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Executive Careers and Compensation
Surrounding Takeover Bids

ANUP AGRAWAL and RALPH A. WALKLING*

ABSTRACT

This article examines the impact of a takeover bid on the careers and compensation
of chief executives of target firms. We find that acquisition attempts occur more
frequently in industries where chief executive officers (CEO) have positive abnormal
compensation. Target CEOs are more likely to be replaced when a bid succeeds,
than when it fails. CEOs of target firms who lose their jobs generally fail to find
another senior executive position in any public corporation within three years after
the bid. Consistent with Fama’s (1980) notion of “ex post settling up”, postbid
compensation changes of managers retained after an acquisition attempt are nega-
tively related to several measures of their prebid abnormal compensation. This
result is robust to a variety of specifications and does not seem to be caused by
mean reversion or selection bias. These findings are consistent with the hypothesis
that a takeover bid generates additional information that is used by labor markets
to discipline managers.

THE SUBJECT OF EXECUTIVE compensation is currently a hot topic in the
financial press. A recent Wall Street Journal featured an entire section on
executive pay noting:

“Presidential candidates and shareholder groups rail about too high
chief executive pay. Congress ponders ways to limit it, or at least make it
more expensive for companies to offer it. The outcry has corporate
directors in ‘full red alert’...”*

Nearly a decade earlier, Jensen and Ruback (1983) called for additional
research on executive compensation following acquisition activity. In giving
directions for future research, they state (p. 45),
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“Examination of the costs and benefits to competing management teams
of success or failure in the takeover market will aid in understanding the
forces that determine when and why takeovers are initiated, and why
target managers oppose or acquiesce to such proposals. Factual knowl-
edge about the career paths and compensation experience of bidder and
target management personnel will be valuable in such effort. For
example: How does management turnover frequency in takeover situa-
tions compare with that in non-takeover conditions? Do target managers
lose their jobs more frequently in unfriendly takeovers than in friendly or
‘white-knight’ acquisitions? What happens to the managers of targets
who successfully avoid takeovers? When target managers remain with
the merged firm, how do they fare in compensation, rank and rapidity of
promotion in the merged firm? How do target managers who leave the
merged entity fare in the external labor market?”

This article empirically addresses several of these issues. Despite its obvi-
ous importance, no prior academic study has empirically examined executive
careers and compensation after takeover bids for their firms.?2 This is proba-
bly due to the difficulty in obtaining compensation data on target executives
following a takeover. In this article, we examine the careers and compensa-
tion of chief executives of target firms around acquisition attempts. Our
sample consists of Forbes 800 firms (defined in Section I) that became targets
over the period 1980 to 1986. We examine all acquisition attempts on these
firms, both successful and unsuccessful.

Our main findings are that: (1) Takeover bids occur more frequently in
industries where chief executive officers (CEO) have significantly positive
abnormal compensation (i.e., deviations from a model of normal compensa-
tion). The levels of abnormal compensation do not differ significantly between
target firms and a random sample of nontarget firms in their industries. In
addition, there is no significant difference between the abnormal compensa-
tion of CEOs of contested and uncontested targets, or between CEOs of
successful and unsuccessful targets. (2) Target CEOs are more likely to be
replaced when a bid succeeds than when it fails. In addition, we find that
CEOs of target firms who lose their jobs generally fail to find another senior
executive position in any public corporation within three years after the bid.
(3) CEOs of target firms who remain employed subsequent to a bid experience
increases in their salary and bonus and in total compensation from two years
before to one year after a bid announcement. These gains are significant in
real terms but differ insignificantly from the average increases for nontarget
peers in their industries. The increases do not differ significantly by the
outcome of the bid or by the target management’s response to it. (4) Changes

2 As discussed in the next section, Martin and McConnell (1991) examine executive turnover
around successful tender offers. The section of our work that deals with turnover extends their
research by tracing careers after an executive is replaced. In addition, we examine unsuccessful
bids and mergers and also explore issues related to managerial compensation surrounding
acquisition attempts.
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in compensation for target CEOs retained after a takeover bid are negatively
related to measures of their prebid excess compensation. We do not find a
similar relation for a random sample of CEOs of industry-matched nontarget
firms. The negative relation between postbid changes in compensation and
measures of prebid excess compensation holds whether the bid succeeds or
fails, and whether it is resisted by target managers or not. These findings are
consistent with the hypothesis that a takeover bid generates additional
information about managerial performance, which is used by labor markets
to discipline managers.

The remainder of this article is organized as follows: Section I discusses
compensation characteristics of target CEOs and an industry-matched sam-
ple of nontargets prior to acquisition attempts. Section II discusses employ-
ment and compensation following an acquisition bid. Section III examines the
extent to which postbid adjustments in compensation are related to prebid
abnormal compensation. Section IV concludes.

I. Prebid Compensation

This study focuses on the set of Forbes 800 firms. This set consists of all U.S.
public corporations that appear in any of the four lists compiled by Forbes
magazine of the 500 largest corporations in terms of sales, total assets,
market value of equity, or profits.® The four lists typically cover about 800
firms. Using the 1979 Forbes 800 list, we search the front page of the Wall
Street Journal (WSJ) over the period from January 1, 1980 to December 31,
1986 for incidence of takeover attempts on these firms.* All acquisition bids
for each target are identified. A new, separate attempt for a given target is
defined to be a bid following a three-month period in which no acquisition
activity is reported in the Wall Street Journal Index (WSJI).

Over the period 1980 to 1986, we identify 189 Forbes 800 firms that
became targets of 344 separate acquisition attempts. A single attempt was
made on 103 firms, two attempts were made on 47 firms, and three attempts
were made on 24 firms. Fifteen firms experienced four or more attempts.’ For
each reported bid, the WSJ and its Index (WSJTI) are used to identify the first
public announcement date, target management’s response to the bid, and the
outcome of the bid. As discussed in Section II, we are able to obtain compen-
sation data on 182 targets.

3 We focus on Forbes 800 firms because these are large firms that command considerable
public interest. Their CEOs occupy visible positions, and there is substantial public information
about them, including the compensation data necessary for this article.

* Even though we did not check every page of the WSJ, this procedure should identify most of
the takeover attempts on these firms. Since these are some of the largest firms in the economy, a
takeover attempt on any of them is likely to be newsworthy enough to make it to the front page
of the WSJ at some time during the bid’s existence.

5 At the extreme, both ACF Industries and Revlon received six bids each and CBS received
seven bids.
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A control sample of nontarget firms is obtained using the following proce-
dure. For each target firm that received a takeover bid in year T, we identify
the set of all firms in the Forbes 800 list of year T' — 2 that have the same
2-digit SIC industry code. From this set, one firm is drawn at random as a
potential candidate for inclusion in the nontarget sample. The firm is in-
cluded if it did not receive a takeover bid that was reported on the front page
of the WSJ during the 4-year period from T — 2 to T + 1. If it received a bid,
we repeat the procedure until a nontarget firm is obtained. This process
yields an industry-matched random sample of 169 nontarget firms. For the
remaining 13 target firms, we were unable to either find an industry-matched
nontarget firm or all necessary data for the nontarget firm.

A. Financial and Operating Characteristics

Descriptive statistics on the target firms as of two years prior to the year of
bid announcement are shown in Table I. Panel A reveals the distribution of
firms according to industry classification. The industries with the largest
number of firms are the manufacturing sector (77 firms), the finance, insur-
ance, and real estate sector (39 firms), and the transportation, communica-
tion, and utility sector (26 firms).

As expected of Forbes 800 firms, the average firm is quite large; the
market value of equity averages $1.5 billion in inflation-adjusted 1987 dol-
lars. Total assets average over $5 billion. Median values are smaller: about a
billion dollars for the market value of equity and about $2.8 billion for total
assets. The average debt ratio (book value of debt divided by total assets) is
0.19. Although the average target firm is profitable in year 7' — 2 as mea-
sured by its stock return or return on assets, its stock return is less than the
market average.

B. Compensation and Tenure of CEOs of Target vs. Nontarget Firms

For CEOs of 172 of our target firms, we obtain data on annual salary,
bonus, and total compensation from Forbes magazine’s annual surveys of top
executive compensation. Annual total compensation includes: salary and
bonus; securities, properties, and benefits; and the aggregate of contingent
and long-term compensation. We record these data for year T' — 2, where T is
the year of the announcement of a bid for the firm.® We examine data for year
T — 2 to avoid any compensation adjustments in year T' — 1 that might take
place in anticipation of the acquisition. For an additional 10 firms, data on
CEO compensation is obtained from Disclosure CD-ROMs. This process yields
a sample of prebid compensation data for CEOs of 182 target firms. Two
firms are listed on the American Stock Exchange; the remaining firms are
listed on the New York Stock Exchange (NYSE).

6 Forbes issues dated one year before the year of bid announcement are used to obtain these
data.



