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COMPENSATION AS SIGNALING 

Andrew C.W. Lund
 

Abstract
 

Why do scholars and activists pay such close attention to how 
executive compensation is structured? Appropriate pay structure has 
traditionally been seen as a mechanism for reducing agency costs imposed 
on public firms by managers. But as that view has lost explanatory power 
in recent years, the intense focus on executive pay structure has become 
difficult to justify. This Article offers a novel way to understand why we 
continue to care about how public firm managers are paid. Pay structure 
may be able to signal information about firm quality to capital markets, 
thereby increasing the pricing accuracy of those markets. This Article 
suggests two species of signal that pay structure might be thought to 
transmit. First, firms may signal firm quality by proxy through governance 
quality—that is, management‘s attentiveness to shareholder demands, in 
this case, those regarding pay structure. Whether those demands are 
arbitrary (or even value-reducing) matters less for the signaling exercise 
than that firms are obeying them and are therefore more likely to obey 
other, perhaps more important, shareholder demands going forward. 
Second, managers may signal firm quality through their public selection of 
compensation type, thereby betraying optimism or pessimism about future 
firm performance based on material, nonpublic information. Ultimately, 
the ability of pay structure to signal firm quality in either fashion faces 
significant constraints, making our continued attention puzzling from an 
economic perspective. Nevertheless, while signaling seems unable to 
independently justify our devotion to perfecting pay structure, it does help 
explain firms‘ unwillingness to experiment with alternative pay structures. 
Thus, it suggests that pay structure is an area in which observed outcomes 
might not be optimal. 
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INTRODUCTION 

Corporate governance observers care deeply about the structure of 
executive pay at public companies. Yet the traditional agency-based 
reasons for doing so are becoming less persuasive. Pay structure, then, 
should have begun to take a less prominent role in governance debates 
unless there is some other reason for us to continue to monitor the 
mechanisms by which public company managers are compensated. This 
Article describes a novel case for continuing to care about pay structure at 
public companies: pay structure might signal something about prospective 
firm value to capital market participants, thereby providing trading 
opportunities and increasing pricing accuracy. But there are substantial 
limits on this signaling power and thus its ability to defend continued 
attention to pay structure is relatively weak. To the extent signaling 
concerns provide little justificatory power, though, they do seem to provide 
significant explanatory power regarding the resilience of pay structure 
orthodoxy. 

Albeit to different degrees, most corporate commentators have by now 
adopted the position, first advocated over twenty years ago by Professors 
Michael Jensen and Kevin Murphy, that how firms pay their managers is 
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more important than how much they pay those managers.
1
 This has become 

even plainer since the recent financial crisis.
2
 Before the crisis, pay 

structure was largely seen as an important tool for mitigating agency costs.
3
 

Post-crisis, pay structure has been asked to perform double duty as a 
mechanism to reduce excessive risk-taking, particularly at financial firms.

4
 

In either case, the attention paid to pay structure is increasingly misplaced, 
as there are good reasons to think that executive pay structure will have 
little marginal effect on either reducing agency costs or curbing excessive 
risk-taking at most firms.

5
 In terms of firm-level economic considerations, 

                                                                                                                      
 1. See Michael C. Jensen & Kevin J. Murphy, CEO Incentives—It’s Not How Much You 

Pay, but How, HARV. BUS. REV., May–June 1990, at 138, 138. 

 2. For a small sampling of the post-crisis literature, see KENNETH R. FRENCH ET AL., THE 

SQUAM LAKE REPORT: FIXING THE FINANCIAL SYSTEM (2010) (presenting the policy 

recommendations of fifteen leading financial economists); Lucian A. Bebchuk & Jesse M. Fried, 

Paying for Long-Term Performance, 158 U. PA. L. REV. 1915 (2010), available at 

http://www.law.upenn.edu/journals/lawreview/articles/volume158/issue7/Bebchuk158U.Pa.L.R 

ev.1915(2010).pdf; Lucian A. Bebchuk & Holger Spamann, Regulating Bankers’ Pay, 98 GEO. L.J. 

247 (2010); Lucian A. Bebchuk et al., The Wages of Failure: Executive Compensation at Bear 

Stearns and Lehman 2000–2008, 27 YALE J. ON REG. 257, 261 (2010); Sanjai Bhagat & Roberta 

Romano, Reforming Executive Compensation: Focusing and Committing to the Long-Term, 26 

YALE J. ON REG. 359 (2009); Frederick Tung, Pay for Banker Performance: Structuring Executive 

Compensation for Risk Regulation, 105 NW. U. L. REV. 1205 (2011), available at 

http://www.law.northwestern.edu/lawreview/v105/n3/1205/LR105n3Tung.pdf; Rüdiger Fahlenbrach 

& René M. Stulz, Bank CEO Incentives and the Credit Crisis (Ohio State Univ. Fisher Coll. of Bus. 

Charles A. Dice Ctr. for Research in Fin. Econ., Working Paper No. 2009-13, 2010), available at 

http://www.ssrn.com/abstract=1439859. This excludes all of the regulatory, advisory, and popular 

press accounts of pay structure in a post-crisis world. 

 3. See, e.g., M. Todd Henderson, Insider Trading and CEO Pay, 64 VAND. L. REV. 505, 508 

(2011) (―Firms compensate executives with equity in the firm in order to reduce agency costs.‖).  

See generally Jensen & Murphy, supra note 1 (describing conclusions drawn from a statistical 

analysis of executive compensation). The link between pay structure and agency costs is so well-

established that, to the extent incentive pay structures are deemed to fail in providing managers with 

appropriate incentives, that failure is itself seen as a function of agency costs. See, e.g., LUCIAN 

BEBCHUK & JESSE FRIED, PAY WITHOUT PERFORMANCE: THE UNFULFILLED PROMISE OF EXECUTIVE 

COMPENSATION 8–9 (2004) (suggesting that deviations from agency-cost-minimizing compensation 

contracts were due to managerial power over the pay-setting process); see also Lucian Arye 

Bebchuk et al., Managerial Power and Rent Extraction in the Design of Executive Compensation, 

69 U. CHI. L. REV. 751, 763–64 (2002). For responses to the Bebchuk, Fried, and Walker thesis, see 

Kevin J. Murphy, Explaining Executive Compensation: Managerial Power Versus the Perceived 

Cost of Stock Options, 69 U. CHI. L. REV. 847, 848–50 (2002); see also Stephen M. Bainbridge, 

Executive Compensation: Who Decides?, 83 TEX. L. REV. 1615, 1661–62 (2005); William W. 

Bratton, The Academic Tournament over Executive Compensation, 93 CAL. L. REV. 1557, 1557–60 

(2005); John E. Core et al., Is U.S. CEO Compensation Inefficient Pay Without Performance?, 103 

MICH. L. REV. 1142, 1142–44 (2005). 

 4. See, e.g., Bebchuk & Spamann, supra note 2, at 254, 287; Tung, supra note 2, at 1. 

 5. See, e.g., Jose Scheinkman et al., Presentation at the Columbia University Conference on 

Governance, Executive Compensation, and Excessive Risk in the Financial Services Industry, 

Yesterday‘s Heroes: Compensation and Creative Risk Taking 11 (May 28 2010), available at 

http://www4.gsb.columbia.edu/rt/null?&exclusive=filemgr.download&file_id=734336&rtconte 



594 FLORIDA LAW REVIEW [Vol. 64 

 

the agency-cost-reducing incentives provided by pay structure choices are 
more or less duplicative of incentives provided by the managerial labor 
market and emboldened shareholder activists and institutional investors.

6
 

Similarly, the ability of pay structure to reduce inefficient risk-taking by 
managers is effectively countered by those same pressures.

7
 Nevertheless, 

the intense demand for particular pay structures, such as additional 
performance-based pay, has continued unabated. One cannot help but 
wonder whether (a) the market‘s focus on pay design is well considered 
and (b) firms‘ pay structure decisions are behaving rationally by offering 
too much incentive pay.

8
 

Those two questions are not necessarily the same. The first asks 
whether some alternative ground might justify our continued obsession 
with executive pay structure. To put it another way, it may be that caring 
about pay structure leads to a net gain at either the level of the individual 
investor or society, for reasons independent of properly incentivizing 
public company managers. Even if the answer to the first question is 
negative, the second question might not be. Though there may be little or 
no justification for the market‘s continued focus on pay structure, 
exploring alternative justifications might help us understand why firms are 
reluctant to move off of increasingly inefficient arrangements. 

This Article explores such a novel justificatory ground.
9
 Specifically, it 

characterizes pay structure as a signal about firm quality sent by public 
companies to capital markets.

10
 Informational problems widen the gap 

between a firm‘s market capitalization—that is, its cumulative share price 
—and its fundamental value.

11
 Additional credible signals from insiders 

                                                                                                                      
ntdisposition=filename%3DScheinkman_May2010.pdf. For a more detailed discussion of the small 

effect of incentive pay on manager behavior, see Andrew C.W. Lund & Gregg D. Polsky, The 

Diminishing Returns of Incentive Pay in Executive Compensation Contracts, 87 NOTRE DAME L. 

REV. 678 (2011), available at http://www.nd.edu/~ndlrev/archive_public/87ndlr2/Lund-Polsky.pdf. 

 6. See Lund & Polsky, supra note 5, at 695–705. For more on the contours of increased 

activism, see, e.g., William Bratton, Hedge Funds and Governance Targets, 95 GEO. L. J. 1375 

(2007). 

 7. See Lund & Polsky, supra note 5, at 709–10. 

 8. See id. at 717–24 (offering reasons why the focus on performance-based pay might 

remain even after its economic justification is diminished). 

 9. Of course, there may be other reasons to care about pay structure. For example, pay 

structure may be useful in ensuring some level of distributional fairness within the firm, particularly 

between shareholders and managers. See infra Part II. 

 10. There are other possibilities. For instance, there is scholarship suggesting that pay may be 

linked to firm performance to satisfy intrafirm fairness requirements or innate rent-sharing 

preferences. See, e.g., David G. Blanchflower et al., Wages, Profits, and Rent-Sharing, 111 Q. J. 

ECON. 227, 229, 233, 240–41 (1996), available at http://www2.warwick.ac.uk/fac/soc/ 

economics/staff/academic/oswald/wprs.pdf; Daniel J. Benjamin, The Rotten Firm Theorem 18 (Dec. 

25, 2006) (unpublished manuscript), available at http://www.arts.cornell.edu/econ/dbenjamin/ 

The_Rotten_Firm_Theorem.pdf. 

 11. Other factors may also cause this systematic deviation. See, e.g., William W. Bratton & 

Michael L. Wachter, The Case Against Shareholder Empowerment, 158 U. PA. L. REV. 653, 691–94 



2012] COMPENSATION AS SIGNALING 595 

 

about firm quality,
12

 insofar as they make disclosure more complete, 
should provide attentive arbitrageurs with profit opportunities and, 
ultimately, lead to more accurate share prices. If pay structure disclosure 
were well-positioned to provide such information, the market‘s continued 
attention to it might be justified, even after discounting its potential to 
directly reduce agency costs. And, if not, even a poor signaling mechanism 
might have the indirect consequence of making the pay structure status quo 
stickier than might otherwise be suspected. 

What is needed first is a theory of how pay structure (proportions of 
fixed and contingent pay, vesting conditions, holding periods, etc.) could 
theoretically function as a signal of firm quality. This Article introduces 
two species of such a signal,

13
 neither of which is fully exclusive of the 

other.
14

 First, pay structure may signal to capital markets something about 
the quality of firm governance. In its simplified form, this is essentially a 
restatement of the agency cost story that drives most pay structure 
discussions. Appropriately structured executive pay—that is, highly 
performance-sensitive executive pay—might create incentives to maximize 
value (or limit risk) and signal higher quality (or low volatility) to markets. 
This explanation has almost complete overlap with the traditional story 
described above,

15
 and is similarly difficult to square with the new realities 

that weaken the incentive effect of performance-based pay. If agency costs 
are not necessarily mitigated or exacerbated by pay structure, pay structure 
cannot be used to predict manager, and therefore firm, performance. 
Accordingly, there would be no reason for investors to care or for share 
prices to adjust. 

 

                                                                                                                      
(2010) (describing reasons that the semi-strong version of the Efficient Capital Markets Hypothesis 

does not promise that share price will equal fundamental firm value). 

 12. In contemporary work, Professor Manuel Utset has offered a similar explanation for pay 

decisions based on signaling concerns. See Manuel Utset, Deceptive Signaling, Executive 

Compensation, and Real-Time Corporate Governance (on file with the author). Utset‘s main 

argument is that boards have little incentive to adjust CEO pay downward once they determine that 

the CEO is less talented because doing so signals that same information to the market. This 

important argument serves as a plausible explanation for the observed increases in CEO pay over 

the past decades. This article differs in focus, however, as it seeks to understand why so many 

people might care so deeply about pay structure, even when they are explicitly agnostic over pay 

level. See, e.g., BEBCHUK & FRIED, supra note 3, at 73 (noting that managers would demand more 

noncontingent pay than contingent pay if offered a choice).  

 13. For these purposes, it is irrelevant who that observer is exactly, whether an investor, the 

business press, or a potential buyer. All that need be assumed is that the observer has a reason to 

evaluate firm prospects and has imperfect information in the first instance. 

 14. See infra Part III, however, for reasons why the two signals could be confounding in 

practice. 

 15. It differs in the sense that insiders might have special knowledge that the pay-related 

incentives are inconsequential. Their adoption of high levels of incentive pay would thus be entirely 

directed at signaling to an ignorant audience who believes the incentives matter. 
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Instead, a more nuanced version of this story might do some relevant 
signaling work. Taking for granted that the market prefers particular pay 
structures to others (even if that preference has become arbitrary at this 
point), a firm‘s adoption of market-preferred structures may simply, but 
importantly, show that it is responsive to market pressures. If 
responsiveness to markets is correlated with positive future performance 
defined in one way or another, the signal sent by a firm‘s pay structure 
obeisance may be meaningful. In this Article, I refer to this form of 
signaling as ―Compensation-as-Responsiveness.‖ Indeed, that sort of 
responsiveness signal seems to be received in those cases in which firms 
deviate substantially from ―best practices‖ and thereafter receive negative 
say-on-pay votes.

16
 Investors, on this account, would do well to pay 

attention to pay structure decisions and such attention would lead share 
prices to generally be more accurate than otherwise. 

On the other hand, observed pay structure could provide an even more 
concrete signal about firm prospects. All else being equal, a manager 
expecting positive firm performance based on material nonpublic 
information should be more likely to accept high levels of incentive pay 
than one expecting neutral or negative performance.

17
 A revealed 

willingness to accept an incentive-pay-intensive package may serve as a 
trading signal from the manager.

18
 ―Compensation-as-Trading‖ could, on 

this account, provide important information to attentive investors and 
thereby disseminate inside information to markets more quickly than it 
otherwise would have been.  

In both cases, however, the signaling capability of pay structure is 
limited. For Compensation-as-Responsiveness, observed tests of ―pay 
responsiveness‖ appear able to provide only a modest sorting mechanism. 
Almost all firms are responsive to market demands, which by their nature 
are permissive, meaning that no investor can achieve significant trading 
gains by paying attention to pay structure. For Compensation-as-Trading 
the situation is even worse. Burdened by a lack of transparency about 
relevant negotiating positions and skewed by managers‘ cognitive biases, 
the signal will struggle for credibility in the eyes of market participants 
Compensation-as-Trading‘s best case scenario for signaling firm quality is 
in the context of sales of control where incumbent managers‘ negotiations 
over their own pay structure will more clearly reveal information about 
firm quality to potential purchasers.

19
 Indeed, this can help explain pay 

                                                                                                                      
 16. See infra note 154 and accompanying text. 

 17. For reasons that all else may not be equal, see infra Part III. 

 18. The signal occurs via decoding by outside observers of insiders‘ ―trades,‖ in this case 

trading one form of pay for another. The term ―trade decoding‖ was most prominently used in 

Ronald J. Gilson & Reinier H. Kraakman, The Mechanisms of Market Efficiency, 70 VA. L. REV. 

549, 573 (1984).  

 19. This may help explain the prevalence of incentive pay in target companies after they are 
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structuring decisions we observe at private equity portfolio firms. Given 
that this represents but a small subset of compensation decisions, whether 
the candle (signaling) is worth the wick (attention paid to pay structure) is 
unclear and depends on the costs of such attention, which may be large.

20
 

But even if signaling cannot justify our attention to pay structure 
decisions outside of a limited context, Compensation-as-Responsiveness at 
least does provide a plausible explanation as to why boards might fail to 
challenge incentive pay orthodoxy by adopting potentially more efficient 
practices. Even if only a miniscule number of firms ever send a signal of 
―unresponsiveness‖ by deviating from pay structure orthodoxy, the 
potential penalties for doing so constrain board behavior. This helps 
explain how boards will continue to provide high levels of incentive pay, 
despite its inefficiency. The market correction will have to come, if at all, 
from shareholders and their advisors.

21
 

Part I briefly describes the traditional agency-cost related and more 
recent risk-management rationales for focusing on executive pay structure 
and shows they no longer provide a convincing basis for caring about how 
we pay managers. It then notes that caring about public company pay 
structure may nonetheless be justified on the basis of potential trading 
gains derived from pay structure signals about firm quality.  

Parts II and III describe the ways in which information about pay 
structure might send a signal of firm quality. Part II suggests pay structure 
might signal something about the quality of future managerial 
performance. This revised argument turns out to be a weak one if pay 
structure no longer holds much predictive capacity about managerial 
behavior. Part II then offers (and severely qualifies) a more sophisticated 
version of the pay structure as governance signal: pay structure decisions 
may offer a regular and highly salient test of board responsiveness to 
(perhaps arbitrary) shareholder demands. 

Part III introduces the alternative possibility that observed pay 
structures might signal positive or negative nonpublic information to 
outsiders. It likens this signal to the oft-noted potential of insider trading to 
move security prices to more accurate levels and notes that Compensation-
as-Trading is superior to insider trading in some respects. It subsequently 
qualifies the power of Compensation-as-Trading, subject as it is to serious 
informational problems and idiosyncratic behavioral patterns.  

 

                                                                                                                      
purchased by outsiders. See, e.g., Robert Jackson, Private Equity and Executive Compensation, 10–

11 (on file with author); see also infra notes 204–210 and accompanying text. 

 20. See Lund & Polsky, supra note 5, at 701–12 (listing reasons that pressure for high levels 

of incentive pay may be counterproductive). 

 21. But see id. at 731 (contending that shareholder advisors have an interest in maintaining 

the pay structure status quo and that shareholders may be subject to biases that prevent them from 

appreciating the low value of incentive pay structures). 
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Part IV notes that even if the signaling theories cannot independently 
justify the market‘s close attention to pay structure at least Compensation-
as-Responsiveness can help explain why the pay structure status quo will 
be relatively sticky. In particular, boards are unlikely to innovate for fear of 
falling into the ―nonresponsive‖ group. Accordingly, if incentive pay 
orthodoxy has become inefficient at many firms it may nevertheless linger 
for longer than would otherwise be expected. Moreover, the push for 
reform will have to come from outside of the boardroom, most notably 
from activist hedge funds.  

I.  AGENCY COSTS, SUBSTITUTION EFFECTS, AND THE PROMISE OF SIGNALING 

Today, managers at public companies receive their compensation in 
many ways. They receive salaries, deferred compensation (including 
pensions and other retirement benefits), and perquisites. More than ever 
before, however, they receive a large portion of their pay in contingent, 
incentive-based form.

22
 This may include performance-based cash bonuses, 

but the largest portion of incentive pay, and thus the largest portion of 
overall pay, comes in the form of equity awards: restricted stock and stock 
options.

23
 Pay structure refers to both the proportion of these types of 

incentive-based awards to fixed compensation devices and the specific 
terms of these awards, including performance triggers, vesting conditions, 
holding periods, the proportion of the various flavors of contingent pay, 
etc.

24
 Thus, pay structure is distinguishable from pay level, which is simply 

the annualized sum of the present value of all of the pay components. 
The debates over executive compensation in finance and law journals 

tend to focus on intrafirm efficiency, that is, ways in which compensation 
practices can increase firm value. In particular, the most prominent 
treatments of executive compensation primarily concern themselves with 
the extent to which pay structure can minimize or, in the alternative, reflect 
agency costs arising from the separation of residual claim ownership from 
corporate control.

25
 Pay level is almost always a second order concern, 

implicitly or explicitly.
26

 More recently, scholars have inquired into the 

                                                                                                                      
 22. See, e.g., Carola Frydman & Raven E. Saks, Executive Compensation: A New View from 

a Long-Term Perspective, 1936–2005 9 (Fed. Reserve Bd., Working Paper No. 2007-35, 2007), 

available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=972399. 

 23. See, e.g., Michael C. Jensen, Kevin J. Murphy & Eric G. Wruck, Remuneration: Where 

We’ve Been, How We Got to Here, What Are the Problems, and How to Fix Them 31 (European 

Corporate Governance Inst., Fin. Working Paper No. 44/2004; Harv. Bus. Sch. NOM, Working 

Paper No. 04-28, 2004), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=561305. 

 24. Professors Jensen, Murphy, and Wruck divided pay choices into three categories: the 

expected total benefits, the composition of the remuneration package, and the pay–performance 

relation. See id. at 19. The concept of ―pay structure‖ as used in this Article incorporates the latter 

two but not the first, which is referred to herein as ―pay level.‖  

 25. See supra note 3 and accompanying text. 

 26. See, e.g., BEBCHUK & FRIED, supra note 3, at 10 (―In our view, the reduction in 
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ways in which pay structure might be manipulated to prevent excessive 
risk-taking, particularly in the financial industry.

27
 Those who participate 

in the executive compensation market more directly—institutional 
investors, proxy advisory firms, and compensation consultants—exhibit a 
similar order of priority in their thinking about pay, with concerns about 
pay structure dominating those about pay level.

28
 

Pay structure is thought important, then, because of the direct effect it 
has on future firm performance via its direct effect on manager behavior. 
One cares about pay structure because it actually drives firm value. This 
will be most important to current shareholders who might seek to influence 
pay structure to achieve gains by making pay more performance-sensitive 
or more focused on a longer (or shorter) time horizon. Nonshareholders, of 
course, will care about pay structure as well, at least because it might help 
these market participants evaluate the price at which they would be willing 
to become a shareholder.

29
 These potential traders do not primarily care 

about whether the firm has struck the right bargain in a compensation 
package as much as they seek to simply evaluate the firm‘s prospects. On 
the other hand, social gains would be produced by appropriately 
incentivizing pay, so even those without a direct economic interest in a 
firm may have an interest in pay structure. 

A.  The Traditional Case for Caring About Pay Structure 

In retrospect, it is somewhat surprising that those interested in 
shareholder value would eschew pay level questions for pay structure ones. 
After all, high levels of pay directly reduce firms‘ cash flows and, 
consequently, share values. However, researchers and activists long ago 
determined that agency costs were far more expensive to public firms than 
any attendant marginal changes in pay level to a handful of executives.

30
 

The push for more incentive pay is the natural consequence of this agency-
cost focus, with researchers theorizing that risk and effort-averse managers 
would systematically fail to maximize firm value if their pay was simply 

                                                                                                                      
shareholder value caused by these inefficiencies—rather than that caused by excessive managerial 

pay—could well be the biggest cost arising from managerial influence over compensation.‖). For a 

contemporary example of compensation scholarship devoted to the question of pay level, see David 

I. Walker, A Tax Response to the Executive Pay Problem, passim (on file with author). 

 27. See supra note 4 and accompanying text. 

 28. See, e.g., Steven M. Davidoff, Efforts to Rein in Executive Pay Meet with Little Success, 

N.Y. TIMES (July 12, 2011, 8:36 PM), http://dealbook.nytimes.com/2011/07/12/efforts-to-rein-in-

executive-pay-meet-with-little-success/ (―[Proxy advisory firms] often focus on the structure of 

compensation and how tied it is to performance, not the absolute amount.‖); see also infra notes 

129–133 and accompanying text. 

 29. Current shareholders will similarly care about pay structure to the extent it tells them 

something about the price at which they would be willing to sell their shares. 

 30. See, e.g., supra note 25 and accompanying text. 
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distributed via a fixed wage.
31

 Changing pay structure to include higher 
levels of incentive pay was thought to serve as a complementary and linear 
disciplinary device not subject to the gaps in enforcement that plague 
alternative disciplinary devices. ―How firms pay‖ came to be thought of as 
one of, if not the most, important drivers of managerial (and therefore firm) 
performance.

32
 Anyone who focused more on pay level than pay structure 

was demonstrating a lack of sophistication and fighting over pennies when 
the dollars were made by aligning interests. 

To be clear about the incentives in question under the traditional view, 
neither inducing more effort nor preventing misappropriation was the true 
aim of increasing the proportion of incentive pay.

33
 Instead, incentive pay 

was thought to work its magic where it was relatively difficult to observe 
managers‘ behavior,

34
 where shareholders did not have the skill or 

motivation necessary to determine the proper business decision ex ante,
35

 
and where executive decisions affected firm percentage returns rather than 
dollar returns.

36
 In those cases, market and legal discipline seemed to fail, 

and appropriately structured pay was thought to be a helpful device for 

                                                                                                                      
 31. See, e.g., Jensen & Murphy, supra note 1, at 139–40. For a primer on the theoretical case 

for incentive pay, see Kevin J. Murphy, Executive Compensation, in 3 HANDBOOK OF LABOR 

ECONOMICS 2485, 2519–28 (Orley Ashenfelter & David Card eds., 1999).  

 32. See supra notes 1–4 and accompanying text. 

 33. Regarding misappropriation, see Lund & Polsky, supra note 5, at 690–91. Regarding 

effort, see, for example, Murphy, supra note 31, at 2521 (―Although the CEO‘s ‗action space‘ is 

typically defined as unidimensional effort, it is widely acknowledged that the fundamental 

shareholder-manager agency problem is not getting the CEO to work harder, but rather getting him 

to choose actions that increase rather than decrease shareholder value.‖). 

 34. For more on the question of observability, see Bengt Hölmstrom, Moral Hazard and 

Observability, 10 BELL J. ECON. 74, 74, 83–88 (1979) (introducing his ―informativeness‖ principle). 

 35. See Murphy, supra note 31, at 2521. 

In general, increasing shareholder wealth involves investing in positive net present 

value projects, increasing profits on existing capital, and diverting resources from 

negative net present value projects. There is a wide array of actions that affect 

shareholder value, including defining the business strategy, choosing between debt 

and equity financing, making dividend and repurchase decisions, identifying 

acquisition and divestiture targets, selecting industries and markets to enter or exit, 

allocating capital across business units, setting budgets for developing new 

products and businesses, hiring productive (and firing unproductive) subordinates, 

and designing, implementing, and maintaining the nexus of implicit and explicit 

contracts that defines the organization. Expanding the set of potential actions that 

affect shareholder value diminishes the role for ―informativeness‖ and increases 

the benefit of tying pay to the principle‘s objective rather than to measures of 

inputs. 

Id. 

 36. See George P. Baker & Brian J. Hall, CEO Incentives and Firm Size 32–33 (Harv. Bus. 

Sch., Working Paper No. 99-060, 1998), available at http://papers.ssrn.com/sol3/ 

papers.cfm?abstract_id=140632. 
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preventing mass defection by managers away from share value 
maximization. 

The theory, whatever its merits over the preceding decades,
37

 has not 
fully kept up with the times and what may have been true in 1990 is not 
necessarily true today. In particular, alternative mechanisms that discipline 
public company managers have become stronger over time, which has 
made it more difficult for CEOs to make decisions that systematically 
deviate from share price maximization.

38
 Institutional shareholders have 

become even more significant players,
39

 with a majority of shares of NYSE 
firms now held by institutions.

40
 Of those institutions, ownership is 

concentrated more and more in the hands of mutual funds, pension funds 
and hedge funds, which, in the aggregate, have proven to be more adept 
and willing shareholder activists.

41
 Proxy advisory firms have gained clout, 

making monitoring of firms even cheaper for large investors.
42

 As 
shareholders have gained power, boards have become more likely to 
exercise power they already held. Corporate governance committees have 
become nearly universal and succession committees more prevalent.

43
 The 

committees that do exist meet more often,
44

 and boards are more likely to 
have formalized the CEO evaluation process.

45
 Directors have become less 

apt to serve as assistant managers and more apt to intensely monitor 
executives, at least in terms of share performance.

46
 

The changes have manifested themselves most transparently in an 
increasingly volatile managerial labor market at public companies. The 
disciplinary function of the managerial labor market has long been viewed 
with skepticism.

47
 Recently, however, the market has become significantly 

                                                                                                                      
 37. There is some evidence that the historical link between pay and performance was tighter 

than generally understood. See Frydman & Saks, supra note 22, at 29–31. 

 38. See Bratton & Wachter, supra note 11, at 675–85; Marcel Kahan & Edward Rock, 

Embattled CEOs, 88 TEX. L. REV. 987, 1039–40, 1051 (2010) [hereinafter Kahan & Rock, 

Embattled CEOs]; Marcel Kahan & Edward B. Rock, How I Learned to Stop Worrying and Love 

the Pill: Adaptive Responses to Takeover Law, 69 U. CHI. L. REV. 871, 896–97 (2002).  

 39. See Kahan & Rock, Embattled CEOs, supra note 38, at 998; see also Paul Rose, Common 

Agency and the Public Corporation, 63 VAND. L. REV. 1355, 1356 (2010). 

 40.  See Lund & Polsky, supra note 5, at 693. 

 41. See Kahan & Rock, Embattled CEOs, supra note 38, at 998–1004; see also Bratton, 

supra note 6, at 1422–27. For more on the interplay between activist investors and mutual and 

pension fund voting, see Ronald J. Gilson & Jeffrey N. Gordon, Capital Markets, Efficient Risk 

Bearing and Corporate Governance: The Agency Costs of Agency Capitalism (draft on file with 

author).  

 42. See id. at 1005–07. For an example of the way in which proxy advisory firms wield 

influence over governance questions, see Andrew C.W. Lund, Say on Pay’s Bundling Problems, 99 

KY. L.J. 119, 121, 126–27 (2010). 

 43. Kahan & Rock, Embattled CEOs, supra note 38, at 1026–27. 

 44. Id. at 1027. 

 45. See id. at 1029. 

 46. See id. at 1029, 1031. 

 47. See, e.g., John E. Core et al., Executive Equity Compensation and Incentives: A Survey, 9 
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more penal. Since 1998, CEOs turn over at a rate of 17.4% annually, 
making the average tenure of a CEO less than six years.

48
 Additionally, 

CEO terminations have increased in ways that force CEOs—or at least the 
subset with career concerns—to focus on share price.

49
 The labor market 

and incentive pay thus overlap to the extent that both are triggered by share 
price fluctuations.

50
 

In fact, CEO terminations have become more significantly related to 
share price performance, as measured by industry-adjusted firm 
performance, industry-wide performance, and market-wide performance.

51
 

                                                                                                                      
FRBNY ECON. POL‘Y REV. 27, 30, 45 n.2 (2003), available at http://papers.ssrn.com/ 

sol3/papers.cfm?abstract_id=794806 (ignoring, for incentive purposes, the threat of termination but 

noting that ―[t]his assumption likely does not hold for CEOs with large turnover probabilities‖). 

Research performed at the end of the last century largely confirmed this view. See Kevin J. Murphy 

& Ján Zábojník, Managerial Capital and the Market for CEOs 28–30 (Apr. 2007) (unpublished 

manuscript), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=984376 (finding that 

―departure probabilities for CEOs realizing returns 30% below the industry average were increased 

by 0.4% in the 1970s, 0.7% in the 1980s, and 0.4% in the 1990s‖ and concluding that ―the 

turnover-performance relation . . . has fallen since the 1980s‖); Murphy, supra note 31, at 2547 

(finding a 7.9% probability of departure for young CEOs at average-performing firms increasing 

only to an 8.5% probability if the young CEO‘s firm realizes returns 30% below industry average). 

 48. Steven N. Kaplan & Bernadette A. Minton, How Has CEO Turnover Changed? 1–2 (Aug. 

2008) (unpublished manuscript), available at http://faculty.chicagobooth.edu/steven.kaplan/ 

research/km.pdf. This conclusion is consistent with the results of a recent study which found that, as 

of 2010, the typical CEO of an S&P 500 firm had served for only 6.6 years. See Joann S. Lublin, 

CEO Tenure, Stock Gains Often Go Hand-in-Hand, WALL ST. J. (July 6, 2010), 

http://online.wsj.com/article/SB10001424052748703900004575325172681419254.html?mod=r 

ss_whats_news_us_business. In addition, the Wall Street Journal study found that only twenty-eight 

CEOs of the 500 S&P firms had served for more than fifteen years, suggesting that the archetypal 

entrenched CEO has become a myth. Id. 

 49. See Kahan & Rock, Embattled CEOs, supra note 38, at 1040. 

[I]f a CEO makes mistakes (or perhaps just has bad luck), both shareholders and 

directors will voice their criticism sooner and more strongly than in the days of 

yore, be it informally . . . or through a board-induced CEO 

resignation. . . . Moreover, since independent directors and even activist 

shareholders have limited capacity to micromanage a company, it is likely that 

CEOs still have substantial decision-making power over most nonstrategic 

business matters, as long as their decisions produce acceptable results. 

Id. (emphasis added); cf. Editorial, Of CEOs and Congressmen, WALL ST. J., Aug. 10, 2010, at A14 

(―If CEOs were ever given the benefit of the doubt, . . . those days are over. A single misjudgment, 

personal or strategic, can cost a corporate boss his job.‖). 

 50. See Lund & Polsky, supra note 5, at 697–98 (summarizing findings that incentive pay 

discipline and rewards are functions of share price). 

 51. See Dirk Jenter & Fadi Kanaan, CEO Turnover and Relative Performance Evaluation 20–

24 (Stanford Graduate Sch. of Bus., Research Paper No. 1992: MIT Sloan Sch. of Mgmt., Working 

Paper No. 4594-06, 2008), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id= 

885531. The Wall Street Journal study, see supra note 48, similarly found that, of the twenty-eight 

long-serving CEOs, twenty-five had led firms whose share price performance had beaten the overall 

S&P index over the term of their tenure.  
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Although that relationship is strong, it is relatively stronger in those cases 
where firm performance falters relative to its peers.

52
 For instance, the 

failure of boards to filter industry or market-wide effects when making the 
termination decision is larger when the firm underperforms relative to its 
industry.

53
 On the other hand, boards are able to filter out exogenous 

shocks as long as the firm outperforms industry.
54

 This limited 
arbitrariness provides significant incentives to CEOs at firms where below-
median industry-adjusted performance is a possibility. These incentives are 
largely the same as those thought to be provided by incentive pay. And 
while there may be a threshold level of underperformance necessary to 
trigger labor market discipline,

55
 it is hard to imagine CEOs with career 

concerns exploiting that slack given the trend lines and the qualified 
arbitrariness of the labor market.

56
 In short, incentive pay is far less 

necessary now in terms of mitigating agency costs than it was historically. 
As mentioned above, altering risk-taking incentives has been the new 

goal of those seeking to use pay structure to change firm behavior.
57

 But 
managerial labor market pressure and other alternative discipline at public 
companies necessarily limits the impact that changes to pay structure might 
have on risk-taking decisions. First, shareholders are unlikely to resist 
―excessive‖ risk-taking at a given firm. Though there may be social costs 
of excessive risk-taking by any firm, those costs are usually not fully borne 
by shareholders who, as essentially option holders, generally benefit from 
higher levels of risk.

58
 However, other than the highly regulated bank 

context, it is not clear how changes to compensation design can practically 

                                                                                                                      
 52. See Jenter & Kanaan, supra note 51, at 20–24. 

 53. See id. at 29. 

 54. See id.; see also Lund & Polsky, supra note 5, at 702–03, for more on this data and its 

implications. 

 55. See, e.g., Jenter & Kanaan, supra note 51, at 3 (citing research to the effect that CEO 

quality must fall below a threshold before a board will dismiss a manager). There may be other 

factors entering into the calculus as well. Coates and Kraakman, for example, demonstrate that CEO 

tenure has something of a term structure with respect to resignations and replacements via takeover 

(but not internal forced departures) for CEOs with low share holdings wherein the CEOs are 

relatively insulated for the first three to four years of their tenure, followed by a period of increased 

turnover, culminating in a period of lower turnover (perhaps demonstrating a survival effect, 

managerial power, or both). See John C. Coates, IV & Reinier Kraakman, CEO Tenure, 

Performance and Turnover in S&P 500 Companies 15–17 (European Corporate Governance Inst., 

Fin. Working Paper No. 191/2007; Harvard Law Sch., Law & Econ. Discussion Paper No. 595, 

2010), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=925532. 

 56. For more on both this arbitrariness and its important qualifications, see Lund & Polsky, 

supra note 5, a704 (summarizing research showing that firms differently filter out exogenous 

shocks when evaluating CEOs depending upon whether the firm performs at the low end of non-

industry-adjusted performance). 

 57. See supra note 26 and accompanying text.  

 58. See, e.g., Michael C. Jensen & William H. Meckling, Theory of the Firm: Managerial 

Behavior, Agency Costs and Ownership Structure, 3 J. FIN. ECON. 305, 312–19, 325, 328, 333, 337 

(1976) (comparing agency costs of debt with those of equity). 
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be accomplished without shareholder approval, making this type of pay 
structure reform difficult to achieve. 

Second, even assuming that pay structures were somehow altered to 
optimize risk-taking,

59
 the intense pressures on CEOs to maximize short-

term share price would remain. Incentive pay programs might create longer 
equity horizons

60
 or shift from equity to debt concentration,

61
 but nothing 

would lift the managerial labor market and alternative discipline‘s focus on 
short-term share price fluctuations. Although some managers might place a 
higher value on incentive pay awards than their career concerns and the 
increased risk of an extremely poorly-performing share price, there is good 
reason to be skeptical of pay structure reform as a panacea for problems of 
excessive risk-taking.

62
 If pay structure is to remain relevant, the pendulum 

must swing back towards a friendlier world for public company CEOs, or 
else attention to pay structure must be justified by something else.

63
 

B.  The Information-Transmitting Advantages of Pay Structure Decisions 

Even if pay structure is less consequential to firm value, there may 
nevertheless be other reasons for paying attention to it. Most importantly, it 
may be correlated with firm value. This correlation could provide valuable 
information to traders, allowing them to make profits. Parts II and III 
below are dedicated to evaluate the likelihood of a strong correlation, but it 
is worth pausing to explain the advantages of finding such a correlation if 
it exists and the uniqueness of pay structure decisions as salient, readily 
digested information. 

If certain pay structures indicate positive or negative firm prospects, it 
will obviously behoove those trading in the firm‘s securities to pay 
attention to whether those structures have been adopted. For instance, if 
high levels of incentive pay are correlated with successful firms, traders 
would be at a disadvantage if they were not aware of the firm‘s practices. 
Although the incentives of traders alone would independently justify the 
attention paid to pay structure in a world where it serves as a plausible 
signal of firm value, there is a related but broader argument for caring 
about pay structure based on increased pricing accuracy in capital 
markets.

64
 These gains from signaling, whether at the micro or macro level, 

                                                                                                                      
 59. Determining what counts as optimal risk is bound to be a contested issue itself. See, e.g., 

Karl S. Okamoto & Douglas O. Edwards, Risk Taking, 32 CARDOZO L. REV. 159, 201–04 (2010). 

 60. See Bebchuk & Fried, supra note 2, at 1916; Bhagat & Romano, supra note 2, at 363. 

 61. See Bebchuk & Spamann, supra note 2, at 249; Tung, supra note 2, at 24. 

 62. See Lund & Polsky, supra note 5, at 704–11. 

 63. Of course there may remain a set of cases in which pay structure can provide important 

marginal incentives. For instance, CEOs nearing retirement might have little concern about the 

managerial labor market consequences of their actions, while the portfolio effects of those actions 

might be material. See id. at 27–28. 

 64. It is rather hard to quantify the impact of pricing accuracy in capital markets, see Marcel 

Kahan, Securities Laws and the Social Costs of ―Inaccurate‖ Stock Prices, 41 DUKE L.J. 977, 980 
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are facilitated and enhanced by the unique place compensation disclosure 
holds in our securities laws. While U.S. securities laws require significant 
disclosure, they do not require disclosure of all material, firm-specific 
information,

65
 and absent more fulsome mandatory disclosure 

requirements, there are good reasons for firms to shy away from maximum 
transparency. For example, some nonpublic information would place the 
firm at a competitive disadvantage if disclosed. Some information is 
speculative enough that it could subject members of the firm to a risk of 
fraud suits should certain events not come to pass. Even absent liability for 
fraud, speculative information would likely provide little ground for the 

                                                                                                                      
(1992) (―Commentators . . . have largely failed to provide a systematic analysis of the purposes 

served by accurate stock prices. Most have either disregarded the issue or asserted, in broad and 

general terms, that stock price accuracy results in an efficient allocation of capital.‖), but a plausible 

list of benefits can be quickly sketched out for present purposes. First, accurate prices may result in 

greater market liquidity. If investors believe that prices are systematically inaccurate, they are less 

likely to invest even in socially valuable projects. Faced with a general level of inaccuracy, 

investors may rationally expect that those on the other side of any trade have more accurate 

information. See, e.g., Kahan, supra note 64, at 1018–20. Alternatively, they may simply expect that 

there will be a high level of volatility in the price of the security they are considering. Id. at 1026–

27. Investors may therefore refrain from trading, either out of a fear of being exploited, generalized 

risk aversion, or both. As a consequence, securities markets may be less liquid, and hence less 

attractive to all investors. Second, more accurate prices may permit market mechanisms to reduce 

agency slack thereby improving economic efficiency within firms. See, e.g., Merritt B. Fox, Randall 

Morck, Bernard Yeung & Artyom Durnev, Law, Share Price Accuracy, and Economic 

Performance: The New Evidence, 102 MICH. L. REV. 331, 339–41 (2003). As discussed above, the 

argument in favor of incentive pay as an agency cost reducer has weakened over time precisely 

because market mechanisms, most notably share price and reactions to share price, have become so 

influential. Thus, the ability to make the pricing mechanism more effective should make that 

discipline more effective. Finally, and most famously, inaccurate prices may lead to an inefficient 

allocation of capital as too much investment rushes to firms that have poor prospects and not 

enough rushes to firms with more promising prospects. See, e.g., Kahan, supra, at 1005–08; see 

also STEPHEN BAINBRIDGE, CORPORATION LAW AND ECONOMICS 587 (2002). This argument in favor 

of pricing accuracy may be problematic, however, absent a commitment by firms to be continuously 

using capital markets. For a firm that rarely or never returns to the capital markets, allocative 

efficiency may be more or less beside the point. See Lynn A. Stout, The Unimportance of Being 

Efficient: An Economic Analysis of Stock Market Pricing and Securities Regulation, 87 MICH. L. 

REV. 613, 644–47 (1988). On this count, however, even the largest firms use the debt market to 

raise funds and lenders may take share price into account when making lending decisions. But see 

id. at 648–50 (challenging notion that lenders emphasize share price in lending decisions). 

Moreover, share prices are clearly relevant to the market for corporate control and that market is 

certainly important for the allocation of capital throughout the economy. 

 65. For instance, some information may be held back for competitive reasons. See, e.g., 

Instruction 4 to Item 402(b) of Regulation S-K, SEC Executive Compensation, 17 C.F.R. § 229.402 

(2010) (permitting omission of performance-related factors involved in pay-setting process if 

disclosure would result in ―competitive harm‖). Prospective events that remain uncertain may not 

need to be disclosed. See Basic Inc. v. Levinson, 485 U.S. 224, 237–38 (1988). More generally, 

disclosure obligations are for the most part sporadic as opposed to real time, as Form 8-K disclosure 

triggers are limited. See JAMES D. COX, ROBERT W. HILLMAN & DONALD C. LANGEVOORT, 

SECURITIES REGULATION: CASES AND MATERIALS 548–49 (6th ed. 2009). 
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audience to believe the disclosure is credible.
66

 In short, there will 
inevitably be a gap between material information about a firm‘s prospects 
held by managers and material information communicated to the market.

67
  

The normal regulatory response to systemic price inaccuracy brought 
on by this informational gap is to require more disclosure of firm-specific 
information.

68
 The move towards greater disclosure is most pronounced in 

the executive compensation context. Executive pay disclosure rules have 
recently mushroomed, primarily in an effort to constrain the opportunity 
for managers to extract rents through compensation. Most importantly, 
each public company must provide a summary compensation table with 
data for its principal executive officer (PEO), its principal financial officer 
(PFO), and its three other highest compensated executives.

69
 This table has 

a number of enumerated items listed in various columns,
70

 supplemented 
by a catch-all column for ―All Other Compensation.‖

71
 At the far right of 

the table, the compensation is summed to offer an all-in annual 
compensation number for the executives.

72
 Following the Summary 

Compensation Table is the Grants of Plan-Based Awards Table
73

 covering 
the same executives but limited to incentive pay awards made during the 
most recent fiscal year under company pay plans. The table requires 
disclosure of future payouts under awards granted during the year at each 
of ―threshold,‖ ―target,‖ and ―maximum‖ performance levels.

74
 For both 

tables, companies are required to provide a narrative disclosure including 
the terms of incentive awards described in the Grant of Plan-Based Awards 

                                                                                                                      
 66. See Kahan, supra note 64, at 1002. 

 67. See Gilson & Kraakman, supra note 18, at 572 (―Corporate insiders and exchange 

specialists, for example, enjoy easy access to information that would be prohibitively costly for 

anyone else to obtain. . . .‖). 

 68. See, e.g., Dale Arthur Oesterle, The Inexorable March Toward a Continuous Disclosure 

Requirement for Publicly Traded Corporations: ―Are We There Yet?,‖ 20 CARDOZO L. REV. 135, 

194–95, 198–99 (1998). 

 69. See 17 C.F.R. § 229.402(a)(3)(i)–(iii), (c) (2010). Technically, firms must provide 

information for up to two additional persons who would qualify as one of the three most highly paid 

executives outside of the PEO and PFO even if those persons are no longer executives at the end of 

the fiscal year. Id. § 229.402(a)(3)(iv).  

 70.  Enumerated items include ―Salary,‖ ―Bonus,‖ ―Stock Awards,‖ ―Option Awards,‖ ―Non-

Equity Incentive Plan Compensation,‖ and ―Nonqualified Deferred Compensation Earnings.‖ Id. 

§ 229.402(c)(2)(i)–(viii). For stock awards and option awards, the rules require disclosure of the 

grant-date fair value of the awards made during the relevant year. See id. § 229.402(c)(2)(v)–(vi).  

 71. The description of ―All Other Compensation‖ offers a nonexclusive list of possible 

inclusions: perquisites (if, in the aggregate, equal to or greater than $10,000; tax ―gross-ups‖ and 

reimbursements; the FAS 123R value of discounts at which firm securities were purchased unless 

the discount was widely available), termination payments, change in control payments, company 

contributions to defined contribution plans, company-paid life insurance premiums, and dividends 

paid on stock or option awards. Id. § 229.402(c)(2)(ix). 

 72. See id. § 229.402(c)(2)(x). 

 73. See id. § 229.402(d). 

 74. Id. 
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Table and the salary-to-bonus ratio from the Summary Compensation 
Table.

75
 

Adding to the information made widely available,
76

 firms must provide 
a narrative explanation of their executive compensation policies in the 
form of a Compensation Discussion & Analysis (CD&A). In the CD&A, a 
public company must respond to a litany of required items: the objectives 
of the company's compensation programs, the outcomes that the 
compensation program is designed to reward, and the compensation 
elements used (and why they are used in the particular proportion).

77
 The 

rules go further and suggest a number of detailed topics that might be 
discussed in the CD&A.

78
 These include topics that are not entirely limited 

to compensation questions, including the requirement of a description of 
―[t]he registrant's equity or other security ownership requirements or 
guidelines (specifying applicable amounts and forms of ownership), and 
any registrant policies regarding hedging the economic risk of such 
ownership.‖

79
 In response to these regulations, CD&As have become 

                                                                                                                      
 75. Id. § 229.402(e)(iii)–(iv). 

 76. Additionally, firms are required to provide tables detailing executives‘ pension benefits 

and nonqualified deferred compensation and a description of potential payments to executives upon 

termination or a change in control. See id. § 229.402(h)–(j). 

 77. See id. § 229.402(b)(1). 

 78. The long list of suggested topics to discuss includes: ―[t]he policies for allocating between 

long-term and currently paid out compensation;‖ ―[t]he policies for allocating between cash and 

non-cash compensation, and among different forms of non-cash compensation;‖ ―[f]or long-term 

compensation, the basis for allocating compensation to each different form of award (such as 

relationship of the award to the achievement of the registrant‘s long-term goals, management‘s 

exposure to downside equity performance risk, correlation between cost to registrant and expected 

benefits to the registrant);‖ ―[w]hat specific items of corporate performance are taken into account 

in setting compensation policies and making compensation decisions;‖ 

[h]ow specific forms of compensation are structured and implemented to reflect 

these items of the registrant‘s performance, including whether discretion can be or 

has been exercised (either to award compensation absent attainment of the relevant 

performance goal(s) or to reduce or increase the size of any award or payout), 

identifying any particular exercise of discretion, and stating whether it applied to 

one or more specified named executive officers or to all compensation subject to 

the relevant performance goal(s); 

―[h]ow specific forms of compensation are structured and implemented to reflect the named 

executive officer‘s individual performance and/or individual contribution to these items of the 

registrant‘s performance, describing the elements of individual performance and/or contribution that 

are taken into account;‖ ―[h]ow compensation or amounts realizable from prior compensation are 

considered in setting other elements of compensation (e.g., how gains from prior option or stock 

awards are considered in setting retirement benefits);‖ and ―[w]hether the registrant engaged in any 

benchmarking of total compensation, or any material element of compensation, identifying the 

benchmark and, if applicable, its components (including component companies) . . . .‖ See id. 

§ 229.402(b)(2). 

 79. Id. 
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incredibly large and complicated sections of the annual proxy statement.
80

 
While enhanced disclosure may have reached a point of oversaturation, 

particularly for less interested parties,
81

 there is no doubt that interested 
observers have tools at their disposal to judge pay structure decisions along 
some sort of metric.

82
 The compensation data, even if unwieldy, is 

susceptible to digestion by shareholder advisors and the press,
83

 both of 
whom are perhaps additionally motivated by prurient pay-related interest of 
their respective audiences.  

Along this line, compensation data are able to function as particularly 
effective signals because of their salience to the general public. Executive 
compensation demands the attention of a broader segment of the 
population than does news of other corporate matters.

84
 The press 

recognizes the public‘s thirst for executive compensation news and reacts 
accordingly. One study covering the 1990–2010 period found almost 7,000 
articles about executive pay in ―national‖ newspapers and over 19,000 in 
―state-level‖ ones.

85
 This demand for more compensation information 

implies that investors and the public more generally pay attention to 
compensation disclosure and other news items more than in other 

                                                                                                                      
 80. See Kurt Shacht, CD&A Template Will Help Issuers Improve Compensation Disclosure, 

HARV. L. SCH. F. ON CORP. GOVERNANCE & FIN. REG. (Feb. 15, 2011, 9:11 AM), 

http://blogs.law.harvard.edu/corpgov/2011/02/15/cda-template-will-help-issuers-improve-compen 

sation-disclosure/.  

However, the CD&A report, in its current format, has often resulted in frustration 

due to its length and complexity and because such reports often focus on 

regulatory compliance to the detriment of conveying the company‘s compensation 

story in a concise and understandable manner . . . . When our investor members 

were asked about their satisfaction with the current CD&A process, they voiced 

dissatisfaction with the existing CD&A output. In a separate survey of more than 

2,300 CFA Institute members in October 2009, just 20 percent of respondents said 

that U.S. company CD&A disclosures are both transparent and understandable. 

Id. 

 81. See, e.g., Troy A. Paredes, Blinded by the Light: Information Overload and Its 

Consequences for Securities Regulation, 81 WASH. U. L. Q. 417, 418–19 (2003). 

 82. In addition to the disclosures described above, public companies must file material 

compensation agreements on Form 8-K within four business days of entering into those agreements 

and provide a copy and description of equity plans when seeking shareholder approval of those 

plans. See supra note 75. 

 83. See infra notes 134–135 and accompanying text. 

 84. See, e.g., Omari Scott Simmons, Taking the Blue Pill, 62 S.M.U. L. REV. 299, 304–05 

(2009); David I. Walker, The Law and Economics of Executive Compensation: Theory and 

Evidence, 1 (Bos. Univ. Sch. of Law, Working Paper No. 10-32) (―[Academic interest in executive 

pay] is not surprising given the level and salience of executive pay . . . .‖). 

 85. Camelia M. Kuhnen & Alexandra Niessen, Public Opinion and Executive Compensation, 

MGMT. SCI. (forthcoming 2012), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id 

=1612201. 
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spheres.
86

 For all of these reasons, pay structure if plausibly able to signal 
something about firm prospects, is a very attractive focal point for market 
attention. 

II.  COMPENSATION-AS-GOVERNANCE 

The next two Parts offer nonexclusive ways by which pay structure, 
disclosed and salient as it is, might communicate something about firm 
quality. First, managers‘ pay structure could signal something about the 
way firms are governed. If well-governed firms are, in the aggregate, better 
performers than poorly-governed ones, firms with well-structured 
executive compensation should perform better than the alternatives. In one 
version of this, pay structure leads to governance outcomes, and, in the 
other, good governance leads to pay structure outcomes. Before teasing out 
these two strands, however, the general relationship between pay structure 
and firm quality can be summarized as ―Compensation-as-Governance.‖ 

There are many advantages to looking at pay structures in terms of as 
Compensation-as-Governance (including Compensation-as-Incentives). 
For this signal, the pay negotiation process which will usually be opaque is 
relatively unimportant;

87
 all that matters is whether the structure is in 

place—meaning an ex post snapshot, like that provided by the disclosure 

                                                                                                                      
 86. For a negative view on the implications of this salience, see Kevin J. Murphy, The 

Politics of Pay: A Legislative History of Executive Compensation 10 (Marshall Sch. of Bus., 

Working Paper No. FBE 01.11), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id 

=1916358 (―Although disclosure facilitates better monitoring of outside directors, the public 

curiosity aspect of disclosure imposes large costs on organizations. The recurring populist revolts 

against CEO pay, for example, could not have been waged without public pay disclosure. Public 

disclosure effectively ensures that executive contracts in publicly held corporations are not a private 

matter between employers and employees but are rather influenced by the media, labor unions, and 

by political forces operating inside and outside companies. Compensation committees—elected by 

but not perfect agents for shareholders—will naturally respond to these political pressures through 

less-efficient but politically more acceptable pay packages. These important but often ignored costs 

of disclosure must be weighed against the benefits (better monitoring of directors) in determining 

the optimal amount of pay disclosure for top managers.‖). 

 87. Negotiation history might shed some light on the agency cost effects of the structure if 

observers are unsure of the optimal arrangement. One might think that an arrangement to which a 

CEO immediately agrees is more suspect as an agency cost mitigator than an arrangement that was 

hotly contested. Moreover, there is apparently substantial agreement as to ―best practices‖ regarding 

pay structure, so there is little need for anecdotal information to supplement the simple fact of 

observed structure. But see, e.g., Core et al., supra note 47, at 32. 

Furthermore, the empirical findings suggest that it is inappropriate to use a single 

firm characteristic, such as firm size, to benchmark executive equity holdings 

against mean or median equity holdings. Instead, the regression models reveal that 

multiple firm characteristics, such as size and proxies for investment opportunities, 

must be weighted to construct a prediction of the expected level of equity 

incentives.  

Id. 
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rules, is perfectly acceptable. Moreover, any questions about managers‘ 
credibility are largely beside the point.

88
 Compensation-as-Governance 

does not ask the manager to relay any privately-held information and is 
therefore not subject to his or her biases.

89
 Pay structure is the source (or 

reflection) of firm quality, with little chance for noise production by 
intermediaries. Therefore, only it—not any of the context from which it 
arises—needs to be spelled out in detail, a result that happily coincides 
with our disclosure-driven securities rules. 

A.  Compensation-as-Incentives 

The simplest version of Compensation-as-Governance is not 
substantially dissimilar from the agency cost mitigation story discussed 
previously. Rather than reducing agency costs, the simple signaling story 
says: pay structure informs observers that future residual agency costs will 
be lower because of the bonding costs managers have incurred and, all else 
being equal, this prediction of lower residual agency costs equals a 
prediction of higher firm value. Pay structure would be another factor for 
market participants to incorporate into the mix that adds up to predicted 
firm performance. 

As should be clear from Part I, however, this simple version of 
Compensation-as-Governance is problematic. The simplified version, 
which we can call Compensation-as-Incentives, can only signal something 
about managerial incentives, thereby communicating nothing about any 
other aspect of firm quality. It thus requires a particularly manager-centric 
view of corporate prospects and a view that pay structure affects 
managerial behavior. Yet, as discussed above, information about pay 
structure has an uncertain correlation to future firm performance because 
incentive pay now appears to overlap with other incentive structures 
already in place.  

This theoretical problem dovetails with an empirical one: there is a 
remarkable absence of evidence, even during the old days of relatively 
little alternative discipline, that pay structure affected firm performance. In 
perhaps the most complete survey on incentive compensation in the 
finance literature, Professors John E. Core, Wayne R. Guay and David F. 
Larcker found ―no . . . empirical consensus on how stock options and 
managerial equity ownership affect firm performance.‖

90
 Of course, one 

might believe that pay structure matters and observed pay structures 
generally do not provide sufficient incentives.

91
 If so, there should be an 

                                                                                                                      
 88. See infra Part III.A. 

 89. Of course, the story is not quite so simple. These pathologies will become relevant to the 

extent that they make it hard for observers to determine how much agency cost reduction is 

occasioned by any particular pay structure. 

 90. Core et al., supra note 47, at 34. 

 91. Id. 
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observed relationship between high pay-related incentives and firm 
performance. But while some researchers have found evidence consistent 
with this theory, the evidence has generally been mixed.

92
 Under a second 

hypothesis, pay structure is set optimally across firms and firms vary in 
their need for high levels of pay.

93
 If this conjecture is true, any correlation 

between pay structure and firm performance would be unexpected (based 
on firms‘ heterogeneity), so the absence of a link between the two is 
happily confirmatory.

94
 

Left largely unstated in the literature is a third hypothesis equally 
consistent with the absence of empirical confirmation: pay structure might 
only provide trivial marginal incentives. Core, Guay, and Larcker dismiss 
the possibility that incentive pay is too high—a necessary implication of 
this third hypothesis

95
—noting that ―if all firms imposed excessively large 

equity incentives on executives, firms with the lowest incentive levels 
should be closest to optimal and have the better performance . . . .‖

96
 

However, there are compelling reasons, some of which are described in 
Part III, to expect incentive pay to be used at inefficiently high levels at 
public firms.

97
 

In any event, the evidence supporting pay structure as a driver of firm 
performance is shaky at best.

98
 Professors Dennis Michaud and Yunwei 

Gai recently undertook to survey the literature and empirically test the 
question of correlation.

99
 They found only two empirical studies 

                                                                                                                      
 92. See id. 

 93. Id. 

 94. Professors Core, Guay, and Larcker do offer a third path under which firms contract 

optimally (leading to a finding of no significance between pay structure and performance) but have 

difficulty rebalancing incentives midstream (leading to a finding of a link between pay structure and 

performance in some cases). See id. at 28; see also John E. Core & David F. Larcker, Performance 

Consequences of Mandatory Increases in Executive Stock Ownership, 64 J. FIN. ECON. 317, 318 

(2002) (finding poorly performing firms with low executive stock ownership have better accounting 

returns following the implementation of mandatory executive stock ownership rules). 

 95. See Brian J. Hall & Kevin J. Murphy, Stock Options for Undiversified Executives, 33 J. 

ACCT. & ECON. 16–17 (2002) (asserting that absent incentive effects, equity compensation is an 

inefficient way to compensate managers). But see Core et al., supra note 47, at 29–30 (suggesting 

alternative justifications for paying via equity). 

 96. See Core et al., supra note 47, at 35. 

 97. See Lund & Polsky, supra note 5, at 716–22 (suggesting status quo bias, investor herding, 

third parties‘ private interests, participants‘ private interests unrelated to maximizing firm value, 

and moral attractiveness as complementary explanations); see also infra Part III (noting signaling-

related pressure placed on firms to conform). 

 98. See Igor Filatotchev & Deborah Allcock, Corporate Governance and Executive 

Remuneration: A Contingency Framework, 24 ACAD. MGMT. PERSP. 20, 21 (2010) (―[E]mpirical 

studies and meta-analyses of the effects of executive equity-related incentives on financial 

performance have failed to identify consistently significant effects.‖). 

 99. See Dennis Wright Michaud & Yunwei Gai, CEO Compensation and Firm Performance 

6–7 (Dec. 20, 2009) (unpublished manuscript), available at http://papers.ssrn.com/sol3/papers.cfm? 

abstract_id=1531673. 
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identifying a significant correlation between incentive pay levels and firm 
performance.

100
 Subsequently, they conducted their own empirical analysis 

of S&P 500 firms over the period between 1995 and 2004.
101

 They 
concluded that, among incentive pay devices, only cash bonuses were 
correlated with higher levels of firm performance.

102
 Yet even in the case 

of those cash bonuses (or other examples of correlation between pay design 
and firm performance), it is unclear which way causation cuts.

103
 Any 

correlation between pay and firm performance could be due to 
―compensation affect[ing] performance . . . [,] firm performance affect[ing] 
pay, or because an unobserved firm or CEO characteristic affects both 
variables.‖

104
 For example, recently empowered shareholders and boards 

might independently push executives to maximize share price while at the 
same time pushing incentive pay as a redundant insurance policy.

105
 

B.  Compensation-as-Responsiveness 

We should expect the signaling strength of Compensation-as-
Incentives should be weak, given its lack of theoretical and empirical 
support.

106
 Yet the underlying intuition remains powerful in the rhetoric 

over compensation policy. This mismatch suggests that we might consider 
the signal more broadly as ―Compensation-as-Responsiveness.‖ Conceived 
this way, pay structure need not affect managerial incentives as much as it 

                                                                                                                      
 100. Id. at 28–29 (citing Laarni Bulan, Paroma Sanyal & Zhipeng Yan, A Few Bad Apples: An 

Analysis of CEO Performance Pay and Firm Productivity (CAAA Annual Conference Paper, 

2009), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1137922); see also 

Akinloye Akindayomi & Hussein A. Warsame, The Relationship Between Executive Stock Option 

Compensation and Firm Value (2009), available at http://papers.ssrn.com/sol3/papers.cfm?abstract 

_id=1326120. 

 101. Michaud & Gai, supra note 99, at 30–31. 

 102. Id. at 46–47. Cash bonus plans are subject to their own pathologies. See Jensen, Murphy 

& Wruck, supra note 24, at 68–81. 

 103. See, e.g., Michaud & Gai, supra note 99, at 48–51 (finding the correlation dissipates 

when endogeneity is corrected by using the instrumental variable method). 

 104. Carola Frydman & Dirk Jenter, CEO Compensation 23 (Stanford Univ. Rock Ctr. for 

Corporate Governance, Working Paper No. 77, 2010), available at http://papers.ssrn.com/sol3/ 

papers.cfm?abstract_id=1582232; see also Stacey R. Kole, Managerial Ownership and Firm 

Performance: Ownership or Rewards?, 2 ADVANCES FIN. ECON. 119 (1996); Michaud & Gai, supra 

note 99, at 6–7. More specifically, see infra Part III (offering a way in which firm performance 

causes compensation decisions). 

 105. See Lund & Polsky, supra note 5, at 716–21. 

 106. There are notable exceptions for which high levels of incentive pay might provide 

significant marginal incentives to managers. In particular, managers with limited career concerns, 

for example, nearing retirement, might experience a significant incentive effect based on pay 

structure. See supra note 63. Consequently, Compensation-as-Incentives might provide a viable 

signal for such firms. Moreover, there may be a lag between the moment at which incentive pay 

loses its agency-cost-mitigating effect and the market becomes aware of that fact. During this 

period, firms will be subject to the signaling effects of pay structure in their relationship with an 

imperfectly informed market. 
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need demonstrate a firm‘s willingness to accede to shareholder demands. 
In other words, pay structure does not affect governance, it reflects 
governance. Interestingly, Compensation-as-Responsiveness serves as a 
signal of firm quality regardless of the appropriateness of the market‘s 
demand (for example, the market‘s demand for higher levels of incentive 
pay).

107
 Simply listening and responding to those demands might be 

thought to mark firms as more likely to focus on shareholder value going 
forward. Perhaps, for instance, firms that are responsive to shareholder 
demands on pay are less likely to allow value-decreasing projects or 
forestall a valuable takeover.

108
 Thus, pay structure could be a signal about 

board quality and firm governance more generally. If so, and if governance 
is significantly related to firm performance,

109
 pay structure may be worth 

caring about, given that it is currently viewed by many as a nonarbitrary 
market demand. 

1.  Tests of Governance 

For Compensation-as-Responsiveness to signal anything effectively, 
however, outside observers must set test-related expectations and establish 
regular opportunities to test boards‘ actions against those expectations. Pay 
structure decisions at public firms would appear to satisfy these conditions. 
For the most part, institutional shareholders, shareholder advisors, the 
press, and regulators have defined rules related to pay structure.

110
 

Furthermore, annual award cycles and say-on-pay votes serve as clearly 
defined testing opportunities. Finally, firm behavior is readily observable 
because of the enhanced disclosure regime related to executive 
compensation.

111
 

a.  Pay Rules 

When given the opportunity to set out pay-related expectations, market 
observers have generally done so. The most active players in this area are 
institutional shareholders and proxy services firms. The guidelines they 
have established are discussed below in more detail. But even the business 
press, without establishing or even necessarily discussing ex ante 
guidelines, has shown its willingness to adopt some general principles ex 
post as they relate to compensation. These principles are discussed at the 
end of this subsection. 

 

                                                                                                                      
 107. See infra Part II.B.1. 

 108. A firm‘s compliance with incentive pay norms may be confounding here. High levels of 

firm equity in a manager‘s portfolio may independently provide incentives to them to agree to 

value-increasing takeovers. 

 109. See infra note 144. 

 110. See supra notes 65–83 and accompanying text. 

 111. See id. 
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Shareholders have become increasingly reliant on proxy advisory firms 
for advice regarding voting decisions.

112
 At the same time, the pool of 

shareholder advisors has narrowed so that today, Glass Lewis & Co. and, 
in particular, Institutional Shareholder Services (ISS) dominate the field.

113
 

Both groups have relatively well-developed compensation-related 
guidelines that they have made public and upon which they base their 
voting recommendations to clients.

114
 Although the evidence on proxy firm 

power is mixed,
115

 public companies appear to take these guidelines 
seriously, going so far as to engage with the firms prior to making 
compensation decisions.

116
 

ISS offers some nineteen pages of compensation-related guidance in its 
most recent summary of its guidelines.

117
 That guidance begins with the 

announcement of five principles that ―most investors expect corporations 
to adhere to in designing and administering executive . . . compensation 
programs.‖

118
 Only two of these principles have anything to do with the 

substance of pay decisions and they are largely duplicative of each other: 
(1) requiring appropriate focus on pay-for-performance sensitivity and (2) 
avoiding ―pay for failure,‖ with guaranteed pay counting on the side of pay 
for failure.

119
 As one might have expected, ISS‘ high level take on proper 

pay practices mirrors the faith in incentive pay‘s agency-cost-related effects 
discussed above. 

The guidelines flesh out this laser-like focus on the relationship 
between pay and firm performance. With respect to say-on-pay vote 
recommendations, ISS is critical of pay–performance misalignment and 
―problematic pay practices.‖

120
 The former manifests in a sorting process 

through which only poorly performing firms‘ pay practices are tested to 
ensure sufficient performance contingency and nonextravagant pay 

                                                                                                                      
 112. See Stephen J. Choi et al., Director Elections and the Role of Proxy Advisors, 82 S. CAL. 

L. REV. 649, 652–60 (2009) (discussing the role of and demand for proxy advisory firms). 

 113. See Stephen J. Choi et al., The Power of Proxy Advisors: Myth or Reality?, 59 EMORY 

L.J. 869, 871, 899 (2010). 

 114. See, e.g., INSTITUTIONAL S‘HOLDER SERVS. INC., 2011 U.S. PROXY VOTING GUIDELINES 

SUMMARY (2011), available at http://www.issgovernance.com/files/ISS2011USPolicySummaryGui 

delines20110127.pdf; GLASS, LEWIS & CO., PROXY PAPER GUIDELINES (2011), available at 

http://www.glasslewis.com/downloads/policies/2011/2011GuidelinesInternational.pdf. 

 115. See Choi et al., supra note 113, at 878, 905–06. 

 116. See, e.g., Stephen Davis, Does ‗Say on Pay‘ Work? Lessons on Making CEO 

Compensation Accountable 10, 13 (2007) (unpublished manuscript), available at 

http://millstein.som.yale.edu/sites/millstein.som.yale.edu/files/PolicyBriefingNo1'SayonPay'.pdf. 

 117. See INSTITUTIONAL S‘HOLDER SERVS. INC., supra note 114, at 37–55. 

 118. Id. at 37. 

 119. Id. The other three principles relate to compensation committee quality, appropriate 

disclosure, and ensuring director independence by limiting director pay. Id. 

 120. Id. The guidelines also name as ―additional‖ say-on-pay considerations the evaluation of 

performance metrics, appropriateness of benchmarking, and the ratio between performance-based 

and non-performance-based pay. Id. at 38.  
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levels.
121

 The latter includes ―[p]roblematic practices related to 
nonperformance-based compensation elements,‖ incentives towards 
excessive risk, and evidence of backdating.

122
 The guidelines go on to 

establish considerations for voting decisions on golden parachutes,
123

 
equity plans,

124
 and bonus plans.

125
 Interestingly for purposes of this Part, 

the ISS guidelines also specify that poor responsiveness to shareholder 
advice on pay matters might lead to an adverse recommendation.

126
 

Glass Lewis‘ guidelines are similarly geared towards ensuring 
appropriate pay–performance sensitivity. For say-on-pay votes, Glass 
Lewis looks at disclosure practices, the relationship between pay and 
performance, appropriateness of performance metrics, and the 
compensation levels compared to both performance and peer firms.

127
 

More specifically, Glass Lewis offers a proprietary analysis of pay–
performance sensitivity that leads to a grade for each firm ranging from A 
to F.

128
 

Some institutional shareholders have independently adopted 
compensation-related guidelines upon which they evaluate portfolio 
companies. For instance, CalPERS devotes a section of its Global 
Principles of Accountable Corporate Governance to pay issues.

129
 And, 

similar to the proxy advisors, its focus therein is on pay structure and 
disclosure. The guidelines are most specific in detailing demands related to 

                                                                                                                      
 121. Id. at 38. 

If a company falls in the bottom half of its four-digit GICS, further analysis of the 

CD&A is required to better understand the various pay elements and whether they 

create or reinforce shareholder alignment. Also assess the CEO‘s pay relative to 

the company‘s [total shareholder return] over a time horizon of at least five years. 

The most recent year-over-year increase or decrease in pay remains a key 

consideration, but there will be additional emphasis on the long term trend of CEO 

total compensation relative to shareholder return. Also consider the mix of 

performance-based compensation relative to total compensation. In general, 

standard stock options or time-vested restricted stock are not considered to be 

performance-based. If a company provides performance-based incentives to its 

executives, the company is highly encouraged to provide the complete disclosure 

of the performance measure and goals (hurdle rate) so that shareholders can assess 

the rigor of the performance program. 

Id. 

 122. Id. at 39. 

 123. Id. at 40–41. 

 124. Id. at 41–46. 

 125. Id. at 47. 

 126. Id. at 37. 

 127. GLASS, LEWIS & CO., supra note 114, at 8. 

 128. Id. 

 129. See CAL. PUB. EMPS‘ RET. SYS., GLOBAL PRINCIPLES OF ACCOUNTABLE CORPORATE 

GOVERNANCE 11–14 (2010), available at http://www.calpers-governance.org/docs-

sof/principles/2010-5-2-global-principles-of-accountable-corp-gov.pdf. 
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pay–performance sensitivity
130

 and equity compensation terms.
131

 Other 
institutional holders have been more circumspect, at least publicly, with 
respect to compensation guidance.

132
 Still others expressly rely on proxy 

advisors,
133

 and are consequently guided by their focus on pay structure. 
Finally, the business press engages in a more informal evaluation of 

pay practices on a regular basis. Of late, both the New York Times and the 
Wall Street Journal have devoted special sections to executive 
compensation each year during proxy season when new information 

                                                                                                                      
 130. Id. at 11 (―A significant portion of executive compensation should be comprised of ‗at 

risk‘ pay linked to optimizing the company‘s operating performance and profitability that results in 

sustainable long-term shareowner value creation.‖). 

 131. Id. at 12 (encouraging executive stock ownership guidelines and performance-based 

vesting requirements, disapproving single-trigger vesting, short vesting periods, repricing, and 

reloading); see also Vanguard's Proxy Voting Guidelines, VANGUARD, https://advisors.vanguard 

.com/VGApp/iip/site/advisor/aboutus/philosophy/article?file=IWEProx 

yVotingGuidelines (last visited Mar. 4, 2012) (presenting Vanguard‘s guidelines for equity plan 

approvals, recommending mandatory shareholdings, vesting periods, use of performance-vesting 

conditions, and substitution for salary, while disapproving excessive potential dilution, excessive 

annual dilution, repricing and reloading); TIAA-CREF FINANCIAL SVCS., TIAA-CREF POLICY 

STATEMENT ON CORPORATE GOVERNANCE 22–23 (6th ed.), available at http://www.tiaa-

cref.org/ucm/groups/content/@ap_ucm_p_tcp/documents/document/tiaa01010204.pdf (discussing 

principles involved with equity compensation plans). 

 132. For instance, Fidelity‘s voting guidelines with respect to say-on-pay and director elections 

simply look to whether: 

[e]xecutive compensation appears misaligned with shareholder interests or 

otherwise problematic, taking into account such factors as: (i) whether the 

company has an independent compensation committee; (ii) whether the 

compensation committee engaged independent compensation consultants; . . . (iv) 

whether the compensation committee has lapsed or waived equity vesting 

restrictions; and (v) whether the company has adopted or extended a Golden 

Parachute without shareholder approval. 

Id.; see also Corporate Governance and Proxy Guidelines, FIDELITY, 

http://personal.fidelity.com/myfidelity/InsideFidelity/InvestExpertise/governance.shtml (last visited 

Mar. 4, 2012). 

 133. See Franklin Mutual Advisers, LLC Proxy Voting Policies & Procedures, FRANKLIN 

TEMPLETON INVS., https://www.franklintempleton.com/retail/pages/generic_content/home/proxy/ 

proxy_policy_fma.jsf (last visited Mar. 4, 2012). 

Investment Manager believes that executive compensation should be directly 

linked to the performance of the company. Investment Manager evaluates plans on 

a case-by-case basis by considering several factors to determine whether the plan 

is fair and reasonable. Investment Manager reviews the RiskMetrics quantitative 

model utilized to assess such plans and/or the Glass Lewis evaluation of the plan. 

Id.; see also Nationwide Fund Advisors, Summary of Proxy Voting Guidelines,  NATIONWIDE, http:// 

www.nationwide.com/pdf-mutual-funds/proxy-nationwide.pdf (last visited Mar. 4, 2012) (―NFA 

has delegated to RiskMetrics Group ISS Governance Services (‗RiskMetrics‘), an independent 

service provider, the administration of proxy voting for Client portfolio securities directly managed 

by NFA, subject to oversight by NFA‘s ‗Proxy Voting Committee.‘‖). 
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becomes available.
134

 Moreover, reports continuously surface regarding 
particular firms‘ compensation practices either upon hiring, firing, or 
simply changing pay.

135
 Unlike the ex ante guidelines discussed above, 

however, these ―press tests‖ tend to be more populist in nature and thus 
more focused on pay level than those applied by shareholders and their 
advisors. 

b.  Testing Opportunities 

All of these observers have regular opportunities to apply these 
guidelines. Although executive pay is partially governed by ex ante 
employment contracts between the firm and the manager, important 
decisions are made over consistent intervals. Option and restricted stock 
grants are made annually, if not more often. And even if particular equity 
award levels are specified in an employment contract, the annual decision 
will still involve any number of variables including vesting schedules, 
performance hurdles, and option length. Also, performance-based bonus 
targets are set annually and require shareholder approval in order to 
achieve favorable tax treatment.

136
 Thus the metrics and performance 

levels required for most cash bonuses are the subject of constant 
decisionmaking. And, of course, firms regularly enter into new 
employment agreements with compensation terms, either for new hires or 
upon the expiration of a previous agreement when renewing the 
employment of an incumbent. 

Aside from specific compensation-setting decisions, more generalized 
structuring decisions also happen regularly. Compliance with share 
ownership guidelines is reported annually in the CD&A.

137
 Less frequently, 

but still regularly (usually every five years), performance bonus plans must 
be proposed and approved by shareholders to achieve favorable tax 

                                                                                                                      
 134. See, e.g., Joann S. Lublin, CEO Pay in 2010 Jumped 11%, WALL ST. J. (May 9, 2011), 

http://online.wsj.com/article/SB10001424052748703992704576307332105245012.html (offering a 

chart of the twenty highest paid CEOs in 2010 with compensation elements broken out as per the 

Summary Compensation Table). 

 135. See, e.g., Pradnya Joshi, We Knew They Got Raises, But This?, N.Y. TIMES, July 3, 2011, 

at BU1, available at http://www.nytimes.com/2011/07/03/business/03pay.html?_r=1&scp=1& 

sq=%22we%20knew%20they%20got%20raises%22&st=cse; Joann S. Lublin & Dana Mattioli, 

Raises, Bonuses to Slow, WALL ST. J. (May 9, 2011), http://online.wsj.com/article/SB10001424052 

748703992704576307880831585692.html (suggesting that ,while shareholder pressure would limit 

2011 pay increases, executives would see large payouts from the vesting of equity awards granted 

during the previous downturn); Gretchen Morgenson, Moving the Goal Posts on Pay, N.Y. TIMES, 

May 8, 2011, at BU1, available at http://www.nytimes.com/2011/05/08/business/08gret.html?pag 

ewanted=all (questioning Wal-Mart‘s decision to change performance goals for its cash bonus 

plan). 

 136. See I.R.C. § 162(m)(4)(C)(ii) (2006) (requiring shareholder approval of bonus plans in 

order for those plans to qualify for preferential tax treatment—that is, to be excluded from a $1 

million cap on deductible compensation per employee). 

 137. 17 C.F.R. § 229.402(b)(2)(xiii) (2010). 
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treatment.
138

 Finally, shareholders at public companies now have the 
opportunity to cast an advisory vote on firms‘ executive compensation 
practices via say-on-pay.

139
 Say-on-pay votes generally occur annually, 

although shareholders may agree to vote as infrequently as once every three 
years.

140
 

The compensation choices that firms make are conspicuous. Critics 
consistently complain that firms are able to hide pay decisions, including 
pay structure decisions, because of holes in the disclosure regime.

141
 As 

discussed above,
142

 compensation disclosure is now king, taking up a 
significant portion of public companies‘ annual reports and showing up 
frequently in other, more real-time filings. The salience of pay structure is 
heightened by the payoffs to experts who offer distilled compensation 
information to their relevant audiences, whether they be readers, viewers, 
clients or voters. In short, Compensation-as-Responsiveness is a signal 
unlikely to be missed,

143
 giving it the potential to effectively signal a great 

deal about firm governance, assuming there is any reason to think the two 
are related. 

2.  Limitations 

Compensation-as-Responsiveness may not be a perfect signal of firm 
governance, let alone quality. Firms are surprisingly homogenous in their 
pay practices, at least insofar as those pay practices are tested by the 
market. This homogeneity weakens the strength of Compensation-as-
Responsiveness, because the vast majority of public firms are able to make 
the same grade. Thus, only the most egregiously governed (or advised) 
firms send any sort of signal through their noncompliance with market 
expectations. This information is helpful for learning about those firms,

144
 

                                                                                                                      
 138. See Treas. Reg. § 1.162-27(e)(4)(vi) (2001). 

 139. See Dodd-Frank Wall Street Reform and Consumer Protection Act, Pub. L. No. 111-203, 

§ 951(a)(1), 124 Stat. 1376, 1899 (2010). 

 140. Id. 

 141. See, e.g., Lucian A. Bebchuk & Robert J. Jackson, Jr., Executive Pensions, 30 J. CORP. L. 

823, 827–28 (2005) (explaining limited disclosure requirements regarding executive pensions). 

 142. See supra notes 79–94 and accompanying text. For instance, pension disclosure has 

become much more significant. See 17 C.F.R. § 229.402(h) (2010). 

 143. The salience of compensation decisions may actually cause the distortive effects based on 

compensation signaling. See Utset, supra note 12, at 27–29. 

 144. There is, of course, some level of doubt remaining about the correlation between 

responsiveness to compensation expectations and future firm performance. Boards are well aware of 

the salience of compensation decisions. Accordingly, directors with career concerns or those averse 

to criticism and shareholder interference are likely to devote substantial resources to satisfying 

market expectations regarding pay. See Ravi Singh, Board Independence and the Design of 

Executive Compensation 3 (Harvard NOM, Working Paper No. 673741, 2006), available at 

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=673741 (finding higher levels of incentive pay 

at firms with directors having career concerns). These calculations may lead to particularly perverse 

results, whereby pay decisions are made to mask negative information. See Utset, supra note 12, at 
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but requires a tempering of expectations regarding Compensation-as-
Responsiveness‘ power across capital markets. 

Homogeneity in pay practices runs contrary to theory which predicts 
significant variance among firms in pay structure decisions.

145
 

Nevertheless, at least with respect to those issues on which the market is 
willing to test, homogeneity exists.

146
 In pay structure, firms display a 

striking tendency to herd.
147

 Sixty years ago, only 16% of one sample of 
managers received options, but by the 1990s, that number had jumped to 

                                                                                                                      
25–26. Aside from that extreme, pay decisions may nevertheless fail to reflect the range of 

governance decisions a firm faces. Boards may be responsive to shareholder demands because they 

feel they have to be so, in ways that they do not for other types of decisions. This sort of ―teaching 

to the test‖ leaves open questions about governance quality in other less public, but perhaps even 

more important, spheres. 

Even if pay decisions were indicative of general board responsiveness, it remains far from 

certain the degree to which firm performance is a function of that responsiveness. The link between 

the two has been researched and hotly debated for some time. For purposes of this argument, 

however, it need only be granted that the evidence in favor of the connection is not wholly 

conclusive. See, e.g., Sanjai Bhagat et al., The Promise and Peril of Corporate Governance Indices, 

108 COLUM. L. REV. 1803, 1814 (2008) (―[T]he empirical literature investigating the effect of 

individual corporate governance mechanisms on corporate performance has not been able to 

identify systematically positive effects and is, at best, inconclusive.‖). On this point, even the most 

famous research demonstrating a correlation between governance and firm performance is 

circumspect about drawing conclusions based on a potential endogeneity problem. See, e.g., Paul 

Gompers, Joy Ishii & Andrew Metrick, Corporate Governance and Equity Prices, 118 Q. J. ECON. 

107, 142–43 (2003). 

Since this is an experiment without random assignment, no analysis of causality 

can be conclusive. The main problem is the possibility that some unobserved 

characteristic is correlated with G and is also the main cause of abnormal returns. 

This type of omitted-variable bias could be something prosaic, such as imperfect 

industry adjustments or model misspecification, or something more difficult to 

quantify, such as a partially unobservable or immeasurable ―corporate culture.‖ 

Under the latter explanation, management behavior would be constrained by 

cultural norms within the firm, and democracy and dictatorship would be a 

persistent feature of a corporate culture; G would be a symptom, but not a cause, 

of this culture. In this case, all the results of the paper could be explained if 

investors mispriced culture in 1990, just as they appear to have mispriced its 

proxy, G. The policy impact of reducing G would be nonexistent unless it affected 

the culture of managerial power that was the true driver of poor 

performance. . . . We conclude that the remaining performance differences, which 

are economically large, were either directly caused by governance 

provisions . . . or were related to unobservable or difficult-to-measure 

characteristics correlated with governance provisions . . . . 

Id. 

 145. See, e.g., Core et al., supra note 47, at 32. 

 146. Heterogeneity clearly exists with regard to overall pay levels. See, e.g., Frydman & Saks, 

supra note 22, at 14, 70 (showing wide ―total pay‖ dispersion among managers). 

 147. See Jeffrey N. Gordon, Essay, ―Say on Pay‖: Cautionary Notes on the U.K. Experience 

and the Case for Shareholder Opt-In, 46 HARV. J. ON LEGIS. 323, 347 (2009). 
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82%.
148

 David Walker recently found that, by 2007, firms had drifted into 
three groups, awarding either options exclusively, restricted stock 
exclusively, or an equal mixture of both.

149
 Stock options are almost 

uniformly granted with exercise prices equivalent to the grant date share 
price

150
 and ten-year terms. Repricing of options is virtually nonexistent.

151
 

Performance-vesting conditions on equity awards are still rare,
152

 
notwithstanding the market‘s expression of support. Base salaries are 
relatively sticky and uniform across firms,

153
 with value differentials in pay 

packages delivered almost entirely through performance-based pay, usually 
equity awards. 

In practice, then, pay structure decisions signal something about 
governance at only a small number of outlier firms that fail to comply with 
pay structure guidelines which tightly link pay to performance or otherwise 
takes some extraordinary step.

154
 Compensation-as-Responsiveness, and 

therefore Compensation-as-Governance more generally, may be helpful in 
identifying these problem firms, but probably only these problem firms. 

What accounts for this homogeneity and the resulting limited effect of 
Compensation-as-Responsiveness? In short, there is little cost to firms in 
complying with the rules. Even firms that are otherwise nonresponsive to 
shareholder demands find it incredibly easy to appear responsive through 
agreeable pay structures. Although this state of affairs may mean that the 
market is simply too generous now in its requirements (and therefore might 
become more exacting later), it is more likely that market participants are 
inevitably constrained in the demands they feel comfortable making, 

                                                                                                                      
 148. Frydman & Saks, supra note 22, at 10. 

 149. David I. Walker, Evolving Executive Equity Compensation and the Limits of Optimal 

Contracting 27–28 (Bos. Univ. Sch. of Law, Law & Econ. Research Paper Series, Paper No. 09-34 

& N.Y. Univ. Sch. of Law, Law & Econ. Research Paper Series, Paper No. 09-46, 2009), available 

at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1443170. Professor Walker suggests a naïve 

diversification bias on the part of firms as the reason for this phenomenon. Id. at 32–34. 

 150. See, e.g., BEBCHUK & FRIED, supra note 3, at 160. This choice of exercise price, however, 

could in part be driven by tax concerns. See I.R.C. § 409A (2006) (imposing, effectively, a 20% 

excise tax on in-the-money options as noncompliant deferred compensation). 

 151. See Andrew C.W. Lund, What Was the Question? The NYSE and Nasdaq’s Curious 

Listing Standards Requiring Shareholder Approval of Equity-Compensation Plans, 39 CONN. L. 

REV. 119, 136 (2006) (noting the paucity of repricing provisions in shareholder-approved equity 

compensation plans). 

 152.  Carr Bettis et al., Stock and Option Grants with Performance-Based Vesting Provisions 7 

(May 1, 2007) (unpublished manuscript), available at http://69.175.2.130/~finman/ 

Orlando/Papers/PERFORMANCEVESTING.pdf.  

 153. GREG RUEL & MICHELLE LAMB, GMI‘S 2011 CEO PAY SURVEY 3, 9, 11 (2011), available 

at http://origin.library.constantcontact.com/download/get/file/1102561686275-61/GMI_CEOPay 

2011_122011.pdf. 

 154. A mid-season analysis showed that twenty-three of the (at the time) twenty-nine firms 

receiving negative votes had been characterized as having a ―pay for performance disconnect.‖ See 

Say-on-Pay Update: Voting Results and Trends So Far, COGENT COMP. PARTNERS (2011), 

http://cogentcompensation.com/ images/resources/SayOnPayUpdate_June2011.pdf. 
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allowing firms to pool. 
First, the common use of compensation consultants by public firm 

boards
155

 will naturally tend to produce such an effect at clients of those 
consultants.

156
 The consultants face transaction costs and are likely to 

intentionally or unintentionally recycle advice at various client firms. 
Second, the common practice of benchmarking pay (including pay 
components)

157
 necessarily leads to decreased variation among firms. 

Firms construct peer groups and then determine pay levels and pay 
structure consistent with that constructed market.

158
 Recently, researchers 

found that executives paid below the median of their peer group are more 
likely to receive large raises going forward, presumably triggered by the 
benchmarking process, and those raises are spread evenly across pay 
vehicles.

159
 Thus, in addition to their overall pay levels, benchmarking 

firms‘ proportions of performance-based compensation to fixed 
compensation appear to converge with those of the benchmarked and 
nonbenchmarked firms.

160
 

Third, firms face legal and quasi-legal constraints that may effectively 
rule out certain pay structure alternatives.

161
 Most notably, Section 162(m) 

                                                                                                                      
 155. A recent study found that 86% of public companies used compensation consultants when 

designing pay systems. See Brian Cadman, Mary Ellen Carter, & Stephen Hillegeist, The Incentives 

of Compensation Consultants and CEO Pay, J. ACCT. & ECON. (forthcoming 2012) (manuscript at 

23), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1103682. 

 156. In Professor Walker‘s study, for instance, the extreme cases (all options or all restricted 

stock) were much less likely to occur at firms using compensation consultants. See Walker, supra 

note 149, at 35. 

 157. John M. Bizjak, Michael L. Lemmon & Thanh Lai Nguyen, Are All CEOs Above 

Average? An Empirical Analysis of Compensation Peer Groups and Pay Design 2 (Aug. 14, 2009) 

(unpublished manuscript), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id= 

1364775 (stating 69% of firms report a peer group used for benchmarking purposes). 

 158. Id. at 10. 

In most firms, salary, bonuses, option pay, and total compensation are in some 

form anchored to the peer group. Firms typically target the various components of 

pay at the median pay level of the comparator group. It is not uncommon, 

however, for firms to target pay above the median (e.g., at the 75th percentile). 

Id. 

 159. John M. Bizjak, Michael L. Lemmon & Lalitha Naveen, Does the Use of Peer Groups 

Contribute to Higher Pay and Less Efficient Compensation? 12 (Mar. 2007) (unpublished 

manuscript), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=252544. 

 160. The effects of consultants and benchmarking may be related, as the choice of peer group 

appears related to common compensation consultants. See Brian D. Cadman & Mary Ellen Carter, 

Compensation Peer Groups and Their Relation with CEO Pay 2 (Apr. 2011) (unpublished 

manuscript), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1349997.  

 161. One of the more famous examples of these rules was a GAAP rule that required only in-

the-money stock options to be expensed, providing a serious accounting penalty that homogenized 

pay practices. See SHARE-BASED PAYMENT, Statement of Fin. Accounting Standards No. 123, at iii–

iv (Fin. Accounting Standards Bd. 2004). 
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of the Internal Revenue Code caps public companies‘ deductions for 
compensation paid to the top five executives at $1 million, unless the 
compensation is ―performance-based.‖

162
 The combination of tax and, 

particularly, disclosure makes it more likely that few firms will pay more 
than $1 million to an executive in, for instance, salary.

163
 More recently, 

Section 409A of the tax code which ostensibly deals with deferred 
compensation makes it essentially impossible for firms to compensate via 
in-the-money stock options, among other things.

164
 

Fourth, the increased costs of noncompliance with market expectations, 
brought on by say-on-pay and increased disclosure requirements described 
above, make it more likely that the vast majority of firms will do as the 
market demands in regard to pay structure. And the market, while happy to 
suggest rules regarding pay structure, has been loath to offer guidance 
regarding pay levels. None of the guidelines described above offer any 
specific statements about pay level. The closest one comes to finding 
definitive guidance regarding pay level are (i) rejoinders to use appropriate 
firms for benchmarking purposes, leaving the matter of pay level at any 
particular firm something of a recursive loop,

165
 and (ii) a rejection of 

increased total compensation levels at extremely poorly performing 
firms.

166
 The failure to discipline pay levels at all other firms permits the 

majority to comply with more abstract pay structuring requirements almost 
without cost, at least governance-related cost.

167
 Most firms, that is, the 

ones not woefully underperforming, are free to avoid the difficult 
question—arriving at an optimal pay package for executives. Instead, these 
firms are able to ensure that pay is sufficiently performance-based while 
simultaneously increasing their expected value to make up for the new 
costs borne by executives.

168
 Indeed, this hydraulic effect has been 

                                                                                                                      
 162. See I.R.C. § 162(m)(1) (2006). 

 163. See, e.g., Andrew C.W. Lund, Tax’s Triviality as a Pay-Reforming Device, 56 VILL. L. 

REV. (forthcoming 2012) (on file with author). 

 164. See I.R.C. § 409A(a)(1)(A)(i) (2006) (characterizing at-the-money options as not deferred 

compensation subject to the rule). 

 165. This is not to say that at least some observers do not explicitly or implicitly disapprove of 

high pay levels. The business press is perhaps the most obvious example of a market watcher that 

imposes some discipline over pay levels, albeit sporadically and relatively gently (given its limited 

governance role). See, e.g., Joshi, supra note 135. 

 166. See supra note 121.  

 167. To be sure, there are economic costs to the firm as it substitutes higher and higher levels 

of pay in exchange for making that pay more sensitive to performance. See Lund & Polsky, supra 

note 5, at 709–19. 

 168. There are reasons that executives might not object to riskier pay packages. See Tung-

Hsiao Yang & Don M. Chance, The Effect of Executive Confidence, Ability, and Private Beliefs on 

the Valuation of Executive Stock Options 1–2 (Mar. 10, 2011) (unpublished manuscript), available 

at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1783034 (suggesting that executives‘ 

overconfidence may overwhelm their risk-aversion so that, in some cases, they would value options 

more highly than the firm). 
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predicted by incentive pay theory at various points over the past three 
decades.

169
 

We are left with a severely weakened version of Compensation-as-
Responsiveness. It seems clear that a significant segment of the market 
expects a causal relationship between board responsiveness to shareholder 
demands and firm performance. Although pay-based repudiation appears to 
be limited to a handful of exceptional cases, those exceptional cases are 
nevertheless something as far as demonstrating firm quality. Moreover, 
market expectations could become more robust over time, which might 
increase the number of ―bad-paying‖ firms and the power of the 
Compensation-as-Responsiveness signal. Still, it would take an 
extraordinary optimist to think that Compensation-as-Responsiveness 
could justify our continued interest in pay structure. 

III.  COMPENSATION-AS-TRADING 

Pay structure might also be able to transmit information about a firm‘s 
prospects in other ways. Specifically, choice of pay structure might send a 
credible signal to markets about the managers‘ expectations for firm 
performance based on their inside information. Consider an executive with 
some material nonpublic information about the firm. The executive is 
offered a choice of receiving pay in either a fixed salary or stock options.

170
 

If the executive holds inside information and this information leads the 
executive to believe the firm is currently overvalued, the executive would 

                                                                                                                      
 169. See Jensen & Murphy, supra note 1, at 140. Market constituencies could become more 

demanding regarding pay levels at average or even above-average firms, shutting off the pay level 

―safety valve‖ and perhaps making pay structure decisions more powerful signals. After all, excess 

compensation paid to managers is less money in shareholder pockets. But there are good reasons to 

think shareholders, their advisors, and most other compensation observers are poorly situated to 

establish such strictures. As discussed in Part III infra, they are less involved in the actual 

negotiations between firms and executives and therefore have a less clear picture of the relevant 

reservation prices. More importantly, they are less likely to be aware of the marginal value of a 

particular manager, making them disinclined to deviate from their ex ante rules even when upward 

deviation would be valuable to the firm in terms of retaining or attracting the manager. All of this 

naturally makes the market cautious about imposing strict pay level rules. But the absence of such 

rules, when combined with compensation consultant incentives, benchmarking and generalized 

market pressure over pay decisions, means that few firms are willing to challenge pay orthodoxy. 

 170. Restricted shares would be a viable choice only if the executive had some uncertainty 

about firm prospects, generally believing the share price to be undervalued but remaining uncertain 

of that view. Shares would give him some upside potential in case his hunch was correct while 

providing a value floor in case he was wrong. But with certainty, the executive should always prefer 

either options or cash. Assuming something less than 100% certainty, he will also charge a premium 

for bearing the risk, regardless of the option/share decision. Consequently, the deviation between 

the exercise price or share price, on the one hand, and the ―true‖ price adjusted for inside 

information, on the other, may need to be more than de minimis. That is, this signal may require a 

relatively high level of material nonpublic information. For more on the confounding effects of 

executive risk aversion, see infra notes 221–229 and accompanying text. 
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choose the salary option, thereby avoiding the loss to be incurred once the 
inaccuracy is rectified. If, on the other hand, the inside information leads to 
a conclusion that the firm‘s shares are undervalued, the executive would 
choose the options, thereby pocketing the gain made available by the 
inaccuracy that is baked into the options‘ exercise price.

171
 In either case, 

information about the firm that would otherwise remain hidden for an 
indefinite period of time is disclosed when pay structure is disclosed. 
Importantly, inside information about the firm revealed through 
compensation choice could be related either to some exogenous factor 
about the firm (for example, hot new product lines or other strategic 
opportunities) or managerial quality. 

This example—call it ―Compensation-as-Trading‖—is but a cousin to 
the much-maligned practice of spring-loading options, whereby executives 
influence the grant date of their options (and, as a result, those options‘ 
exercise prices) so that they occur immediately prior to good news which 
thereafter causes the share price (and the value of the executives‘ options) 
to increase.

172
 The difference between the two is simple: spring-loading 

takes the option pay structure for granted with the executive increasing its 
value through strategic timing, whereas by choosing stock options over 
salary, the executive is able to exploit his initial influential position vis-a-
vis the pay structure itself. But, if the market took spring-loading for 
granted, disclosure of option grants would signal that executives believe 
the stock is undervalued and should lead the share price to increase. 

One of the more interesting aspects of Compensation-as-Trading is the 
reversal of causality it implies. As discussed above, agency theory has 
traditionally predicted that pay structure (or, more specifically, managerial 
ownership) affected firm performance. Compensation-as-Trading would 
demonstrate the opposite, with expectations of firm performance driving 
pay structure–managerial ownership. 

This reversal has been suggested before by research showing that the 
pay-performance relationship is closer at firms with high levels of research 
and development (R&D).

173
 Professor Stacey Kole has hypothesized that 

the heightened pay–performance sensitivity at that subset of firms could be 
driven by the relative inaccuracy of non-equity performance measures in 
R&D-intensive firms or the need to bond managers to stay at those firms, 
either of which would lead those firms to lean more heavily on equity-
heavy compensation practices.

174
 Compensation-as-Trading provides an 

                                                                                                                      
 171. For tax and governance reasons, the exercise price for stock options is almost always 

based on the grant date share price. See supra note 150 and accompanying text. 

 172. For more on spring-loading, see David I. Walker, Some Observations on the Stock Option 

Backdating Scandal of 2006 2–4 (Boston Univ. Sch. of Law, Law & Econ. Working Paper No. 06-

31, 2006), available at http://papers.ssrn.com/sol3/ papers.cfm?abstract_id=929702. 

 173. See Kole, supra note 104. 

 174. Id. at 132. 
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alternative explanation for the same data, as managers at R&D-intensive 
firms will have more access to material nonpublic information about future 
firm performance because there is simply more of that information at those 
firms.

175
 That asymmetry introduces valuation gaps and permits insiders to 

extract trading profits based on positive or negative information. In either 
case—contingent compensation for optimistic insiders or fixed 
compensation for pessimistic insiders—the market could observe the pay 
design choices made by those possessing inside information and conclude 
that the shares were currently misvalued in one direction or another. This is 
just one example of Gilson and Kraakman‘s ―derivatively informed 
trading‖ mechanisms.

176
 To use their phrase, pay structure choice serves as 

a kind of ―trade decoding,‖
177

 whereby the non-insider traders are able to 
observe the buy–sell behavior of insiders, presume those insiders are acting 
pursuant to relevant inside information, and consequently follow their 
lead.

178
 

A.  Compensation-as-Trading Versus Insider Trading 

The ability of pay structure to signal something about firm quality has a 
well-known precursor in the governance literature: the argument in favor 
of insider trading as a means for producing more accurate share prices. 
Henry Manne first argued that insider trading could have the salutary effect 
of permitting nonpublic information to seep into the public markets, 
thereby adjusting share prices more closely to their ―true‖ levels.

179
 Carlton 

and Fischel subsequently made the point even more strongly.
180

 On this 
view, given a constant baseline level of inside information, insider trading 

                                                                                                                      
 175. See id. at 132–33. Professor Kole notes the disconnect between insider information and 

market information at high research firms and suggests that the gap may encourage boards to pay 

insiders in equity to achieve optimal investment programs. The implication is that pay structure is 

chosen by the board without influence by the manager. See infra Part III (explaining more on the 

question of managerial power in pay structure choices). 

 176. See Ronald J. Gilson & Reinier H. Kraakman, The Mechanisms of Market Efficiency, 70 

VA. L. REV. 549, 572–79 (1984). 

 177. Id. at 573–74 (attributing the phrase to Robert Verecchia). 

 178. See, e.g., Myron S. Scholes, The Market for Securities: Substitution Versus Price 

Pressure and the Effects of Information on Share Prices, 45 J. BUS. 179, 200 (1972). 

179. HENRY G. MANNE, INSIDER TRADING AND THE STOCK MARKET (1966). Manne‘s original 

explanation regarding the exact mechanism for this seepage involved the increased supply of shares 

occasioned by the insiders‘ newfound interest in selling. Id. at 80–86. Professors Gilson and 

Kraakman, among others, have noted that the increase in supply due to insider trading will be too 

small to have an effect on share price. Gilson & Kraakman, supra note 176, at 629–30. Manne 

subsequently defended his position on the ground that insider trading would allow information to 

seep into the market. See Henry G. Manne, Economic Aspects of Required Disclosure under 

Federal Securities Laws, in WALL STREET IN TRANSITION: THE EMERGING SYSTEM AND ITS IMPACT 

ON THE ECONOMY 21, 74–79 (Manne & Solomon eds. 1974). 

 180. Dennis W. Carlton & Daniel R. Fischel, The Regulation of Insider Trading, 35 STAN. L. 

REV. 857, 868 (1983).  
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would provide a reasonably good opportunity for getting that information 
into the light.

181
 At the very least, it would make sense to watch how 

executives traded were insider trading legalized. 
However, the ability of insider trading to increase pricing accuracy is 

severely compromised. Most importantly, it is very costly, and perhaps 
impossible, for market participants to determine the identity of those 
trading in a firm‘s securities absent disclosure by the insider. Insider 
trading is prohibited by the securities laws.

182
 As a result, those engaged in 

the practice take significant pains to disguise their identities when trading. 
Even if the prohibition were relaxed and coupled with mandatory pre-trade 
disclosure,

183
 insiders would continue to have incentives to trade outside of 

the system part of the time so as to not adversely affect share prices by the 
disclosure of share sales.

184
 That is, they would try to avoid signaling 

through insider trading, at least if they were selling shares. Therefore, this 
sort of trade decoding will function very slowly and sporadically, if at 
all.

185
 

Moreover, for purposes of promoting accurate prices, insider trading 
has been criticized for pushing information traders out of the market.

186
 

Information traders and insiders, armed with knowledge about firm 
prospects, buy and sell securities and, by doing so, make the market price 
reflective of the information they possess. But the two groups may be 

                                                                                                                      
 181. See Kahan, supra note 64, at 1002. Manne also advocated for relaxing insider trading 

rules on the grounds that insider trading would provide an efficient compensation mechanism. See 

MANNE, supra note 179, at 138–40. Recently, Todd Henderson has shown that boards may in fact 

be permitting some level of insider trading in exchange for lower compensation payouts. See 

Henderson, supra note 3, at 541–42 (showing that firms at which insiders are likely to be engaging 

in informed trades under the auspices of Rules 10b5-1 trading plans are paid less than their 

counterparts at firms at which informed trading is less likely). 

 182. See Chiarella v. United States, 445 U.S. 222, 225–30 (1980). To the extent that insiders 

do trade in the firm‘s securities, they are required to report those trades. See Securities Exchange 

Act of 1934, 15 U.S.C. § 78p(a) (2006). Steve Thel has suggested that § 16(a) was able to serve a 

signaling function regarding managers‘ predictions of firm prospects. See Steve Thel, The Genius of 

Section 16: Regulating the Management of Publicly Held Companies, 42 HASTINGS L.J. 391, 421 

(1991). 

 183. See Gilson & Kraakman, supra note 176, at 632. 

 184. See Thel, supra note 182, at 422. 

The requirement that officers and directors disclose their equity security holdings 

has the potential for encouraging managers to acquire equity 

positions . . . [because e]ven if investors think they are injured when insiders trade 

on inside information, they may be reluctant to entrust their financial interests to 

managers who are unwilling to participate in the common enterprise by owning 

stock. 

Id. 

 185. See BAINBRIDGE, supra note 64, at 590. 

 186. See Zohar Goshen & Gideon Parchomovsky, The Essential Role of Securities Regulation, 

55 DUKE L.J. 711, 733–36 (2006). 
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substitutes and not complements if information traders are systematically 
beaten in trading by insiders.

187
 In that case, information traders may leave 

the market, forcing it to rely exclusively on insider trading for ensuring 
price accuracy.

188
 Because complete reliance on insider trading would open 

up the mechanism to any number of pathologies,
189

 it may be better to 
disfavor insider trading because of the consequent reduction in information 
trading. 

Interestingly, pay structure choices dominate insider trading as a 
derivatively informed trading mechanism on at least some of these points. 
Most importantly, disclosure of pay structure choices is broadly and 
consistently disseminated. Because of mandatory disclosure rules,

190
 the 

signaling capacity of Compensation-as-Trading is not contingent on an 
uncertain string of disclosure decisions, making decoding costs far less. It 
necessarily functions in a world of pre-trading disclosure,

191
 with the 

allowance for post-trading disclosure along the lines of normal 
compensation disclosure rules. 

Similar to trades based on nonpublic information, top executives at 
public companies would sometimes have little reason to hide their 
compensation-related behavior from outside observers. Given positive 
inside information, executives accepting high levels of equity awards have 
no reason to hide those awards because corresponding price increases 
occur after the award is granted. The relevant exercise price (for options) is 
not increased by any market reaction, nor are the gross amounts of awards 
(for stock awards) reduced to account for that reaction. Thus, in many 
cases we should expect insiders to do everything in their power to 
publicize the pay structure, as doing so should generally increase the value 
of their holdings. 

On the other hand, as with insider trading, there may be cases where 
the insider‘s negative inside information causes them to negotiate for less 
contingent pay, which they might naturally seek to obscure. But unlike 
trades based on nonpublic information, top executives at public firms 
cannot unilaterally hide their pay as they arguably could with sales of 
company stock. Boards and other internal monitoring bodies are intimately 
involved with the preparation of an annual report and, after negotiating the 
pay structure choice, would have to be complicit in any such subterfuge.

192
 

                                                                                                                      
 187. Id. at 733–34. 

 188. The risk may be overstated depending upon the relative magnitude of insider trading and 

noise trading. Information traders should rationally stay in a market filled with rampant insider 

trading as long as there is a greater likelihood that they are trading with uninformed investors at any 

given moment. See, e.g., Jhinyoung Shin, The Optimal Regulation of Insider Trading, 5 J. FIN. 

INTERMEDIATION 49, 51, 68 (1996). 

 189. See Goshen & Parchomovsky, supra note 186, at 735–37. 

 190.  See supra notes 182–183 and accompanying text. 

 191. See Gilson & Kraakman, supra note 176, at 632. 

 192. A manager could avoid board oversight by hedging against firm-specific risk after the 
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This larger group of conspirators necessarily makes hiding Compensation-
as-Trading more difficult. Professor Manuel Utset has suggested that firms, 
including their boards, might rationally adjust compensation decisions 
specifically because of signaling effects.

193
 Utset is primarily concerned 

with the signal of managerial quality and he argues that firms will be less 
likely to reduce pay for fear of prematurely signaling that the incumbent 
manager is less talented.

194
 But in the context of pay structure, the 

argument is easily extended such that boards, concerned with market 
perception, might artificially increase pay–performance sensitivity in an 
effort to signal positive inside information even when the news is 
negative.

195
 Unlike the increasing or steady pay level hypothesized by 

Utset, however, increased pay–performance sensitivity at a floundering 
firm will impose costs on managers who are unlikely to accept the package 
passively.

196
 Those managers may accept high levels of contingent pay up 

to a point out of concern for signaling effects, but at some point few 
beyond those with extraordinarily high positions in the firm‘s stock (and 
therefore increased incentives to keep share prices as high as possible) will 
have a reservation wage low enough to justify accepting the package. 

Furthermore, Compensation-as-Trading provides a paradigmatic case 
of limited insider trading that should not push information traders out of 
the market. By its nature, Compensation-as-Trading does not involve 
information traders as counterparty to a trade with insiders. Instead, the 
firm‘s shareholder base as a whole is effectively the counterparty as the 
firm is losing the opportunity to sell equity at a higher price. In this sense 
Compensation-as-Trading is virtual trading that can be observed by 
information traders safely from a distance. If anything, the learning 
accomplished thereby may encourage information trading by lowering the 
costs of analyzing data on firm prospects. 

B.  Uncertainty Regarding Choice Constraints 

Domination of insider trading does not, by itself, state a full case for 
Compensation-as-Trading. And, in fact, Compensation-as-Trading has 
significant limitations as a signal of firm quality. First, Compensation-as-
Trading‘s ability to signal is directly related to the freedom a manager has 

                                                                                                                      
fact. Hedging decisions are required to be disclosed, but managers could systematically fail to do 

so. See supra notes 182–183 and accompanying text.  

 193. See Utset, supra note 12. 

 194. Id. 

 195. See supra note 144 and accompanying text (suggesting this as a partial explanation for the 

level of homogeneity in pay practices across firms). 

 196. Again, it is possible, though practically unlikely, that managers would accept the high 

levels of sensitivity and then immediately hedge against the risk. See supra note 192. It is also 

possible (and more likely) that managers with career concerns might be willing to sacrifice short-

term pay at troubled firms in order to send a signal that would buoy share price and thereby 

maintain their positions. 
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to choose his pay structure. Managers with total discretion over pay 
structure could choose the particular performance sensitivity they desire. 
Thus, the design, once observed, could be viewed by the market as almost 
entirely a function of his or her prediction about firm prospects.

197
 But if 

the manager‘s power over pay structure were (or were considered by the 
market to be) diminished, the observed design becomes harder to interpret 
as a signal of inside information. For instance, the audience would be left 
to wonder whether a manager set to receive highly contingent pay was 
forced to take that package in spite of his belief that the firm would fare 
poorly going forward.

198
 If observers are unsure of the level of managerial 

power in any given instance, they will naturally discount the quality of 
Compensation-as-Trading as a signal about firm prospects. 

1.  Private Negotiations and Information Failures 

The actual level of executive power over the choice of any particular 
pay structure will usually be unknown because market participants are 
largely excluded from the pay negotiation process. Pay negotiations with 
managers are conducted confidentially; only the results are made public, 
with the relevant bids and asks usually remaining hidden from view 
forever. No one but the people who were on the relevant calls and in the 
relevant meetings is likely to know whether the board‘s compensation 
committee forced a high level of incentive pay down the manager‘s throat 
or whether the manager angled for higher levels of contingent pay. 

This is the case despite the increased influence of market participants 
over compensation decisions. Recently, Congress enacted say-on-pay as 
part of the Dodd–Frank financial reform.

199
 While only advisory, firms 

appear to take say-on-pay votes seriously.
200

 Evidence from the UK, for 
instance, shows that pay-for-failure declined after say-on-pay‘s enactment 
there.

201
 Moreover, it appears that the influence of say-on-pay is felt at the 

design stage, with firms consulting with shareholder advisory groups and 
significant shareholders over pay decisions, including pay structure.

202
 

Although say-on-pay inserts certain shareholders or their advisors into the 

                                                                                                                      
 197. This is subject to potential hedging moves. See id. (explaining that hedging decisions 

could be used to avoid a board‘s oversight). 

 198. The opposite situation might also be hypothecated, though it seems less likely given the 

pressure placed on firms to pay with higher proportions of contingent pay. 

 199. Dodd-Frank Wall Street Reform and Consumer Protection Act, 15 U.S.C. § 78n-1 (2010). 

For criticism of mandatory say-on-pay in the U.S., see Gordon, supra note 147, and Lund, supra 

note 151, at 123–24 (describing the drawbacks of the NYSE‘s and Nasdaq‘s listing standard and 

recommending a change in the standard). 

 200. See, e.g., Davis, supra note 116, at 10–12. 

 201. See Fabrizio Ferri & David Maber, Say on Pay Votes and CEO Compensation: Evidence 

from the UK, REV. FIN. 21–22 (2012), available at http://69.175.2.130/~finman/Reno/Papers/FMA 

SayOnPay.pdf. 

 202. See Davis, supra note 116, at 10. 
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compensation process at an early stage, it does not require transparency of 
board-manager negotiations necessary to make the Compensation-as-
Trading signal meaningful. First, the institutional shareholders and 
shareholder advisory groups who receive private information about pay 
decisions do not publicize the content of those communications. In fact, 
institutional shareholders have every reason to avoid disclosing that an 
executive is pessimistic about firm chances, lest the market react 
negatively and harm the value of their investment. Moreover, even if these 
shareholder groups were willing to disclose what they learned in their 
conversations with firms, those conversations are unlikely to contain any 
information regarding the bargaining that led to the agreed-upon proposal. 
Firms are understandably reluctant to explain to shareholder groups the 
details of whether the executive resisted high levels of incentive pay. 

The problem of bid–ask uncertainty can be solved in some contexts. 
When acquirers seek to purchase targets and simultaneously enter into 
compensation negotiations with managers they hope to retain, they serve as 
both pay negotiation observers (indeed, participants) and trade decoders. 
As a pay negotiator, they are able to observe the subtle and otherwise 
hidden responses of incumbent managers to pay structuring proposals. 
They can see how willing an incumbent is to invest his or her own money 
in the target firm going forward or make his or her future compensation 
contingent on firm performance.

203
 As trade decoders, they can 

immediately translate those signals of firm quality into price adjustments 
as they negotiate to purchase the firm. 

Therefore, we might expect Compensation-as-Trading to be promising 
in the takeover context, at least in cases where the acquirer has an interest 
in retaining incumbent management.

204
 Along these lines, targets acquired 

by private equity firms pay their retained managers via highly incentivized 
pay packages. In his recent work, Robert Jackson studied 108 firms that 
went through the IPO process between 2000 and 2004, each with a private 
equity owner at the time of the IPO.

205
 While CEOs in previously private-

                                                                                                                      
 203. It may be that the clarity of the signal in these cases is overstated. To the extent the 

purchaser is likely to be the only option for the firm and the manager will be entitled to a single 

trigger change-in-control payout, the money the manager is asked to invest in the target going 

forward is essentially found money. I thank Steve Davidoff for raising this point.  

 204. Theoretically, the incumbent management could send compensation-related signals even 

if their employment is to be terminated by the acquirer. The acquirer could offer to provide 

enhanced severance pay that is contingent on future firm performance. On the other hand, the to-be-

fired manager might understandably and severely discount such a package based on his or her 

exclusion from firm management going forward. Thus, any signal sent by the incumbent‘s choice 

would be necessarily muted. 

Compensation-as-Trading may encourage purchasers to retain incumbents when they might have 

otherwise been neutral or even disposed to removing them. By negotiating with them over pay, 

purchasers may be able to learn information unattainable in other ways. 

 205. Robert J. Jackson, Jr., Private Equity and Executive Compensation (unpublished 

manuscript) (on file with author). 
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equity-controlled firms were not paid any more or less than CEOs at 
comparison firms, their pay exhibited much higher levels of pay-for-
performance sensitivity.

206
 Other researchers have found similar 

discrepancies between managers at public companies and those at firms 
taken private.

207
 

From this evidence, Jackson plausibly concludes that public—that is, 
nonprivate-equity-controlled—firms face serious agency-related 
constraints in pay-setting.

208
 Implicit is the assumption that high levels of 

performance-based-compensation serve as a proxy for good governance or 
low agency costs. That is, private equity firms are able to run a tighter ship 
than public shareholders, meaning that they are able to enforce value-
maximizing employment terms like heavily incentive-laden pay structures. 
But that is not the only available interpretation. Just as plausibly, the taste 
for high levels of performance-based pay at private equity-acquired firms 
could be driven by signaling concerns. During the acquisition process, 
incumbent managers are likely to have private information about the target 
firm that private equity firms do not, even assuming high levels of 
research. The managers‘ willingness to invest a significant chunk of their 
wealth in the company going forward sends a credible signal about firm 
quality to private equity buyers considering purchase of the target.

209
 Thus, 

given a reasonably broad and interchangeable array of potential targets, 
private firms should be expected to purchase only those targets at which 
incumbent managers are willing to accept high levels of incentive pay 
going forward. By requiring incumbent managers to ―put their money 
where their mouths are,‖ the outsider (in this case, the acquirer) receives 
―assurance that the firm is likely to make a positive profit.‖

210
 

                                                                                                                      
 206. Id. at 24–28. 

 207. See Phillip Leslie & Paul Oyer, Managerial Incentives and Value Creation: Evidence 

from Private Equity 1–2 (Stanford Univ. Rock Ctr. for Corporate Governance, Working Paper No. 

21, 2008), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1341295 (finding higher 

levels of top executive stock ownership, lower salaries and higher proportions of performance-based 

cash awards vs. fixed cash awards). 

 208. Jackson, supra note 205, at 27. 

 209. See, e.g., Leslie & Oyer, supra note 207, at 4. 

If any manager is unwilling to make a significant investment (often described as an 

investment on par with their home) then it is crucial to understand why. Is it 

because of personal financial limitations? If so, the PE firm will find creative ways 

to help the manager invest. Or is it because the manager has private information 

about the business that brings into question future profitability? Hence, increased 

equity participation of managers may be as important for mitigating adverse 

selection as it is for overcoming moral hazard. 

Id. 

 210. Edward P. Lazear, Output-Based Pay: Incentives, Retention or Sorting? 3 (Inst. for the 

Study of Labor, Discussion Paper No. 761, 2003), available at http://papers.ssrn.com/sol3/ 

papers.cfm?abstract_id=403900. 
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2.  Substantive Limits, Norms, and External Pressure 

While there may be opportunity to receive clear signals from 
Compensation-as-Trading in the limited context of to-be-acquired firms, 
the signal will be weaker in the normal course as long as the market cannot 
predict whether managers are free to write their own contracts. Of course, 
an entire approach to executive compensation—Bebchuk, Fried, and 
Walker‘s managerial power thesis—makes such a prediction in favor of 
managerial discretion over pay structure.

211
 In the paradigmatic case, 

shareholders at public companies are disempowered, boards are 
obsequious and executives are consequently able to control their pay level 
and structure, limited only by outrage constraints.

212
 If true, it would mean 

that Compensation-as-Trading would send a strong signal. Whatever the 
pathologies of such a structure, the result of the compensation process in a 
world of managerial power would be able to clearly signal executives‘ 
inside information about firm prospects.

213
 The observed structures would 

be entirely indicative of manager preferences and, therefore, manager 
information. The need to know anything about the negotiation history 
would be minimal because, in a world of managerial power, the observed 
pay structures are the managers‘ bids. 

The managerial power thesis has been the subject of much criticism 
elsewhere.

214
 Some of the criticism is normative and of little impact to 

present purposes. That criticism essentially states that managerial power, 
though perhaps true, is a price that we simply must pay as its costs are 
outweighed by the benefits flowing from board authority.

215
 Under this 

attack, managerial power stands as a descriptive matter and is able to make 
Compensation-as-Trading a viable signal.  

On the other hand, the managerial power thesis enjoys relatively little 
empirical support, at least as an explanation for recent compensation 
phenomena.

216
 Further, the trends seem to be moving away from 

managerial power over many corporate decisions
217

 including 
compensation.

218
 It is hard, for instance, to match the homogenous pay 

                                                                                                                      
 211. See BEBCHUK & FRIED, supra note 3, at 9; Bebchuk, Fried & Walker, supra note 3, at 

753–54. 

 212. See BEBCHUK & FRIED, supra note 3, at 64–66. 

 213. Again, a caveat is in order for the case of an empowered manager who is nonetheless 

sensitive to market reaction to pay structure disclosure, either because of portfolio concerns or 

career concerns. Such a manager might substitute higher levels of risky pay even if the manager 

were entirely in control of the pay process. See supra note 196 (explaining that directors will 

sacrifice in order to meet market expectations). 

 214. See supra note 3. 

 215. See Core et al., supra note 3, at 1144. 

 216. See, e.g., Frydman & Saks, supra note 22, at 3 (asserting that pay practices were less 

excessive during era of weaker corporate governance). 

 217. See Kahan & Rock, Embattled CEOs, supra note 38, at 989. 

 218. See id. at 1037. 
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practices described in Part II with the sort of strong managerial power 
necessary to make Compensation-as-Trading work. 

Finally, even if some managers retain significant power over pay 
structuring decisions, it will usually be difficult for observers to determine 
which managers are powerful because the process is closed. Observers, 
given limited information, must guess at the power exerted by any 
particular manager.

219
 Faced with that choice, observers are better served 

by assuming uniform levels of managerial power over structuring across 
firms. As discussed above, they will have reason to assume relatively low 
power over pay structuring, naturally leading observers to discount any 
signal that Compensation-as-Trading might send.  

C.  Uncertainty Regarding Managers’ Credibility 

Beyond the uncertainty over managerial power, the market has other 
reasons to discount the signaling power of Compensation-as-Trading. 
Observers may understandably believe that managers suffer significant 
biases when evaluating firm prospects while contemplating potential pay 
structures. First, managers may be more risk-averse than market 
participants, at least with respect to increasing their investment in the 
employing firm by way of incentive-laden pay structures. Alternatively, 
managers may be prone to overestimating the value of those awards due to 
their overoptimism. These two points conflict and may even cancel each 
other out in some instances. But prediction of these biases will be difficult, 
leading rational observers to discount any signal that choice of pay 
structure might send. 

1.  Risk Aversion 

Managers at public firms make a significant firm-specific investment in 
human capital.

220
 Further, these executives are limited in their ability to 

hedge against firm-specific risk, whether it be portfolio-related or labor-
related. The finance canon suggests that this nondiversifiable risk generally 
causes them to prefer safe business strategies.

221
 Grants of additional 

equity may actually exacerbate this aversion, but stock options were seen 
as a way to encourage managerial risk-taking by limiting downside and 

                                                                                                                      
 219. Even the originators of the managerial power thesis grant this point. See Bebchuk, Fried 

& Walker, supra note 3, at 773. 

 220. See, e.g., Raghuram G. Rajan & Luigi Zingales, Power in a Theory of the Firm, 113 Q.J. 

ECON. 387, 392 (1998). 

 221. See, e.g., Brian J. Hall, Six Challenges in Designing Equity-Based Pay, 15 J. APPLIED 

CORP. FIN. 21, 29 (2003) (―One of the most commonly alleged benefits of options is that they help 

overcome managers‘ natural aversion to risk.‖); see also Melvin A. Eisenberg & Brett H. 

McDonnell, Expectation Damages and the Theory of Overreliance, 54 HASTINGS L.J. 1335, 1366 

n.36 (2003). 



634 FLORIDA LAW REVIEW [Vol. 64 

 

increasing upside payments.
222

 
Along these lines, managers are expected to discount the value of 

options they receive because of the confluence of the actual compensation 
risk and increased level of exposure to firm risk.

223
 Accordingly, to induce 

managers to accept incentive-laden pay structures, they must be made more 
valuable (on an expected-value basis) than pay arrangements that include 
greater proportions of fixed pay.

224
 The introduction of risk premiums into 

a theory of Compensation-as-Trading is not necessarily problematic. As 
long as the executive‘s premium is known, observers can discount the pay 
structure accordingly. If an executive is expected to discount an option 
grant by a certain amount, observers could adjust the option‘s Black-
Scholes value to arrive at a risk-adjusted reflection of the manager‘s belief 
regarding firm prospects.

225
 

But, as was the case above, observers are poorly situated to determine 
the idiosyncratic psychological state of actors at a particular firm—in this 
case, the discount rate applied by the relevant manager. The correct 
adjustment will depend on a number of executive- and firm-specific 
factors.

226
 For example, wealth-constrained CEOs experience significant 

wealth effects related to firm performance by holding even a small amount 
of firm equity.

227
 At least wealth differences are potentially observable, 

unlike less transparent idiosyncrasies regarding risk tolerance.
228

 Brian 
                                                                                                                      
 222. See Core et al., supra note 47, at 33. 

 223. See Richard A. Lambert et al., Portfolio Considerations in Valuing Executive 

Compensation, 29 J. ACCT. RES. 129, 129–31 (1991). This phenomenon is not limited to equity 

options. Any form of pay that is contingent on firm performance will introduce additional 

undiversifiable risk into the compensation package. 

 224. See Kevin J. Murphy, Politics, Economics, and Executive Compensation, 63 U. CIN. L. 

REV. 713, 739 (1995) (―Executives shifting from salaries to performance-based compensation will 

demand a premium for bearing more risk, resulting in higher pay levels.‖).  

  225.  Hall & Murphy, supra note 95, at 8. 

 226. See Hall & Murphy, supra note 95, at 8–9 (devising executives‘ certainty-equivalent 

value lines for option awards). The riskiness of the compensation will also depend on the ability of 

the executive to hedge the risk through the purchase of derivatives and other devices. Of course, it 

is central to most incentive pay proponents that executives not be able to rebalance in this manner. 

Id. at 8. The recent financial reform bill requires greater disclosure around executive hedging 

activities. To the extent executives are limited in their ability to hedge against firm-specific risk, the 

risk premium they charge will obviously be higher. Previous scholarship has suggested that 

executive hedging was practically difficult and ―quite rare.‖ See Brian J. Hall & Kevin J. Murphy, 

The Trouble with Stock Options, 17 J. ECON. PERSP. 49, 55 (2003); David M. Schizer, Executives 

and Hedging: The Fragile Legal Foundation of Incentive Compatibility, 100 COLUM. L. REV. 440, 

459–93 (2000) (discussing the practical difficulties of executive hedging). The recently enacted 

disclosure requirement should make hedging even more difficult and rare. As a result, we ignore the 

prospect of executive hedging in this Article.  

 227. See Lambert et al., supra note 223, at 145. 

 228. See, e.g., Frydman & Jenter, supra note 104, at 13. 

The optimal incentive strength depends on parameters that are unobservable, such 

as the marginal product of CEO effort, the CEO‘s risk aversion, the CEO‘s cost of 
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Hall and Kevin Murphy have concluded that managers may apply 
anywhere from a 37% to a 79% discount to the Black-Scholes value of an 
option grant.

229
 Needless to say, that represents a large margin for error 

should observers attempt to divine information about a manager‘s inside 
information from his or her willingness to take on a risky pay structure. 

2.  Overoptimism 

Alternatively, observers may justifiably believe that managers might 
overvalue the incentive pay awarded. This overvaluation of incentive pay 
could be a result of managers‘ overoptimism regarding firm prospects and 
their ability to influence them.

230
 In that case, observed pay structures 

would send a low-quality signal regarding the manager‘s private 
knowledge because managers at low-quality firms might nevertheless be 
happy to accept incentive pay. 

This overestimation could arise either from a miscalculation of the 
effect of any executive‘s effort on firm performance, a miscalculation of 
their personal qualities, or both.

231
 Overoptimism is understood to be 

endemic to high-level executives, with overconfident candidates holding 
an advantage in the internal promotion tournament at firms.

232
 

Overoptimism is particularly problematic if a significant quantum of the 
inside information signaled through compensation choice relates to 
managerial talent. Obviously, as the proportion of that quantum of overall 
inside information increases, a bias towards overconfidence begins to 
dominate. 

For example, if executives are overoptimistic regarding their ability to 
positively influence share price, they will overvalue equity awards, 
consistent with their belief that equity is consistently undervalued. 
Professors Tung-Hsiao Yang and Don Chance recently provided support 

                                                                                                                      
effort, and the CEO‘s outside wealth. These free variables make it easy to develop 

versions of the principal-agent model that are consistent with a wide range of 

empirical patterns. 

Id. 

 229. See Hall & Murphy, supra note 95, at 11. 

 230. Executives may also overestimate their willingness to expend effort necessary to drive 

firm performance in the future. Nevertheless, assuming that executives systematically overestimate 

their quality and the marginal effect of that quality on firm performance, any miscalculation of 

future effort will be insignificant.  

 231. Proximity to the organization may generally lead to cognitive biases in favor of optimism. 

See, e.g., Arnoud W.A. Boot & Jonathan R. Macey, Monitoring Corporate Performance: The Role 

of Objectivity, Proximity, and Adaptability in Corporate Governance, 89 CORNELL L. REV. 356, 369 

(2004) (―Like parents unable to evaluate their children objectively, proximate monitors reject 

statistical reality and view their firms as above average.‖). 

 232. See, e.g., Donald C. Langevoort, Resetting the Corporate Thermostat: Lessons from the 

Recent Financial Scandals About Self-Deception, Deceiving Others and the Design of Internal 

Controls, 93 GEO. L.J. 285, 299–302 (2004). 
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for this intuitive proposition.
233

 They posited that executives expect future 
stock price to be a function of current stock price, executive effort, and the 
elasticity of stock price with respect to executive effort.

234
 The last element 

serves as a proxy for an executive‘s belief of his or her ability to influence 
share price and incentive award payouts individually.

235
 Yang and Chance 

concluded that a ten-year option would be valued at $1.31 without taking 
changes in executive effort into account, but valued at $2.97 taking those 
changes into account.

236
 The results are so significant that executive 

valuation of options (assumed to be at the upper bound allowed by 
assumed changes in stock price due to increased executive effort) may 
exceed Black-Scholes valuations of the same options, even taking any risk-
related discount (discussed above) into account.

237
 

Because the manager will experience greater certainty regarding his 
effort level than outside observers, the manager‘s valuation of the option 
should tend toward the higher level while the observers‘ valuation should 
tend toward the lower level. Moreover, even if the observers‘ expectations 
of effort are not very different from the beliefs of the manager, it stands to 
reason that overoptimistic managers will assume higher elasticities than 
observers. Recall that elasticities serve as proxies for executive quality.

238
 

Thus, if managers are overconfident about themselves, this elasticity will 
be reflected in their valuation of the incentive awards they receive. Unless 
the observers have access to managers‘ personal perceptions of their own 
quality and sensitivity of firm performance to that quality, observed 
structures involving high incentive pay could be misinterpreted as signs of 
confidence based on inside information unrelated to executive effort, that 
is, more credible inside information is less subject to cognitive biases. 
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IV.  COMPENSATION-AS-RESPONSIVENESS AND PAY STRUCTURE‘S STICKINESS 

In sum, it seems difficult to credit any signaling theory as justifying the 
close attention paid by commentators and market participants to pay 
structure. Neither Compensation-as-Responsiveness nor Compensation-as-
Trading is up to the task of bearing all or even a significant part of the 
weight that the market places on pay structuring choices. But if it cannot 
justify caring about pay structure, signaling may nonetheless be a useful 
explanation for some of the resiliency of the pay structure status quo, i.e. 
the intense focus on linking manager pay to firm performance. In 
particular, Compensation-as-Responsiveness may help explain why 
directors, who are otherwise best situated to recognize the potential 
inefficiency of that status quo and take steps to change it, are unlikely to do 
so. The signal of ―unresponsiveness‖ that such a move would send carries 
with it sufficiently negative consequences such that directors are unwilling 
to risk the consequences. The same force that compels firms to pool in pay 
structures creates a gravitational pull that makes it difficult to escape. 

Recall that Compensation-as-Responsiveness is unable to provide a 
strong signal of firm value because so few firms fail to live up to market 
expectations. This is the case because analysts, shareholders and their 
advisors have been incapable, to this point, of providing pay ―tests‖ that 
are not easily met by shifting compensation packages in one or another 
way, e.g. by raising a package‘s expected value to compensate for 
increased risk premiums imposed on managers. Moreover, the tests are 
binary ―pass or fail‖ ones. The fact that so few firms fail these tests and 
that firms are unable to distinguish themselves from other ―passing‖ firms 
obviously limits the information that pay structure can provide regarding 
firms in the aggregate. 

However, it is exactly that limited positive signaling effect that makes 
any negative responsiveness signal all the more significant. Rather than 
being one of many dissenters from homogenized pay structures brought on 
by one-size-fits-all market pressures, the firm considering innovation will 
expect to be one of very few. The herding tendency in firms will be 
exacerbated in such a case, requiring a very high expected economic gain 
to justify moving off of the status quo.  

Recognizing Compensation-as-Responsiveness‘s explanatory power is 
worth noting not only for its descriptive power, but also because of the 
implications it raises for the baseline dispute over the appropriateness of 
the pay structure orthodoxy, i.e. the ability of incentive pay to significantly 
mitigate agency costs across firms. One of the more powerful responses to 
the view advocated here that incentive pay has become overvalued by firms 
is that thick markets should, through arbitrage or other capital market 
pressures, cause pay practices to adjust appropriately. Compensation-as-
Responsiveness serves as an important reminder that these markets are not 
without friction and firms‘ inaction may not imply optimality. 
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CONCLUSION 

Public company executive compensation practice is a complicated 
subject. This Article demonstrates that a pay structuring decisions are 
generally unable to serve a signaling function about firm quality significant 
enough to justify the time and resources spent on them. There may come a 
time when the market imposes more costly pay-related mandates on firms, 
making Compensation-as-Responsiveness more viable. Alternatively, pay 
negotiation processes may become increasingly transparent, making 
Compensation-as-Trading more viable. But there are good reasons to think 
neither of those conditions will be satisfied in the foreseeable future. 

It is not beside the point to note that few, if any, have suggested the 
contrary—that the focus on pay structure is justified on signaling grounds. 
Instead, it is almost certainly the case that most commentators would 
ground their attention to pay structure on incentive grounds. Beyond its 
promise and limitations for signaling to capital markets, the pay structure 
signaling story is ultimately most important for what it tells us about that 
argument. In the end, the need to signal responsiveness to market demands 
regarding pay structure, enhanced by the peculiar nature of executive 
compensation, means that all change to the status quo will be driven by 
actors beyond the boardroom. 

That does not mean that change is impossible. There are actors who 
might be able to generate movement away from extreme pay-for-
performance structures. Compensation consultants, for one, could change 
their advice and models and coordinate changes across client firms.

239
 

Policy entrepreneurs in the academy and the media could also play a 
coordinating role in the process. Congress could serve a symbolic function 
by repealing the performance-based-pay loophole in Section 162(m). Proxy 
services firms could reframe their voting guidelines to focus less on pay 
design.

240
 More likely, any reevaluation would have to start with 

institutional investors simply announcing that they plan to ignore those 
firms‘ pay structure rules going forward, forcing ISS and the like to go 
back to the drawing board in order to stay relevant. 
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