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Has the “Million-Dollar Cap” Affected CEO Pay?

By NANCY L. ROSE AND CATHERINE WOLFRAM*
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overall corporate profitability, however, the re
impact of the tax cap on executive-pay patter
remains an open question. This paper, w
Rose and Wolfram (2000), extends analyses
Tod Perry and Marc Zenner (1999) and Bria
Hall and Jeffrey Liebman (2000), to provid
further evidence on the impact of this legislatio
on CEO pay.

I. The “Million-Dollar Cap”

OBRA added section 162(m) to the Intern
Revenue Code, which limits the corporate t
deduction for compensation paid to the CE
and the next four highest-paid executive office
to $1 million each, effective for compensatio
paid in tax years beginning on or after 1 Janua
1994.1 This cutoff represents roughly the me
dian of total compensation (valuing options
exercise), the 70th percentile of cash compe
sation, and the 95th percentile of salary ov
1991–1993 for the 1,282 firms in our data se

OBRA provides for several exemptions from
the million-dollar limit, most notably for pay
that qualifies as “performance-based.” Quali
cation for this exemption requires,inter alia,
advance shareholder approval of plans that l
compensation to specific and objective perfo
mance targets and constitution of a compen
tion committee composed solely of outsid
directors to oversee compensation plans and
certify performance. The likely effect of thes
requirements is uncertain. Firms that choo
to qualify bonus and long-term incentive plan
may have less subjective discretion overex
post compensation awards. However, whi

-

High and rising executive pay levels over th
past two decades have attracted considera
popular and political hostility. As Michae
Jensen and Kevin J. Murphy (1990 p. 22
argue, these forces may constrain compensa
practices in “informal and indirect ways.” Ou
earlier work documents the impact of such i
direct political constraints on executive com
pensation in regulated sectors (Paul Joskow
al., 1993, 1996). This study investigates t
political use of the corporate tax code to infl
ence executive-pay decisions more broadly.
particular, we analyze the provision of the Om
nibus Budget Reconciliation Act of 199
(OBRA) that eliminated corporate tax deduc
ibility for compensation in excess of $1 millio
for the CEO and each of the next four highe
paid executives within a firm. Congression
proponents of this legislation argued that th
provision would reduce “excessive” CEO pa
by raising its cost to the corporation. Exem
tions for qualified “performance-based” com
pensation could have further indirect effects
inducing changes in the structure of execut
compensation plans. Given the broad scope
exemptions and the minimal impact that ta
deductibility of executive pay typically has o
-
d
e
-

t

1 Section 162(m) therefore became effective with 1994
pay for firms with a 31 December fiscal-year end, and with
fiscal 1995 pay for all other firms. Because our data records
year as (fiscal year2 1) for January–May fiscal-year-end
firms, the effective date for these firms also is data year
1994.
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regulations prohibit firms from paying more
than is provided by the shareholder-approv
plan, firms may pay less than the plan wou
generate [IRS ¶9001B, §162-27(e)(2)(iii)
Some practitioners suggest that this “negati
discretion” feature might induce Boards of D
rectors to selectex antemore generous compen
sation plans in the knowledge that they ma
scaleex postawards down, but not up. Quali
fication of stock-option plans imposes little con
straint onex postoption awards. Shareholder
must approve just two parameters of the plan
qualify: its overall size (total number of option
during plan life) and the maximum (cumulative
limit on options to be awarded to any individua
under the plan. Boards can decide individu
option awards on an annual basis, and optio
with exercise prices equal to the current sto
price are considered entirely performance-bas
compensation. This may make options compe
sation particularly attractive.

These exemptions raise the possibility th
section 162(m) may affect the composition a
well as the level of executive pay. Salary, whic
is noncontingent by definition, is subject to th
cap unless deferred until the CEO has left t
firm. Cash bonuses, stock awards, and sto
option plans each may be structured as incent
plans and qualified for exemption. If the tax co
of paying nondeductible salary exceeds the im
plicit cost of qualifying performance-based pa
firms may shift from salary to tax-advantage
performance-based pay.

II. Measuring the Effects of Tax-Deductibility
Limits

Assessing the effects of section 162(m) r
quires us to establish an appropriate count
factual. What would CEO pay have been aft
OBRA, absent this provision? This is difficul
to establish in any policy analysis and i
particularly troublesome here. One approa
is to use time-series variation in pay pattern
to estimate “before and after” effects. Thi
may be misleading. Not only do executiv
pay patterns change over time for reaso
wholly independent of tax policy, but sectio
162(m) is almost contemporaneous with si
nificant changes in SEC compensation discl
sure rules and in personal and corporate t
rates that could independently influence CE
d
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pay (Murphy, 1996; Austan Goolsbee, 200
Hall and Liebman, 2000).

Alternatively, we can compare compensatio
patterns at firms that were affected by the cap
those at firms that were unaffected. This is mo
promising, but it raises the question of how
define “affected” and “unaffected” firms. Defin
ing groups based on observed post-OBRA co
pensation (e.g., Perry and Zenner, 1999) c
lead to distorted estimates. Such definitions a
endogenous to current pay levels, leading
potential econometric biases in compensati
regressions. Moreover, firms may appear to
unaffected when in fact their lower compens
tion is a direct result of the tax cap. Characte
izing such firms as unaffected could bias resu
against finding a policy effect.

Our analysis categorizes firms based onex
ante expectations of compensation. We co
struct expected compensation by inflating 19
cash compensation for the firm to current leve
using aggregate rates of compensation chan
(see Rose and Wolfram [2000] for details an
caveats). Even using anex antedefinition of
unaffected firms to control for underlying trend
may lead to problems if the compensation pa
terns at these firms are inherently different fro
those of affected firms, however. This sugges
a “differences in differences” approach, i
which compensation pre-OBRA is used to e
tablish a base relationship between the tw
groups, and section 162(m) effects are inferr
from later changes in that relation. This requir
sufficient data pre-OBRA to establish the ba
and implicitly assumes that the pay relatio
across the two groups is stable over time ap
from section 162(m) effects. Unfortunately, re
atively few salary and options compensatio
data are available prior to 1994, limiting the us
of this approach.

Firms differ not only in whether their ex-
pected or “notional” pay was likely to excee
the cap, but also in their responses to poten
section 162(m) exemptions. There is conside
able heterogeneity across firms in decisions
qualify bonus, long-term incentive, or stock
options plans for section 162(m) exemption. F
example, of the 1,059 firms for which we hav
qualification data from Executive Compens
tion Reports, the proportion qualifying compen
sation plans by 1997 was 40 percent for bon
plans, 20 percent for long-term incentive plan
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and 76 percent for stock-option plans. Man
firms that were unlikely to be affected by th
cap nonetheless qualified some part of th
executive compensation, and some firms like
to be affected by the cap declined to quali
any or all of their compensation for sectio
162(m) exemption. As noted earlier, qualifica
tion may alter pay structure independent of a
level effects at qualifying firms. To test this
hypothesis, we compare compensation acro
qualifying and nonqualifying firms, treating
qualification decisions as given. We consid
qualification endogeneity in Rose and Wolfra
(2000).

III. Empirical Evidence

The rhetoric surrounding section 162(m) su
gests that its main target was “excessive” exe
utive compensation. Table 1 explores wheth
its implementation slowed the growth of var
ous forms of CEO pay over time or acros
groups of firms. Rows 1–3 report 1986–199
data for a sample of firms drawn from th
Forbesannual surveys of CEO compensatio
CASH compensation (salary and bonus) a
EX POST TOTAL compensation (valuing op
tions if and when they are exercised) are ava
able for this time period. The remaining row
are based on Execucomp data for 1992–19
This database has more comprehensive fi
coverage and a broader set of compensat
measures, including SALARY and EX ANTE
TOTAL pay (including Black-Scholes option
values at grant date), than theForbes survey
data.

The simple time-series comparison of grow
rates is mixed. All compensation measures e
cept EX ANTE TOTAL have lower post-
OBRA mean growth rates in the Execucom
sample; interperiod differences are significa
at the 0.10 level or better for all measures e
cept EX POST TOTAL. However, for CASH
and EX POST TOTAL, which are available
throughout the period, the later Execucom
growth rates are similar to earlierForbes
growth rates. This suggests caution in attribu
ing 1994–1997 differences to section 162(m)

For both the 1986–1990 and the 1994–19
periods, we divide our sample into affected an
unaffected firms, based on whether their pr
dicted CEO CASH compensation is above
ir

y

ss

r

-
-
r

TABLE 1—MEAN ANNUAL GROWTH RATES

IN SAME-CEO COMPENSATION

Compensation
measure SALARY CASH

EX ANTE
TOTAL

EX POST
TOTAL

Pre-OBRA:

1986–1990
(n 5 998)

0.134 0.481

UNAFFECTED 0.133 0.412
AFFECTED 0.134 0.541

1992–1993
(n 5 620–
1,635)

0.112 0.198 0.291 0.726

Post-OBRA:

1994–1997
(n 5 2,977)

0.077 0.143 0.418 0.593

UNAFFECTED 0.085 0.136 0.410 0.532
AFFECTED 0.071 0.149 0.426 0.650

Notes:1986–1990 data are fromForbes; 1992–1997 data
are from Execucomp. See Rose and Wolfram (2000)
details of data construction. AFFECTED5 1 in years that
the firm’s predicted CASH compensation is greater or equ
to $1 million.
.

n

-

-

below $1 million in a given year. For ever
measure except SALARY, post-OBRA mea
growth rates were higher for affected firms th
for unaffected firms, but the differences we
not statistically significant, nor did the patte
differ substantially from the 1986–1990 patte
across the two types of firms. The patter
across affected and unaffected firms in SA
ARY growth rates suggests that those firm
more likely to hit the tax cap have slower SAL
ARY growth rates, significant at the 1-perce
level. This is broadly similar to SALARY re
sults reported by Hall and Liebman (2000), a
though their use of lagged actual compensat
to define affected firms makes it difficult t
discern the extent to which their estimat
slower growth is due to mean reversion. Unfo
tunately, SALARY growth rates can be co
structed only after 1991, so it is difficult t
provide a meaningful “differences in differ
ences” test for this measure.

Figure 1 provides another perspective
SALARY compensation. It plots kernel densi
estimates of the empirical SALARY distribu
tion before the tax change (1991–1992) a
following its implementation (1995–1997
CEO salaries are concentrated in a range fr
$100,000 to $1.1 million, with a long thin tail o
higher salaries out to about $3.8 million. Bo
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FIGURE 1. SALARY DISTRIBUTION, 1991–1992
VERSUS 1995–1997
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FIGURE 2. SALARY DISTRIBUTION, 1995–1997,
BY QUALIFICATION STATUS
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2 The mode for both groups is $500,000. The secondary
and tertiary peaks at $400,000 and $700,000 for nonquali-
fiers are the tertiary and secondary peaks, respectively, for
the qualifiers. The mass at $1 million is slightly larger for
the qualified group.
periods exhibit massing at certain focal poin
(e.g., $400,000, $500,000, $700,000), sugg
ing a tendency to set salaries at “round” nu
bers. The $1 million mark seems to be one
those focal points in the 1991–1992 salary d
tribution, albeit not a particularly common on

As expected given generally rising nomin
compensation levels over time, the 1995–19
distribution tends to be shifted to the righ
toward higher salary levels, relative to the e
lier distribution. The degree of the rightwa
shift does not seem uniform across the distrib
tion, however. Importantly, the peak at $1 m
lion in 1991–1992 does not appear to shift rig
in the 1995–1997 distribution, but is inste
amplified in 1995–1997. The density at th
point in 1995–1997 is nearly two-thirds th
density at the mode, substantially higher tha
was in 1991–1992. This suggests that a $1 m
lion salary has become more focal post-OBR
perhaps because corporations with notional
aries within range of $1 million have been i
duced by either political or tax costs to mainta
salaries within the million-dollar cap. This in
terpretation is consistent with the evidence
Table 1 that CEO’s of companies affected
OBRA limits experienced lower salary grow
than CEO’s of unaffected firms. It is also co
sistent with finer cuts of our data that sugg
that both mean and median salary growth ra
are lowest for executives who were at salaries
$1 million in the post-OBRA period.

To explore this effect further, we divided th
sample into firms that had qualified their bon
plans for section 162(m) exemption by 19
t-

f
-

7

-

-

t
-
,
l-

t

(“qualifiers”), and those that had not. For firm
with qualified compensation plans, bonus p
ments may continue to be deducted as a
porate tax expense, even if they lead
compensation above the $1 million cap. R
gardless of their qualification status, howev
firms can never deductsalary in excess of $1
million. The 1991–1992 SALARY distribution
are quite similar across the two groups, thou
the distribution for qualifiers seems shift
slightly to the right relative to that for nonqua
fiers.2 The 1995–1997 distributions, howev
differ substantially, as seen in Figure 2.

The most dramatic difference in the distrib
tions is the substantial massing betwe
$600,000 and $1 million, inclusively, for th
qualified group. While the salary spike at
million is higher for both groups of firms afte
OBRA than before (as in Fig. 1), the $1 millio
spike post-OBRA is nearly equal to the heig
of the mode for the qualified group. This su
gests that qualification is associated with s
stantial salary compression around $1 millio
We have explored similar “before and afte
plots for CASH compensation, which includ
both SALARY and BONUS. In general, CAS
compensation varies more across firms t
does SALARY compensation, and its distrib
tion is flatter and much less smooth than
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SALARY distribution. This flattening of the
distribution is particularly pronounced for qua
ifiers, relative to nonqualifiers, in 1995–1997
This effect, combined with the SALARY com-
pression around $1 million, is consistent wit
greater heterogeneity in bonus payments acr
qualified firms, as might be expected if the
were in fact more reliant upon performance
based bonus schemes.

Table 2 reports regression results for 1994
1997 compensation levels (CASH and EX ANT
TOTAL) and the fraction of compensation ac
counted for by potentially qualified compensatio
(BONUS/CASH and Black-Scholes OPTION
GRANTS/EX ANTE TOTAL). These variables
are modeled as a function of whether we pred
that the firm will be affected by the section 162(m
cap (AFFECTED) and of its qualification statu
(QUALIFIED). The results in the first two col-
umns suggest no systematic effect of secti
162(m) on compensation levels, although the r
atively large standard errors preclude definitiv
conclusions. This is consistent with the simp
growth rate results for CASH and total compe
sation in Table 1, and with possible sectio
162(m) reductions in SALARY being offset by
greater performance-based pay.

For the composition equations [columns (3
and (4)], the small and insignificant coefficien
on AFFECTED suggests that firms do no
change their compensation mix simply becau
they are affected by the $1 million tax cap. Th
results do indicate some correlation of qualifi
cation decisions and compensation chang
however. For EX ANTE TOTAL compensation
in column (4), qualification of stock plans is
associated with greater use of options in to
compensation. There is no differential impact
being above or below the cap. A more interes
ing pattern emerges in column (3), which pro
vides some evidence of possible SALAR
offset by bonus compensation. The fraction
CASH compensation accounted for by bon
payments, which has a sample mean of abo
0.41, varies with qualification status, althoug
the impact appears to depend on whether
firm is likely to be above or below the million-
dollar cap. The results in column (3) sugge
that firms that qualify their bonus plans eve
though they are not above the $1 million ca
reduce bonuses as a fraction of cash compen
tion. Firms that are above the cap rely mo
.

ss

-

–

t
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n
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TABLE 2—1994–1997 COMPENSATION REGRESSIONS

BY FIRM TYPE (N 5 2,872)

Firm type

Log
(CASH)

(1)

Log
(EX ANTE
TOTAL)

(2)

BONUS/
CASH

(3)

OPTION
GRANTS/EX

ANTE TOTAL
(4)

AFFECTED 20.004 0.024 20.007 0.008
(0.028) (0.058) (0.014) (0.023)

QUALIFIED 20.052 0.069 20.038 0.054
(0.037) (0.057) (0.019) (0.023)

QUALIFIED 3
AFFECTED 0.071 20.071 0.063 20.012

(0.040) (0.062) (0.021) (0.024)

R2: 0.844 0.680 0.648 0.349

Notes:Robust standard errors are reported in parenthes
Regressions include controls for log(firm sales), sharehol
return, return on assets, and firm- and year-fixed effec
QUALIFIED 5 1 in years when the firm qualified for
section 162(m) exemption for either (i) its bonus pla
(CASH specifications) or (ii) its stock options plan (EX
ANTE TOTAL specifications).
e
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heavily on bonuses (the sum of the last tw
coefficients in column (3) is statistically signif-
icantly positive). These results reinforce th
suggestion in the kernel-density estimates
greater heterogeneity in bonus payments f
qualifiers. Potential endogeneity of qualificatio
decisions precludes a causal interpretation
this stage, however.

IV. Conclusions

The evidence in this paper suggests th
OBRA’s limit on the deductibility of executive
pay has led firms near the $1 million cap t
restrain their salary increases, and perhaps
increase the performance components of th
pay packages. Effects on the overall level
executive pay are less clear, casting doubt
the legislation’s efficacy in constraining CEO
pay. We are currently working to develop em
pirical models with a richer set of control vari
ables than those considered here to explo
further these effects, and to investigate the d
terminants and consequences of firms’ quali
cation decisions.
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