. Specifically,
we find that the decrease in CEO option-based compensation in response to goodwill
impairment losses is driven by firms that are not R&D intensive, and the decrease in CEO
cash compensation in response to goodwill impairment losses is driven by firms that
acquired large targets in the recent past, and have CEOs with a shorter tenure.

Additional Analyses

One interesting case that arises in our setting is that CEOs in their first year of appointment
typically (a) record impairments to clear the decks as documented by Francis et al. (1996)
and (b) receive more compensation than their predecessors. We therefore expect that the
reduction in compensation of the new CEOs for the first year impairment charges is less
than that of the extant CEOs for the impairment charges. To test this conjecture, we run the
following empirical models:

ACompj;=a; +a AGWI+ a3 AGWIy X NEWCEO+ays NEWCEO+BAControls;;
+ Year indicators + Industry indicators + e,

where NEWCEQ is 1 if it is the first year of the CEO’s appointment; 0 otherwise.

In untabulated results, we find that when using the log of change in cash compensation
as the dependent variable, for the firms with the extant CEOs (NEWCEO = 0), the coeffi-
cient on GWI is —0.342 and significant with a p value of .003, while it is 0.239 (AGWI;, +
AGWI,; X NEWCEQ) with no statistical significance for firms with the new CEOs. The
inferences are the same when using the log of change in option-based compensation: The
coefficient on AGWI,; is —1.862 (significant at the .01 level) while the coefficient on
AGWI; + o3 AGWI, X NEWCEQ is —6.543, which is not significant at the conventional
levels (p = .777). When using the log of the change in restricted stock grants, we do not
find any significance on AGWI,;, or AGWI;, X NEWCEO. Consistent with our expectation,
these results indicate that the new CEOs’ cash and option-based (and restricted stock) com-
pensation are shielded from goodwill impairment losses and that H1 holds except for new
CEOs.

It is possible that the CEOs try to time goodwill impairments to minimize the adverse
consequence on their compensation. Then, they would time goodwill impairment to coin-
cide with a year of poor performance when there are already no bonuses awarded (big
bath). Our earlier results might simply be due to the timing of the impairment charge much
like the “‘new CEO’’ effect described above. To see if the association between the change
in CEO compensation and change in GWI is affected by big bath taking, we re-run our
regression after removing those firms that are likely to have taken a big bath (using the
measurement of big bath variable in Riedl, 2004). The results (untabulated) are very similar
to those with all firms. In particular, the coefficient estimate on AGWI (—=0.377, p =
—.000) remains the same for bonus, slightly higher (—1.655, p = —.001) for options. The
coefficient on restricted stock is insignificant in both regressions. Thus, our main inferences
are unchanged when we control for the cases in which CEOs opportunistically time the
impairment decisions.’

Downloaded from jaf.sagepub.com at PACE UNIV LIBRARY on September 26, 2014


http://jaf.sagepub.com/

Darrough et al. 457

Our main analyses strongly suggest that compensation committees reduce the cash and
option-based compensation of the CEOs who report impairment of goodwill. Because the
compensation committees are part of the corporate boards, we examine whether the quality
of the boards influences on the relation between changes in CEO compensation and good-
will impairment losses. We focus the CEO—chair duality of the boards. We use an indicator
variable for firms that have CEO—chair duality, interact with the variable GWT and estimate
Equation 1. The results (untabulated) show no difference in the relation between goodwill
impairments and the change in CEO compensation across the firms with CEO—chair duality
versus separation except for the cash compensation model.'® Thus, the results show only
weak evidence that the reduction in CEO’s overall compensation in response to GWI is dif-
ferent across firms with CEO—chair duality versus separation.

In addition, we examine the possibility that CEOs manage to maintain the same level of
compensation through negotiating other forms of pay such that total compensation remains
unaffected when impairments are recorded. We run Equation 2 using fotal compensation as
the dependent variable. In untabulated results, we continue to find a negative and signifi-
cant coefficient on AGWI, leading us to conclude that the reduction in cash compensation
is not totally made up by other components (options, restricted stock, and other forms) of
compensation.

Alternative Specifications

We examine the alternative explanations for our empirical results. We first explore whether
change in the dependent variable is not driven by AGWI but rather by variables that are
omitted in our specifications. In particular, in our specifications, we assume that pay-per-
formance sensitivities (with respect to ROA4 and RET) are constant across firms. The sensi-
tivities may vary across firms. If, in addition, they are correlated to AGWI, then the
estimates of the coefficient on AGWI may be biased because of the omitted variables. We
investigate three possible scenarios in which the pay-performance sensitivities differ across
firms with different characteristics: (a) earnings volatility, (b) growth, and (c) tenure. We
expect that the pay-performance sensitivities are smaller for firms with more volatile earn-
ings than those with more stable earnings. To the extent that CEOs are risk-averse, lower
sensitivities reduce the adverse effect of earnings volatility inherent to their firms. Second,
prior literature (Gaver & Gaver, 1995; Lambert & Larcker, 1987; Yermack, 1995) predict
that growth firms rely more on equity based than earnings-based compensation relative to
non-growth firms. This implies the sensitivity of pay-RET (pay-ROA) relation should be
higher (lower) for growth firms relative to non-growth firms. Literature on career concerns
(Gibbons & Murphy, 1992), however, predicts that pay-performance sensitivity increases as
CEOs’ tenure increases. To examine whether the differential pay-performance sensitivities
are biasing the coefficient on AGWI, we re-run our regressions after adding interactive
terms between AROA (RET) and the measures of firm-specific earnings volatility, market-
to-book proxying growth, and high tenure. Untabulated results show that even after control-
ling for these potentially omitted variables, the coefficient on AGWI remains negative;
inferences remain the same.

Concluding Remarks

Motivated by the well-documented agency issues surrounding M&As, we address the ques-
tion of whether compensation committees incorporate acquisition-related managerial
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performance, as reflected in goodwill impairment losses, into CEO compensation.
Impairment testing under SFAS 142 requires firms to evaluate the economic value of good-
will and report impairment losses when the fair value of acquired units deteriorates, in
essence, when past acquisitions go sour.

As compensation is an instrument to incentivize CEOs to make optimal decisions, the
compensation committees need to balance (a) effort aversion and (b) risk aversion of
CEOs. Without penalty for poor acquisitions, CEOs may pursue a reckless shopping spree
to build an empire. However, if the penalty is very severe, CEOs will be reluctant to purse
risky acquisitions. We find that there is a significant reduction in cash- and option-based
CEO compensation as firms recognize goodwill impairment losses. Although total compen-
sation is reduced, it appears that compensation committees alter the composition of com-
pensation to realign the risk-taking incentives of CEOs. In addition, we find that there are
significant cross-sectional differences. We reiterate the major findings below.

First, we find that the reduction in option-based compensation following the recognition
of goodwill impairment losses is significantly higher for CEOs in firms that are not R&D
intensive. In fact, CEOs in firms that are R&D intensive appear to be shielded from good-
will impairment losses in terms of option-based compensation. However, we find that
CEOs in both R&D intensive firms and non-R&D intensive firms see significant reduction
in their cash compensation. Therefore, our finding suggests that CEOs of R&D intensive
firms are shielded from a negative effect of goodwill impairment losses in the area of
option compensation. As goodwill impairment is bad news for the reporting firms, we inter-
pret this differential sensitivity as the compensation committee’s way of encouraging CEOs
to take risks through acquisitions in firms where risk taking is more important.

Second, CEOs who have acquired larger targets, compared with those who have
acquired smaller targets in their recent acquisitions experience more reduction in their cash
compensation. Impairment is more likely to be an outcome of suboptimal decisions made
at the time of acquisition. Although acquisitions and impairments are sunk costs, adverse
consequences inflicted on CEOs are likely to discipline them in future acquisitions. Third,
we find that CEOs with a long tenure are shielded from the negative consequences of good-
will impairment losses on their cash compensation. This is consistent with the notion that
incremental information contained from goodwill impairment is less valuable as a CEO’s
tenure lengthens. These CEOs likely have a long track record with superior performance.
However, these CEOs may be shielded because they amassed power over their board over
time (CEO entrenchment). Although this is not our main research question of interest, com-
parison of industry adjusted ROA shows (untabulated) that CEOs with a long tenure have
ROA at least as good as those with a shorter tenure. That seems to contradict the possibility
that these CEOs have captured their boards to ensure their job security (Hermalin &
Weisbach, 2003).

The differential treatment of options and restricted stock is particularly interesting.
While academic research tends to aggregate options and restricted stock as equity-based
compensation, our results show that compensation committees seem to differentiate them.
When goodwill is found to be impaired, compensation committees appear to restructure
compensation to reduce the risk-taking incentives. Our results are consistent with the
notion that option compensation is more efficient in inducing CEOs to take the optimal
level of risky investments (Bryan et al., 2000) and the market differentiates the incentive
effects of option and restricted stock grants (Irving, Landsman, & Lindsey, 2011). Thus,
restructuring of CEO compensation is implemented mainly through reducing option com-
pensation rather than restricted stock.''
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We also conduct a number of additional analyses to provide a richer and more complete
picture on how compensation committees incorporate goodwill impairment losses into
CEO compensation. All in all, we find that compensation committees appear to use good-
will impairment losses to realign CEOs’ incentives to motivate them to take appropriate
risks.

We contribute to the stream of literature on the determinants of CEO compensation,
especially on the role of “‘transitory”” reductions from net income. Goodwill impairment,
however, is different from other charges in several aspects. First, it arises only from past
acquisition activities. Had a firm pursued an organic growth strategy, a goodwill impair-
ment cannot arise even though impairment of identifiable tangible and intangible assets can
occur. Second, goodwill impairment loss is a non-cash charge. Thus, we do not expect
necessarily the same results from restructuring charges or other special items. We also con-
tribute to the stream of literature that examines the consequences borne by executives who
destroy firm value with acquisitions. Our results are consistent with the notion that com-
pensation committees, on average, do penalize CEOs for poor acquisition-related perfor-
mance by reducing their compensation. CEOs who end up impairing goodwill are
penalized because they are viewed as having made poor acquisitions and/or managed post-
acquisition operations poorly. However, the severity of penalty is not uniform across firms.
Overall, we find that the compensation committees determine compensation to balance, on
one hand, the need to incentivize CEOs to make risky investments (such as R&D), and on
the other hand, the need to curb excessive investments (such as the executives’ tendency to
build empire).

Author’s Note

All data are available from public sources. An earlier version of the article was titled ““CEO
Compensation and Acquisition Performance: Evidence From Goodwill Impairment Losses.”

Acknowledgments

We are grateful for the comments of Zhonglan Dai (AAA Discussant), Carol Marquardt, Jack
Stecher, David Yermack, the seminar participants at Bocconi University, HEC Paris, IE Business
School, Maastricht University, and the 2010 EAA and AAA meetings. We also acknowledge the
summer support from Pace University and travel support from Kog¢ University.

Declaration of Conflicting Interests

The author(s) declared no potential conflicts of interest with respect to the research, authorship, and/
or publication of this article.

Funding

The author(s) disclosed receipt of the following financial support for the research, authorship, and/or
publication of this article: We acknowledge the research grants from PSC-CUNY.

Notes

1. Consistent with prior literature (i.e., Adut, Cready, & Lopez, 2003), ‘‘shielding” occurs when
compensation committees add the goodwill impairment losses back to accounting income before
determining executives’ compensation. If compensation committees shield CEOs’ compensation
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from goodwill impairment losses, then there would be no association between the change in
goodwill impairment losses and the change in components of executive compensation.

2. For example, the New York Times article by Healy (2009) cites Rex S. Schuette, the Chief
Financial Officer (CFO) of United Community Banks, stating that ‘it was just a paper entry sit-
ting on your balance sheet”” when referring to his company’s US$70 million write-off of good-
will in the first quarter of 2009.

3. Using a sample of 634 firms over the period 2001-2010, Brown, Davis-Friday, and Guler (2014)
document that firms that experienced goodwill impairment losses are more likely to formally
adopt clawback provisions in executive compensation contracts. This finding suggests that com-
pensation committees are concerned with large goodwill impairment losses and may take actions
against those CEOs, ex post, who have engaged in poor acquisitions. In contrast, our article
examines whether compensation committees adjust compensation downward without formal
clawback provisions by investigating the association between the change in goodwill impairment
losses and the change in components of executive compensation. Examining whether and how
firms claw back acquisition-specific bonuses is not within the scope of our article for the reasons
explained in Note 5.

4. Tt is possible that the compensation committees might be taking “‘the overallocated goodwill”
documented by Shalev, Zhang, and Zhang (2013) into account when they evaluate the impact of
goodwill impairment losses on the CEOs, and they might reduce the compensation of the CEOs
who overallocated the purchase price to goodwill at the time of acquisition more relative to
those who do not overallocate. It would be interesting to do this additional analysis, however
when we attempt this, we are not able to reach at a meaningful sample size, as this requires us to
track back acquisitions and pair them with the subsequent goodwill impairment charges. Firms
typically do not provide explicit disclosures as to the source of impairment; therefore, there are
very few instances where a specific CEO who reports the goodwill impairment can be matched
with specific acquisitions in the past.

5. According to Financial Accounting Standards Board (FASB) guidelines, interim testing between
annual tests is necessary if there is (a) market decline, (b) a regulatory action concerning the
company’s business, (c) a change in legal environment that impacts the company, (d) unexpected
competition, (e) loss of key personnel, (f) expectation to sell or dispose a reporting unit.

6. We do not use acquisition premium for three reasons. First, high premium is not necessarily an
indication of aggressive acquisition behavior. High premiums may have been necessary to con-
clude acquisitions and may not capture the overpayment for targets over and above the value of
the targets to the acquirer. Second, in estimating a prediction model for future goodwill impair-
ment, Olante (2013) finds that premium is not statistically significant. Third, premium is avail-
able for only one fifth of our sample firms.

7. An additional test of the first hypothesis would be to track major acquisitions and impairment
decisions by CEO-firm combination. Some CEOs are given special bonuses (and/or options) at
the time of acquisition and when their goodwill is impaired in the future, their bonuses (and/or
options) could be clawed back. We attempted to track the past acquisitions in relation to impair-
ment decisions. We found that we cannot arrive at a meaningful sample size (less than 10 obser-
vations) because (a) only 26% of companies with goodwill impairments identify which past
acquisitions had their goodwill impaired in their financial reports (10-Ks); and (b) only few com-
panies disclose the amount of bonuses awarded to their CEO around the time of the acquisitions
identified in (a).

8. Based on the acquisitions that took place between 1988 and 1998, Hayn and Hughes (2006) find
that goodwill write-offs occur on average 4 to 5 years after the acquisitions. Olante (2013) find
that the lag impairment write-offs is shorter in the more recent period.

9. Related to this, we also examine whether the CEOs are more severely penalized for goodwill
impairment losses if they have delayed the recognition of goodwill impairment losses. We use
an indicator variable for firms that report ‘‘delayed” goodwill impairment charges. Consistent
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with Beatty and Weber (2006), we denote the firm as delayed if their market value of equity is
less than their book value of equity. We then interact this indicator variable with our main vari-
able of interest AGWI to allow the coefficient on the AGWI to differ according to whether firms
delay the impairment losses, and run Equation 1. We do not find any statistical significance on
the interaction term (untabulated), consistent with the notion that compensation committees do
not seem to differentiate between goodwill impairments reported with delay and goodwill impair-
ment charge reported on a timely basis when they determine the CEOs’ compensation.

10. Specifically, when using the log of change in cash compensation as the dependent variable, we
find that for the CEOs who are not the chair of their firms’ boards, there is a reduction in CEO
cash compensation in response to AGWI as indicated by the statistically significant coefficient
estimate of —0.410 (p value of .001) for AGWI. However, CEO—hairs’ cash compensation is
not significantly reduced as given by the coefficient estimate of —0.042 and p value of .778 for
AGWI + AGWI X CHAIR.

11. We should note that SFAS 123R, which became effective in 2006, did reduce the advantage of
stock options over restricted stock and many firms reduced options and increased restricted
stock. This effect, however, should be controlled for, to some extent, by the inclusion of year
effects.
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