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Executive Compensation
and Farnings Persistence

Allan S, Ashley
Simon S. M. Yang™

ABSTRACT., Governing boards utilize executive
compensation contracts in an attempr to align
executive actions with corporate goals. The objec-
tive is to ensure that executive performance provides
value to the organization in terms of successful
outcomes. A key performance criveria typically spec-
ified in CEQ compensation contracts is carnings
targets. However, using ecarnings as a performance
evaluation may be problemartic because some firms
{

high

>

%

exhibit robust and sustained earnings over time {
earnings persistence), and other firms, such as tugh
growth oriented firms, exhibit weak or sometimes
negative earmngs over time (low carnings persistence),
QOur study reveals that the effect of high earnings
persistence results 1o firros that focus more heavily
on cash compensation (salary and bonus) rather than
ou equity compensation {stock options, etc} to
compensate executive performance. Additionally, for
firmes characterized by low earuings persistence, our
study indicates that cash flows from operations act as
a supplementary performance measure to accounting
carnings, and become increasingly important as a
means to justify executive cash compensation.

KEY WORIDS: executive compensation, executive
persistence

. Introduction

Governing boards of corporations utilize man-
agement compensation COntracts in an attempt o
ensure that mansgement actions result in suc-
cesstul performance for the firm. Puffer and
Weintrop (1991) point out that the performance
criteria typically specified in chief executive
officers {CEQO)} compensation contracts include
stack price performance, earnings targets and
certain financial ratios that assess the organiza-
tion’s financial well-being.

Prior studies have documented the fact that
accounting earnings play s significant role in
measuring performance for the purpose of
compensation {e.g., Jensen and Murphy, 1990;
Sloan, 1993). However investors have become
suspicious and skeptical of the earnings and profit
figures provided by management as a measure of
CEQO and corporate performance.

A recent Fortune article (Teitetbaum, 2003)
reports that investors are discounting promises
of future earnings and placing more emphasis on
the amount of cash generated by the company’
operations. It is alse well known that managers
can take actions to manage reported earnings,
earnings-refated disclosures, and even the per-
ception of carnings {Schrand and Walther, 2000).
Furthermore, many companies such as high
growth orviented technology firms exhibit
unreliable earnings or have little to no carnings
{as well as negative earnings) o use as a basis
tor the evaluation of CEO performance. It is
apparent that the transitory nature of earnings,
i.e.,, whether or not earnings are likely to
persist, impacts on how to measure CEQO per-
formance.

This paper investigates the effect of earnings
persistence on the type or form of executive
compensation as well as on the pay-for-perfor-
mance relationship. Firms that exhibit robust and
sustainable earnings are characterized as having
high earnings persistence, while firms with weak,
transitory or unsustainable earnings are charac-
terized as having low earnings persistence.

We use the magnitude of total accruals scaled
by total assets as a measure of earnpings persis-
tence. This accrual measure is found by many
studies to be directly related to low persistence
in earnings (Sloan, 1996). The accrual measure
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is also associated with errors in the assessment
of a firms’ value, growth in pet operating assets,
management’s aggregate actions, and oppor-

tunistic tools to smooth the wariability of

reported earnings, all of which eventually lead to
fow earpings persistence {Schipper, 1989; Healy
and Wahlen, 1999). Gur study reveals that firms
with high earnings persistence tend to be larger
in size, report higher earnings, lower stock
returns, and the form of executive compensations
tends to rely more heavily on cash compensa-
tion (salary and bonus) rather than equity com-
pensation {stock options, etc.). This study also
shows that when earnings persistence decreases,
the weighe assigned to cash flows increases and
the weight on earnings decreases in rewarding
executive cash compensation. More specifically,
we find that the incremental weight placed on
cash flows froro operations is significantly greater
for firros with low earnings persistence than for
firms with high earnings persistence. Results
hold when we include other control variables
such as age, tenure, and size, We conclude that
carnings persistence affects the role of earnings
and cash flows from operations in explaining cash
compensation.

The remainder of our study is organized as
follows: Section 2 provides a literature review
and develops hypotheses. Section 3 describes the
methodology and Section 4 describes data
sources and sample characteristics. Section 5
provides detailed results and sensitivity tests and
Section 6 concludes the study.

2. Literature review and hypothesis
development

Many firms craft a serategy that focuses, at least
in part, on encouraging managerial decisions that
atternpt to sustain their carnings strearns. Prior
studies have found a variety of characteristics that
elated to earnings persistenice such as firm size,
product types, barriers-to-entry and capital
intensity {e.g., Baginsk: et al., 1999). Other
studies have documented that earnings persis-
tenice is negatively related to growth and the
risk-free rate of return (often the treasury rate)
{e.g., Lev, 1983). However, there are few studies
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that exanuine the impact of earnings persistence
on executive compensations.,’

Large firms have the financial resources to
diversity in order to avoid the volatility of an
unexpected earnings surprise, to stabilize profit
growth, and to maiorain 3 more persistent
earnings stream (Scherer, 1973). The consump-
tion of non-durable {durable) goods and services
is also associated with persistent (transitory)
income because the less volatile demands from
non-durable producers lead to higher sustainable
earnings than durable goods producers {Caves,
1987). The higher the level of a firms compet-
itive powers, barriers-to-entry, market share,
advertising spending, and research and develop-
ment intensity, the higher the level of carnings
persistence compared to firms with lower
strategic powers. Furthermore, firms in various
industries are involved with different levels of
fixed costs and capital intensity, which impact the
sustainability of earnings. Industries such as
mining, construction, textiles, painting, auto
parts and hotels reguire more capital investment
and fixed costs thus leading to a high operating
leverage and volatile earnings (Lev, 1983). As
suggested by prior studies, we note that the
persistennce of earnings is a firm’s operational
performance that reflects the manger’s overall
efforts to increase a firms wealth, Additionally,
carnings persistence provides an aggregate
measure for performance evaluation, upon which
a CEC compensation contract can be based.

In addition, empirical evidence finds that
mangers, who are approaching retirement and
face relatively short decision horizons, prefer low
net present value (NPV) investmnents to high
MNPV investrments in order to vield faster currens-
period accounting earnings than that of higher
pavbacks at the latter periods. Baber ev al, (1998)
find that the sensitivity of compensation to
earnings varies directly with earnings petsistence
and becomes greater when executives are
approaching retirement. Their result suggests that
compensation conumnittees assign greater weight
to persistent earnings to attenuate the problem
of short employment horizon. Consequently,
managerial performance should be evaluated and
rewarded based on not only the current period
outcome, but also the long~-term implicanions on
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firm profitability as measured by earnings persis-
tence.

In this paper, we examine whether earnings
persistence s related to the use of alternative
compensation vehicles and pay-for-performance
relationship. To the era of dot coms and acceler-
ating growth of high technology, sometimes
eferred as the “"new” economy, the executive
compensation Hterature suggests that firms facing
high growth and large investment opportunities
tend to use more stock-based performance
measures to encourage managers’ risk-taking
actions. Equity  value-based compensation
vehicles, such as stock options and restrictive
stock, are used prevaleotly to reward managers’
actions that vield growth {(as well as volatle
carnings). In contrast, firms that have persistent

earnings streams and  stable performance
reflecting  the long-term  cousequence of

managers’ actions, are sometimes labeled as the
“old” economy. We expect firms with high
earnings persistence to use more of the traditional
cash compensations (i.e., salaries and bonuses)
than the stock-based compensations to reward
managers’ long-term efforts. Stock-based com-
pensations are used with the desire primarily for
growing stock prices, not the persistence of
carnings. Specifically, we expect cash compensa-
tion to be more related to firms with high
carnings persistence and stock-based compensa-
tion to be more related to firms with less
earnings persistence. Thus, our first hypothesis
is stated in an alternative form as:

Hy Firms with high persistence of earnings rely
more on cash compensation and assign
accounting earnings morve weight in executive
compensation contracts than firms with low
carnings persistence,

=

In the pay-performance relationship, theoret-
ical and empirical evidence has consistently
shown that firros search for reliable performance
measures to align firm performance with
managers interests in the principal-agent situa-
tion. For example, prior studies have found that
CEO compensation i3 associated with stock
return (Murphy, 1985; Coughlan and Schmidy,
1985; Jensen and Murphy, 1990), accounting

income (Lambert and Larcker, 1987; Jensen and
Murphy, 1990; Sloan, 1993; Dechow et al.,
1994} and, more recently, cash flows from oper-
ations {Natarajan, 1996; Balsam, 1998; Nwaeze
et al., 2002}.

Furthermore, when a performance measute
becomes noisy and unreliable, prior studies find
that an alternative performance measure receives
a higher weight as a2 means to provide supple-
mentary information. For example, Cheng et al.
(1996) {also, Cheng and Yang, 2002; Al;, 1994}
find that the market rewards high earnings per-
sistence but seeks to use alternatives, such as cash
flows, when earnings are not persistent. Other
studies find that current cash flows have more
predictive ability for future cash flows than
curtent aggregate earnings in a short measure-
ment horizon {Barth et al., 2001; Finger, 1994).
For firms with carnings of a substantial transitory
nature, the use of earnings results in a perfor-
mance measure that contains more noise and has
less ability to predict future profitability. As a
result, it is reasonable that compensation com-
mittees will include alternative performance
measures, such as cash flows from operations, and
assign more weight to cash flows in the com-
pensation contracts. We therefore expected that
the weight placed on cash flows from operations
increases, as earnings persistence declines. The
second hypothesis 15 stated as follows:

Hy: Cash flows from operations are assigned
greater weight in executive compensation
contracts for firms with low earnings persis-
tence than firms with high earnings persistence.

3. Methodology

3.4, Measuses of earnings persistence
In this paper, we compare different types of
executive compensations between high and low
earnings persistence, and then we examine
whether cash flows from operations receive more
incentive weight when earnings persistence is
low (H, and H,). In order to evaluate earninggs
persistence, we use the absolute value of total
accruals scaled by total assets as our measure, The
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magnitude of total accruals is used in our paper
o approximate earnings persistence for a nurober
of reasons.”

First, accruals at extreme levels are shown to
contribute o ervors in the assessment of a firmg’
value. Extant studies bave shown that extrerse
accounting accruals are possible vehicles for the
introduction of transitory earnings (e.g., Ali,
1994; Sloan, 1996; Xie, 2001). Examples may
include poorly predicted receivables, abnormal
depreciation, restructuring charges, asset write-
downs, or equity income, afl of which decrease
the ability of ecarmings to accurately reflect
current market value or assess future cash flows
(Cheng et al., 1997). Secondly, management uses
accounting accruals as an opportunistic tool to
smooth the variability of reported ecarnings
{Schipper, 1989), or to manipulate earnings in
order to mislead sharebolders about the under-
lving economic performance of a fum (Healy
and Wablen, 1999). Because of the potential
distortion and manipulation, extreme accruals are
often correlated with the level of transitory ivemns.
Some accounting studies {e.g., Sloan, 1896) have
indicated that accounting accruals arve attribut-
able to the low persistence of earnings.

Following Sloan’s estimation approach (1996},
we use total aocruals scaled by total assets as an
estimate of earnings persistence.

_ (NI, - CF}

TACCOR, = M i 0
TACCR, y (1)

where for firm ¢ at time { {the latter firm
subscript { is omitted for simplicity)

TACCR, = total accruals;

NI, = pet income before extraordinary
itemns and discontinued operations
{Compustat item #18);

CF, = cash flows from operations
{(Compustat item #308);

A, = heginning total assets (Compuseat
item H6).

We use the magnitude of total accruals to
compare executive compensation for firms with
different earnings pessistence. For firms with
high earnings persistence, we expect that the

372 Allan S, Ashley and Simon S. M. Yang

compensation comumittees rely more heavily on
earnings to align a manger’s performance with a
firm’s interests. When extreme accruals (1.e., less
persistent earnings) exist in reported earnings, we
expect that the informativeness of earnings
decreases and cash flows, as an alternative
measure performance, receive a larger incentive
weight. Defond and Hung (2001} document that
cash flows provide value relevant information, in
addition to earnings, about estimates of man-
agerial actions and future solvency and Hauidity
of a firm. Our hypothesis is consistent with prior
studies {e.g., Cheng et al, 1996; Cheng and
Yang, 2002} that suggest that cash flows are
mcrementally vseful in determining CEO cash
compensation for firms with low earnings per-
sistence.

4. Empirical models

4.1, The role of performance measures in explaining
cash compensation

We first examine the association of performance
measures, such as stock return, carnings, and cash
flows with executive compensation. We use the
following model to describe change in cash
compensation as a function of stock returns,
change in carnings, and change in cash flows:

ACOMP, , = 8, + BRET, , + B.AE,

+ BACE, + 1, 2)

where, for any firm § in year f,
ACOMP, | change in cash compensation
(salary + bonus)} from vear
t — 1 to year ¢, deflated by
lagged salary;

RET,, = actual returns minus expected
returns estimated by the market
model and accumulated from
the fourth month of fiscal
vear ¢ to the third month of
year ¢ + 1;

AE, = change in earnings, scaled by
book wvalue of equity at the
beginning of year £
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ACF,, = change in cash flows from
operations, scaled by book
value of equity at the begin-
ning of year £ and

M, = erTor term.

We follow prior studies (Baber et al,, 1999,
1998) using lagged base salary to seale the chmge
in cash compensation to control for size-related
factors and to minimize the effect of period
t— 1 performance on the compensation metric,
Changes in accounting earnings and cash flows
are scaled by the beginning book value of equity.
Equation (2} provides insights into the different
weights assigned to performance measures such
as, stock returns, change in earnings, and change
in cash flows from operations, which reflect
changes in market value of a firm. As in prior
research (for example, Murphy, 1985; Coughlan
and Schioide, 1985; Jensen and Murphy, 1990);
we predict thas 3., the weight of stock returns,
to be positive and significant. The coeflicient on
AE, , B, is expected to be positive and signifi-
cant {Lambert and Larcker, 1987; Jensen and
Murphy, 1990; Sloan, 1993; Dechow et al,
1994). Finally, a significant and positive coeffi-
cient on change in cash flows, ;, will indicate
that cash flows play a role in setting CEO cash
compensation. These positive and significant
slope coefficients indicate that the compensation
committees use performance measures to design
the executive incentive contract. We estimate the
regression model year by vear for the period of
19931998 and then divide the mean of each
parameter estimate by the standard error to get
a test statistics to access its statistical significance.
Cross-sectional pooling data are also use as a
robustness test.

A

4.2. Earnings persistence and the role of earnings
and cash flows from operations

To test our bypotheses of the effect of earnings
persistence on earnings and cash flows, model (2)
is run for a group of firms that are characterized
by high carnings persistence and a group of firms
characterized by low earnings persistence. Tach
group is derived from the comparison of the

(&

-
/

(&)

magnitude of total accruals with the cross-
sectional median, as a benchroark, to indicate the
level of earnings persistence. When a firm’s total
accruals are larger (smaller) than the cross-
sectional median, it is assigned to the high (low)
earnings persistence group. The weight of
changes in earnings, 3, is expected to increase
with earnings persistence; that is, firras with high
persistence of earnings place more weight on
accounting earnings than firms with low earnings
persistence (H)). To examine H,, we compare the
slope coefficient estimate on the cash flow
variable, [3;, between firms with different
earnings persistence. The [, is expected to be
significantly positive and larger for the group
with low earnings persistence, since earnings are
more volatile and cash tlows are expected to
provide supplementary information on manage-~
iial actions. Also, we have added additional
control variables such as size, tenure horizon, age,
and industry effect that represent different firm
characteristics to Equation (2). Our new regres-
sion model is uvsed to evaluate whether the
statistical results differ in firms with high or low
earnings persistence, after control variables are

added.

3. Data sources and sample characteristics

Compensation  data  are  obtained from
ExecuComp and financial data are obtained from
COMPUSTAT. We follow prior studies (Baber
et al,, 1998) ro investigate the pay-performance
relationship in cash compensation (i.e., boous +
safary) because equity-based compensation, such
as stock options and restricted stock, is shown
to be predominately determined by stock returns.
Cash compensation is used as a dependent
varisble in our study to examine the pay-per-
formance relationship.

Our sample time period extends from 1993
to 1998 because 1992 is the first year that com-
pensation data is available in ExecuComp, and it
15 used to calculate change in cash compensation,
The final sample 1s equal to 6,924 observations
after eliminating observations with spussing
COMPUSTAT data, compensation data or
without sufficient return data to calculate returns.
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Observations in the extreme one percent distri-
bution at both tails are deleted for each variable
of interest in order to control for outliers and
extreme values.

6. Empirical results

6.1, Firm characteristics and executive compensation
Sfor firms with different earnings persistence

Table T reports sample descriptive statistics and
tirm characteristics for firms with different
earnings persistence. The results reveal that firms
with high carnings persistence tend to be larger
in size, report higher earnings, lower stock
returng and use more cash compensation to

Allan S, Ashley and Simon S. M. Yang

reward their executives than those with low
earnings persistence. As shown in Table I, firms
with high earnings persistence are significantly
farger (book value of equity = §1,147,200) thas
those with low earnings persistence (book value
of equity = $1,015,900). Our results are consis-
tent with Scherer’s finding (1973}, indicating that
farge firms have more financial resources to
diversity and reduce unexpected volatility of
earnings, thereby leading to more persistent
earnings.

We find that executives in firms with high
earrmings persistence use approximately 2.8% of
toml assets as accounting accruals, compared to
11.3% used i firms with low earnings persis-
tence. Due to the high volatility and the reversal
nature of accruals, the more accounting accruals,

TABLE T

Trescriptive statistics and comparisons of firm characteristics between high and low earnings persistence

Difference
{t-statistics)

High earnings Low carnings

persistence

Total Corop. {800 2,638.9 2,727.6 —88.6 (0.73}
Cash Comp. ($GOC" 1,063.0 971.9 91.0 (4.25)%
Options (B000) 1,101.2 1,347.5 ~246.3 (=2.52)*
Change in COMP (ACOMP, %) 15.3 19.4 41 (-3.21)
CEO Age 58.3 57.1 1.2 (4.52
Tenure 4,320.1 4,202.8 117.2 (0.86)
RET 0.144 0.178 —0.035 {(=3.74%
EPS 0.162 0.123 0,038 (B.16)*
CFO 0.213 0.314 ~0.101 (—14.45)*
Size {3000) 1,147.2 1,015.9 131.3 (2.33y¥
Earmiogs Persistence (1.028 0.113 0.085 (-72.63)*

Total sumbers of observations = 6,924, Reported nurobers are the means of the years of 1993 to 1998, Numbers
in parentheses are f-statistics. The symbol ¥ indicates a ngmhcane; level of .10, two-tailed. The persistence
measure is estimated from the comparison of a firm’s absolute vahue of total accruals with the annual cross-
sectional median.

The definitions of variables are as follows:

Total Comp. = rotal compensations, which comprise of cash bonus, pension and medical insurance plans, other
performance-based rewards such as restricted stocks, stock opuons or stock appreciation rights; Cash Comp. =
salary + cash bonus; Options = value of stock options; ACOMP (%) = changes in cash compfmsaﬁon deflated
by prior year’s base salary: CEO Age = age of executives; Tenure = the number of days executives working for
the same company estimated from the difference between the first and last day being an executive; RET = raw
revurns estimated from fiscal vear closing price; EPS = et income excluding extracrdinary items {itern #18)
scaled by the beginning of owner’s equity (item #60); CFO = cash flows from operations {item #308) deflated
by the beginning book value of equity (rem #60); Earvings Persistence = the absolute value of t(mﬂ coryal
(the difference between net income before e*(tmoxdmaxy itermns and cash flows from operations, #18--—#308) scaled

by beginning total assers (tem #6); Size = the book value of owner’s equity (in thousand).}
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such as changes in receivables, equity income,
depreciation, deferred assets a firm uses, the less
Likely the earnings will persist into the future
(Sloan, 1996). Table 1 also indicates that firms
with high earnings persistence have higher
garnings, lower cash flows from operations and
lower stock returns. This s consistent with the
implications suggested by prior studies. These
studies suggest that firms with high
persistence rely more on stable and long-term
performance  measures (such  as  persistent
earnings), as compared to firms that adopt 2
short-term and high growth focus and rely more
on market returns as a performance mdlcaﬁon.

The average age of executives for firms with
high earnings persistence is older (58.3 years old),
and is significantly different from that of tirms
with low earnings persistence {87.1 years old}.
The employment horizon, tenute, estiroated from
numbers of days in the executive position, is not
significantly different between firmg with dif-
ferent carnings petrsistence. On average, execu-
tives seem to serve longer {117 days) for firms
with high earnings persistence than for firms
with low earnings persistence.

in Hypothesis 1, we predict firms with high
persistence of earnings rely more on cash com-
pensation  to reward executives. Results in
Table I support this prediction. Firms with high
earmings persistence, on average, use $1,063,00

earnings

{40.2% of total compensation) in the form of
salaries and bonuses to compensate executives’
actions, which is significantly larger than
971,000 (35.6% of total compensation) used by
firms with low earnings persistence. Ag predicted,
Table ¥ illuscrates that firms which focus more on
high growth and accelerating earnings use more
equity-based compensation vehicles. Compared
to stock options used in firms with high earnings
persistence (41.7% of total compensation), firms
with low earnings persistence utilize more stock-
based compensation with a value of $1.347,500
{49.5% of total compensation), The difference
in value of stock options between the two groups
($246,000) is significant at the level of 0.10,
Table I supports our first hypothesis and indicates
that while firms with low earvings persistence
use more stock-based compensation to motivate
{(short-term)} profit growth, firms with high
earnings persistence use more cash compensation
to reward successful performance such as sus-
tainable earnings.

Table II presents the frequency distribution
between firms with different earnings persistence.
Baginski et al. {1999) suggest that different levels
of barrier-to-entry, investment intensity, and
operating leverage across industries results in
varying earnings persistence, We examine the
industry effect for firms with different earnings
persistence. As reported in Table I, firros in both

TABT F i

The industrial frequency distribution of

rms with different earnings persistence

Industry High earnings persistenice (%) Low earnings persistence (%)
Mining, oil & gas, and construction 3.3 5.5
Food and consumer products 22.4 20.1
Chemical, technology and computers 30.2 28.9
Transportation 14.5 13.4
Durable goods and autos 11.6 13.9
Financial institutions and banks 8.3 3.3
Hotels and recreations 6.5 12.6
Health services 3.1 2.4

The total numbers of observations are equal to 6,924 firm-years. The earnings persistence measure is estimated
from the comparison of a firm’s absolute value of total accruals with the annual cross-sectional median. The
high earnings persistence is assigned when a firm’s absolute value of total accruals in the current year ¢ is smaller
than the annuval cross-sectional median. A firm is classified as low earnings persistence when it has the higher

magnitades of total accruals than the cross-sectional median.
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high and low earnings persistence groups con-
centrate primarily in the chemical, techoology
and computer industry (30%), followed by food
and consumet products. Caves (1987) shows that
the consumption of non-durable goods and
services are more stable than that of durable
goods because the latter 15 more subject to the
influence of spending patterns, economic con-
ditions, and interest rates. In our sample obser-
vations, we find that the non-durable goods such
as food and consumer products represent 22.4%
and 20.1% for firms with high and low earnings
persistence, respectively. Also, we find that 11.6%
of firms with high earnings persistence, as
compared to 13.9% for those with low ecarnings
persistence, in the industry of durable goods and
automobiles. Overall, our results are consistent
with the findings on the relationship berween
earpings persistence and economic characteris-
tics: Firm characteristics such as larger n size,
higher earnings, and the consumption of non-

76 Allan S, Ashley and Simon S. M. Yang

durable goods are more likely to result in a sus-
tainable earnings stream,

6.2, The incentive weighs on performance measures
in the compensation models

Table I presents the pay-performance relation-
ship and examunes the ability of returns, change
in earnings, and change in cash flows from oper-
ations to explain variations in change in cash
compensation. Al three performance messures
are shown to be sigoificant in evaluating
managers’ performance. We evaluate regression
model (2) year by vear from 1993 o 1998 and
then divide the mean of each parameter estimate
by the standard error to get a test statistics to
access its statistical significance. The average coef-
ficient on stock returns is 0.355 and is highly
significant (¢ = 10.13). The average coefficient
for change in earnings is 0.686 and is highly

TABLE it

The relaticnship between change in cash compensation, stock returns, change in carnings an

change 1n
g

cash flows from operations

Model: ACOMP, | = B, + B,RET, , + B.AH, , + B.ACFO,, + 1,

Year ntercept AE, ACFO, Adj. R?
Regression vesults
93 0.108 0.241 0.879 0.029 12.8
94 0.173 0G.417 (.600 0.087 12.3
95 0.054 $.297 0.765 0.356 16.2
94 0.093 327 0.842 0.020 137
§7 0.109 0.367 0.409 0.127 9.5
98 0.067 0.480 0.619 0.365 18.6
Mean 0.101 0.355 0.686 0.164 13.9
(¢~stat) (5.92)* (10.13)* {9.49)% (2.56)%
Pooled 0.097 0.241 0.695 0.168 13.4
(#-stat) (15.14)* (21.60)% (15.06)* {(4.65)%

Number of observations = 6,924 firm-vyears. Reported coefficient estimates are the means of the year-by-year

estimates from 1993 to 1998 and nwmbers in parentheses are &statistics. The symbol ¥ indicates a significance

level of (.01, two-tatled.
The definitions of variables are as follows:

ACOMP (%) = changes in cash compensation deflated by prior vear’s base salary; RET = raw returns estimated
from fiscal year closing price; AE = changes in net income exchuding exvracrdinary wems {itern #18) scajed by
the beginning of owner’s equity {item #60); ACFO = changes in cash flows from operations (item #308) deflated

by the beginning book value of equity (item #60).
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significant (r = 9.49). The mean coefficient for
change in cash flows from operations is positive
and significant (0,164, ¢ = 2.56}. Table I indi-
cates that stock returns, earnings, cash flows from
operations all play a role in the compensation
contract and provide additional information
bevond each other to explain variations of cash
compensation. The average adjusted R for the
model is 13.9%. We also estimate Model (2)
using a pooled sample across years. The pooled
regression vields similar results, where returns,
earnings and cash flows are all positive and

(&

77
I

earnings and change in cash flows for cash com-
pensation differ between the two groups defined
by the degree of earnings persistence. It compares
the mean weights of various performance

measures between the two groups. As reported
in Table 1V, regression slope coefficients on stock
returns and on changes in earnings are positive
and significant in both groups. Results of the
i~tests reveal no significant differences in stock
returnt between the two groups. In contrast,
Table IV shows that the incentive weight placed
on accounting earnings depends on earnings

significant. The adjusted R” of the pooled regres-
sion 18 13.4%

persistence. The slope coefficients on carnings
decreases from 0.989 to 4,577 (difference = 0.413,
t = 3.08), when comparing the high earnings
persistence group with the low earnings persis-
tence group, The results are consistent with H,

Change in cash flow is positive and significant
in the low persistence group (1.96, ¢ = 3.10),
However, it is positive but not significant in the
high persistence group (0.023, ¢ = 0.25). Further,

~

Farnings nce on the rwole of carnings
and cash ,*Z ows i compensation contracts

[en
i

Table TV investigates whether the incentive
weight placed on stock returns, change in

TABLE IV
The effect of earpings persistence on performance reasures in explaining change in

executive cash compensation

Model: ACOMP, , = B, + B.RET, , + fA, , + B.ACFO,, + 1,

High earnings Low earnings Expected sign High—low

persisience persisience high-low {t-statistics)

{#-statistics) {i-statistics)

Regression results

Intercept 0.074 (3.74)% (0.116  (6.55)* -(.042 (-2.78}*
RET, 0.359  (8.03)% 0.350 (11.38)% - 0.009  (0.39)
AE, 0.989 (11.69)* 0.577 (6.41)* + 0.413 (3.08)*
ACFO, 0.023 (0.25) 0.196  (3.300% - -0.173 (<2.52)*
Adjusted R* (%) 13.1 14.9

7

Total numbers of observations = 6,924, Reported cocfficient estimates are the means of the year-by-year esti-
mates from 1993 to 1998 and numbers in parentheses are f-statistics, The symbol ¥ indicates a significance
level of 0.01, two-tailed and paired sample t-tests for means are performed to compare the two groups.

The (ieﬁnitiom of variables are as follows:

ACOMP (%) = changes in cash compensarion deflated by prior vear’s base salary; RET = raw returns estimated
from fiscal year closing prlc e; Al = k,h.ri iges in net ncome excluding exwraordivary wems (item #18) scaled by
the beginning of owner’s equity {item #60); ACFO s (item #308) deflated
by the beginning book value of equity (itern #60).

The earnings persistence measure is estimated from the comparison of a firm’s absolute value of total accruals
with the ax

= changes in cash flows from operations

annual cross-sectional median, The high carnings persistence is awgned when a firot’s absolute value
ssified as
low ecarnings persistenice wheun 1t has higher maguoitades of total aceruals than the cross—sectional median,

of total accruals in the current year ¢ is smaller than the annual cross-sectional median. A firm is ¢cla
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results of f-test show that the coefficients on
ACFQO, | are siguificantly different between the
two groups (r = 2.52). This indicates that cash
flows supplement earnings in executive contracts
for the low persistence group and become sig-
nificantly and incrementally important. On the
other hand, cash flows may not be useful in
explaining cash compensation in firms with high
earnings persistence because it appears that per-
sistent  earpings  subsume  the information
provided by cash flows. When the quality and
sustainability of earnings is reduced, we find, as
expected, earnings carry significantly less weight
and cash flows receive more weight in the
corapensation contract. The results are counsistent
with H,. The implication 15 that compensation
commiittees search  for good performance
measures to correlate pay with performance. To
reward executives, earnings are assigned more
weight in firms with bhigh earnings persistence
and more weight is placed on cash flows when
accounting earnings are not reliable.

6.4. Firm characteristics, earnings persistence and
incentive weights of performance measures

1 Tables 1 and I, we find various earnings per-
sistenice result in different firm characteristics. To
control for othetr factors that may affect execu-
tive cash compensation and confound the
assessment of incentive weight on performance
measures, we add control variables to the regres-
siont models. Toble T and prior studies suggest that

cash compensation is related to firm size (Smith
and Watts, 1992; (Gaver and Gaver, 1995; Gaver
et al, 1995), firm risk, and CEO age (eg
Gibbons and Murphy, 1992). The natural loga-
rithm of beginning book value of equity is used
to proxy for size. We use the following model
o estirnate year-by-year regression and to ensure
that our finding on the incentive weight on
earmings and cash flow still holds, when ditferent
firm characteristic variables are controlled for.

ACOMP, | = B, + B.RET, , + B.AE,

BACFO, , + BAGE, |
B, TENURE, , + ﬁﬁ,nw:xue;‘frzex
+ B,8SIZE, + n, . (3
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where, for firm { in year f,

change in cash compensation
(salary + bonus) from vear
t — 1 to year f, deflated by
lagged salary;

ACOMP, ,

RET,, = raw returns estimated from
fiscal vear closing prices;
AE, = change in earnings, scaled by

the book value of equity at the
beginning of vear £

ACFO,, = change in cash flows from
operations, scaled by the book
value of equity at the begin-
ning of year &

AGE = age of the CEO;

i, #

TENURE = the logarithm of nurobers of
days executives working for the
same company;

INDUSTRY = one-digit SIC code;

SIZE, = the natural logarithm of
beginning book value of

owners’ equity.

Table V presents the results for model (3} that
employs additional variables to control for dit-
terence in firm characteristics. The coefficients
reported here are the mean coefficient estimates
for the years 1993 to 1998, Ag in prior tables,
earnings persistence is measured by the magni-
tude of total accruals scaled by total assets. The
results in Table V are similar to Table IV, ie.,
stock returns and change in accounting carnings
remain statistically significant in explaining vari-
ations in change in cash compensation. There is
no systematic difference in the weights assigned
to stock returns for firms with high earnings per-
sistenice and firms with low earnings persistence.
However, the difference in incentive weight
placed on accounting earnings i significant
(0.330, ¢+ = 319} when the two groups are
compared, ie., less weight is placed on
accounting earnings for firrs with low earnings
persistence. Furthermore, the average coefficient
on cash flows is positive and significant for the
low earnings persistence group (0.210, ¢ = 3.91),
but not significant for the high earnings persis-
tence group (0.093, 1 = 1.79). Consistent with
H, and H,, the weig ht assignied to cash flows is
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TABLE V
The effect of ecarnings persistence on performance measures and other variables in explaining change in
execuIve cash Compensanon
Model: ACOMP, , = B, + BRET,, + BAE, , + BACFO, , + BAGE + B.TENURE +
BINDUSTRY + §,81728E + 1, ,

High earnings Low earmings Expected sign

High-low

toug

High—low

persistence persistence {{~statistics)

{t-statistics) {t-statistics)

Regression results

intercept 0,002 (~0.02) 0.126 (2.74)* ~{.127 (~1.65)
RET,, 0.340  (6.22)% 0.333 (9.72)% - 0.008 (0.27)
AE,, 1.046 (11.95)* 0716 (7.91)% + 0.330 (3.19)*
ACFO, , 0.093 (1.77) 0210 (3.91)% - 0,117 (=3.20)%
CEO Age ~0.002 (~1.68) ~0.002 (~2.30)* 0.000 (0.33)
Tenure ~0.113 (~0.68) ~0.028 (~0.19) ~0.085 (~0.75)
Industry 0.006 (1.06) —0.007 (~1.24) 0.013 (1.34)
Size 0.025 (3.31)% 0.020 (4.22)% 0.006 (0.56)
Adjusted R® (%) 13.3 14.9

Total numbers of observations = 6,924, Reported coefficient estimates are the means of the vear-by-year
estimates from 1993 to 1998 and numbers in parentheses are (-statistics. The symbol " indicates a significance
level of 0.01, two-tailed and paired sample i~tests for means are performed ro compare the two groups.

The defintions of vartables are as follows:

ACOMP %) =
from fiscal year closing price; AE = changes in net income excluding extracrdinary items (item #18) scaled by
the beginning of owner’s equity {item #60); ACFO = changes in cash flows from operations {item #308) detlated
by the begmuing book value of equity (tem #60); CEQ Age = age of executives; Tenure = the logarithm of
one-digit 5IC code; Size = the

changes in cash compensation deflated by prior year’s base salary; RET = raw rerurns estimated

numbers of days execurives working for the same company; Industry =
logarithm of a firmy’s book vahue of owner’s equity.

The earnings persistence measure is estimated from the comparison of a firm’s absolute value of total accruals
with the annual cross-sectional median, The high carnings persistence is assigned when a firmy’s absolute value
of total accruals in the current year ¢ is smaller than the annual cross-sectional median. A firm is classified as
low ecarnings persistenice when 1t has higher maguoitades of total aceruals than the cross—sectional median,

higher for the low earnings persistence group and 7. Conclusion
the difference is significant (-0.117, r = =3.20).

These results indicate that cash flows have a Qur paper contributes to the existing literature

greater impact on cash compengsation in the
presence of low earnings persistence in com-
pensation contracts than in the presence of high
earnings persistence and H, is supported. Table
V also demonstrates that the incentive weight
placed on earpings increases for high earnings
persistence as stated in H,.

that analyzes the use of multiple “imperfect” per-
fOrmance nMeasures in exXeculive compensation
contracts. Previous studies indicate that
accounting earnings bave been an important
factor in valuing the performance of the firm,
and consequently earnings have been a signifi-
cant component in determining executive com-
pensation (e.g., Jsensen and Murphy, 1990; Sloan,
1993). However, the use of earnings as a mean-
ingtul criterion is problematic because some
firms exhibit strong earnings over a sustained

=,
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period of time (high esrnings persistence), and
other firms exhibit weak even negative earnings
over time {{ow earnings persistence). Moreover,
it has been found that earnings and even the per-
ception of earnings can be “managed” (Schrand
and Walther, 2000). The transitory nature of
earnings, i.e., whether or not earnings persist
over time, as well as the corrent skepticism con-
cerning whether earnings provide a realistic
measure of corporate performance affect the use
of this measurement as a means to evaluate CEO
performance.

This paper investigates the effect of earnings
persistence on the form of executive compensa-
tion as well as on the pay-for-performance
refationship. We predict that earnings persistence
manifests the collective efforts of a managers’
actions, and that compensation committees
search for the roost relisble performance measures
to reward managers’ operational decisions. By
using total accruals as a2 proxy for earnings per-
sistence, we find that different firm characteris-
tics exist in firms with various earnings
persistence. We predict and find that firms with
high persistence of earnings rely more on cash
compensation to reward successful executive per-
formance, tend to be larger in size, and have
larger earnings.

or the pay-for-performance relationship, we
find that accounting earpings receive more
weight it executive compensation contraces for
firms with high earnings persistence than those
with low carnings persistence. Furthermore, as
earnings persistence declines, we tind that com-
pensation committess seek to use cash Hows from
operations as an alternative performance measure
to evaluate execuotives’ performance. The results
hold after we include different firm characteristic
variables such as firm size, employmoent horizon,
and CEQO age.

This paper extends prior studies on the assess-
ment of the stewardship role of management and
of pay-performance relationship. It suggests that
a firot’s persistent earnings stream provides useful
information for compensation copunittees to
adjust forms of compensations and performance-
based measure in reward contracts.

Notes

* Corresponding author;
' Exzceptions may include Baber et al, (1998, 1999),
who link the firm vzduatlon {e.g., carnings persis-

ence} to stewardship role of management (e.g.
executive compensation). This paper is different from
theirs 10 the sense that they examine the effect of
carnings persistence on the incentive weight of
earmngs, but we compare vartous compensations and
alternative profit measures, such as cash flows, under
different earnings persistence.

* The carnings persistence has received significant
attention m both academic and professional fields, but

10w to estimate this measure is still a challenge. For
estimnation rmodels, some researchers use lower order

ume-serial models {e.g., Collins and Kothari, 1989;
Faston and Zmgewski, 1989) and others use higher
orders autoregression models {e.g., Lipe and
Kormendi, 1994; Bagiuski et al, 1999). Some use
seasonally-differenced qu;irterly carnings  (e.g.,
Metadenba I, 2002) and others use anuual earnings

, Kormendi and Lipe, 1987). Also, many studies
wge current accouunting and ﬁn,anua] items, such as
price-to-earnings ratios, losses, special accounts,
extraordinary wtens etc., to imply the transitory nanure
of earnings {e.g., Gaver and Gaver, 1993, 1995). This
study adopts the latter approach; using other measures
{e.z., negative carnings), however, does not alter our

A o

i

inferences.

References

Aly, AL (1994, ‘“The Incremental Information Contens
of Earnings, Working Capital Por - Operations,
and Cash Flows’, Journial of Acounting Research 32,
61-74.

Baber, W, 5. Kang and K. Kumar: 1999, ‘The
.E:.;}famtow Power of Earnings Levels vs, Barnings
Changes  in the Context of Executive
Compensation’, fournal of Accounting Research 74,
459472,

Baber, W. R., S, Kang and K. Kumar: 1993,
‘Accounting Earnings and Executive Compcnsa—
tton: The Role of Earniugs Persistence’, Jouraal of
f"cwummg and Economics 25, 165193,

Baginskt, 5., K. Lorek, G. Willinger and B. Braoson:
1999, Tuc Relationship Between Economic
Characteristics and Alternative Avuual Earnings

The Accounting Review T4,

Fersistence Measures’,

$05-120.

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyanny.manaraa.com



Executive Compensation and Farnings Persistence 381

Balsam, S.: 1998, ‘Discretionary Accounting Chorces
and (J;() Compensation’, Confemporary Acconnting
Research 15, 229-252.

Barth, M., D, Cram and K. Nelson: 2001, "Accrual
and the Prediction of Futare Cash F}ows, The
Accounting Review 76, 27-58.

1987, American Industy

Performance, 6th ed. (Prentic

Clifts, NJ).

Cheng, A., C. Liu and T. Schaefer: 1996, ‘Earnings
Permanence and the Incremental Information
Content of Cash Flow tvom Opbratim , Journal
of Accounting Research 34, —~181.

Cheng, A., C. Liwand T Schaeter: 1997, “‘Accounting
Accruals and the Information Countent of Earnings
and Cash Flows from Operations’, Advances in
Accounting 15, 101124,

Cheng, A. and S, Yang: 2002, ‘Direct and Cross Effect
of the Persistence of Earnings and Cash Flow from
Operations on Their Incremental Information
Contents’,  Working  paper, University  of
Houston

Collins, D, and 5. Kothari: 1989, ‘An
Intertemporal and Cross-Sectional Determinants of
Earrungs  Response
Accounting and Economics 11, 143182

Coughlan, A. and R. Schmide 1985, ‘Executive
Compensation, Management Turnover, and Firm
Performascs: An Emprrical Tovestigaton’, Journal
of Acconsiting and Economics 7, 4366,

e “-‘*OW P, M, Husfon ;mfi R Sloan: | 094 ‘The

: Structure, Conduct,

Caves, R Y
e Hall, Englewood

Cash Lompu)mtlot) ,
138-156.
Pefond, M. and M. Han

»

Tﬂe ;4ccozmtmg Rewew 69,

2001, "An EHmpircal
Anpalysis of Analysts ash  Flow Forecasts’,
Working paper, Unwersity of Scuthern Calrforma.

Easton, P and M. Zmiewski: 1989, ‘Cross Bectional
Variation in the Stock Market T{espom(—‘ o
Accounting Harnings Anuouncements’, Journal of
Accounting and Fconomics 11, 1171 4-2.

Finger, C. A.: 1994, "The Ability of Earnings to
Predict Futare Earnings and Cash Flow’,
Acconnting Research 32, 210-223.

Gaver, J. I, K. M. Gaver and J. B Ausgn: 1995,
‘Additional Evidence on Bonus Plans and Income
Management’,
19, 3-28.

Gaver, . I and K. M. Gaver: 1995, ‘Compensation
Policy and the Investment Opportunity Set’,
Financial Management 24, 19-32.

Gaver, §. §. and K. M. Gaver: 1993,

g
[

Journal of Accounting and Feonomics

‘Additional

Reproduced with permission of the copyright:-owner. Further reproduction prohibited without permissionyyanny.manaraa.com

Analysis of

Coefficients’,  Journal of

P sal af
Journal of

Evidence on the Association Between the
Investment Opportunity Set and Corporate
Financing, Divideod, aod Compensation Policies’,
Journal of Accounting and Economics 16, 125160,

Gibbons, R. and K. Mauorpby: 1992, ‘Optimal
Incentive Contracts in the Presence of Career
Concerns: Theory and Evidence’, The Joursal of
Political Economy 1{30 4 38503

Healy, B M. and J. M. Wahien: E‘)‘)‘* ‘A Review of
the Earnings N{..na')e ment Literature and Its
Emplications for Swandard Setving’,
Hoerizens (December}, 365-383.

Jensen, M. and K. Murphy: 1990, ‘Performance Pay

Accounting

and Top-Management Incentives’, fournal of Political
Econowmy 98, 225-264.

Lambert, R and D Larcker: 1987, ‘An Analysis of
the Use of Accounting and ;“\/E;xrket Measures of
Performance in  Executive  Compensation
Couotracts’, Journal of Accounting Research 25,
85129,

Lev, B.: 1983, ‘Some Economic Dererminates of
Time-Series Properties of Earnings’, Journal of
Accounting and Fconondcs 5, 31-48.

Lipe, R. and R. Kormendi: 1994, ‘Mean Reversion
in Annual Earsings aod fee Implicatons for
Security Valuation’, Review of Quantitative Finance
and Accounting 4, 27-46.

Mendenhall, R.: 2002, ‘How Naive 1s the Market’s
Use of Firm-Specific Earnings Information?’,
Jowrnal of Acconnting Research 403, 841-863.

Murphy, K.: 1985, ‘Corporate Performance and
Managerial Remuneration: An Empirical Analysis’,

o

Jowrnal of Accounting and Eeonemics 7, 11-42.

Natarajan, R.: 1996, ‘Stewardship Value of Earnings
Components:  Additional EBEvidence on  the
Beternupants of Executive Compensanion’, The
Accounting Review 71, 1---27‘3~

Nwaeze, E., S. Yang and Q. J. Yin: 2002, “The Rele
of Cash Flows in Ex«‘fuuve (_OA.LpAnntm A

Reexamination’,  Working  paper, Rutgers
University.

Puifer, S. M. and J. 8. Weintrop: 1991, ‘Corporate
Performance and CEO Turnover: The Role of
Performance Expectations’, Administrative Science
Quarterly 36, 1-19.

Scherer, R, M.: 1973, fadusirial Markei Structural and

Heonomic Performance (Rand McMally, Chicago, IL).

Schipper, K@ 1989,
Management’, Acounting Horizous
91-102,

Schrand, €. and B. Walther: 2000, ‘Strategic
Beochmarks m Earnings Apoouncements: The

‘Commentary on harningg
{(December),



382 Allan S. Ashley and Simon 8. M. Yang

Selective Disclosure of Prior-Period Earvings
Components’, The Acounting Review 75, 151-177.

Smith, €. and R. Watts: 1992, ‘“The Investment
Opportunity  Set and  Corporate  Financing,
Dividend, and Coropensation Policies’, Journal of
Finauncial Hconomics 33, 263392,

Sioan, R. G.: 1993, ‘Acconnting Earnings and Top
Executive Compensation’, journal of Accounting and
Econemics 16, 55-100.

Sloan, R G.: 1996, ‘Do Stock Prices Fully Reflect
Information in Accruals and Cash Flows about

Future Earpings?’, The Acounting Review 71,
289315,

Teitelbaum, K. 2003, Plaving the Dividend Market',
Fortune 146(12), 77-82.

XKie, H.o 2001, "The Miuspricing of Abnormal
Accruals’, The Accounting Review 76, 357-373.

School of Business,
Adelphi University,
Garden City, NY 11536,
5.4,

er. Further reproduction prohibited without permissionyzw\w.manaraa.com



