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The modern corporation is an efficient
means of organizing large-scale

production because it encourages
efficient contracting. The corporation
can be thought of as a nexus of con-
tracts, that is, a central entity that
contracts with each participant in the
production process (see figure). This
substantially reduces the number of
contracts necessary in the production
process because each party needs only a
single contractual relationship with the
firm. The corporate form of organiza-
tion also facilitates combining the
capital from many dispersed investors
with the skills of a professional manage-
ment team.  It is not necessary for the
investors who provide the capital to also
manage the business or even, for that
matter, to understand the business at all.

Unfortunately, along with the benefits
from the corporate form of organization
come costs. One very important class of
costs is referred to as agency costs.
These arise when one party (the principal)
delegates the authority to make deci-
sions on its behalf to another party (the
agent), and the incentives of the principal
and agent are not the same. The mis-
alignment of incentives and the resulting
agency costs can be illustrated by
considering the relationships between
stockholders and managers. Stockholders
delegate decision-making authority over
their capital to managers whose objectives
often differ from those of the stockhold-
ers. News reports about accounting and

other irregularities at firms such as Enron,
WorldCom, and Tyco, and related
stockholder losses, illustrate how
managers, acting in their own interests,
can make decisions that result in sub-
stantial harm to stockholder interests.

Types of Conflicts

Fundamental conflicts of interest
between stockholders and managers
generally fit into four categories:

Effort problems.  Employees, including
managers, trade off work and leisure.
The more a manager works, the fewer
benefits are gained from the additional
effort.  At some point, the marginal cost
of taking time to pursue leisure activi-
ties, such as spending time with family
or in recreational activities, is less than
the marginal benefit. Managers tend to
own small fractions of their firm’s
shares, therefore the cost of limiting
effort at work to pursue leisure activi-
ties is lower for them than it would be if
they owned the firm. Consequently,
managers will not work as hard as the
stockholders would like.

Consider a chief executive officer who
owns 0.32 percent of a firm’s shares, a
typical fraction for the CEO of a large
public firm. If the manager’s pursuit of
some leisure activity has the effect of
reducing the market value of equity by
$1 million, the cost to the manager is
$3,200.  Stockholders bear 99.68
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Managers can have
incentives to make
decisions that are biased
toward improving or
maintaining near-term
cash flows at the
expense of longer-term
cash flows, even if
stockholder value is
being destroyed.

percent of the cost. The lower the
managerial ownership, the fewer the
incentives of managers to work as hard
as stockholders would like and, there-
fore, the greater the potential losses in
stockholder value.

Horizon problems. Stockholders are
concerned with the present value of an
infinite series of future cash flows. In
contrast, managers are more concerned
with cash flows during the time they
are in a particular position or will be
employed at the firm. Consequently,
managers can have incentives to make
decisions that are biased toward
improving or maintaining near-term
cash flows at the expense of longer-
term cash flows, even if stockholder
value is being destroyed. For example,
managers may prefer projects with
shorter payback periods to more
valuable projects with longer payback
periods, they may delay entry into
promising new businesses if these
businesses will require substantial cash
in the near-term, or they may defer
necessary maintenance or research and
development expenditures in order to
boost near-term profits.

Differential risk preference problems.
With a high proportion of their wealth
tied up in the firm, managers are risk

averse. They can suffer great financial
losses when firms become financially
distressed. Not only are the values of
their stock and options adversely
affected, they can also lose their jobs
and, to the extent that they are held
accountable for the firm’s problems, can
encounter difficulty finding similar
positions at other firms. Because the
proportion of a manager’s wealth that is
tied to the success of the business tends
to be relatively high (including the
present value of expected future earnings),
managers cannot diversify firm-specific
risks as easily as other stockholders.  As
a result, they will tend to behave more
conservatively than stockholders would
prefer. Managers are more likely to
pursue more cautious investment and
financial policies to reduce the total risk
to the firm. For example, they may
choose to invest in extensions of existing
products rather than in risky, potentially
revolutionary products. Or, they may
choose a conservative financing policy
and/or dividend policy. Choices such as
these reduce the risk of financial distress
to the firm and shield the manager from
criticism in the short run. However,
such choices may also lower the
company’s long-term performance.

Asset use problems. This category
concerns the misuse or personal con-
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Compensation packages
receive so much atten-
tion precisely because
of the inherent difficulty
of monitoring the
actions of managers.

sumption of corporate assets by managers.
Company cars, club memberships, a
large office, or other perks can help a
firm attract and retain talented manag-
ers. However, carried too far, such
perks can destroy stockholder value as
corporate assets shift from productive
to unproductive uses. Recent allegations
against executives at Tyco illustrate this
point. Managers bear only a fraction of
the cost of such perks, but they realize
all of the benefits. Therefore, they have
stronger incentives than do stockholders
to spend more on perks. For example, a
manager who owns 0.32 percent of a
firm’s shares would personally bear only
$32,000 of the cost of a $10 million
corporate jet that is of absolutely no
value to the firm.

Controlling Conflicts

The costs of the above conflicts can
be controlled in modern corporations
through a number of means. In addition
to oversight by the board of directors,
managerial labor markets, large stock-
holders, competition among managers,
the takeover market, and the legal and
regulatory environment all can help
align the incentives of managers with
those of stockholders. As noted, the
possibility of suffering a large drop in
labor market value can provide a man-
ager with a strong inducement not to
deviate too much from an objective of
maximizing stockholder value. Likewise,
large stockholders have strong incen-
tives to monitor activities of managers
and to take action when managerial
decisions counter stockholder interests.
(For instance, a stockholder who owns
10 percent of a firm’s shares can save up
to $1 million in value by acting to
prevent the purchase of the corporate
jet in the example above.) Competition
among managers also helps control
agency conflicts because the threat of
being replaced can have a strong impact
on incentives. Reinforcing all of the
above mechanisms is the threat of the
takeover market and legal or regulatory

action, which tend to be expensive
means of controlling agency conflicts,
but, as recent regulation requiring
managers to certify their financial
results indicates, they are available if the
other mechanisms fail.

These methods of controlling conflicts
between stockholders and managers,
however, suffer from a common prob-
lem: each requires that someone observe
the performance of a manager, decide
whether the manager is making the
appropriate decisions, and take action if
the manager is deemed to be acting
counter to stockholder interests. This
is not as easy as recent critics of corpo-
rate boards might suggest. For example,
how would the board know that a
manager selected a less valuable, low-
risk project and rejected a more valuable,
high-risk project? The board does not
see all of the projects that the manager
sees, and even if it did, it may not be
obvious that the manager’s decision ran
counter to stockholder interests. The
board is unlikely to have the information
necessary to second-guess the manager.

Compensation practices receive so
much attention precisely because of
the inherent difficulty of monitoring the
actions of managers. A well-designed
compensation package can align the
incentives of a manager with those of
stockholders. With such a package, the
manager,  when faced with the choice
between two projects, will make the
decision that is in the best interest of the
stockholders. The compensation pack-
age internalizes the incentives, making it
unnecessary for someone else to observe
and judge the manager’s decisions.

Rethinking Compensation Packages

While the theory with regard to the
advantages of compensation packages is
straightforward, the implementation is
extremely difficult. One look at the
alleged behavior of the managers at
Enron reveals how poorly designed
compensation packages can have a
perverse impact on the incentives of



Texas Business Review 4 December 2002

managers. The sophisticated human
resources department at that company
applied many of the latest concepts in
the design of compensation contracts.
Nevertheless, Enron managers allegedly
made many decisions that harmed
stockholders.

What can be done? First, we must
better understand how the various
components of compensation packages
affect the behavior of managers. For
example, a number of alleged cases of
unethical or illegal behavior have been
attributed to the large levels of option-
based compensation paid at some firms
in recent years. Understanding just how
these practices may have led to the
suspected behaviors is central to the
design of compensation packages that
better align the incentives of managers
with those of stockholders. Second, it is
important to recognize that a particular
compensation package will affect
different employees in different ways.
Differences in objectives and risk
tolerances influence not only investors’
personal investment decisions, but also
the choices of self-interested managers
when they make decisions regarding
corporate investment, financing, and
operating policies.

In ongoing research that examines the
impact of alternative compensation
package characteristics on the incen-
tives of managers with respect to
corporate investment decisions, we
focused on a differential risk preference
problem, i.e., the idea that undiversified,
risk-averse managers tend to prefer less
risky projects.1  To begin, we created a
model of a leveraged firm managed by a
risk-averse manager who owns stock in
the firm, holds options on the shares of
the firm, and has some personal wealth
invested outside of the firm. Using data
(e.g., leverage, borrowing rates, mana-
gerial stock and option holdings, etc.)
from public firms in the United States,
we explored how the characteristics of
compensation packages influence
investment decisions made by managers.

For example, we considered the
impact of stock and option ownership
on the incentives of managers at a $100
million firm to invest in a project that is
worth $20 million.We assumed that the
firm finances the project by selling debt
and equity in amounts consistent with
the capital structure of the firm before
the project. Consequently, the value of
the firm increases after the project is
adopted by an amount equal to the
value of the project, including the
effects of the leverage.

The manager in our model owns 0.32
percent of the firm’s stock and has
options on another 0.38 percent.
(These are the median values for CEOs
at large public U.S. firms.)  In addition,
the manager is assumed to have outside
wealth equal to the market value of his
or her stockholdings and invested in
Treasury securities.2 We examined how
the investment decisions of this manager
would vary for projects with different
levels of risk. Our results showed the
net present value (NPV) at which the
manager would find the project attrac-
tive as a function of project risk (project
volatility as a fraction of the volatility of
the firm without the project). In several
instances, we found considerable
deviation from the ideal, i.e., the man-
ager who acts strictly to increase the
value of the firm. For example, we
noted that the manager will be willing to
invest in a zero-volatility project even if
it destroys shareholder value by $1.6
million. This indicates how much value
the manager is willing to destroy in
order to reduce the risk to the firm. The
same manager would also not invest in a
$20 million project that is roughly four
times as risky as the rest of the firm’s
assets unless it cost $10.4 million or
less. The manager is willing to leave a
lot of money on the table to avoid
investing in a very risky project.

 We then changed the mix of stock and
options, alloting the manager 0.7
percent of the firm’s stock and no
options. In this scenario, the distortions

A number of alleged
cases of unethical or
illegal behavior have
been attributed to the
large levels of option-
based compensation
paid at some firms in
recent years. Under-
standing just how these
practices may have led
to the suspected be-
haviors is central to the
design of compensation
packages that better
align the incentives of
managers with those of
stockholders.
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The manager with
considerable outside
wealth has greater
incentives to undertake
riskier projects that will
increase stockholder
value.

in investment incentives discussed
above are magnified. On the other
hand, if the manager owns no stock,
but has options on 0.7 percent of the
firm’s stockholder value, the results
showed an equally problematic prefer-
ence toward risk. This is one of the
potential adverse effects of granting
too many stock options.

  Ideally, stockholders would want to
pay the manager with a combination of
stock and options that would eliminate
the investment distortions arising from
managers’ risk aversion. While no
combination does this precisely, we can
come relatively close. For example,
holding the total fraction of the firms’
shares either owned or subject to
options constant at 0.7 percent--a
combination of 0.125 percent of the
stock and options on 0.575 percent--
leads to a much more optimal outcome
and less distortion than the mix of
stock and options held by the typical
manager at large public U.S. firms,
given the assumptions in our analysis.

Although difficult to measure and
control, the personal circumstances of
the manager are also important to
consider when designing compensation
packages. Our research shows that the
more that a manager’s personal wealth
is invested in the company’s stock, the
more risk averse he or she is when
selecting projects. The manager with
considerable outside wealth has greater
incentives to undertake riskier projects
that will increase stockholder value.

In addition to the above analysis, we
have examined the impact of differing
exercise prices for the options that the
manager holds. This work illustrates
that if the exercise price on options is
less than the currect stock price, the
options begin to affect incentives more

like stock, which makes sense in that the
value of the in-the-money options
behave more and more like stock the
more in-the-money they are. Conse-
quently, it is not only the number of
options a manager has that matters, but
also what the exercise prices are, rela-
tive to current stock price.

Clearly, the combination of stock and
options that managers receive in their
compensation packages can have a
substantial impact on their investment
decisions.A better understanding of the
nature of conflicts between managers
and stockholders and the mechanisms
for controlling them is crucial to the
development of governance systems and
the design of compensation packages
that will align the interests of managers
with those of stockholders.

Notes

1. R. Parrino, A. Posteshman, and M. Weisback,
“Measuring Distortions When Risk-Averse Managers
Decide Whether to Undertake Risky Projects,”
Working Paper, University of Texas and University of
Illinois, 2002.

2. We assume that the manager holds Treasury
securities as a convenient way of representing wealth
outside the firm that has a value that is uncorrelated
with the value of the firm.◆
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The Bureau of Business
Research  and the McCombs
School of Business will present the
second annual Women in Business
Leadership Conference for
currently enrolled and matriculated
MBA students. Entitled “Crossing
Boundaries,” the Friday, February
14, 2003, event will feature panels
of business leaders, entrepre-
neurs, and managers discussing
topics such as managing in the
corporate environment, succeed-
ing in international markets, and
working in a small high-tech firm.
Registration is free, but space is
limited. Call (512) 475-7813 for
information.◆
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February
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