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ABSTRACT

Thisarticleexamines theassociationbetween thebonuscomponentofmanagerial
compensationandtheimpactsonafirm’screditriskusingdatafromtheU.S.The
empiricalfindingssuggestthatbonuscompensationcouldpotentiallyplayarolein
mitigatingtheagencycostsofdebtandrestrainingtheCEO’srisk-takingbehavior,as
bonuspayissignificantlyassociatedwithlowercreditriskinabroadsampleacross
variousindustries.Cashcompensationincludingsalaryandbonuses,however,have
differentimpactsoncreditrisk.Bonuscompensationdoesnotaddtocreditriskas
suggestedinthefinancialpress,butfirmsshoulddifferentiateimpactsofbonusand
salarypayonfirmriskwhendesigningexecutives’compensationpackage.
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INTROdUCTION

IntheU.S.,bonusesareviewedasadditionalincomeandaretaxedatthecombined
household income marginal tax rate. Specifically, a bonus component refers to a
manager’s short-term incentive and performance-sensitive cash. According to the
FinancialTimes,formerVolkswagenCEOMartinWinterkornwasrecentlyawarded€
5.9millioninbonuspayfor2017despitethedieselemissionsscandalin2016.Even
thoughthisisasteepcutfromthenearly€16millionthatMr.Winterkornearnedin
2014,thebonuspayoutsparkedanoutcryamonginvestorsandunions(WallStreet
Journal,April28,2016).Executivecompensationisnotonlyacontroversialtopicin
theU.SbuthasalsobeendiscussedwidelythroughoutEurope.In2014,EUparliament
setabonuscaponbankemployeeslimitingbonuspaytonotexceedabanker’sfixed
salaryorattwicethesalaryifshareholderapprovalisobtained(PwCFSRegulatory
Brief).ManybelievethatEUregulatorssettherulestoreduceexcessiverisk-taking
inthewakeofrecentfinancialcrises.
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In the U.S., the bonus component of annual CEO pay is larger than the cash
salaryincontrasttosomeEuropeancountries,suchasGermany,wherebonusescan
beapproximatelyhalfofthetotalCEOcompensation1.Mostofthevastliteratureon
CEOcompensationexaminesequity-basedcompensationandeffectsonrisktaking/
performance,whilethereisonlyscarceempiricalevidenceaboutthelinkbetweenthe
proportionofbonuspayandriskbehaviororcreditrisk2.Giventheimportanceand
relevanceofcashbonusesincompensationstructurecombinedwithlittleemphasis
inacademicresearch,thisarticleexaminesthelinkbetweencashbonusesandCEO
risktakinginabroadersampleacrossindustriesintheU.S.

A related work from Erkens et al. (2012) hypothesize that CEO bonus pay is
associatedwithlargerlossesduringcrisesandmorerisktakingbeforecrises.Onthe
otherhand,Duruetal.(2005)arguethataccounting-basedcashbonusesprovidean
incentiveformanagerstoseekstableandpositivecashflowstomeetdebtobligations.
This study examines the relationshipbetween compensation and risk todetermine
whethercompensation(specificallybonuses)contributetoexcessiverisktakingand
thusleadtohighercreditriskinfirmsacrossindustriesusingabroadsampleandare
notlimitedtotheU.S.bankingindustry.

In addition, one potential problem in identifying the relationship between
executivecompensationandfirmriskishowtoappropriatelymeasuredefaultrisk.
Onetraditionalmeasureistousecorporatebondyields.However,recentresearch
showsthatcorporatebondyieldsareincreasinglyinfluencedbyotherfactors,e.g.
tax aspects and liquidity risks (Amato & Remolona, 2003; Longstaff, Mithal &
Neis,2005).Thecreditdefaultswap(CDShereafter)market,ontheotherhand,is
themarketwherecreditriskscanbetradedeasily.CDSspreadscanreflectprivate
informationbefore the information ismadepublic (AcharyaandJohnson,2007).
CDSspread,therefore,isarguedtoprovideabetterestimateofafirm’sdefaultrisk
inrecentresearch(Zhu,2006).

Thisarticleexaminestheshort-termcomponentofcompensationanditsimpactson
creditriskwithaninnovativemeasureofdefaultrisk.Theauthorsadopteconometric
models and perform robustness tests to examine the relationship between bonus
andthefirm’screditrisk,andalsoaddresstheendogeneityproblem.Onecommon
sourceofendogeneityincorporatefinanceisunobservedheterogeneity(Himmelberg,
Hubbard, & Palia, 2009; Wintoki, Linck, & Netter, 2012; Schultz, Tan, & Walsh,
2017).Theauthorstakeaccountofthisheterogeneitybyusingafixed‐effectspanel
model.Therefore, anybiases causedby thepresenceofunobserved time-invariant
heterogeneityatthefirmlevelaremitigated,suchastheeffectofcorporateculture
orcorporategovernancequalityonthefirms’creditrisk.

AnegativerelationbetweenthepercentageofbonuscompensationandtheCDS
spreadofthefirmisfound.Thehigherthebonuscomponent,thesmallerthecredit
risktowhichafirmisexposedto.Thisfindingsuggeststhatthebonuscomponentof
CEOcompensationcouldplayaroleinrestrainingaCEO’srisk-takingbehaviorand
lead to lowercredit risk.On theotherhand,salarycompensationshowsapositive
relationshipwithcreditrisksuggestingthatsalarycomponentdoesnotplayarolein
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