Chapter 4: Managers and boards

This chapter is about top managers, executive compensation, boards, and “corporate governance”. Governance is how the company is managed at the highest, and most important, levels. Legally, a company’s board has “fiduciary” responsibilities to serve the interests of its many stakeholders. Its actions determine the company’s most important moves. The boards of companies are elected by shareholders, much as politicians are elected by voters in democratic countries (except there are typically many restrictions on how directors are elected). 
Top management and governance are important for several reasons. The actions of managers and boards are clearly important for what businesses the company enters, the products it makes, where its operations are located, and how employees and customers are treated. If a company makes a terrible mistake and struggles, it is probably due to an error in judgment by top managers and poor oversight by the board. 

Furthermore, the actions of the managers and board are often closely watched by employees as clues about how they are supposed to behave—or not. In 2003, for example, American Airlines executives were trying to negotiate large pay cuts among their employees, to cope with the recession in the hard-hit airline business after the September 2001 World Trade Center attacks. It was revealed that at the same time, the CEO was awarding large pension and performance bonuses to many top managers. Airline employees were furious and the CEO ended up having to cancel the giveaway to the top people. [ADD DETAIL HERE]

Another reason top managers and boards are important is that data on what they do and how they are paid are widely available, due to regulations which require publicly-held firms to disclose many details of how top executives are paid. This means we have a rich source of data to test theories of compensation, and particularly to see how pay influences executive performance. These data provide the best empirical studies of basic principles of agency theory. Many of those results are described in this chapter. 

I: Agency problems and executive behavior 


The central agency problem, discussed in chapter 2, is that a principal wants the agent do something—code-named “effort”—which the agent does not want to do, or does not want to do enough of.  When the agents are top executives, the range of agency problems is larger than with lower-level workers because executives have so much more power to make decisions. Some of the sources of agency problems are similar to those involved in motivating other workers, but other problems are different for executives with more power.
1 Work hours and shirking. The most obvious kind of effort is just showing up at work and putting in time. Many companies measure this simple kind of effort by having workers punch a card in and out of a time clock when they arrive at work and leave. Even this kind of measurement can be “gamed”— for example, a worker might punch in his friend’s time card if the friend is supposed to come at a particular time and is late. Furthermore, “shirking” may happen when people are actually at work but not paying attention to customers or their work. (This is probably a bigger problem than ever before due to the popularity of the internet.)

2 Nepotism. “Nepotism” is the practice of hiring friends and relatives who are not ideally qualified for their jobs. (In fact, one could extend the definition to any hiring of unqualified workers who the hiring manager likes working with.) In a surprising number of firms, the sons or daughters of top executives (often founders who started a company) have high-level positions or go on to run the company when their parent steps down. It is not known whether the practice is more widespread in the private or public sectors. Well-governed firms and democratic states are presumably less likely to tolerate nepotism, but even then, it is not hard to find egregious examples. For example, when Alaska’s Senator Frank Murkowski was elected Governor in 2002, he had the power to appoint somebody to finish out his term to 2004. He chose his daughter, Lisa Murkowski, a lawyer and “relatively obscure two-term state legislator” (LATimes, 2004). But Murkowski the Governor paid a political price—his approval rating fell from 70% to 29%.

It is possible that carrying on the family name is economically efficient, because some special kind of trust is engendered by keeping corporate succession along family lines, or the children of top executives are able to learn the business better from a parent. [NATIONAL GEOGRAPHIC QUOTE FROM ECONOMIST] Family ties may also limit opportunism and other forces that affect the optimal boundaries of the firm (see chapter 3). 
3 “Perquisites” (“perks”):  Perks are special services given to executives which are valuable but aren’t counted as regular income (and typically, are not taxed as income is). Examples include extravagant offices and office furniture (or art), using corporate jets or flying first-class on airplanes, terrific tickets to  sporting events, and country club memberships. In the corporate scandals of 2000 and later saw some dramatic examples of excessive perks. Tyco executive Dennis Kozlowski threw a $2.1 million birthday part for his wife which included a life-size ice statue modeled after Michaelangelo’s famous status David spouting vodka from his, uh, body (see SIDEBAR below). Many CEO’s in this era also were given multi-million dollar loans are low interest rates, with repayment of the loans cancelled (“forgiveable loans’) if the executives met certain conditions (like working for the company a certain number of years). 

Perks are not necessarily agency costs. Usually they are defended as part of the total compensation package necessary to attract and retain fantastic executives. Since perks are often not taxed as regular income is, it could be that executives would rather be paid in the form of perks than in additional cash, to save on taxes. However, they are many well-managed companies in which top executives may a point of not consuming such perks (for example, flying coach class on airplanes rather than much more expensive first class). 

Sometimes the perks are disguised as good business decisions. For example, in 1994 MasterCard moved its major operations out of Manhattan to nearby Greenwich, Connecticut. The move was forecasted to save $11-15 million per year, but actual savings were only $8-10 million. Relocation expenses and operating costs were about 20% higher than forecasted. Most importantly, 20% of the workforce quit rather than work in staid Greenwich rather than in bustling Manhattan. One reason the company moved was that the new CEO, Eugene Lockhardt, loved to play golf and said he wanted to be “an eight-iron shot from Greenwich”
. 


The key point is that moving the headquarters *might have been* a good business decision. As with investment and acquisition that top managers seem to personally prefer, it is often difficult to tell whether a decision is good for the company or is just what the CEO wants to do (and isn’t good for the company). The ambiguity about whether decisions reflect agency problems, or are just good business, is probably one reason why these decisions get made in the first place.

4. “Empire-building”: Top executives have a lot of control over how major investments are made, including acquisitions of other companies and mergers. Executives may make investments or acquisitions which are bad for their company due to errors in judgment or a desire to just run a larger “empire”. (Top executive pay is also closely linked to the size of the firm, so enlarging their company by acquisition usually leads to an increase in an executive’s pay.) We’ll discuss this in much more detail later when we talk about mergers and restructuring.

5. Risk-taking: The risk-incentive tradeoff looms large at the executive level. Large publicly-owned corporations are typically owned by many, many shareholders. [example]. Typically, they would prefer to have the company take on large risks which are good bets (that is, have positive expected profits), since any single shareholder effectively holds a huge portfolio of such large bets. But top executives often appear to be averse to take such risks. One reason is that executives often own a lot of shares, and have a larger portion of their personal wealth tied up in their company’s shares. So a big project failure hits them harder than it hits the typical shareholder. Probably ore importantly, however, project failures create career risk for executives: A mistake may cost them a promotion or get them fired.    

6. Short horizons: A big potential for agency costs is the mismatch between the time horizon of the shareholders and executives, especially when executives are near retirement. (Of course, companies may realize this and make executive pay more sensitive to short-term performance when executives are closer to retirement; see the discussion of  “endgame” below).  Whether executives turn down good long-term bets, which will take years to be profitable, also depends on the ability of the stock market to value these bets properly. If markets can forecast that bets will payoff, and are informationally efficient, then even current stock prices will reflect long-term prospects. So if executives are motivated to maximize the current share price, they will take good long-term bets if they have faith in the markets. So incentivizing executives to take the long view depends on how much stock they have, and how much faith they have in the markets. 

II: Executive compensation


Let’s start with some facts. 

1:  How much are top managers paid?


What would you consider a lot of pay for a job that requires some training and experience? The median household income in the US is around $40,000 in US dollars. Teachers earn a little less and do an important job.

Compared to these figures, CEO pay is very high. Figure 1 [FROM HALL 2003] below shows the median (middle) CEO pay ikn the US from 1980 to 2001 (in dollars adjusted to 2001 dollars). The Figure separates out salary and bonus (light blue) and equity-based pay, which is the value of shares as well as stock options. The figure also shows the share of total pay which is “cash” (salary) and bonus, through 1991 (around 90%), and the share of total pay which is equity-based from 1992 on (rising from 32% to 66% of total pay). Median total pay in 2001 was around $7 million. 


Median pay tells us only about the middle of the distribution. Like many “positively-skewed” distributions, the highest-paid CEOs earn much more than the median. Forbes (2002) reported that out of the 500 CEOs of Fortune 500 companies (rated by market value), the top 20 CEO’s earned total compensation from $35-$706 million, with a median (among the top 20) of $88 M. Most of this compensation was from exercised share options. The bottom 20 CEOs in the Fortune 500, according to Forbes, earned $84,000 to $785,000. So keep in mind that the lowest-paid CEO’s, who still run large important companies, earned less than a million dollars a year. 
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2. Compared to what?


While CEO pay is staggering to average folks, it is important in economics to compare pay to benchmarks. If you say “CEOs are paid too much” you have to ask—compared to what (or whom)?  And if CEO’s are paid too much, exactly how much should they be paid? 
Labor economics tells us that we should judge pay relative to the marginal revenue product (MRP) of a good CEO. Unfortunately, it is hard to judge MRP. Later we will talk about how sensitive pay is to performance—that is, if a CEO’s company has a very good year, or a stretch of good years, how much of the stock market value that they helped create do they earn? 


As we think about these numbers, keep in mind how difficult it is to figure out a CEO’s MRP. In sports or sales based on commission, we can often measure MRP very directly—by linking sports performance to team wins, and then to revenue, or linking sales to marginal revenue. For CEO’s it is much more difficult. A CEO may inherit a high-performing firm and earn more than they deserve. Similarly, a CEO may inherit a “sick” firm and earn less than they deserve. 


a. The recent past: Do CEO’s in early 2000’s earn a lot more than in previous years? Brian Hall (03, Figure 1 above) shows the huge increase in (inflation-adjusted) salary & bonus plus equity-based pay. There is no question that CEOs of American companies are earning a lot more than they did 20 years earlier.  
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b. CEO earnings compared to regular workers: Figure 2 above (also Hall, 2002) plots three graphs from 1970-2002. The key lines are the ratio of CEO salary and bonus only to average annual earnings of workers (the flat blue line, rising from around 30 to 70 (scale on left side), and the ratio of average total CEO pay (including options and equity) to average annual earnings of workers (the red line, which rises from 30 to around 400). These two lines show that CEO earnings have gone up relative to average workers, but almost entirely because of the huge increase (as in Figure 1) in CEO earnings from options and equity. 



Figure 2 also plots the level of the Dow-Jones Industrial Average of stock prices (scale on right) in green. The Dow rises and falls in lock-step with the CEO total pay to worker pay ratio. This is a reminder that CEO pay basically just tracked the level of the Dow. Given our previous discussion, about why CEO pay should be benchmarked to industry averages, this is surprising. Nothing in agency theory says that CEO pay should simply rise and fall with stock prices—it should rise and fall with relative performance (to subtract out common business cycle shocks that most CEOs cannot be blamed for or credited with). But it does not. 

c. CEO earnings in other countries. While CEO pay is increasingly dependent on stocks and options in other developed countries (typically Japan and Europe), the ratio of CEO pay to worker pay is still low in those countries. For example, the ratio is 17 in Japan and 24 in France/Germany [GET RECENT FIGURES] in the late 1990s. However, note that the portion of CEO pay which is “at-risk” (bonuses, options and stock) has risen in other countries from 1996-2001 and is slowly catching up to the US model (see Table 1 below). This is evidence that the American style of incentivizing CEOs with options and stock is catching on, albeit more slowly in other countries than in the US. Also, in other countries CEOs typically get more non-pecuniary perks, such as subsidized housing, memberships to private clubs, and so forth. However, at the sky-high dollar levels of American CEO salaries, it is hard to argue that these increased perks begin to equalize salaries, unless you belong to a golf club that charges $100,000 a round. 
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Conyon and Murphy (2000) conduct a careful comparison of executive compensation in the United Kingdom (UK) and the US in 1997. They find that US executives earn about 50% more cash compensation and twice as much total compensation as UK counterparts, controlling for firm size, industry and other factors that are known to influence pay. 

Why? First note that the percentage of US firms which have executives holding options rose steadily from 70% to almost 100% over the period 1980-97. The corresponding UK numbers start much lower, around 10% of firms in 1980, then shoots up to 95% in 1985 (actually surpassing the US percentage). However, in the popularity of options starts to *decline* slowly throughout the 1980s’ and 1990s, and ends up in 1997 at around 70%. 

It turns out that the larger pay for US executives is mostly due to the number of options
 US executives are issued, and details of precisely the options are created and priced. Most importantly, the US and UK are similar in many respects—mix of companies, tax treatment of options—which rule out possible explanations. Conyon and Murphy suggest that historical accidents and national culture might provide part of the explanation. In 1995, after some executives in privatized electric utilities earned a huge windfall from option exercise, a government report was issued (the Greenbury report) encouraging companies to replace options with long-term incentive plans (LTIPs— various programs designed to encourage direct stock purchase by executives). The government then restricted the amount of options that could be awarded to only £30,000. In contrast, in 1994 the US government restricted tax deductibility of non-performance related pay (cash) to $1,000,000, encouraging a shift from cash pay to options and LTIP’s. 

Conyon and Murphy also note that “The United States, as a society, has historically been more tolerant of income inequality [than the UK], especially if the inequality is driven by differences in effort, talent, or entrepreneurial risk taking. In this light, perhaps it is natural that the United States reacts to claims of excessive pay  by increasing the link between pay and performance, thus exacerbating income inequality, while the United Kingdom reacts through wage compression and reducing the pay-performance link” (p. F667). They also note that Americans tolerate, and even celebrate, much higher pay in other professions—law, medicine, investment banking, and especially sports and entertainment--  than in the UK. So maybe the issue is not the CEO pay differential at all, but simply whether a society thinks a small number of workers deserve enormous rewards. 


​​​​​​​​​​​​​​​​​​​​​​​​​​​____________________________________________________________________

SIDEBAR: Executive compensation in the UK
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The ratio of chief executive:average worker pay in the United States if 500:1. In Japan, it is closer to 10:1. Most Americans, however, accept this as they way things ought to be. The claim is that the high pay gives workers a reason to work hard (in hopes of winning the ‘tournament’ to be CEO), allows hiring of top talent, and acts as an incentive for the CEO to work hard, and to have them work for the company, as opposed to engaging activities such as empire-building. The idea of ‘pay for performance,’ where CEOs are given huge bonuses based on their company doing well (either in absolute terms or relative to their industry) is a similarly accepted phenomenon among US shareholders and workers. 


These ideas do not fare as well abroad. Shareholder rebellions have become common since laws passed by the British Parliament required companies to disclose payments to top executives that became effective this year. Corporations from media firm Reuters to chemical and pharmaceutical giant Glaxo-SmithKlein to HSBC bank have all been the target of shareholder activism aimed at reducing what they see as exorbitant CEO pay. 


Foreign investors seem willing to accept the pay for performance pay scheme of American CEOs; feathers have been ruffled over ‘golden parachutes.’ Golden parachutes are severance packages that are offered to CEOs and other top executives at the time of their hiring, offering them what often amounts to mllions of dollars in cash and benefits should they be fired. In the view of investors, this amounts to ‘pay for failure.’ In light of the fact that the average CEO tenure is 10 years, a CEO must perform very poorly to get fired, performing significantly worse than his predecessors or competitors for a number of years. Examples of these golden parachutes that have enraged Brits are the case of British Telecom, where CEO Peter Bonfield left the company with $100B in debt, but received a $10M severance package and BAE Systems John Weston who was fired after losing the company $1B, yet got a golden parachute worth $2.3M. 


Why do companies employ these unpopular tactics? The risk of a recently-fired CEO refusing to ‘leave in peace’ is a daunting prospect. There is a chance that a CEO was fired for something that wasn’t their fault and would file a lawsuit for unfair termination of contract. The prospect of lawsuits, disclosures of unsavory facts about the company, and factionalism all pose a very real danger to a company. If a company is in a position where it is firing its CEO, it probably has not been doing well for the last couple of years, and really needs to be able to successfully turnaround. In the event that the turnaround fails, there is a decent chance that the company will fail as well – putting hundreds or thousands of employees out of business and shareholders holding stock not worth the paper it’s printed on. Thus a smooth transition with a CEO who will step aside gracefully, pass on the knowledge to has successor that needs to be passed on for organizational memory affords the company something that is worth more than the millions of dollars that they pay in severance packages – however this is often not apparent to stockholders and virtually any major changes will encounter resistance, so it is hardly surprising. 


d. Pay in other professional industries. Jensen and Murphy (1990) point out that CEOs are not actually paid outrageously compared to highly-paid workers in other industries, such as investment banking, sports and entertainment. 
Perhaps the best comparisons are law and investment banking (IB). Hard-working, talented graduates of top colleges often choose between business careers and careers in law or IB. Jensen and Murphy note that in 1995, there were more more highly-paid I-bankers at Goldman Sachs, in terms of annual salary, than among all the Fortune 250 CEO’s. 

Industries like law and IB, and business careers, may have “superstar effects", a term coined by the brilliant labor economist Sherwin Rosen (cite). A superstar effect results when one worker manages or influences many others. Then a small increment in talent can influence the productivity of many other workers, which justifies a large return to the small talent increment.



Another natural comparison is sports and entertainment. Top entertainers often earn more than $50 million per year, between album or movie ticket sales, concert tours, and endorsements. In sports, basketball players often earn more than $20 million a season (Shaquille O’Neal, Michael Jordan). In 200?, baseball star Alex Rodrigues signed a multiyear package worth  $250 million, which was equal to the official GDP of Cambodia at the time. [CHECK THIS] Of course, the MRP of entertainers and athletes is easy to measure—if they win games or put people in the seats, or sell albums or tickets, they earn their pay. 


Still another comparison is government. Government salaries are surprisingly low—Congresspeople in the US earn only $145,000 a year, and the President earns $400,000 in salary. (Babe Ruth was once asked why he earned more than the President. Ruth replied by asking how many home runs the President had hit that year.)


Not all countries pay public servants so little. The ever-practical Singapore government thought that public salaries should compete with the private sector and therefore raised salaries dramatically. By 1995, top government workers earned $500-800,000 (in US dollars). The theory is that by paying handsomely, the most talented workers consider a career in government rather than business, and also might be more immune to temptations like bribery than lower-paid government workers. 

At this point, it is useful to put a sharp point on the debate about whether CEO pay is appropriate with a multiple choice quiz. From the point of view of labor economics with competition, one or more of the claims a-c must be true in each question:

Question 1: Choose one or more
a. 2003 CEO’s are 20 times more economically productive (relative to workers) than 1980 CEO’s

b. 2003 CEO’s are overpaid

c. 1980 CEO’s were underpaid 


Question 2: Choose one or more

a. Japanese/European CEO’s aren’t as valuable or talented or productive as American CEO’s
b. American CEOs are overpaid

c. Japanese/Europe CEOs underpaid

As you read further in this chapter, think about which answers you think are correct, and what evidence is needed to figure out conclusively which is correct. 
3. How should top executives be paid? 


Jensen and Murphy (1990) wrote an influential article in the Harvard Business Review arguing that executive pay was not sensitive enough to company performance. The gist of their argument is that executives who did not own a lot of their company’s stock would be distracted by demands from other “stakeholders” and would not work hard to make investments which maximize the stock price. 


The obvious move is to make sure that executives own some stock. Brian Hall (2003) quoted LBO kingpin George Roberts, a founder of the firm Kohlberg, Kravis and Roberts, as follows:

Just as you are likely to take better care of a home you own than one you rent, managers and boards with a financial commitment to their business are virtually always more effective in creating both short- and long-term value…Companies perform better when all important parties—management, employees, and directors—have the incentive of ownership in the business. [GET CITE]


It is notable that this quote compares a top manager to a home renter. Renters are more likely to have wild parties, damage floors, clog the toilets, etc. (familiar moral hazard/hidden action problems). But a top manager has been carefully selected for presumably knowing the business and having a moral sense of obligation and fiduciary responsibility to the stakeholders in the organization. Isn’t a top manager different than a renter? She or he is more like a renter who has been carefully screened and interviewed with the understanding that she will take care of the house. Nonetheless, Roberts’s point is well-taken: If you want to get CEOs to care about stockholders, the easiest way is to make them stockholders themselves.  

3.1  The role of stock options 

The main impact of Jensen and Murphy’s article was to get firms to think about using stock options to motivate top executives. 
A stock option, in the form usually issued, is a “call option” which gives an executive the right—but not the obligation—the buy shares of stock at a “strike” or “exercise” price E, at any time from the time of  “vesting” to a future expiration date T. 
(After the expiration date the option is dead.) The key property of stock options is that they are more sensitive to the price of the stock than a share of stock is. 


For example, as I write this (November 15, 2004) the price of Intel is $23.77. Consider an option which gives you the right to buy Intel shares at $25 any time between today (November 15) and January 21, 2005. The strike price is $25 and the expiration date is 1/21/05. 


If you had to exercise that option today you would not do so because you could buy a share in the open market at around $23.77. Why use the option to buy at the higher price of $25? So if you had to use the option by the end of the day it would be worthless. But in fact, it trades at a spread of $.60-$.70 (that is, you could sell such an option for $.60 or buy one for $.70). Why is the option valuable? The value comes from the fact that if the Intel stock price goes down, and ends below the strike price of $25 on January 21st, you will tear up the certificate. (It is a right, but not an obligation, to buy a share.) But if the stock goes up, you can always buy at a “mere” $25, regardless of how high the stock price goes. 


In fact, if you own a share of Intel stock at $23.77 and it goes up by $1, to $24.77, then your percentage return is 1/23.77, around 4.2%. But if the stock goes up by $1 today, the option will roughly double in value, from $.60-$.70 to $1.20-$1.40— a return of 100%. So the key property of options like this, which are “out of the money”—i.e., the strike price is below the current share price—is that the percentage return is very high if the stock price goes up. Options are leveraged—they have a higher percentage return than the underlying stock. 
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One of the most successful formulas in all of social science was created by Fischer Black and Myron Scholes (pictured above, Scholes on the left), to link the value of an option to the price of the underlying stock, and to underlying variables that are (mostly) easily observed. (Scholes shared the Nobel Prize in 1997 for their gorgeous insight; Black died in 1995 and did not share in Scholes’s honor, though everyone in economics appreciated his genius.) They used a very simple piece of economics and used it to derive a closed-form solution for the price of an option. They noted that for small continuous changes in the stock price, the relative change in the option price compared to the stock price enabled you to create a “riskless” hedged portfolio: Sell the stock and buy a portfolio of options (depending on the “hedge ratio”—the ratio of movement in the option price compared to the stock). Since this portfolio will go up as much as it goes down, and vice versa, the money risked should earn a “risk-free” rate of interest, which is usually taken to be the return on the most riskless investment you can make—a short-term (3-month duration) US Treasury bill. The fact that the return on the portfolio of -1 share of stock and a hedge ratio’s worth of options is equal to the risk-free rate creates a partial differential equation which determines the change in option and stock returns (the hedge ratio, again) as a function of the risk free rate, the option exercise price, and the time to expiration of the option. Black, who had a Ph.D. in physics, recognized this differential equation as a variant of the “heat equation” and solved it. 

The result is a formula that you can create on an Excel spreadsheet (see below), to determine the value of an option in terms of the strike price, the time to expiration, the risk-free rate, and the volatility of the stock. Their formula is widely used to price options, and to exploit small differences between the predicted (model) price and the actual price. Here is the formula for a call option value C. The tricky part, by the way, is guessing the volatility (standard deviation of the stock returns s between the time of valuation and time of expiration). It can be shown that C is an increasing function of s, so option prices increase when volatility is higher. (Think about why that is so.) 
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Now suppose we think CEOs are not making risky investments which have a positive expected value for shareholders, because they are afraid of losing their jobs if their investments turn out badly. If we issue them options, the CEOs’ incentives change. Now if they can raise the stock price a little, the option goes up—proportionally—a lot. And if they make a mistake, there is no harm and no foul—the options expire worthless. So options give executives both leverage—a high percentage return—and “insurance”—if they make a mistake, the lost value of options that expire worthless is low. Options are like lottery tickets which encourage CEOs to swing for the fences. If the major agency problem is that executives do not take enough risks, then giving them large option packages should make them take more risk. 


That is the central argument for issuing stock option packages: They incentivize option-holders to take risks, in theory, because option values are more sensitive to risks than the underlying stock prices are. The devil is in the details, however, as we will see next.
3.2  Challenges in incentivizing top managers


While options and other non-cash compensation have boomed in recent years, particularly in the US (and other countries are catching up), nobody is really certain precisely how to create packages that induce executives to take just the right amount of risk. The first problem is that we really don’t know how reluctant executives are to take bets which are good for the company, so we don’t know how much more risk-taking we need to make them. The second problem is that there are few conclusive studies about the effects of options and other compensation on actual managerial practice (although there are quite a few studies on the effects of compensation on stock price performance, which seems to be positive). It is like a doctor who is trying to treat a patient, but isn’t quite sure of the disease, or whether a particular pill will cure the disease. 

Roughly speaking, the academic literature was first to cast a lot of attention on options as a cure for insufficient risk-taking. The 1990 Jensen and Murphy HBR article pointed out the low sensitivity of total CEO compensation to stock market performance and suggested the sensitivity should be increased. As the graphs above show, a couple of years after that article is when the percentage of CEO pay linked to equity (either directly, or through options which depend on the stock price) began to swell. 


More recently, academics have come to understand that there are many subtleties to using options to incentivize top managers. Brian Hall (cite) explores six challenges in designing good compensation, in a very clear and powerful article. The challenges are: Matching time horizons; gaming; the value-cost wedge; the leverage-fragility tradeoff; aligning risk 
1. Matching time horizons: An obvious problem is that stockholders care about the long-run—even if they plan to sell the stock, they will sell the stock to somebody else who cares about the long, because they will sell it to somebody else, and so on. But CEO’s retire eventually. 

The solution to giving a CEO a longer horizon is relatively simple—use a slow “vesting period” (the period of time over which the options/stock become owned by employee). Amazingly enough, however, many executive contracts have “accelerated” vesting when an executive announces retirement [Hall, p 25]. Accelerating vesting produces exactly the wrong incentives—just when you are worried about retiring executives not paying attention, or helping out their pals, you speed up vesting of shares and options so they are even more focused on the  short-term than they would be without the options. Ideally, firms should not accelerate the vesting period—they might even want to stretch out (or decelerate) the vesting period, so that retiring CEO’s will have to live with the consequences of their decisions long after they are retired.  
2. Gaming

The theory that options and stockholdings will lead managers to make good long-run decisions implicitly assumes that the stock market knows today, as well as anybody can, whether current decisions will pay off in the future. That is, it assumes the stock market is informationally efficient and is a good “applause-o-meter” for judging the likely outcome of executive decisions. But what if the stock market can be tricked, is subject to fads, and so forth? Then paying in stock or options  is not necessarily ideal because larger option and stock packages incentivize CEO’s to spend time trying to push up the stock price, if they can. 


More dramatically, suppose you were to design a contract which gives executives the highest possible payoff from perpetuating a huge fraud that is hard to detect, with very little financial risk (other than prospective jail time and shame). How would you do it? First, you would make sure there was a large upside payoff (a big score if you get away with it). Second, you would remove the downside risk—if the scam failed it wouldn’t cost the CEO any money directly. In fact, options have precisely this property. Options encourage executives to both take risky positive-NPV projects they might normally avoid, but it also encourages them to add variance to the stock price (because option prices are increasing in the variance of the underlying stock). In fact, a shameless executive who has a chance to take a bad gamble on behalf of the firm, which is highly variable or simply increases the variance of the stock price, will do so if they have an option incentive.  One can speculate about whether the increase in options incentives might have had something to do with the many spectacular frauds of the late 90s and early 00’s—HealthSouth, Enron, WorldCom, Tyco, and so on. 


With all that said, little is known about whether compensation packages lead to market gaming because not much is known about whether you can game the market or fool it. Some of the frauds above involved very complex accounting schemes which were difficult for analysts to figure out, which is precisely what gaming means.
3. The value-cost "wedge" 
A very subtle point, which was discovered only very recently, is that options cost the company more than they are worth to executives. Normally, if a company took  $1 million, burned half of it up, and gave the rest to an executive it would seem very stupid. But in a sense, that is what option packages do. Here’s why: 

Imagine issuing either $100 of stock (at current price) or two at-the-money options worth $100 (total; i.e., $50 each).  Both of these incentives cost the company $100.

The good news is that the options are more highly leveraged. If the stock price goes up to 150, the stock is now worth 150, so the CEO has a 50% return. But if the stock prices goes to 150, the options have a combined value of $183, an 83% return. This shows the leverage effect of options which induce more risk-taking. The leverage value of options has been known for a long time, of course, and is their chief selling point. An executive who works hard and raises the stock price gets a larger bang for his buck if he starts with an options package than if he starts with a stock package of equal initial value.

The bad news is that the stock and option packages are less valuable to the employees than they cost the firm. The reason (in theory) is that CEO’s would prefer to have cold cash than a risky asset which adds variance to their future income. One way to measure the value of a risky asset is its certainty-equivalent— the certain amount which is equally as valuable as the asset. For example, suppose somebody offered you the choice between a coin flip for $1 million or nothing, or a sure amount $S. What value of S would make you just indifferent between certain cash or flipping the coin? Think about this seriously for a minute. If you take the sure S and it turns out you could have won $1 million, how will you feel? On the other hand, if you turn down S and flip and lose, how will you feel? In an emotional sense, the certainty-equivalent S is the amount that balances these two emotions. Many people would say something like $100,000. 

Now suppose that issuing $100 worth of stock costs the firm $100; but because of risk-aversion the stock is only worth $85 (i.e., the CEO is indifferent between $85 worth of cash and the $100 worth of stock). And suppose options are worth only $65. Then there is a value/cost “wedge” or gap – it is like a gift that costs the firm $100 but is worth only $65 (for options) to CEO’s.  This gap creates a loss from paying anything other than cash. The “wedge” or gap has to be made up by superior incentive properties of stock/options. NB: The size of this wedge was only discovered around 2000, after very subtle and careful calculation by Hall and Kevin J Murphy. Hall and Murphy (JEP 2004) think that misperception of the size of this gap is one of the main reasons for the explosion in option payouts. 
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What do options really cost shareholders? There is remarkable confusion about the true cost of options. Issuing options “dilutes” the firm because it spreads the firm’s value over more shareholders.    See Table 1 below. New economy tech companies diluting shares by about 6% a year. 
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4. The leverage-fragility tradeoff

Fragility refers to how dramatically the financial motivational power of options changes as the stock price rises. For example, if options get “underwater” or “way out of the money”—that is, the current stock price is far below the option exercise price—then options have little motivating power. Holding underwater options is like getting way behind in a sports event—the incentive to work hard disappears if it is appears to be impossible to win. 

Unfortunately, leverage and fragility go hand-in-hand. Options have high leverage but have high fragility. Stocks have less leverage and are less fragile. 


Options which are only slightly underwater (the exercise price is not too far above the current stock price) have tremendous leverage. For those options, a small increase in the stock price increases the option value very disproportionately. But if the stock price falls too far, the options become too far underwater. Leverage is still high (i.e., (∆c/c)/(∆S/S) can be high) but the absolute gains from increasing the stock price become very low. 
Often, when the stock price falls, firms restrike the options at a lower strike price to restore the leverage of the options. But if executives expect this to happen, then the *initial* incentive effect from the original option issue is diluted. If the executive knows the options will be restruck, then if the firm performs badly the penalty from a reduction in option value is erased (a form of  “negative shielding”). A reasonable compromise, which many companies use, is to issue a steady flow of options (e.g. every quarter or year) which have an exercise price equal to the current stock price. This plan avoids the terrible idea of restriking options (which forgives bad performance), but gives new options which adjusts for lost incentive effect of old options that go underwater. 
Amazingly, options are virtually never indexed to a market (or industry) benchmark. As a result, if a terrible manager runs a company in a boom market, he gets rich—through blind luck. And if he manages relatively well in a down market, he gets no benefit. This is absolutely shocking. Why aren’t options indexed? The main reason seems to be that indexed options must be expensed on income statements, [CHECK LATTER] whereas vanilla unindexed options did not have to be expensed (though this issue is being hotly debated in 2005 as of this writing). I predict that 10 years from now virtually all options will be indexed. 

5. Aligning risk-taking incentives

Upon careful analysis, it is not clear that awarding options actually does create the proper risk-taking incentive. Option prices increase in the volatility of stock returns, so in principle if the CEO could just add volatility he would do so to increase the value of the options. But the real goal is to get the executives to take high expected value bets with variance in outcomes, which they would not take without the added incentive from options. There has never been a clear mathematical proof that awarding slowly-vesting options, typically with exercise prices equal to the current stock price at the time the options are awarded, does induce the proper amount of risk-taking by executives. 
6. Avoiding compensation windfalls

One serious problem is avoiding huge windfalls which are triggered by poorly-designed compensation packages or surprising events. (As a behavioral economist, I think these windfalls are evidence of overconfidence bias among board members who design the packages. Just as people routinely underestimate the width of confidence intervals of unknown quantities, compensation designers may be neglecting rare events which can create windfalls, and do not put caps in place.) 



Windfalls are a potential problem for two reasons. First, these windfalls cost real shareholder money. Second, they can provoke a lot of outrage (see the discussion of Bebchuck and Fried’s “managerial power” theory, below). For example, Steve Jobs of Apple received an options package which ended up being worth $500 million. On the one hand, Apple’s performance in music download and rolling out successful new products might justify Jobs’s award. On the other hand, is that much money necessary to motivate anybody? Would Jobs have worked less hard if his big payback was only $10 million?


It is an open empirical question whether working for a company whose CEO received a large windfall, that is not perceived as deserved, reduces worker productivity. I suspect it does. Because of the power of social comparison, the best people may leave seeking greener pastures. Also windfall timing can be a problem. Because an efficient stock market forecast many years ahead, a company that is struggling but turns the corner might be rewarded with a large increase in its stock price, which triggers an option exercise by a CEO. So even if the company is struggling in absolute terms—even when workers are being laid off, perhaps— if times are getting better the CEO is seen walking away with barrels of cash. 

Preventing windfalls is very easy-- put a cap on the largest amount payable to a CEO. Caps are routinely used in almost all compensation contracts with performance bonuses, mostly to insure against measurement mistakes or a failure to anticipate how much pay might escalate. (Recall the evidence from Bob Frank’s study, in chapter 2, about caps on pay of car salespeople.) The cap could be an absolute amount or tied to compensation of others, or to some fraction of earnings or market value of the firm.
 It is hard to believe that a cap would demotivate top executives. Boards are generally quite free to award cash bonuses for spectacular performance, so if a cap deprived a superduper CEO of some well-deserved monster payout, the Board can effectively go over the top of the incentive cap and award a big bonus. 


Appreciation

MORE HERE 


Very wild idea: Compensation at this level must be largely symbolic. How much caviar, great skiing, champagne, and luxury cashmere can a CEO consume? So if that’s the case, why not coordinate substitution of some other symbolic system—but one that really matters—for money? Example: When John Reed (former Citigroup co-CEO) took over leadership of the New York Stock Exchange in 2003 (after boss Richard Grasso was embarassed by a $140 million deferred comp package and forced to quit), he said he would work for $1 per year. What about a system of awards, bestowed by fellow CEO’s, for “turnaround of the year” etc. Or awards voted upon by workers. These could be very powerful. A very well-paid CEO who is widely-hated would  really wince when s/he found out the workers were really unhappy. 
 

7. Adjusting incentives to the executive lifecycle: Sensitivity to the endgame

One challenge in executive compensation is to adjust incentives so that even when their careers are almost over, executives are motivated. A classic study in the early 1990s by Gibbons and Murphy (1992), however, showed that total compensation is somewhat sensitive to how many years an executive has to retirement. Even if vesting is mistakenly accelerated for retiring executives, firms are finding compensation mixes that do raise pay-for-performance sensitivity for executives who are closer to retirement. 

First they note that CEO’s who have just been appointed have some fear of being fired, which may motivate them. On the contrary, those CEO’s close to retirement are less sensitive to being fired. So G&M conclude that it is important to motivate executives who are near retirement by making their cash (salary) and bonus compensation more sensitive to firm performance, to offset the decrease in sensitivity due to the threat of firing. Gibbons and Murphy estimated the sensitivity of CEO pay (cash salary plus bonus) to changes in shareholder wealth. Figure 2 below shows the “pay for performance sensitivity”, which is the change in the log of CEO total pay divided by the change in the log of total shareholder wealth (firm market value). Because these are changes in logs, the elasticity tells you the percentage change in CEO wealth relative to a percentage firm value. 

For CEO’s with 15 years or so left in office (on the left side of Figure 2), the elasticity is about .10. That means if the market value of the firm goes up by 10% on year (an above-average year, as the historical stock market return is around 7% in the US), the CEO’s pay package goes up by 1% (which is about $5,000 in 1988 dollars).  But for CEO’s with only a couple of years left (on the right side of Figure 2), the elasticity is about twice as high, around .20. In pure dollar terms, for this sample an elasticity of .20 means that if the firm’s market value goes up by $1 million, the CEO’s yearly pay package goes up by about $20.
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Figure 2: Pay-performance elasticities increase steadily as a CEO’s years left in office decline from T-15 (left of the graph) to the year they leave, T (right side of the graph). Source: Gibbons and Murphy, “Optimal incentive contracts in the presence of career concerns: Theory and evidence,” Journal of Political Economy, 100, June 1992. 

8. Accounting treatment of options expenses


One reason for the explosion of popularity in options, despite the value-cost gap identified by Hall and Murphy, is the way they are treated for accounting purposes. Firms keep two sets of parallel “books” or accounting treatments, one for tax reporting and another for financial reporting. The classic goal in tax accounting, until recently, was to take as much up-front expense as possible and delay accounting for revenue until later, in order to under-report economic profits and pay less tax now (but pay more in the future). With the rise in “earnings management”, however, managers now seem to spend more time trying to adjust account for costs and revenues, sometimes with the apparent goal of clearly overstating current earnings to increase stock prices. 

When stock options first became common in the 1970’s, the Accounting Principles Board (APB) (since replaced by FASB), accountants were not sure how to treat them. I suspect, as well, that when they first issued an opinion in 1972 on how to account for options expenses, they could not have imaged the explosion of option-based compensation that would result in later years. 


The 1972 ruling (called APB Opinion 25) was that an expense should be charged for the difference between the market price of the stock and the exercise price, on the date that both the exercise price and the number of options granted becomes fixed. (Keep in mind that the Black-Scholes formula was not widely-known then, and even now regulators are reluctant to rely on it to accurately price the value of awarded options for reporting purposes.) Most firms got around the impact of this opinion by issuing options with an exercise price equal to the current market price, so the difference is zero and no expense needs to be reported. 


Expensing of options became a hot political issue in the late 1990’s. Probably because of cash-flow constraints, many new economy high-tech firms were paying out large numbers of options, far down in the firm (i.e., well below the CEO and top executives). In many cases, if firms had to account for the value of these options as compensation, just as they do for cash salaries, substantial earnings per share would immediately become negative. 

Many people argued that expensing options would make firms reluctant to issue them (because they reduce current accounting profit) and would remove an important tool for recruiting and motivating talented workers. This is silly because the same argument could be made to justify not expensing cash compensation. 

Interestingly, by 2003 strategic thinking came to the rescue and has led to a large shift in voluntary expensing of options (which was encouraged, to little effect, by FSB ruling FAS 123 in 1995). Why? My theory (not carefully tested yet) is that some firms knew that expensing options would not reduce their current earnings much, or that investors would not misjudge the reduction in earnings from expensing as bad news about the company’s financial health. So the firms with the least to lose were the first to  expense options. Once they did so, however, analysts probably began to wonder how much the firms that had not expense options were hiding. So those firms are forced to expense too. Eventually, all firms will hopefully expense options voluntarily, and the few who do not will be judged skeptically by investors. 
5. Do top management incentives work? 


“It ain’t bragging if you can do it”—baseball pitcher Dizzy Dean


The fundamental question about changes in compensation is whether the changes work—that is, do they get executives to exert “effort” (i.e., to do what is good for the firm, that executives would not do on their own) which increases share prices? 

The evidence is mixed but generally supportive that changes in compensation packages help. 


The first step is to see how much executive pay varies with changes in company value. Researchers usually measure “pay-for-performance sensitivity” (PPS), which is    (CEO wealth/(company market value (where ( denotes change).  


In one of the earliest studies, Jensen and Murphy (1990) measured  PPS as $2.50/$1000 (i.e., for every $1000 gain in company value, the CEO got $2.50). A few years later, Hall and Liebman (1998) estimated the PPS as $30/$1000. That is a dramatic change in less than 10 years. My intuition is that if PPS was too low in 1990 it is at a reasonable level now. 

The PPS measure is the right way to think about motivation if you regard the executive as being entitled to some of the change in company value he is responsible for. It is like the corporate analogue of tipping in a restaurant. Another measure is how much the CEO’s total wealth swings when the company does well or badly. For example, even if PPS is high (say, $30/$1000 as in the 1998 measure), if a CEO is extremely wealthy he may not care if his wealth goes up or down much. 

So another way to measure sensitivity is how much of the firm a typical CEO owns, and how much of the CEO’s money is tied up in company stock. In 1990, Jensen and Murphy estimated that the median CEO owned only .07% of his company’s shares. At the same time, the median percentage of CEO wealth held as company shares was around 50%, which is a healthy percentage. 

In venture capital (VC) financing of new businesses, the VC’s want the entrepreneurs to be so heavily invested in their company that they’ll basically be broke if it fails. This screens out the entrepreneurs who are highly motivated (and perhaps overconfident?). A similar standard could apply to CEO’s—you want them to really suffer financially if their company does badly. For example, because of the AOL-TimeWarner merger, Ted Turner’s fortune shrank from $7 billion to $2 billion. That’s some pain. 


Another important incentive that CEO’s face is the threat of firing (termination). Termination is actually quite rare so the average CEO tenure is 10 years. A termination is usually a messy event for everyone involved, so boards will often create generous severance packages to get a CEO to leave gracefully. Public relations folks then make up transparent excuses for why the CEO is leaving—usually it is to “spend more time with my family”. 

Do firms with higher PPS perform better?  Some studies indicate Yes, some indicate no effect. Generally, in the 1980s and 90s the stock market seemed to reacts positively to increases in PPS or installation of new incentives (such as options awards).  i 

SIDEBAR NEED TO CLEAN THIS WRITNG UP Incentives gone wild, IV: Negative shielding

“Shielding”—does executive pay go down when a firm reports negative earnings? Answer: No. 

(Sunjin Chen, 02) Regressions (Table 2) 2600 firms 1998-2001

regression change in log salary (CASH) or total compensation (TOTAL)

on  change in return on equity (ROE). In general, correlation with (ROE is positive (.776, .340). But when ROE is negative, sum of pure effect plus adjustment (i.e. coefficients on (ROE and (neg_ROE added together) is +.069 (cash ) and +.014(total)

That is, pay goes up strongly when ROE increases, but *does not* fall when REO falls.

This is called “shielding”. 

*very important* (and only recently studied). Why? Because most high-power incentives (e.g. stock options) are designed to get executives to take risk. But this only works if CEO’s benefit on upside AND suffer on downside. If they don’t suffer on downside then there is too much motivation for bad behavior (e.g. fraud). 

But...maybe shielding is the market’s way of saying that reporting negative ROE is not so bad. (Cf. DeGeorge-Patel-Zeckhauser). E.g. a good manager has “earnings in his pocket”—the ability to move around accounting-relevant sources of revenues and costs to avoid a loss. If a loss is inevitable, idea is to “take a bath” and maybe managers who do so are admired for consolidating losses into a one-time hit. 

But...what if shielding is greater when firms are poorly governed (e.g. managerial entrenchment)? That would suggest shielding is not ideal, but is a trick entrenched CEO’s use to keep themselves from every losing (cf. “loss-aversion” in many many domains—people dislike losing more than they like equivalent win amounts). 
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Note that good monitoring increases ΔROE effect (-.57, -.60) and more managerial influence increases ΔROE effect (.339, .299). This suggests influential managers with a firm grip on their companies are raising the pay-for-performance sensitivity. 

Effect on shielding is captured by *interaction* of MONIT and INFLU variables on the strength of the relationship with ΔNeg_ROE

Good monitoring reduces shielding ( MONITx ΔNeg .54,.80)

(note this variable wipes out the negative coefficients -.678, -.524)


Managerial influence increases shielding (INFLUx ΔNeg -.45,-.29)

Bottom line: Shielding occurs because entrenched CEOs protect themselves from a drop in pay when ROE turns negative. But good monitoring erases the effect. 
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6. Counterpoint: The “Managerial power” theory 


The idea that CEO’s are overpaid because they manage to enrich themselves at the expense of shareholders is widely debated in the business press. One of the most aggressive academic defenses of this view is by two law professors, Lucian Bebchuck and Jesse Fried (2003). 


They argue that CEO pay is not a solution to an agency problem (motivating the CEO to act in shareholders’ interests); they argue that is often an example of an agency problem. Their argument rests on several principles:

· Directors are well-paid and like being directors, so they are afraid of upsetting a powerful Board Chairman and CEO. (Note that in a March 2004 study by Corporate Library found that in 75% of the S&P 500 firms the Board Chairman job was held by the CEO.
) A 2002 survey showed that the average director compensation in the 200 biggest US companies was $152,000/year. 
· Outside forces other than directors, such as hostile bidders, are not strong enough to fully discipline all CEO’s. Firms have a lot of weapons to fend off hostile takeovers (see the discussion of “dictatorial” companies below); as a result, hostile bidders have to pay a very large premium to take over a firm they think is badly-run. 
· An outside force that might conceivably impose pay discipline is compensation consultants. A 2000 study showed that out of 100 large firms, 96 used a compensation consultant to create a “peer group” for their CEO. A large majority of these then decided to pay their CEO at or above the 50th percentile of peer-group pay. Of course, if every CEO is paid in the top half, there will be an endless spiral of pay (called a “ratchet effect” in labor economics). Interestingly, disclosure of what other CEO’s are paid, designed to create transparency, may have therefore contributed to the rise in compensation. In late 1992, the SEC issued new disclosure rules requiring the board compensation committee to describe pay practices, justify them, and report the five-year shareholder returns. As you can see from the chart above, that is around the time that compensation really took off (relative to average worker pay). Since every CEO thinks they are above average, one who sees that another CEO is more highly paid will push for a better pay package. 
· One of the main forces that could discipline pay is what Bebchuck and Fried call “outrage costs”—that is, what happens when the business press reports excessive compensation. They note that negative media coverage and shareholder resolutions criticizing executive pay lead to increases in pay-for-performance sensitivity and large declines in pay. So CEO’s clearly respond to outrage. If they were being paid fairly, and could defend their pay to the press and shareholders, they would not need to accept pay cuts. 

· A lot of executive pay is increasingly hidden, “stealth compensation”. Under existing disclosure rules, retirement pay does not have to be disclosed in compensation tables (including those in the ExecuComp database, on which much of the empirical work described in this chapter is based). Another common hidden source of income is executive loans. Before the Sarbanes-Oxley Act of 2002, more than 75% of the 1500 biggest US firms lent money to their executives (often to buy company stock, which is a good idea). The SEC requires firms to report the difference between the interest rate executives are charged and the “market rate”, but the SEC did not define what the market rate is, so firms have some wiggle room to claim the rates charged are market rates and not report the loan. These loans are often “forgiven” as well (imagine your bank of car lender forgiving your loan if your car was in an accident!), sometimes after executives leave and the outrage subsides. Another source of hidden compensation is large payments for leaving. Mattel CEO Jill Barad resigned under pressure. Even though she had done a bad job, the board forgave a $4.2 million loan, gave her $3.3 million in cash to cover taxes owed for forgiveness of another loan, and vested her options immediately. They also paid a $26.4 termination payment and retirement benefits of $700,000/year which were previously agreed upon. These “gratuitious goodbye payments”, as Bebchuck and Fried call them, are important events because they provide a clue about how influential outrage is.  Once a CEO has left, even if they take a large sack of cash with them, there is little shareholders can do about it. 
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Figure ? : Mattel CEO Jill Barad, who got rich by being fired
· Many compensation deals include weak provisions, or none, that prevent executives from “unwinding” stock and options grants. For example, if one of the goals of stock options grants is to tie the manager’s long-term fate to the stock price (as well as provide an incentive for taking more risk), then managers should not be allowed to exercise options immediately when they vest. But in most cases, managers exercise and sell immediately, because they do not want to be overinvested in company stock. This is rational from the manager’s ;point of view, of course, but the whole point of the compensation package is to make sure managers are overinvested. 
Before 1990 or so, the ratio of selling of shares to buying by top managers (reported to SEC by law) was about 5-1. In recent years (2002-3) the ratio was as high as 32-1. This seems like strong prima facie evidence that CEOs are getting too many shares, or that the shares are not sufficiently restricted to prevent unwinding. It is also common for executives to hedge their stock option grants privately, a practice which is not required to be reported to investors. 
· There is a tremendous amount of “interlock” among corporate directors (i.e., A is on B’s board and B is on A’s board, or three- or more-way versions of the same cycle). Interlocks are potentially dangerous because they prevent B, for example, from giving A a hard time because A can repay B by giving B a hard time on his board. (A student told me that in Pakistani villages, brother A and sister A often marry sister B and brother B, respectively. Then if A treats his wife (sister B) badly, her brother (brother B) will treat his wife-- A’s sister-- badly. In contracting, this is sometimes called “mutual hostage-taking” and probably is one of the most powerful ways of enforcing cooperation ever invented. If the cooperation means that one person’s mistakes are covered up, however, then the system works well for the interlocked directors but not for shareholders. 
· Despite the bleak view described above, there is healthy variation of governance and substantial evidence of what kinds of forces do discipline executives well and poorly. CEO compensation is higher when: Boards are larger (making it harder to organize opposition); more outside directors have been appointed by the CEO; when outside directors serve on 3 or more boards (and are perhaps too busy to monitor the company carefully or make a persuasive anti-CEO case). A major factor is presence of a large outside shareholder (or several such blockholders). One study showed that doubling the percentage of ownership of the largest outside shareholder reduced nonsalary compensation by 13%. Interestingly, doubling shares owned by Compensation Committee members (a subset of the Board that decides on executive compensation) reduced nonsalary compensation by 5%. 

While I am persuaded by most of the arguments of Bebchuck and Fried, there are many loose ends. An important one is that CEO pay is usually high even when CEO’s are recruited from the outside. This kind of pay is different than using one’s position on the Board, and one’s influence with directors who you appointed and owe you, to get favors from pals. Hall and Murphy use the high rates of pay for outside recruiting as a strong piece of evidence against the managerial power view. Bebchuck and Fried reply as follows:

…directors negotiating with an outside CEO candidate know that after the 
candidate becomes CEO, she will have influence over their renomination to the 
board and over their compensation and perks…And while agreeing to a pay 
package that favors the outside CEO hire imposes little financial cost on the 
directors, any breakdown in the hiring negotiations, which might embarrass the 
directors and in any event force them to reopen the CEO selection process, would 
be personally costly to them. (p. 75). 


The central issue— and a very important one— is how competitive the market for CEO’s is. Hall and Murphy’s intuition, I suspect, is that there are many prospective CEO’s would love to have an open CEO job and so the Board has a lot of hiring power. However, my guess is that in hiring a new CEO, executive search firms and board searches narrow the list down to a very small number. For emotional reasons, in addition, it is good to have a short list and keep it private—nobody wants to be thought of as the number 6 candidate who took the job at Starbuck’s, for example, after the first five passed it up. Once the Board has their eye on a candidate, that candidate does have a lot of bargaining power. 


In a brief discussion with Charlie Munger (vice president of Berkshire Hathaway and Warren Buffett’s business partner), Munger told me it was usually the case that there was one ideal candidate for a CEO job, and the second-best candidate was far behind. Munger is a curmudgeon, very smart, and both wise and rich. So perhaps the market for CEO’s is not very competitive because the superstar effect of matching the right CEO to the right job creates a large gap in value-added (MRP) from the top candidate to the next couple. It would be very useful to be able to statistically test Munger’s proposition. 

​​​​​​​​​​​​​​​​​​​​​​________________________________________________________________________

Business journalism and the cult of the CEO
One interesting pattern about CEO’s is the way American journalism covers them. For example, Business Week’s 2001 list of “top 25 managers” included two names who were shining stars at the time—Dennis Kozlowski of Tyco, and Martha Stewart of Martha Stewart Living Omnimedia.
 Keep in mind that these were not minor mentions in Business Week—they were lauded as among the top 25 managers in the world. 

They wrote about Kozlowski:

“A year ago, it looked as if Tyco International Ltd.'s (TYC) chairman and CEO, L. Dennis Kozlowski, was on the ropes. An analyst had alleged that Tyco had hyped its results, leading the Securities & Exchange Commission to launch an inquiry. By December, 1999, the controversy had nearly halved the price of Tyco's once-highflying stock and was threatening to derail one of Corporate America's most aggressive dealmakers….But in 2000, Kozlowski came charging back. In July the SEC, in effect, gave the company a clean bill of health by ending its inquiry. And since then, Kozlowski has kicked his dealmaking machine back into full throttle, snapping up some 40 companies in 2000 for a total of $9 billion, while profits have soared.”

Only two years later, in 2003, Kozlowski was on trial for grand larceny and enterprise corruption. He allegedly stole money in the form of $170 million in hidden bonuses forgiven loans, and profited to the tune of $430 million by selling Tyco shares while lying about the conglomerate's financial condition for several years. 

During his 2003 trial, prosecutors introduced a video of a $2.1 million party for Kozlowski’s wife’s 40th birthday. [CHECK THIS] The party featured body builders dressed in skin-toned Speedos, nymphs dancing around, models dressed as gladiators, yacht rides, a scavenger hunt, and an ice sculpture replica of Michaelangelo’s famous sculpture “David” dispensing vodka from its penis--to show how freely Kozlowski spent shareholder money. (Half of the party was paid for by Tyco because, they said, many business associates were invited.) 

Kozlowski’s 2003 trial ended bizarrely when one holdout juror, during deliberations, sent the judge a handwritten note saying she was being pressured to vote for conviction. The judge declared a mistrial. The holdout juror, Ruth Jordan (whom the candid New York Post called a “batty blueblood”) had seemed enamored of Kozlowski throughout the trial. She allegedly signaled an “OK” sign to his defense attorneys during the proceeding, then brushed her hand through her hair, though she later denied that she was signaling anything. Jordan later said:  ''Intent — intent was the center of the whole case, at least for me. I don't think they thought they were committing a crime.''
Business Week’s 2001 “top manager” coverage of Martha Stewart was also fawning— before her well-publicized fall and eventual incarceration in 2004-5. They wrote: 

“Who but Martha Stewart could face a room full of Wall Street analysts and describe her company as ''vivacious''? But don't be fooled by Stewart's warm and fuzzy approach to numbers. The doyenne of all things domestic had plenty of good news to share at the recent meeting outlining the accomplishments of Martha Stewart Living Omnimedia (MSO). Revenues were expected to climb 20% in 2000. And while other media companies' shares fell an average of 20% for the year, Martha Stewart stock was holding steady.” 

By July 2004, however, Martha Stewart had been convicted and sentenced to five months in jail for lying to prosecutors about the basis for selling ImClone shares. She later served time in jail (and, according to the National Enquirer, squabbled with cellmates and was much of a diva inside prison as outside).  

These examples are not dramatic exceptions. Think of sports stars—even the highest-paid athletes are hammered on talk radio and in sports pages when they perform badly or get in trouble. In comparison, there is surprisingly little hard-hitting coverage of American business, and this weak tradition extends to coverage of the executive suite. One possible explanation is that journalists need access to top managers, so they gingerly avoid writing anything critical so the executives won’t cut off precious access. (The Wall Street Journal is an important exception.) Another possibility is that business magazines seem to sell magazines by a formula often used in tabloids—build ‘em up, then knock ‘em down. The magazines first sing the praises of a rising star executive to sell magazines, then write critical articles about how the same manager “failed to live up to expectations” to sell more magazines—even thought the same expectations may have been created by the magazine’s earlier praise.
__________________________________________________________________
III. Boards and corporate governance


Companies are formally “governed” by a board of directors. The board has the ability—in theory—to hire and fire the CEO, and has fiduciary (economic) responsibilities to the shareholders, who nominally elect the directors. In practice, a slate of directors is usually proposed and most shareholders vote by proxy, delegating their votes to the slate endorsed by management. In recent years, starting in the 1990s, “activist” shareholders—typically large pension funds who own many shares, but also individual wealthy investors—exert more control and often get into public fights with incumbent management over what to do. 

1. Boards

On average, companies with a median asset value of $47 million will have a six member board of directors.  Those members fall into one of a limited number of roles.  In a survey of 1,116 firms at IPO classified board members into three roles: executive, instrumental, and monitoring.  Executive members are insiders to the company and account for an average of 3.5 members of the board.  Instrumental members, those with financial investments or business consultants to a company, these are classified as “quasi-outsiders.”  Instrumental directors account for 1.37 members of the board.  The final group, monitoring directors consists of 1.20 members of the board and hold positions as professional directors or private investors.  A professional director may hold board seats on several boards across different industries.  Typically, as noted, boards are highly interlocked—Ralph sits on the board of Ted’s company, and Ted or somebody from his company sits on Ralph’s board. MORE HERE LATER


Faces across board rooms have been changing over the last decade to include more women and minority executives.  In the period of 1998 and 1999 alone, boards with at least one ethnic minority increased from 55% of boards to 60% (www.diversityhotwire.com).  However, minority directors only represented 6% of the total director population in 1999, and women accounted for only 10% (www.diversityhotwire.com).  By 2003 the amount of board seats held by women increased to just over 13%, and underrepresented minority women held an estimated 3% of board seats in 2003 (www.catylst.com).  The largest companies in the United States, grossing at least $20 billion in annual revenue, have provided the most opportunities for women and minorities; 70% of these companies have reported to having at least two women on their board, and 53% have reported at least two minorities.  

One such company, Hewlett Packard writes, “At HP, we believe that diversity and inclusion are key drivers of creativity, innovation and invention. Throughout the world, we are putting our differences to work to connect everyone to the power of technology in the marketplace, workplace and community.”  Apparently, many other companies have adopted a similar theory of business because, 35% of 1,100 directors and chairmen plan to increase the number of women directors, and 27% plan to increase the number of African-American and other minority directors in the near future (Korn/Ferry).  

________________________________________________________________________

SIDEBAR: What do board members look like? 

This sidebar tells you who is on the board of the most dictatorial and democratic companies in the Gompers-Metrick-Ishii governance study.
 

A crude index of the quality of a firm’s governance is how easy it is to get information about the board through the internet. Facts about the directors of most democratic companies are usually easy to find. (Hewlett-Packard, which is categorized as democratic, even invites web-users to “E-mail Carly,” the CEO and chairman of the company Carly Fiorina.) But information about directors of dictatorial companies is harder to come by. Many dictatorial companies only provide the names and positions of the directors.  Perhaps some suspicion ought to be cast upon dictatorial companies which make it difficult to find out details about the board’s directors.


General Re, a reinsurance firm, is graded as the most dictatorial company, with a  governance index of 16 in 1998.  General Re is a global company which has recently moved their business into China.  The only public information easily available on the internet about the board of directors are their names and positions.  The all-male board (as of 2004) contains of 6 members (which is an average-sized board). All of the directors work for General Re, except for Peter Lütke-Bornefeld, who is chairman of Cologne Re (a company in which General Re has a controlling interest). Here they are:


Position





Officer

· Chairman and CEO




Joseph P. Brandon
· President and Chief Underwriting Officer

Franklin Montross IV
· Vice Chairman




Peter Lütke-Bornefeld
· Senior Vice President




James P. Hamilton
· Chief Financial Officer



William G. Gasdaska, Jr.
· General Counsel




Timothy T. McCaffrey
PepsiCo is rated as one of the most democratic companies by the GMI index. PepsiCo is the world’s second largest soft-drink maker and largest snack maker. It is directed by a board of 13 members. Three of the members are women, and the average age of the board is 58.  Many board members are outsiders, and hold positions on multiple boards.  Steven S. Reinemund, 55, holds the joint position of chairman and CEO, and was promoted to the position after working for the company since 1984.  PepsiCo offers a brief biography of each board member on their website.  Below is a copy the biographies for the board of PepsiCo.
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	JOHN F. AKERS, 69, former Chairman of the Board and Chief Executive Officer of International Business Machines Corporation, has been a member of PepsiCo’s Board since 1991 and is Chairman of its Compensation Committee. Mr. Akers joined IBM in 1960 and was Chairman and Chief Executive Officer from 1986 until 1993. He is also a director of Hallmark Cards, Inc., Lehman Brothers Holdings, Inc., The New York Times Company, and W.R. Grace & Co.
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	ROBERT E. ALLEN, 69, former Chairman of the Board and Chief Executive Officer of AT&T Corp., has been a member of PepsiCo’s Board since 1990 and is Chairman of its Nominating and Corporate Governance Committee. He began his career at AT&T in 1957 when he joined Indiana Bell. He was elected President and Chief Operating Officer of AT&T in 1986, and was Chairman and Chief Executive Officer from 1988 until 1997. He is also a director of Bristol-Myers Squibb Company and WhisperWire, and a Trustee of The Mayo Foundation and Wabash College.
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	RAY L. HUNT, 60, Chairman and Chief Executive Officer of Hunt Oil Company and Chairman, Chief Executive Officer and President, Hunt Consolidated, Inc., was elected to PepsiCo’s Board in 1996. Mr. Hunt began his association with Hunt Oil Company in 1958 and has held his current position since 1976. He is also a director of Halliburton Company, Electronic Data Systems Corporation, King Ranch, Inc., Verde Group, LLC and Chairman of the Board of Directors of the Federal Reserve Bank of Dallas.
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	ARTHUR C. MARTINEZ, 64, former Chairman of the Board, President and Chief Executive Officer of Sears, Roebuck and Co., was elected to PepsiCo’s Board in 1999. Mr. Martinez was Chairman and Chief Executive Officer of the former Sears Merchandise Group from 1992 to 1995 and served as Chairman of the Board, President and Chief Executive Officer of Sears, Roebuck and Co. from 1995 until 2000. He served as Vice Chairman and a director of Saks Fifth Avenue from 1990 to 1992. He is also a director of Liz Claiborne, Inc., International Flavors and Fragrances, Inc. and Martha Stewart Living Omnimedia, Inc. Mr. Martinez is a member of the Supervisory Board of ABN AMRO Holding, N.V.




	[image: image19.jpg]



	INDRA K. NOOYI, 48, was elected to PepsiCo’s Board and became President and Chief Financial Officer in May 2001, after serving as Senior Vice President and Chief Financial Officer since February 2000. Ms. Nooyi also served as Senior Vice President, Strategic Planning and Senior Vice President, Corporate Strategy and Development from 1994 until 2000. Prior to joining PepsiCo, Ms. Nooyi spent four years as Senior Vice President of Strategy, Planning and Strategic Marketing for Asea Brown Boveri, Inc. She was also Vice President and Director of Corporate Strategy and Planning at Motorola, Inc. Ms. Nooyi is also a director of Motorola, Inc.
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	FRANKLIN D. RAINES, 55, was elected to PepsiCo’s Board in 1999, and is Chairman of its Audit Committee. Mr. Raines has been Chairman of the Board and Chief Executive Officer of Fannie Mae since January 1999. He was Director of the U.S. Office of Management and Budget from 1996 to 1998. From 1991 to 1996, he was Vice Chairman of Fannie Mae and in 1998 he became Chairman and CEO-Designate. Prior to joining Fannie Mae, Mr. Raines was a general partner at Lazard Freres & Co., an investment banking firm. Mr. Raines is also a director of Time Warner Inc. and Pfizer Inc.
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	STEVEN S REINEMUND, 55, has been PepsiCo’s Chairman and Chief Executive Officer since May 2001. He was elected a director of PepsiCo in 1996 and before assuming his current position, served as President and Chief Operating Officer from September 1999 until May 2001. Mr. Reinemund began his career with PepsiCo in 1984 as a senior operating officer of Pizza Hut, Inc. He became President and Chief Executive Officer of Pizza Hut in 1986, and President and Chief Executive Officer of Pizza Hut Worldwide in 1991. In 1992, Mr. Reinemund became President and Chief Executive Officer of Frito-Lay, Inc., and Chairman and Chief Executive Officer of the Frito-Lay Company in 1996. Mr. Reinemund is also a director of Johnson & Johnson.
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	SHARON PERCY ROCKEFELLER, 59, was elected a director of PepsiCo in 1986. She is President and Chief Executive Officer of WETA public stations in Washington, D.C., a position she has held since 1989, and was a member of the Board of Directors of WETA from 1985 to 1989. She is a member of the Board of Directors of Public Broadcasting Service, Washington, D.C. and was a member of the Board of Directors of the Corporation for Public Broadcasting until 1992. Mrs. Rockefeller is also a director of Sotheby’s Holdings, Inc.
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	JAMES J. SCHIRO, 58, was elected to PepsiCo’s Board in January 2003. Mr. Schiro became Chief Executive Officer of Zurich Financial Services in May 2002, after serving as Chief Operating Officer – Group Finance since March 2002. He joined Price Waterhouse in 1967, where he held various management positions. In 1994 he was elected Chairman and senior partner of Price Waterhouse, and in 1998 became Chief Executive Officer of PricewaterhouseCoopers, after the merger of Price Waterhouse and Coopers & Lybrand.
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	FRANKLIN A. THOMAS, 69, was elected to PepsiCo’s Board in 1994. From 1967 to 1977, he was President and Chief Executive Officer of the Bedford-Stuyvesant Restoration Corporation. From 1977 to 1979 Mr. Thomas had a private law practice in New York City. Mr. Thomas was President of the Ford Foundation from 1979 to April 1996 and is currently a consultant to the TFF Study Group, a non-profit organization assisting development in southern Africa. He is also a director of ALCOA Inc., Citigroup Inc., Cummins, Inc. and Lucent Technologies.
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	CYNTHIA M. TRUDELL, 50, President of Sea Ray Group since 2001, was elected to PepsiCo’s Board in January 2000. From 1999 until 2001, Ms. Trudell served as General Motors’ Vice President, and Chairman and President of Saturn Corporation, a wholly owned subsidiary of GM. Ms. Trudell began her career with the Ford Motor Co. as a chemical process engineer. In 1981, she joined GM and held various engineering and manufacturing supervisory positions. In 1995, she became plant manager at GM’s Wilmington Assembly Center in Delaware. In 1996, she became President of IBC Vehicles in Luton, England, a joint venture between General Motors and Isuzu.
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	SOLOMON D. TRUJILLO, 52, Chief Executive Officer of Orange SA since March 2003, was elected to PepsiCo’s Board in January 2000. Previously, Mr. Trujillo was Chairman, Chief Executive Officer and President of Graviton, Inc. from November 2000, Chairman of US WEST from May 1999, and President and Chief Executive Officer of US WEST beginning in 1998. He served as President and Chief Executive Officer of US WEST Communications Group and Executive Vice President of US WEST from 1995 until 1998 and President and Chief Executive Officer of US WEST Dex, Inc. from 1992 to 1995. Mr. Trujillo is also a director of Gannett Company, Inc., Orange SA and Target Corporation.
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	DANIEL VASELLA, 50, was elected to PepsiCo’s Board in February 2002. Dr. Vasella became Chairman of the Board and Chief Executive Officer of Novartis AG in 1999, after serving as President since 1996. From 1992 to 1996, Dr. Vasella held the positions of Chief Executive Officer, Chief Operating Officer, Senior Vice President and Head of Worldwide Development and Head of Corporate Marketing at Sandoz Pharma Ltd. He also served at Sandoz Pharmaceuticals Corporation from 1988 to 1992.




2. A political model of governance: Dictatorships and democracies


One way to think about companies is to draw an analogy between companies and countries. It is very natural to think of countries’ political systems as ranging along a continuum from very democratic—all citizens can speak freely, each person has one vote, and the freedom to assemble and report what is happening in widely-available newspapers is relatively unrestricted. 

In practice, a hallmark of democracy is that bad government is quickly replaced and good governmental practices persist (this means, importantly, that some turnover and bickering are actually a sign of democratic health). Dictatorships are the opposite: Bad practices persist and dissent is quashed.


Companies can be seen in the same way. Shareholders are like voters. The CEO is the dictator…or president.  The board of directors are either cronies of the CEO…or active critics who push the CEO to do better. Legal rules can either be bent to protect the dictator/CEO…or can be used to tolerate and invite competition and dissent. 



Surprisingly, the analogy between the organizational economy of companies, and the political economy of corporations, was only drawn very sharply in recent years. Gompers, Ishii and Metrick (200?) (GIM) used this analogy to develop a numerical measure of how democratic or dictatorial companies are. Their “index of governance” sums up how many restrictions a company has which insulate top managers and limit shareholder rights, from a total list of 22 provisions (and some state laws). Examples include delay tactics, voting rights, director/officer protection, take-over defenses (such as “poison pills” which force the company to take an action which is bad for shareholders, in the event of a takeover), and state laws.
  

Here are a few detailed examples. A supermajority rule requires 2/3 to 85% of the board to approve a major restructuring (typically a merger). These rules typically prevent dramatic changes that the board chairman does not like, usually a hostile takeover. Unequal voting refers to different numbers of votes given to different types of shares. For example, when Google went public it issued Class A shares, which each have one vote. Founders Larry Page and Sergey Brin each hold a third of the Class B shares, which each have 10 votes! The company’s announcement defending this dual-class structure said, "We understand some investors do not favor dual class structures. We believe a dual class voting structure will enable us to retain many of the positive aspects of being private." (http://in.tech.yahoo.com/040429/137/2cu73.html) 


An example of a provision which benefits shareholders is cumulative voting (though only about 15% of firms allow it). One property that makes it difficult for shareholders to directly elect directors they prefer is the fact that directors run as a slate, rather than in individual contests. Cumulative voting allows a shareholder with N shares to allocate all those shares to a particular director, rather than spreading them equally (or effectively, voting for the full slate). 


Most of the provision Gompers et al study restrict the amount of shareholder rights, and therefore increases the control of the board of directors. (The only exceptions are cumulative voting, and a secret ballot for counting shareholder votes, both of which are rare.) 


Companies with a level of governance under five are categorized as democratic companies; companies with a level greater than or equal to 14 are categorized as dictatorial companies. Studying 1500 companies, GMI found that stronger shareholder rights (i.e., a low Index) have higher firm value, higher profits, and higher sales growth, along with lower capital expenditures compared to companies with lower shareholder rights (i.e., a high Index).  Figure ? below shows the distribution of the number of firms with low (democratic) and high (dictatorial) governance indices, from 1990 to 1998. There is little change in the distribution over time, except for a small rise in low and medium index (i.e., undemocratic) companies in 1998. 

Figure ?: Distribution of Governance Index throughout 1990s
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Large firms tend to be among the most dictatorial.  Characteristics of such companies include relatively high share prices, institutional ownership, high trading volume and relatively poor stock market performance.  Some leading dictatorial companies are General Re, Limited Brands, GTE, and Time Warner.  Dictatorial companies give the least power to the shareholders, and at times ignore the shareholders opinions.  For example, K-Mart, a dictatorial company, with governance indices of 14 and 10 in 1990 and 1998, respectively, ignored a 68% majority vote of its shareholders to restructure its classified board (Investor Relations Business 5, no. 19 (October 09, 2000)).
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There is weak evidence that more democratic companies perform better economically. Table IX gives some statistics on net profit margin, return on equity (ROE) and sales growth. The column marked “G” is the regression coefficient of performance on the governance index G. Since higher G means a more dictatorial company, a negative coefficient on G implies that dictatorship is bad for business. Indeed, most of the G coefficients are negative, significantly so for profit margin and sales when the mean is taken across all years. 


The column “democracy portfolio” reports the difference in performance between the high democracy firms (G<5) and the low democracy ones (G>14). The differences are usually positive, and average about 1-5% (divided by 1000). 
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Should you invest in democratic companies?


While democratic governance seems to be good for a company’s economic health, is it necessarily good for shareholders in the short-run? That is, if you buy stocks of democratically-governed companies can you can beat the market? 


If you think about stock market efficiency, the answer is not so clear. The index that GMI created consists of publicly observable information about the firm’s legal and governance structure. If the market knows that some firms are governed more democratically, and earn more profit, that does not imply that buying the stock today will yield greater returns, because investors may have already “priced in” or anticipated the stream of gains resulting from democracy. In fact, GMI found that if you bought a portfolio of democratic stocks and sold dictatorial ones during the 1990s, you could have earned an excess return of about 8.5% per year. This substantial excess return suggests that the market might have mispriced the negative impact of dictatorial governance on profits. 

Figure ? below shows a concrete comparison of two stocks.  PepsiCo, the most democratic company in GMI’s study, has outperformed Limited Brands, the second most dictatorial company, in the stock market over the last 5 years.  The chart below is consistent with the claim by the Index of Governance that democratic companies stock grow at a faster rate than dictatorial companies. Limited Brands stock value has been consistently declining over the 5 year period, while PepsiCo has been increasing.  PepsiCo has also paid approximately double the dividends to shareholders that Limited Brands did. To the extent that dividend payments tie the managers’ hands by restricting free cash flow—i.e., the put cash back in the shareholder’s pockets—PepsiCo’s dividend policy is another hallmark of healthy democratic governance.  

Figure ?: PepsiCo and Limited Brands 5 Year Stock Performance
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Source: http://finance.yahoo.com/q/bc?s=PEP&t=5y&l=on&z=m&q=l&c=ltd
3. Executive succession

Family businesses especially common in Asia. Perhaps because of distrust of government, underdeveloped corporate structure (including supporting structure like accounting, liquid capital markets, etc.). See articles. LiKishang. Note proverb “Wealth will not pass beyond three generations”. 
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Li Ka-shing (center), Asia's richest man, with sons Victor (right) and Richard (left)
http://www.time.com/time/asia/covers/501040223/li.html
Shareholder activism 

Many studies show that one large shareholder who is not an officer of the company has a very powerful—and good—influence on governance. 

CALPERS etc. 

Sarbanes-Oxley

What does it say exactly? 

3. Ethics 

Blair, Margaret. Shareholder value, corporate governance and corporate performance: A post-Enron reassessment of the conventional wisdom. Sept 2002.
Margaret Blair view
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http://www.ex.ac.uk/~RDavies/arian/scandals/classic.html  (Joe Jett scandal—forward strips of bonds. Note reaction from Starbuck’s class on http://www.smeal.psu.edu/faculty/huddart/Courses/BA521/Jett/index.shtml   website article on this)  
Ethics, relativism, and slippery slopes


Often it is difficult to know what behavior is ethical. For example, a common argument made by American firms that pay bribes in foreign countries is that bribery is acceptable if it is a normal way of doing business. Indeed, if one company doesn’t pay bribes and others do, the “ethical” company may not be able to compete, which means it is letting its shareholders down. 


Social psychologists call a situation in which there is no clear norm of ethical behavior a “weak situation”, as contrasted with a “strong situation”, in which there is a clear ethical norm that is widely obeyed. For instance, in my department at Caltech, the faculty are encouraged to contribute to a faculty-wide fund to buy nice gifts as a show of appreciation for the wonderful staff, at year-end. Pooling all the faculty contributions provides a substantial fund that one helpful faculty member, who collects the money, uses to shop for gifts. This system saves the absent-minded faculty members the challenge of shopping on their own for the staff members who helped them most throughout the year. 


But how much should you give? Because the money is pooled, it is tempted to think that a small amount, like $10, is enough because all the money will be added up. But maybe $100 is reasonable, or even $500. If you were me, how much would you give? 


In practice, the answer is that the person collecting the funds suggests a default amount. Most people give exactly that amount. Giving in this case is a “weak situation” because it is hard to know what is an appropriate amount to give. 


A simple example of a weak situation involving money allocation, which has been studied in many carefully controlled experiments, is a simple allocation game called the “dictator game” (Camerer, 2003, chapter 2, gives a review of much of the evidence). In this game one person is endowed with a sum of money, say $10, and asked how much they would share, out of the $10, with another anonymous person. With no further instruction, many people offer to share the money evenly, many keep all $10, and some offer $1 or $2 and keep the rest (because they feel they should offer some money, but aren’t obliged to offer half).  The key point, however, is that the allocations can be shifted substantially by small changes in how the situation is described. For example, if the recipient of the money allocated by the “dictator” is allowed to stand up in a classroom and say a little bit about themselves, then the average amount which is given, and the variance, both increase. Knowing something personal about the target of the allocation seems to activate sympathy of the dictator, but also creates a basis for judgment of deservingness. 


These games show how different local norms of what is fair or ethical could arise in different industries or cultures. An interesting illustration of this, with very high stakes, is business practices in Hollywood. 


In a well-publicized lawsuit in YEAR, the German company Intertainment sued Franchise pictures over business deals where Intertainment received European distribution rights to big movies, in exchange for Intertainment agreeing to underwrite 47% of the films’ budgets. The central issue which precipitated the lawsuit was that Franchise allegedly faked the budget numbers it gave to Intertainment, causing Intertainment to pay far more than the agreed-upon 47%, sometimes even more than 100% of the actual production costs. As a result, Intertainment claims it was defrauded of more than $100 million.  


What complicated the lawsuit is the fact that the CEO’s of both Franchise (the defendant) and Intertainment (the plaintiff) were big deal-makers and talked to each other constantly, in private meetings. Elie Samaha (the CEO of Franchise, and actress Tia Carrera’s ex-husband) claimed that NAME Baeres (the head of Intertainment) knew about faking the budgets and only publicly claimed that Intertainment was paying just 47%.

A newspaper story about the case featured a remarkable quote from Ron Tutor, an investor in Franchise. Tutor said: “Elie [Samaha] did nothing wrong. Let me put that in the context of Hollywood. Elie did nothing wrong in terms of Hollywood, where everything goes.” Tutor’s quote suggests that in an industry where a certain amount of large-scale cheating is not unheard of, or is common, then cheating isn’t so bad. (This philosophical doctrine is related to the legal concept of “caveat emptor”, or let the buyer beware, putting the responsibility for detecting or preempting fraud on the shoulders of buyers.) IAN FIND OUT THE AFTERMATH OF THIS

________
_______________

IAN D   Post it : “Relative Business Ethics”

Article title : Making Sense of a Bad Hollywood Breakup

Article gist: Complicated… German company Intertainment is suing Franchise pictures over business deals where Intertainment received European rights to big movies, in exchange for them agreeing to underwrite 47% of the films’ budgets. The issue was that Franchise faked the budget numbers that it gave to Intertainment, causing Intertainment to pay far more than 47%, sometimes over 100%, of real production costs, and it claims that it was defrauded of more than $100 million.  Bigger issue is that the CEO’s of both companies were big deal-makers and talked to each other constantly, in private meetings. Samaha (CEO of Franchise) claims that Baeres (head of Intertainment) knew about faking the budgets and only publicly claimed that they were paying just 47%. Cool quote from Franchise investor Ron Tutor : “Elie [Samaha] did nothing wrong. Let me put that in the context of Hollywood. Elie did nothing wrong in terms of Hollywood, where everything goes.”

________
Does the legal system police unethical behavior? 

MORE HERE
IAN I    Post it: “Does legal system police bad executive behavior? Why not?”

Article title: Wiederhorn Case About What Could be Proved

Article gist: Andrew Wiederhorn, CEO of Fog Cutter Capital Group plead guilty to two felony counts, for an 18 month jail sentence and $2,025,000 in fines/restitution, for paying an illegal gratuity and filing a false tax return. Basically, he controlled a bunch of different companies and used them to make secret loans to other conspirators and personally borrowed $64 million from a company in which he was the sole shareholder, then forgave himself the debt and never paid taxes on it. Prosecutors tried to get him for much more, but he was smart and had lawyers with him at every move to tell him what he could get away with, had no other witnesses, and his other conspirator who he made the sketchy loan to, suffered a stroke and could no longer testify against him. The most ridiculous part is that after the fine and sentence were announced, Fog Cutter announced that they would keep Wiederhorn on the payroll while he’s in prison and agreed to pay $2 million “leave of absence” payment.  This guy was my neighbor!!! His two sons were good friends with my brother.


A particularly tricky question is how international law can police potentially unethical behavior across international boundaries, especially when a large powerful corporation is alleged to have inflicted harm on poor, uneducated villagers far away. A dramatic case that brings these issues into sharp relief is a lawsuit filed by villagers in Myanmar (formerly called Burman) against the oil company Unocal. MORE HERE FROM LISA WANG MATERIAL AND AFTERMATH

IAN C   Post it : “Latest on Unocal (Lisa Wang material)”

Article title : Unocal Settles Human Rights Lawsuit Over Alleged Abuses at Myanmar Pipeline

Article gist: Unocal settled a suit brought against it by villagers in Myanmar, over violent crimes (forced labor, rape, and murder) committed by Myanmar army officers, who were hired by Unocal to provide security for their natural-gas pipeline. Claim was that Unocal should have known about human rights abuses by the Myanmar army. Suit was brought under the U.S. Alien Tort Claims Act of 1789 and has implications for companies doing business in other countries, but Bush administration claims that these types of suits interfere with foreign policy. Monetary reparations were undisclosed, but would “provide compensation for the villagers and provide money to develop programs to improve living conditions….in the pipeline region

Are CEOs hypocrites? 


The first wave of the modern resurgence of attention to business ethics came in the 1980s, after scandals in the investment business involving insider trading and making markets. Ivan Boesky, one trader, went to jail for unethical behavior and Michael Milliken, who created a market for high-yield “junk” bonds, was banned from the investment business and paid a huge fine. 


On the heels of these scandals, many companies adopted written codes of ethical conduct. CEO’s spent a lot of time talking to their employees, and to the press, about ethics in their firms. Occasionally, however, CEOs who talked a lot about firm ethics exhibited personal behavior which seemed unethical, even if it was not directly connected to business practices. For instance, in YEAR, Boeing CEO Harry Stonecipher was forced to resign after a personal scandal, following scandals in defense procurement in which Boeing was found to have overcharged DETAILS HERE. Chairman NAME Platt said that “Harry… was really the staunchest supporter of the code of conduct. He drew a very bright line for all employees.” Stonecipher also was very successful running Boeing, reclaiming Boeing’s market share after the procurement incidents. 


What led to CEO Stonecipher’s downfall? He had an affair with a female executive within the company, although Stonecipher had no direct connection or supervisory power of the woman. Chairman Platt said “it’s not the fact that he was having an affair” but that “there were some issues of poor judgment that would impair his ability to lead”. The combination of media attention, and shareholder concern, seems to indicate a “trait” view of human nature—if Stonecipher had an affair, he was likely to take other activities; or his affair, even if personal, somehow tarnished Boeing’s image as a company. 


Stonecipher’s lapse, and the price he paid, is reminiscent of the famous affair President Bill Clinton had with intern Monica Lewinsky, which ALMOST? DID IT? led to his impeachment. Clinton backers said his poor personal judgment was no indication of his capacity to lead the country (and besides, his wife forgave him). Clinton haters said the opposite. The “Monica-gate” affair also illustrates the powerful role of culture in judgments of ethicality. Europeans, for example, generally assume that having affairs are one of the perks of power for business leaders and politicians (particularly if the affairs are conducted discreetly. Many Europeans expressed surprise that Americans would get so upset about Clinton’s behavior with Monica. 
​​​​​​​​​​​​​​​​​​IAN F   Post it : “Personal vs Corporate ethics. CEOs who preach ethics but don’t practice. Not sure where this goes.”

Article title : Boeing Fires CEO After Affair with Exec

Article gist: Boeing, under scrutiny after recent defense procurement scandals, forced it’s CEO Harry Stonecipher to resign after he had an affair with female executive within the company. She had no direct connection to him, and Chairman Platt, claims that “it’s not the fact that he was having an affair” but that “there were some issues of poor judgment that would impair his ability to lead”. Platt also claims that “Harry… was really the staunchest supporter of the code of conduct. He drew a very bright line for all employees.” There seemed to be no performance issues with Stonecipher, in fact he seemed to be doing a great job, reclaiming Boeing’s market share.

​​​​​​​​​​​​​​​​​​​​____________________________________________________________

Golf, business, and ethics

A long-running debate in many academic fields, with tremendous importance for public policy and business, is whether ethical behavior is more tied to personal traits (a Manichean distinction between good people and “evildoers”) or to situational pressures. 

One window into this debate is whether CEO’s are more likely to cheat at golf. 


Golf is a good game to examine because many CEO’s play golf. It is also easy to cheat. Several times a round an amateur player usually ends up hunting for a ball while nobody else is watching. It is easy to drop a ball to replace a lost one (avoiding a one-stroke penalty) or nudge the ball into a better position. 


Do CEO’s cheat? According to an article in USA Today (2002): 

“CEO Chad Struer [of Ken Winans investment research firm] has played golf with almost 20 Fortune 500 CEOs. One in three cheats, he says. Struer finds that rather peculiar, because those same CEOs hire him and his Salinas, Calif., company, USA Diligence, to investigate the honesty of start-up companies so the  CEOs can decide whether to invest.




One CEO, whom Struer calls "good-hearted," so habitually shaves strokes that he 
consistently scores in the mid-80s when it is obvious he would never break 100.



A dozen CEOs interviewed by USA TODAY over the past month say they 
personally bend the rules sometimes, but they say they witness other CEOs doing 
it constantly. The other guys improve their lies, hit do-over shots (called 
mulligans), 
seem to forget the whiff or the missed 3-foot putt, kick their balls out of the rough or kick 
their opponent’s balls into the sand.

The golfers are eloquent in their rationalization of cheating. One executive sees the tolerance of cheating, and its practice, as acceptable “etiquette”:


Starwood CEO and golfer Barry Sternlicht says he doesn’t see the survey as an 
indictment of executive character. Every foursome comes to a silent understanding 
about the rules of the round, he says.


When it’s not tournament golf, it would be seen as poor etiquette not to concede short 
putts to opponents or grant a mulligan or two. It’s often simple courtesy to fill in the 
score of another player and forget a stroke.


One view is that cheating at golf is a harmless domain-specific activity which tells us nothing about the character of CEO’s in more important decisions involving their companies.  


"This is a social thing, not a corporate report card," Sternlicht says.


He says that explains some very contradictory responses in the survey. Eighty-two 
percent of executive golfers say they under-count strokes, improve their lie, or 
participate in other activities considered cheating. Yet when asked in a separate 
question if they are honest at golf, 99% said they are. And 82% say they hate it when 
others cheat. 

However, the CEO’s themselves believe that cheating at golf is an indicator of cheating in business. According to USA Today:


Two additional questions found that while 67% believe that a person who cheats 
at golf 
would probably cheat at business, 99% say they are personally honest at business.

The trail of illogic here is inescapable. Most CEO’s clearly cheat, but some consider it “etiquette”. They say they are honest at golf (which they aren’t), are honest at business, and that golf cheaters are likely to be business cheaters. 

How could this pattern of illogical denial come about? According to USA Today: 


"They’re used to having things their way," Struer says. "He who holds the gold makes the 
rules." 



"I suspect that CEOs as a class of people have a need to appear competent at a lot of 
things," says Tim O’Mara, a collegiate golfer who once considered going pro and
 
maintains a four handicap as CEO of MountainZone.com in Seattle.

_____________________________________________________________________________
IV. Conclusion
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� Wall Street Journal. MasterCard’s suburban adventure. August 20, 1997, B6.


� This material was drafted by Galen Loram, 08/03.


� In a September visit to Caltech, Charlie Munger, the Vice President of the fabulously successful holding company Berkshire Hathaway, noted that there is often a large gap between the best person for a job—like the choice for CEO—and the second-best person. This is precisely the superstar effect Rosen had in mind. 


� For a while, when charging National Science Foundation grants for “summer support” for professors, the permissible salary that could charged was pegged to the salary of Congresspeople. 


� � HYPERLINK "http://knowledge.wharton.upenn.edu/article/987.cfm" ��http://knowledge.wharton.upenn.edu/article/987.cfm�   According to some academics, including Andrew Metrick, there is little evidence that splitting up the CEO and Board Chairman jobs affects performance. Most likely, there are some modest abuses that result when the CEO is also the Chairman, but there are also some advantages of consolidating power, in pushing through a controversial proposal or getting through hard times, and the two effects appear to roughly balance out in most statistical analyses.


� http://www.businessweek.com/2001/01_02/b3714009.htm
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� This section was drafted by Jennifer Bob in July 2004.
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bonus. total value of restricted stock granted. total value of stock options granted (using Blac
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