Edward M. Iacobucci” THE EFFECTS OF DISCLOSURE
ON EXECUTIVE COMPENSATIONT

1 Introduction

The supposed excess of executive compensation has recently been the
source of considerable controversy in many industrialized countries, includ-
ing the United States, Great Britain, and Canada.! Consider the titles of ar-
ticles on the subject in each country respectively: ‘The Madness of Executive
Cﬂ:)mpelrlsation’;2 ‘Fat Cats and Their Cream’;® and ‘When the Boss Gets
Paid Too Much.”* On the other hand, authors have also declared that ‘top
executives are worth every nickel they get.”® It is remarkable that executive
pay, unlike the pay of entertainers and professional athletes, for example, is
subject to such intense and sceptical scrutiny, This article examines one of
the causes of such scrutiny: the required disclosure in proxy statements of
the details of executive compensation. _

Ifirst outline the major issues surrounding executive pay in order to pro-
vide necessary context for the ensuing, more narrowly focused examination
of disclosure. The economic importance of executive compensation, as well
as potential problemis in its governance, will be the focus of this first section.

* Assistant Professor, Faculty of Law, University of Toronto.

I wish to thank Bruce Chapman, Ron Daniels, and Michael Trebilcock for comments on
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1 For a general survey of the issues, see E. Iacobucci, ed., Value for Money: Executive Compen-

. sation in the 1990s {Toronto; C.D. Howe Institute, 1996).
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P. Caok, The [Toronte] Globe and Mail (28 Septerﬁher 1995) B2.

K Murphy, ‘“Top Executives Are Worth Every Nickel They Get’ (March-April 1986) Harv.
Bus. Rev. 125.
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I then examine the effects of one of the policies designed to help minimize
the problems inherent in the governance of compensation: disclosure.

Two fundamental elements of executive compensation attract scrutiny:
how executives are paid — that is, the composition of their compensation
packages across alternatives such as salary, bonuses, stock options, etc.; and -
how much executives are paid.” Disclosure affects both. Some commentators
suggest that because of political pressure, disclosure results in pay that is
both lower than it would otherwise be and less sensitive to the firm’s per-
formance;® that is, firms are reluctant to pay the optimal amount with opti-
mal incentives because very high compensation packages, though profit-
maximizing, will have undesirable political effects. High pay may invite ex-
plicit regulation® or may impose political costs through the firm’s relation-
ship with parties not privy to the compensation contract, such as the firm'’s
non-managerial workforce or consumers.'® |

On the other hand, as I discuss below, commentary that took place prior
to the introduction of disclosure rules in Canada generally accepted that
disclosure would have an inflationary effect on pay and pointed to this ef-
fect to oppose the rules. These views in part motivate the analysis here. I ex-
amine various inflationary trends that have been pointed out by commenta-
tors as perhaps demonstrating flaws with disclosure rules and governance of
executive compensation. [ argue that disclosure may naturally tend to in-
crease compensation, but that this tendency does not necessarily reveal any
infirmities with the regime governing post-disclosure executive compensa-
tion. Better understanding of some of the reasons for the potentially infla-
tionary effects of disclosure may help steer the political debate away from
simplistic conclusions about the excesses of executive pay and possibly

7  See M. Jensen & K. Murphy, ‘CEO Incentives ~ It's Not How Much You Pay, But How’

' (1990} May-June Harv. Bus. Rev. 138,

8 M. Jensen & K. Murphy, ‘Performance Pay and Top-Management Incentives’ (1990) 98

] Pol. Econ. 225; Zhou, supra note 6.

9 In the United States, for example, the Revenue Reconciliation Act, 1993 added 5. 162{(m) to
the Internal Revenue Codeto limit to $1 million the amount of an individual’s annual com-
pensation that firms can deduct from their income for tax purposes, unless the pay-
ments are linked to the firm’s performance.

10 Shareholders themselves may be motivated in part by polidcal (i.e., non-profit-maximiz-
ing) objectives. A small shareholder of the National Bank of Canada won a court case
allowing him to put'various corporate governance proposals to a shareholder vote (even-
tually unsuccessful), including a rule that would have capped executive pay at a maxi-
mum of twenty times the average employee pay: see Michaud v. Bangue Nationale du Can-
ada, [1997] R]J.Q. 547 (C.8.). He is quoted as saying, ‘In the present bad times, when
more than 25% of the population [of Quebec] is unemployed or on welfare, it is a prov-
ocation to propose topping up exaggerated salaries’: K. Yabuski, The {Toronto] Globe and
Meil (17 January 1997) B11.
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harmful interference with efficient compensation contracts. My analysis
avoids discussing political forces and rather focuses on how disclosure may

affect the economic actors dlrectly involved with executive compensation:
managers and owners.

I first discuss why disclosure would predictably have an effect on how ex-
ecutives are paid; the positive effect of disclosure on the sensitivity of pay to
performance is frequently advanced as the justification for disclosure. Sec-
ond, I examine why disclosure may also have an effect on how much execu-
tives are paid. I conclude by discussing the policy implications of the analysis.

11 The Purposes of Executive Compensation
and Potential Governance Problems

A. THE PURPOSES OF EXECUTIVE COMPENSATION"!

The separation of the ownership of a corporation from the management of
a corporation is frequently lamented, particularly in American scholarship.
The owners of a firm, the shareholders, may have little to do with the every-
day management of the firm. The problem with such a divergence is that
the managers, with only an attenuated interest in the firm’s profits, may
manage in their own personal best interests rather than the firm’s best in-
terests. The shareholders, however, with only a fractional interest in the
profits of the firm, will not have enough incentive individually to monitor
and discipline management. Berle and Means put the problem in the fol-
lowing terms:

Though the American law makes no distinction between the private corporation
and the quasi-public, the economics of the two are essentially different. The separa-
tion of ownership from control produces a condition where the interests of owner
and ultimate manager may, and often do, diverge ... . Those who control the desti-
nies of the modern corporation own so insignificant a fraction of the company’s
stock that the returns from running the corporation profitably accrue to them in
only a very minor degree. The stockholders, on the other hand, to whom the profits
of the corporation go, cannot be motivated by those profits to a more efficient use
of the property, since they have surrendered all disposition of it to those in control
of the enterprise. The explosion of the atom of property destroys the basis of the old
assumption that the quest for profits will spur the owner of industrial property to its
effective use.'?

Put another way, the problem with minimal managerial ownership of
the firm is that a manager does not bear the full costs of behaviour that,

11 Much of this survey is drawn from Iacobucci, supra note L.
12 A Berle & G. Means, The Modern Corporation and Private Property (New York: MacMillan,
1933) at 7-9.
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while privately beneficial to the manager, may be detrimental to the firm."
These ‘agency costs’ include the overconsumption of perquisites, such as
the purchase of corporate jets,'* executive consumption of leisnre time, and
possibly inefficient investment. The latter might arise if the risk-averse exec-
utive who wishes to retain her job seeks to ensure such retention by invest-
ing in less profitable but safe investments, rather than in profitmaximizing,
risky investments. ‘ '

To see the effect of minimal managerial ownership on each type of cost,
consider an executive who owns 5 per cent of a firm. If firm ownership is the
sole source of managerial discipline, in deciding whether the firm should
purchase a corporate jet, she will trade off the private benetfits, of either sta-
tus or convenience, that accrue from the purchase against the private costs.
While the executive will enjoy most of the benefits of an executive jet, she
will incur only 5 per cent of the costs. A small personal ownership stake may
give a manager an incentive to purchase the jet, even if the total costs of the
purchase exceed the benefits. Agency behaviour thus results in inefficiency.

With respect to risk, compare an investment with a low expected payoff
but zero risk with an investment with a very high expected payoff overall but
a significant chance of disaster and the firm’s bankruptcy. To isolate the
agency problem of excessively safe investment, as opposed to perquisite
consumption, assume that if the investment is successful, the cash would be
paid out to shareholders on a pro rata basis. Risk-neutral, profit-maximizing
shareholders would prefer the second investment, but since the executive
reaps only 5 per cent of the higher expected payoff and bears a higher per-
sonal cost resulting from risk-aversion and the risk of termination, she may
take the first option. Again, agency behaviour, specifically minimization of
personal risk, results in inefficiency.

There are, however, institutions that serve to restrain executives in their
pursuit of self-indulgent, sub-optimal agency behaviour. Michael Trebil-
cock summarizes them in the following way:

The recent literature identifies three main factors that help align the interests of prin-
cipals and agents in publicly traded corporations: the market for managers, the out-
put market and the market for corporate control. First, competition in the market
among and for managers encourages greater efficiency, greater innovation and lower
agency costs. Second, competition among firms in their output markets requires
firms to act efficiently if they are to survive and if managers are to retain their jobs.

13 3ee M. jensen & W. Meckling, ‘Theory of the Firm: Managerial Behavior, Agency Costs
and Ownership Structure’ (1976) 3 J. Fin. Fcon. 305.

14 For an entertaining description of this type of perquisite consumption at RJR Nabisco
under the stewardship of CEO Ross Johnson, see B. Burroughs & J. Helyar, Barbarians o
the Gate {New York: HarperPerennial, 1990).
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Third, private capital markets where firms must raise equity or debt capital will disci-
pline weak management ... . In addition, where a firm'’s shares are traded on the stock
market, corporate takeovers are possible whenever a firm is being poorly managed.

The contract between the principals, the shareholders, and their agent
managers may also discipline management. In a world of complete informa-
. tion and zero transaction costs, the employment contract could specify
managerial behaviour in whatever state of the world that comes to pass.

However, given that shareholders are likely to have significantly incomplete
information and transaction costs are non-zero, complete contingent
claims contracts of this nature are virtually impossible. !

This is not to say that the employment contract cannot discipline man-
‘agement in other ways. An appropriately designed contract may indeed
serve to better align the interests of shareholders and managers. A variety
of contractual tools can provide private incentives to the manager to in-
crease profit. For example, a bonus on the basis of profit could be promised
to the executive. Let us return to the example of the 5 per cent shareholder-
manager. The manager who indulges in a private benefit, such as leisure,
now faces not only the cost to her 5 per cent shareholding of lower profit,
but also, perhaps, the opportunity cost of a forgone bonus. The bonus
scheme reduces the incentive to shirk. Alternatively, the manager could be
paid in stock options: the manager has a right to purchase shares in the fu-
ture at a given strike price; thus to the extent that the share price rises above
the strike price, the manager reaps a private benefit. There -are numerous
other possibilities, such as stock awards, which may serve to provide the
manager with incentives to act in shareholders’ best interests.!” Such com-
pensation schemes reduce the divergence of interests between sharehold-
ers and managers, thereby increasing the efficiency of the firm.

The amount of compensation that can optimally be based on perform-
ance is limited because the manager - who cannot diversify her human cap-
ital specific to the firm, whereas shareholders may diversify their ownership
in firms - will be risk-averse relative to the owners of the firm.'® To the extent
that the manager’s efforts are not perfectly observable, incentive pay will rely

15 M. Trebilcock, The Prospects for Reinventing Government (Toronto: C.D. Howe Institute,
1990) at 9-10.

16 See discussion in Jensen & Murphy, supra note 8 at 226, _

17 For more detailed discussions of various types of compensation and their effecis on
incentives, see lacobucci, supra note 1; P. Milgrom & ]. Roberts, Economics, Organization
and Management (Englewood Cliffs, NJ: Prentice Hall, 1992); R. Elitzur & P. Halpern,
‘Executive Compensation and Firm Value’ in R. Daniels & R. Morck, eds., Corporate Deci-
sion Making in Canada (Calgary: Ministry of Supply and Services, 1995).

18  See, for example, B. Holmstrom, ‘Moral Hazard and Observability’ (1979) 10 Rand J. Econ. 74.
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on proxies for her performance, such as the firm’s profits or share price,
which are subject to fluctuations beyond the control of the manager. Conse-
quently, performance-related pay will impose costs of risk on managers. Pay
unrelated to performance, such as salary, is likely to constitute some portion
of the manager’s contract in order to mitigate the costs of risk she must bear.
In summary, executive compensation, through a mix of salary, bonuses,
options, and other instruments, may play a valuable role in disciplining man-
agement, while at the same time not imposing excessive costs of risk on the
manager. If amanager’s pay package increases as the result of improved cor-
porate performance, the manager, even though she may own only a fraction
of the firm, has an increased incentive to improve corporate pezformancé.

 B. PROBLEMS WITH THE. GOVERNANCE OF EXECUTIVE COMPENSATION

There are numerous contexts in which a principal would enter into a con-
tract with his agent that provides both for very high levels of compensation
and for incentives to minimize agency costs. For example, a sports team may
wish to provide for performance bonuses in a long-term contract with an
athlete. Moreover, an athlete’s compensation, like executive compensation,

may be very large relative to the average person’s. Aside from occasional
grumblings from disgruntled fans, however, professional athletes’ compen-
sation has not invited vociferous criticism of outlandish pay, as has executive
compensation. Robert Brown states:

It is interesting that, in our society, this feeling of perceived excess seems primarily
directed toward executives (and politicians’ pension arrangements) and not toward
other highly paid individuals. The salaries of football quarterbacks, basketball jurmp-
ers, and pop singers often dwarf the salaries of senior executives in Canada and
equal those of the very highest paid executives in the United States. But such enor-
mous incomes do not seem to call forth the same feelings of envy and accountability
that arise with respect to business compensation.*

As athletes are understandably wont to remind us, they are simply taking
what the market will bear, as does any other employee in a society. Why,
then, the criticism of executive pay?

One response is that the criticism is simply misguided. Executives, like ath-
letes, simply take what the market will bear and should not be faulted.?’ In a
market economy, supply and demand dictates what people are paid. If the
economy values a baseball player’s performance very highly and the supply of

19 R, Brown, ‘Executive Compensation: Some Comments on Why We Care’ in lacobucci,
supra note i, 63 at 64,

20  See, for example, T. Corcoran, ‘Executive pay is not about social justice’ The [Toronto]
Giobe and Mail (14 May 1994) B2.
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baseball players is scarce, the major-leaguer will be paid very highly.

- If the governance of executive compensation were like the establish-
ment of athletes’ compensation, one would be hard-pressed to find any-
thing to criticize, other than the economy’s valuation of haseball players
and executives — a rather difficult exercise in principled criticism.?! Howev-
er, the governance of executive compensation is dissimilar to the setting of
athletes’ pay, and, in my view, it is this dissimilarity that contributes to prin-
cipled (as opposed to visceral) negative perceptions about executive pay.

As Graef Crystal points out, athletes’ pay is generally set through nego-
tiation between parties with opposing interests: the owners and the play-
ers.?? The owners, who pay the players, understandably want pay as low as
possible; the players understandably want pay as high as possible. The dif-
ficulty with executive compensation, however, is that the bargaining takes
place between parties with potentially different financial stakes in the out-
come. Responsibility for the establishment of executive compensation
packages rests with the board of directors.” The board, of course, does not
comprise the owners of the corporation, the shareholders, but rather their
elected representatives who may themselves own only a small fraction of
the firm. While directors owe a fiduciary duty to the corporation,** which
would require them to set compensation so as to maximize the value of the
corporation, they have been given considerable leeway by the courts in dis-
charging their duty; courts are loathe to intervene in matters of executive
compensation.”> Moreover, various factors may influence directors to be
less than vigilantin bargaining for optimal executive compensation. For ex-
ample, executives themselves frequently sit on the board of directors, with

21  For an attempt at such criticism, see R. Frank & P. Cook, The Winne~-Take-All Society (New
York: Free Press, 1995).

22  See discussion in G. Crystal, In Search of Excess: The Overcompensation of American Executives
(New York: W,W. Norton, 1991) at 31-41. Where there is widely held ownership of a pro-
fessional sports franchise, some, but clearly not all, of the outlined differences between
the setting of executives’ and athletes’ pay may be less significant.

23 In Ontario, board responsibility is found in the Onigrio Business Corporations Act, R.S.0.
1990, c. B.16, s. 137 [hereinafter OBCA].

24 1Ibid.s. 134, :

25 See, for example, Rogers v. Hill 289 U.S. 582 (1933) (executive compensation must
amount to a ‘waste’ of corporate assets before courts will intervene). Hellerv. Boylan 29
NY. Supp. (2d) 653 (Sup. Ct. 1941) set out the classic case for judicial deference at 679:
‘Assuming, arguendo, that the compensation should be revised, what yardstick is to be
employed? Who or what is to supply the measuring rod? The conscience of equity?
Equity 1s but another name for human being temporarily robed. He is not omnipotent
nor ommuiscient. Can equity be so arrogant as to hold that it knows more about managing
the corporation than the shareholders?’ The Court later stated at 680, ‘Courts are ill-
equipped to solve or even grapple with these entangled economic problems.’
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the CEO often sitting as chair. Even when compensation is voted upon by
outside directors only, the CEO is often responsible for suggesting the pay
packages for directors’ approval. A CEO, particularly one who is the chair,
may have significant influence over the composition of the board. Direc-
tors wishing to continue enjoying the pecuniary and non-pecuniary advan-
tages of board membership may be reluctant to fight the executive suite
over compensation.’® One might expect, therefore, relatively friendly faces
on the board as far as executives are concerned. Such friendliness is even
more likely in the Canadian context, given the common phenomenon of
interlocking directorships: director A may be a top executive in another
corporation, and CEO B may be a director of director A’s corporation.

Perhaps in light of these potential conflicts, boards in Canada have in-
creasingly turned to compensation consultants for advice. A potential prob-
lem with consultants, however, is that they are usually hired by the execu-
tives themselves to assist the compensation committee of the board. While
these consultants no doubt generally actin good faith, they must feel at least
implicit pressure to satisfy the executives who hired them. Crystal describes
explicit pressure from his days as a compensation consultant:

I recommended that [the CEO] cut his salary to $100,000 [from $160,000] to make
room for a normal 60%-of-salary bonus opportunity ... . Thie CEO did not take kindly
to my suggestion. First, he tried to argue me out of the recommendation ... . But he
wasn’t successful. So he looked me in the eye and posed a question to me that T will
never forget: ‘Just who do you think is paying your bills anyway?’ ... [W]e broke up
and I have never heard from him again.?’

Although shareholders are the owners of the corporation, they face a
number of problems in secking to control the board of directors in setting
executive compensation. Fundamental is the ubignitons collective action
problem.”® The benefits of disciplinary activity, either through monitoring
or influencing the board, are shared equally by all shareholders, yet each
would individually bear the cost of such activity. Consequently, each share-
holder faces an incentve to take a free ride on the disciplinary actions of
others. Since each shareholder relies on others to take action, no action is
taken, and disciplinary activity is underprovided. The collective action prob-
lem therefore reduces the likelihood of significant shareholder influence
on executive compensation.

26 For a strong view about the lack of directorial independence, see C. Bogus, ‘Excessive
Executive Compensation and the Failure of Corporate Democracy’ {(1993) 41 Buff. L.
Rev. 1 at 33-34: 'The independent director has turned out only to exist in theory; in the
real world all directors are beholden to management.’

27 Crystal, supra note 22 at 219. '

28 M. Olson, The Logic of Collective Action (Cambridge: Harvard University Press, 1971).
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111 Disclosure and How Executives Are Paid

Recently, both American and Canadian securities regulators have demand-
ed increased disclosure of executive con'q:)ensat:ion.29 Regulations in each
country require companies to provide tables breaking down the composi-
tion of executive pay, charts comparing the financial performance of the
firm with similarly situated firms, and a textual explanation of the firm’s
compensation policy. The purpose of increased disclosure is invariably stat-
ed to be the improved governance of the establishment of executive com-
pensation and improved governance of the corporation generally because
of the motivating effects of intelligently designed compensation arrange-
ments. In this section, I examine how disclosure may indeed improve com-
pensation design and therefore corporate performance.

Commentators have emphasized the importance of improved informa-
tion with respect to investor control of executive compensation. Peter Dey,
the former chair of the Ontario Securities Commission, praised the new dis-
closure requirements in 1993, stating;:

Good corporate governance relies on an informed and active investor community. In
some respects, this legislation recognizes their legitimate need for information that en-
ables them to relate management's performance to the performance of the company.*

Other commentators echo this praise. Ronald Daniels states:

The revised regulations will enhance the incentives of both directors and institution-
al shareholders to review and control executive compensation arrangements. Under
the sunlight of heightened disclosure, compensation committees will be encour-
aged to devise compensation arrangements that meet shareholder expectations.

To see why disclosure assists shareholders, recall the discussion of the
collective action problem. Fach shareholder is ‘rationally apathetic’ be-
cause the private costs of monitoring pay are borne fully by the monitor-
shareholder, but the benefits are only partially realized by the shareholder;
all shareholders benefit, not just the monitor. Disclosure does not affect the
private benefits received, but it may have significant effects on the private

29  Prior to the Regulation fo Amend Regulation 1015, supra passed in 1993, Ontario simply
- required disclosure of the aggregate compensation of all execntives: Zhou supra note &
at 26. The United States has had extensive disclosure of executive compensation since
the 1930s: see Jensen & Murphy (1990), supra note 8, but recently have expanded the
requirements: see revistons to Item 142, Regulation S-K, 17 C.FR. para. 229,402 (1992).
30 K Howlatt, ‘Shareholders gain advocate at OSC’ The [Toronto] Globe and Mail (18 Octo-
‘ber 1993) B1.
31 R Daniels, ‘Executive Compensation: Perhaps Company Managers Aren’t Paid Enough
... ' {Spring 1994) Can. Investment Rev. 41 at 41,
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costs of monitoring compensation. Prior to mandatory disclosure, it may
have been very difficult, if not impossible, for an investor to discover the
composition of executive pay packages. The cost to the shareholder of ob-
taining the information drops dramatically with disclosure. Moreover, the
disclosure rules require the corporation to explain its compensation strate-
gy and to provide comparative tables showing the firm’s financial perform-
ance, reducing further the cost of evaluating the pay packages. The free
ride becomes comparatively less attractive given that the private costs of
monitoring are lower. Disclosure will predictably increase both private in-
centives to monitor and consequent shareholder activism.

Furthermore, an important link exists between a recent trend in corpo-
rate governance in North America and disclosure of executive compensa-
tion. The trend is the increasing presence of the institutional investor. Jef-
frey MacIntosh reports that institutional investors invested $52 billion in
1982 on the Toronto Stock Exchange, and $68 billion in 1992. Retail inves-
tors, on the other hand, invested $48 billion in 1982 and only $32 billion in .
1992 * Institutional shareholders have clearly played an increasingly prom-
inent role in Canada. _

Institutional investors are seen as a potential boon to corporate govern-
ance for a variety of reasons.™ First, they are taken to be sophisticated inves-
tors. Second, they typically hold a larger percentage of shares than do retail
investors. Bernard Black provides several reasons why investors with larger
percentage shareholdings have increased incentives to monitor the corpora-
tion.* For example, while there remain positive externalities for other
shareholders, a larger shareholding nevertheless increases the private bene-
fits of monitoring and thereby reduces the rational apathy concern. Moreo-
ver, the existence of a small number of institutional investors as major share-
holders in a corporation reduces the coordination costs among shareholders
relative to a corporation with a great number of small retail investors. With
respect to voting, the greater the share held by an institutional investor, the
greater the chance that its vote will be pivotal in shareholder votes, thus in-
creasing the private return in gathering information on the issue subject to
the vote. Institutional investors with large blocs may also be restricted in do-
ing the “Wall Street walk’ and selling their stakes if dissatisfied with manage-
ment. The effect on share price from ‘exiting’ may encourage them to stay
in the corporation and exercise their ‘voice’ option — that is, retain their
shares and attempt to encourage better management from within.?®

32  J. Maclntosh, ‘Institutional Shareholders and Corporate Governance in Canada’ (1996)
26 Can. Bus. L.J. 145 at 150. -
33 See MacIntosh, ibid.

34 B. Black, ‘Shareholder Passivity Reexamined’ (1990) 89 Mich. L. Rev. 520.
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Black also discusses the potential for economies of scale. An institutional
investor in a firm may find it worthwhile to become informed about aspects
of corporate governance that are relevant to its investments in other com-
panies as well. Black further suggests that an active institutional investor in
one firm may deter mismanagement in other firms. The private benefits
from monitoring are positively affected by these interfirm externalifies,
since the institutional investor has shareholdings in a variety of firms. There
remains, however, a free-rider problem in that all investors benefit from de-
terrence, not just the institutional investor. A perhaps slightly more refined
approach to deterrence, which limits the potential for baving a free ride
and thus may explain shareholder activism more convincingly, is to view de-
terrence as intimately linked with the institutional investor who was active
in the first place because of reputational effects. Consider an institutional
investor with shareholdings in, say, one hundred firms. Activism with re-
spect to each firm on its own may not be privately worthwhile. However, an
institutional investor may monitor and otherwise be active with respect to a
particular firm in order to develop a reputation for activism.*® The reputa-
tion for activism serves as a discipline on management in the other firms in
which the investor has a stake, thus increasing the value of the investor’s
portfolio. Reputation, rather than more general deterrence, may thns ex-
plain institutional shareholder activism in some instances. An empirical ex-
~ample of such a reputation with respect to compensation may perhaps be
found in the activities of the California pension fund, CalPERS. As Linda Bar-

ris outlines, CalPERS scrutinized and demanded changes to a number of
firms’ compensation schemes.>” It is now known as a force to be reckoned
with on executive pay. -

Let us return to the effects of disclosure on executive compensation. It
is apparent that disclosure has a desirable effect in lowering the costs of
shareholder monitoring of executive compensation, which is particularly
desirable in the era of the institutional investor with the potential for in-
creased activism that that brings. Disclosnre also has a beneficial effect on
institutional activism because of deterrence and reputation. In order for
shareholder activism with respect to executive compensation to deter
management at other firms from adopting less than optimal compensa-
tion packages, or for an investor to develop a reputation for hawkishly

35 The terminclogy of ‘exit’ and ‘voice’ is from A.O. Hirschman, Exif, Voice and Loyally,
(Cambridge, MA: Harvard University Press, 1970).

36 See D. Kreps, A Course in Microeconomic Theory (London: Harvester Wheatsheaf, 1990) c.
14 for a discussion of game theory and the potential importance of reputation,

37 L. Barris, ‘The Overcompensation Problem: A Collective Approach to Controlling Exec-
utive Pay’ (1992) 68 Indiana L.]. 59.
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scrutinizing compensation, the results of this activism must be public. A
reputation cannot be fostered if others are unaware of the results of the
activities that otherwise would build a reputation. Disclosure therefore
serves to demonstrate publicly the fruits of the active shareholder’s labour,
enhancing its reputation and encouraging more appropriate compensa-
tion packages at other firms in which it has a stake. Given this spotlight,
institutional activism is encouraged.

While more speculative, disclosure of the corporate compensation strat-
egy may be important simply in requiring the compensation committee to
explicitly formulate a compensation strategy.’® Rather than instinctively as-
suming that a particular pay package makes sense, the committee is forced
to justify its choice publicly. Even aside from the salutary impact of disclo-
sure on shareholder activism, compensation committees comprising mem-
bers who do not wish to appear incompetent will be compelled by disclo-
sure to think more carefully about the underlying reasons for their
recommendations. To take an admittedly extreme example, suppose a com-
pensation committee member has typically approved relatively generous
pay packages because of a friendship with the CEO. The committee member
is now compelled because of disclosure to give reasons for such choice. If
reputation for responsible directorships has any value, or indeed the fiduci-
ary duty to the shareholders as a director has any legal consequences, the
committee member would not justify the choice of compensation package
by referring to the friendship with the CEO. The committee member is
forced to abandon this motivation, at least publicly, and to provide a reason-
able justification for the choice. The member must thus consider a fuller
range of reasons behind executive pay. To the extent that directors do not
advert to the full range of reasons for executive compensation packages, but
rather are satisfied with perhaps selfish motivations, mandatory disclosure
of the compensation strategy may have a desirable disciplinary effect.

Providing reasons for a compensation package may also serve as a disci-
plinary tool on directors acting in good faith with opposing views about the
optimal package. Suppose, for example, that one director views a signiﬁcant
salary as necessary to compensate the executive in a manner that will not dis-
courage risk taking. Suppose another director, however, views risk as virtu-
ally irrelevant to the choice of salary. In publicly announcing the compen-
sation committee’s views pursuant to disclosure obligations, both positions
could not be offered simultaneously. It is meaningless for the committee to
state that risky investment played a siguificant role in motivating the salary

88 For a discussion of the potential disciplinary.effects of the requirement to give reasons
on judges, see B. Chapman, ‘More Easily Done than Said: Rules, Reasons and Rational
Social Choice’ (1998) 18 Oxford J. Legal Stud. 293.
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component of the pay package and that it played an insignificant role. The
opposed directors must therefore come to some consensus. The consensus
requirement may force directors to consider more carefully both their po-
sitions and those of opposing directors, As long as this consideration is done
in good faith, which is also more likely because of disclosure and the direc-
tors’ reputations, disclosure and the requirement of public consensus may
serve to discipline directors setting compensation.

My analysis thus far has shown that disclosure will, in a variety of ways,
discipline directors setting executive compensation. First, it lowers share-
holder monitoring costs and therefore encourages investor activism, which
may be increasingly expected given the rise of the institutional iuvestor. Sec-
ond, disclosure publicizes the result of investor activism, thus permitting in-
stitutional investors to develop reputations for careful monitoring of exec-
utive compensation. Third, requiring compensation committees to disclose
reasons for their choice of executive compensation packages also serves to
discipline directors by encouraging them to carefully consider thelr choice
of pay instruments.

Given the conclusion that disclosure encourages shareholder activism
and disciplines directors, a separate question arises: What is the likely effect
of shareholder. activism and director discipline? As discussed above, the
choice of executive pay programs may be vital to the success of the corpora-
tion in aligning the interests of management and shareholders. Without
delving into an empirical survey of the considerable literature on the
strength of the relationship between pay and performance, suffice it to say
that many empirical studies have revealed only a weak link.*® The apparent
weakness or, indeed, absence of a correlation between pay and perform-
ance has beeu treated by some commentators as the central area of concern
Iu executive compensation. 40

If this concern is well-founded and the correlation between pay and
performance is at present undesirably weak, increased self-interested ac-
tivism ou the part of shareholders and increased director discipline
should increase the sensitivity of pay to performance; that is, investors
will demand executive compensation that provides managers with incen-
tives consistent with the aims of shareholders. Because of its invigorating
effects on shareholder activism, disclosure is likely to iucrease the em-
- phasis on pay-for-performance in the setting of executive compensation.

39  See survey in Iacobucci, supra note 1 at 23-26. One recent study of the sensitivity of CEO
pay to performance m Canada found that the link between pay and performmance was
‘very weak’: see Zhou, supra note 6 at 67. Another Canadian study also found virtually no
significant link between pay and performance: Elitzur & Halpern, supra note 17,

40  See, for example, Jensen & Murphy, supra notes 7 and 8.
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While this article does not attempt to test empirically the hypotheses put
forward, there is in Canada at least some anecdotal support for the notion
that disclosure has increased shareholder activism and directors’ sensitivity
to the issues of setting executive pay. Martin Harts, a compensation special-
ist with KPMG, has this to say of the impact of the new disclosure rules:

The [CEO] still gives the board annual recommendations for executive pay, but the
dynamics beiween the players and the old assumptions have been challenged. No
longer are the CEO’s recommendations antomatically approved by the compensation
committee or the board. Recommendations to increase pay are now usually backed
up by market data, and, increasingly, base pay is being de-emphasized in favor of an
annual bonus and long-term incentives. In other words, the potential upside in the
‘at-risk’ portion of pay is being promoted in the belief that compensation commit-
tees and, ultimately, the shareholders will be less likely to resist such arrangements.

The new disclosure rules are also changing the role of the annual bonus or in-
centive payments. Increasingly, compensation committees are requiring solid evi-
dence in the form of quantitative performance criteria to justify bonuses. Paying
executives incentives for performance at.or in excess of targets is examined by insti-
tutional shareholders and the popular media in the context of company perform-
ance. Since the new rules came into force, compensation committee members are
very sensitive to shareholders’ questions ahout executive compensation at annual
mneetings.41

Disclosure, by unleashing the disciplinary force of both shareholders and
the board’s requirement to give reasons for its compensation decisions,
has, according to Harts, increased the emphasis on pay-for-performance in
Canada, '

A recent Canadian study provides some further empirical support for the
hypothesis that disclosure affects how executives are paid. Zhou examines
CEO compensation at a sample of Canadian firms over the period 1991 to
1994 — that is, before*? and after the enactment of the disclosure rulesin On-
tario in 1993.* He finds that the sensitivity of pay to performance increased
in 1994 relative to the period 1991-1993. He also finds that Canadian firms
that had been subject to U.S. executive compensation disclosure rules prior
to 1993 had a higher correlation between pay and performance than those
that had not. Finally, he finds that the increase between the periods 1991-
1993 and 1994 in the pay-performance correlation was greater for firms that

41 M. Harts, ‘Does Canada Have a Problem with Executive Compensation’ in Iacobucci,
supra note 1, 59 at 60-61. See also similar discussion in M. Gibb-Clark, ‘Executive pay
likely to grow under new light' The {Toronto] Globe and Mail (8 September 1994) B2.

42 Firms are required o disclose compensation for the current year and the two immedi-
ately preceding years. Thus a sample of compensation schemes prior to the disclosure
rule’s enactment was available: see Zhou, supra note 6 at 27.

43  See Zhou, supra note 6, ¢, 1.4. -
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had not previously faced U.S. disclosure rules than for firms that had already
faced U.S. executive compensation disclosure rules. These findings are all
consistent with the hypothesis that disclosure increases incentive-based pay.
Disclosure appears to have altered how executives were paid.

W Disclosure and How Much Executives Are Paid

I have thus far argued that disclosure may change how executives are paid,
specifically surmising that disclosure is likely to increase the emphasis on
the sensitivity of pay to performance. In this section I argue that disclosure
is also likely to have the effect of changing how much executives are paid.
Specifically, disclosure may increase executive compensation. While such
an assertion could simply be made and tested empirically, it is important
from a policy perspective, in my view, to understand the reason for the in-
flationary effect of disclosure on compensation. Various commentators
have suggested that certain patterns in executive pay result from the self-
dealing that the legal and economic framework concerning executive pay
permits. I suggest here, however, that the patterns observed may well result
not only under the present framework, butin a more purely adversarial bar-
gaining context. The purpose of this section of the article is to caution
against casual inferences about the excesses of executive compensation
drawn from what are, ultimately, ambiguous data. Better understanding of
the possible reasons for pay patterns associated with disclosure may help de-
ter simplistic political interference (either with disclosure rules or with ex-
ecutive compensation generally}, which commentators such as Jensen and
Murphy warn may be associated with disclosure.**

To demonstrate that various pay patterns are not necessarily the result
of self-dealing - that is, that they are not inconsistent with a truly adversarial
bargaining context — the following discussion will treat pay as the result of
negotiation between the manager and a single, fully informed owner who
seeks to maximize profit. The single owner clearly faces no free-rider prob-
lems and may be expected to bargain vigorously. A bargaining context, as
opposed to a spot market, is appropriate since each party is likely to have
significant, specific investments in the relationship so that, to some extent,
the parties do not have practical alternatives and must periodically bargain
over a contract. The firm has specific investment in the manager because of
the training the firm has provided to the manager over the course of his em-
ployment, while the manager has invested in developing his human capital
in accordance with the specific needs of the firm.

44 Jensen & Murphy, supra note 8.
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Bargaining is a notoriously difficult economic activity to model. In what
follows, I will assume that the parties will invest in bargaining according to
the potential benefits to each party that might result from the bargaining.
Thus, for example, if there were a 100 per cent income tax rate for pay
above a certain amount, the executive would invest nothing in attempting
to bargain for pay greater than that amount. Where something occurs to
change the relative benefits to the parties from bargaining over executive
compensation, the compensation resulting from the bargaining changes. If,
for example, the 100 per cent tax rate were lowered to 70 per cent above a
given amount, the executive would invest in bargaining for more than that
amount.

With this framework in mind, I turn now to an analysis of various pat-
terns of pay associated with the disclosure of executive compensation. I at-
tempt to show that patterns that may appear to be the result of self-dealing
may also result in the above-described adversarial bargaining context be-
tween a single shareholder and a manager.

A. DISCLOSURE, PAY-FOR-PERFORMANCE, AND PAY LEVELS
In an article opposed to increased disclosure of compensation, the CEO of
Sun Life Insurance Co., John MacNeil, writes:

Executive compensation levels in countries where disclosure is not required gener-
ally are significantly lower than in countries where disclosure is required. That is not
an on-the-record fact, but it is an informed opinion from sources knowledgeable
about these matters,*

MacNeil goes on to say that pay in markets where disclosure is mandatory
tends simply to rise to the level of the highest paid executive.

Later I will examine the latter point concerning comparative pay; here
I consider the former point: disclosure increases pay. If we accept that Mac-
Neil’s premise — pay levels are higher where disclosure is mandatory — is
true,” what does this imply for disclosure as a policy? MacNeil implies in
his article that one of the few significant results of increased disclosure is
undesirable pay inflation. In my view, the inflationary effect of disclosure
on pay should not be dismissed so quickly as undesirable. I argued above

that disclosure is likely to increase the focus on the way executives are paid.

45 ] MacNeil, "‘Why make executives disclose their salaries?’ The [Toronio] Globe and Mail {29
October 1993) A33.

46  Zhou, supra note 6, Table 1.1, finds that average CEO pay} at a sample of Canadian firms
was $422.000 in 1994 (post-disclosure) and §389,000 over the period 1991-93 (pre-dis-
closure), which is not inconsistent with the inflationary effect of disclosure. Moreover,

~ the percentage increase was larger at firms that did not face U.S. disclosure require-
ments prior to the Ontario amendments in 1993.
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Specifically, disclosure will increase pressure on directors and management
to adopt pay packages that are more sensitive to corporate performance.
Adoption of more performance-sensitive pay, however, may also be expect-
ed to increase pay for a variety of reasons.

First, to provide significant incentives to managers, the absolute size of
compensation may need to be higher than it would be in the absence of
such incentives. Suppose, for example, that optimal incentives are provided
to a particular executive if he is paid five cents for every dollar of profit. If
pay had previously been set without considering the effect of pay on per-
formance, there is no reason to conclude that switching to performance pay
would result in similar levels of pay. Given that the productivity of the exec-
utive and pay are linked, a significant increase in expected pay resulting
from the adoption of performance-related components of pay could in-
crease profits to the firm. This is the argument of Jensen and Murphy, who
state: :

How often do shareholder activists or union leaders denounce a corporate board for
underpaying the CEO? Not very often — and that’s precisely the problem. Most critics
of executive pay want it both ways. They want companies to link pay to performance,
yet they also want to limit compensation to arbitrary amounts or some fuzzy sense of
‘what’s fair.” That won’t work.*’

Consider the bargain between the single owner and the manager. Initial-
ly, the parties bargain without concerning themselves about pay-for-per-
formance. Essentially, the parties bargain over the surplus created by the ex-
ecutive, which is a fixed surplus. It is a zero-sum game - higher pay for the
manager means less profit for the owner. Suppose now, however, that the
parties decide to make pay sensitive to performance. No longer is it a zero-
sum game, but rather profit may rise with the executive’s pay, if pay is prop-
erly geared to performance. Given that higher pay does not simply lower
the owner’s profit, it could well be that a higher expected pay level will re-
sult from bargaining.

There is a further reason why disclosure’s effect on the sensitivity of pay
to performance will increase pay: risk aversion. To the extent that pay is sen-
sitive to the firm’s performance, and the firm’s performance is imperfectly
correlated with the manager’s performance, the manager bears risk and its
attendant costs.*® Managers are risk-averse and from this perspective alone,
the ideal pay package is a straight salary. Consequently, for a risk-averse
manager to be indifferent between a straight salary and a pay package with
risky components, such as options, the expected payoff of the risky package

47 Jensen & Murphy, supra note 7 at 144.
48  See Holmstrom, supra note 18,
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must be higher than the straight salary.*® Put another way, for every given
level of expected compensation, the higher the risk, the lower the execu-
‘tive’s utility from that pay package.

In the bargain between the owner and the executive, then, one may ex-
pect that, all other things being equal, increasing the riskiness of the pay
package will result in a higher absolute level of expected pay. When risky
pay is introduced, maintaining the same expected level of compensation
would result in lower benefits to the manager. Put another way, greater risk
intensifies the manager’s preference for a higher level of absolute expected
pay; thus the manager will invest in bargaining to realize a higher level of
expected pay. To the extent that disclosure increases the sensitivity of pay
to performance, managerial risk aversion and bargaining will resultin high-
er levels of expected pay.

A final factor contributing to the appearance of higher pay as the result
of disclosure and increased sensitivity of pay to performance is the ‘outlier
effect.” Much anecdotal evidence about executive pay is gathered from an-
nual lists of the highest-paid executives published in magazines such as Busi-
ness Week and Fortunein the United States and Report on Business Magazine in
Canada. Such lists often provide background data for critical comments
about executive compensation, like Loomis’s reference to the ‘madness’ of
executive pay. °° The obvious problem with reliance on such lists is that they
convey exactly what they are meant to convey: extremes. Moreover, as pay
becomes increasingly sensitive to performance, one may expect that the
range of executive pay will widen; thus the highest-paid executives will be
particularly well-paid. There are two reasons for this conclusion. First, if pay
is linked to performance, then extremely profitable performance will affect
pay accordingly. For example, Crystal describes the pay scheme that has
made Michael Eisner of the Walt Disney Company a poster-boy of extraor-
dinary pay, which pay topped $200 million in 1993.5" When he joined Dis-
neyin 1984, Eisner took a relatively low salary and a bonus scheme that gave
him two per cent of the profit above a 9 per cent return on equity, as well as
stock options. Crystal, usually a critic of theé size of compensation packages,
acknowledges that the scheme was not overly generous from an ex ante per-
spective, given that Disney had been a sluggish performer. It was the firm’s
remarkable success under Eisner that resulted in remarkable paycheques.

49 See G. Milkovich & B. Rabin, ‘Executive Compensation and Firm Performance:
Research Questions and Answers’ in-F. Foulkes, ed., Executive Compensation: A Strategic
Guade for the 1990s (Boston: Harvard Business School Press, 1991) 81.

50 See Loomis, supra note 2. .

51  G. Crystal, ‘CEO Compensation: The Case of Michael Eisner’ in Foulkes, supra note 49,
353. '
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A second reason why the best-paid lists will leap once disclosure affects
pay-for-performance is that longer-term incentive plans often include stock
options. When an executive decides to cash in her options, even though
they may represent years of performance, her pay for that particular year
will jump. Thus those executives with an extremely profitable portfolio of
options will further skew the already extreme list of the best-paid executives
each year. '

While these reasons explain why disclosure and heightened sensitivity of
pay to performance give the appearance of higher executive compensation,
they do not necessarily imply that overall compensation will be higher. The
simple point is that increased variability of pay will predictably raise the pay
of the best-paid executives; other reasons, such as bargaining and risk-aver-
sion, are required to explain why average compeusation will rise.

To summarize, disclosure, by heightening the sensitivity of pay to per-
formance, may increase pay because higher payis required to give the exec-
utive significant incentives to increase profit. Disclosure also increases pay
because of the disutility to risk-averse managers associated with increased
riskiness of pay. Finally, it creates the appearance of higher pay by further
skewing the annual lists of best-paid executives.

B. DISCLOSURE, THE INTRODUCTION OF PAY-FOR-PERFORMANCE, |

AND THE ENDOWMENT EFFECT _

I concluded above that disclosure increases the sensitivity of pay to perform-
ance. A related issue is how the transition to payfor-performance will take
place. Critics of executive compensation often point to the following phe-
nomenon as demonstrating the absence of adversarial bargaining between
the executive and directors: in increasing the level of performance-sensitive
pay, there is often no corresponding decline in the level of pay not sensitive
to performance. Suppose, for example, that an executive’s pay is initially
composed of straight salary. In order to provide incentives, it is decided that
a bonus plan should be introduced based on the firm’s return on equity. If
the executive is to be paid at the same level as prior to the bonus plan, the
fixed-salary component of pay needs to be reduced. However, critics con-
tend, what frequently occurs is that the bonus plan is implemented with
only a small reduction, if any, in fixed salary. Thus, the critics conclude, pay-
for-performance simply becomes a method of raising the executive’s salary
at the expense of shareholders.

Examples of this criticism are widespread. Crystal recalls the example
from his days as a compensatiou specialist set out above. He recommended
that the CEO cut his salary from $160,000 to $100,000 to make room for a
bonus scheme. The CEO objected strenuously, and Crystal was no longer
consulted by the firm. Crystal states that he would ‘bet, however, that [the
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CEO] found another compensation consultant who was willing to recom-
mend that the company adopt a new annual incentive plan without requir-
ing executives to cut back on their base salaries.’® Crystal sees the addition
of an incentive plan without a significant cutback in salary not as the result
of adversarial bargaining, but rather as a result of the control that CEOs
wield over the pay-setting process.

Even Milgrom and Roberts, who are generally agnostic on the subject of
executive pay, appear critical of the continuation of fixed pay when variable
pay is introduced:

Because it often seems that large U.S. firms add various long-term incentive pay com-
ponents to their CEOs’ compensation packages without obviously decreasing any of
the other elements, knowledgeable ohservers of executive compensation consider
these long-term programs the source of the relative jump in CEO pay in the 1980s.%

They note that there is an

apparent tendency of boards to add new items to CEOs’ compensation packages with-

~out adjusting the size of the existing ones. Given this, a recommendation to increase
the linkage between CEO and shareholder wealth through stock awards amounts to -
an invitation to bestow large amounts of stock on the CEOs, giving away even more
of the shareholders’ money to already well-paid executives.”

Commentators appear content to conclude that the continued exist-
ence of fixed portions of pay with the addition of variable pay demonstrates
a divergence between the will of the shareholders and that of the directors
who actually participate in the setting of compensation. While I do not wish
to argue that commentators are clearly wrong on this matter, I do wish to
challenge their presumption that maintenance of fixed-pay levels necessarily
indicates an absence of adversarial bargaining in the establishment of exec-
utive compensation. In my view, even in the context set out above of an
arm’s-length negotiation between the single owner and the executive, there
may be a bias toward retention of present levels of fixed compensation, even
as variable pay is added. The underlying reason for my conclusion is the en-
dowment effect. .

Economic theory assumes that there is no salient difference between a
forgone gain and an out-of-pocket loss; opportunity costs and out-of-pocket
costs will be considered equally in the calculus of a rational being, Without
this condition, preferences may not be rational. As an illustration, consider
a ticket to a sold-out hockey game. For somebody who owns the ticket, the

52 Crystal, supra note 22 at 219.
53 Milgrom & Roberts, supra note 17 at 427.
54  Ibid. at 441.
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opportunity cost of retaining the ticket is the price at which he could resell
the ticket. For somebody who does not own the ticket, the out-of-pocket cost
of obtaining the ticket is the price he would have to pay for the ticket. Sup-
pose person A would be willing to pay a maximum of $200 for the ticket A
does not own. Economic theory dictates that if A did own the ticket, A would
sell if he had an offer greater-than $200; that is, A would sell if the opportu-
nity cost of retaining the ticket is greater than what A would have paid to
purchase the ticket. If A does not follow economic theory and refuses to sell
at $201, his valuation of the ticket follows an apparently contradictory pat-
tern: the ticket is preferred to $200 and $200 is preferred to the ticket, de-
pending on his theoretically irrelevant endowment. Behavioural studies,
however, show that people tend to behave precisely the way economic the-
ory dictates they should not. | :
Experimental economists have demonstrated that people view opportu-
nity costs as less important than out-of-pocket costs. Consequendy, there is
a bias against trading what one possesses — carrying out a trade involves an
out-of-pocket cost, whereas refusing to trade involves an opportunity cost.
The bias toward retaining what one possesses has been called the ‘endow-
ment effect.” To demonstrate the endowment effect, Jack Knetsch conduct-
ed the following experiment.®® A sample of participants was divided into
two groups. In one group, each participant received a mug, and in the oth-
er, each received a chocolate bar. The groups were then permitted to trade
with each other. If forgone gains and losses were viewed equally, one would
expect each group to contain roughly the same ratio of chocolate bars to
mugs after trading. Instead, about 90 per cent of each group retained their
initial endowment. Such a result, which appears to confirm the endowment
effect, has been replicated consistently in other studies.? -
Including the endowment effect in the negotiation over compensation
between the executive and the single owner may help explain the persistence
of fixed-pay levels when variable pay is introduced. Suppose an executive is
paid a fixed salary alone. An endowment effect may be attached to the exist-
ence of that salary; that is, giving up all or part of the salary would be more
difficult given its prior existence than it would have been if never received.
Given the adverse psychological impact of giving up what he already has, the

55 J.L. Knetsch, ‘The Endowment Effect and Evidence of Nonreversible Indifference
Curves' (1989) 79 Am, Econ. Rev, 1277. )

56 See J.L. Knetsch & J.A. Sinden, ‘Willingness to Pay and Compensation Demanded:
Experimental Evidence of an Unexpected Disparity in Measures of Value’ (1984) 99
Quarterly . Econ. 507; D. Kahneman, J.L. Knetsch & R.H. Thaler, ‘Experimental Test of
the Endowment Effect and the Coase Theorem’ (1990} 98 J. Pol. Econ. 1325; and R.C.
Bishop & T.A. Heberlein, ‘Measuring Values of Extramarket Goods: Are Indirect Meas-
ures Biased?’ (1979) 61 Am. J. Agricultural Econ. 926.
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executive in a bargain with the single owner will resist lowering his salary,
even at the expense of forgone gains in variable pay. On the other hand, the
single owner may still believe that there would be net gains from the intro-
duction of variable pay - the variable pay will create a larger surplus to divide.
Thus even if the executive gets a larger share of the surplus by clinging to
fixed salary, it may be profitable to introduce variable pay. Consequently, the
endowment effect and bargaining may result in a bias toward retention of
similar levels of fixed pay, even though the manager is compensated w1th in-
creased variable pay.

Given that disclosure is likely to increase pressure on directors to imple-
ment variable pay, disclosure may indirectly result in the addition of varia-
ble pay without a corresponding decrease in fixed pay. Such a result may ob-
tain even where there is adversarial bargaining between a manager and
single owner who decides to increase the sensitivity of pay to performance
because of the endowment effect: the disutility to the manager from losing
fixed salary creates greater disutility than the potential gains to be had from
increased variable pay, If, however, there are gains for the owner from vari-
able pay even if salary is maintained at similar levels, the owner may still .
choose to introduce it.

C. DISCLOSURE, INFORMATION, AND THE ‘RACE TO THE TOP’
Thus far I have argued that disclosure of executive compensation may in-
crease compensation because of its effect on payfor-performance. By in-
creasing the sensitivity of pay-to-performance, disclosure will most likely in-
crease the levels of pay even in an adversarial bargaining context. In the
present section, however, I discuss another reason unrelated to pay-for-per-
formance why executive pay may increase following the implementation of
mandatory disclosure rules: the information that pay levels convey to the
managerial labour market.”’ -
Some commentators view the disclosure of executive compensation,
comparison with other executives’ pay, and subsequent pay increases as ev-
idence of the flaws that exist in the framework governing corporate govern-
ance. Disclosure of executive compensation, these commentators suggest,
simply provides executives and boards with ammunition to raise executive
pay further. Derek Bok, for example, states:

Boards of directors can seldom detect the balance-sﬁeet adjustments that may have
helped their president earn a bonus, nor are they well equipped to question the

57 For apioneering work on signalling private information, see AM. Spence, Market Signal-
ing: Informalional Transfer in Hiring and Related Srmemng Processes (Cambridge, MA: Har-
vard University Press, 1974).
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judgment of the consultants whom the CEO employs to recommend his pay increase
for the following year.

Under these less-than-competitive conditions, market changes that would ordi-
narily be benign can have perverse effects. For example, efforts to publicize the
earnings of chief executives in the 1980s did not stop boards of directors from au-
thorizing large pay increases. Rather, they spurred some chief executives to press for
more money in an effort to keep pace with rival CEOs and thus helped to ratchet up
executive pay even further.>®

Crystal also views disclosure and rising pay as the result of a flawed frame-
work:

A statistical average — whether it is average pay or average rainfall ~ is made up of a
series of numbers, some of which must necessarily be lower than the resulting aver-
age and some of which must necessarily be higher ... . That being the case, it does
not follow, and it cannot follow mathematically, that every CEO is entitled to earn the
survey average. But try convincing a CEO of the merits of this argument.

Companies have a sort of institutional pride, and consciously paying a CEO below
the average constitutes a blow to that institutional pride. Talk to a member of the
board about this issue, and he’ll likely tell you that ‘our company is as good as any-
one else’s, and therefore we're not going to be cheap and pay below the average.’
This pernicious thinking leads to a phenomenon called ‘survey ratcheting.” If a com-
pany shows to be below the average, the CEO is given a raise to the average; or, if not
all the way to the average, at least an outsized raise. Unless CEOs who are being patd
above the average are given pay cuts to the average, these raises cause the survey av-
erage to rise the next year and to contribute to another round of the same behav-
iour. And, of course, it is virtually unheard of for a CEO to take a pay cut.

Other commentators do not offer a sinister explanation for the relation-
ship between disclosure and pay, but rather simply treat as a given that pay
levels rise as a result of comparison. For example, an editorial in The [Toron-
to] Globe and Mail speaks of the pay disclosure laws in the following manner:

The discovery that a competitor’s president is paid more to do a comparable job at
a comparable price will not likely push the higher-paid president’s salary down, but
may well force the lower-paying company to move its president’s salary up or risk los-
ing him or her. The United States has by far the world’s highest-paid executives, and
U.S. regulators have required disclosure of executive compensation for fifty years.>®

In predicting the effect of the disclosure laws, MacNeil states that “pay will
gravitate toward the highest-paid individuals in a given class, with modest
differentials that reflect the relative size of the companies.’®

58 D. Bok, The Cost of Talent: How Executives and Professionals Are Paid and How It Affects Amer-
ica {New York: Free Press, 1993).

59 ‘Paying the Public Pipers’ The {Toronto] Globe and Mail (2 April 1996) A18.

60 MacNeil, supra note 45.
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Canadian experience with extensive disclosure of executive compensa-
tion is obviously limited, but there is some suggestive evidence supporting
these commentators. For example, in reading accounts of executive com-
pensation, one discovers that increased compensation is often attributed to
the influence of comparison with rivals. The [Toronto] Globe and Mail report-
ed, for example, that an increase in the pay to executives at MacMillan
Bloedel was motivated by a wish to have executives paid at the median level
in the indusl:ry.61 A Sobeco-Ernst and Young study reported in The [Toronto]
Globe and Mail found that executives and senior management enjoyed a 7.8
per cent pay raise in 1995, while the raises for middle management and
non-management employees were 5 per cent and 4.3 per cent, respective-
1y.%? Interestingly, an Ernst and Young partner is quoted as stating that one
of the reasons for the increase in executive pay was the disclosure require-
ment:

[D]isclosure laws imposed in 1993 requiring Canadian public companies to reveal

pay levels of their top [CEO] and top four executives have helped those executives

negotiate raises to bring compensation in line with counterparts at other compa-
oo 63

nies.

Notwithstanding the confidence of commentators in the inflationary
comparative-pay phenomenon and the existence of some empirical support
for it, from a policy perspective, it would be useful to have a better under-
standing of the reason why this phenomenon might occur. Bok and Crystal
present one possibility: boards of directors do not act as vigorous bargainers
on behalf of shareholders. Disclosure allows directors to boost executive pay
by relying on comparison with competitors. If a competitor pays more than
the firm in question, the directors of that firm may justify to shareholders
their decision to raise executive pay by comparing it with that of compet-
tors. With each board of directors following this strategy, executive compen-
sation will ratchet upward.

There are, however, significant flaws in this argument, at least insofar as
it is used against increased disclosure of executive compensation. If direc-
tors are not effective bargainers to begin with, it is unclear why disclosure
would make them worse in this respect. While pay comparison lists may
well be a useful justificatory tool for directors in setting compensation, if
compensation were not exposed, there would be no need for directors to

61 P. Lush, “Bargain” MacBlo Chief Got Big R:aise', The {Toronio] Globe and Mail (21 March
1996) B1.

62 G. MacDonald, ‘One-third got no raise in '95; Survey' The [Toronto] Globe and Mail (11
August 1995) B2. '

63 Ibid.
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justify the pay packet in the first place. If anything, disclosure of compen-
sation would seem to invite tougher bargaining by directors concerned
about their reputations. Exposing executive compensation should not nec-
essarily lead to higher compensation because of infirmities in corporate
governance.

Other commentators, such as The [Toronte] Globe and Mail's editorialist,
do not necessarily treat disclosure and higher compensation as the result of
weak directors; but at the same time it is difficult to discern what their view
of the causal relationship is. They seem simply to accept that, for example,
disclosure of two competitors’ executive pay packages will resultin the grav-
itation of pay toward the higher amount (a ‘race to the top’}. This poses a
puzzle. In the first place, it is unclear why comparison provides lower-paid
executives with an incentive to seek higher pay. Presumably, executives
were content with their pay before disclosure, so why would the amount
someone else earns affect their pay? Perhaps one reason is that they revise
their estimate of their worth outside the relationship with their own firm,
thus increasing their view of their worth to their preseut firm. In any event,
even if, as the commentators above suggest, the lower-paid executive seeks
higher pay as the result of learning what a rival earns, why does the board
of the rival not equally seek to lower compensation as the result of learning
what the other executive earns? That is, if pay is somehow related to the op-
portunities available in the market, the lower-paid person should maintain
that he is underpaid, but equally the rival’s board should assert that it is
overpaying its executive. Pay under this process should gravitate to the mid-
dle, not to the top. _

Accepting for the sake of argument that, as an empirical matter, pay
does in fact rise as the result of comparison with rivals, there may be expla-
nations that do not depend on directorial misbehaviour but rather on mar-
ket forces that would exist even in the context of adversarial bargaining.
First, the endowment effect may provide the better-paid manager with in-
centives to invest in bargaining to resist a fall in pay, despite realizing that
he is paid more than the market average. Second, executives may be moti-
vated by envy of their peers, so that discovering a better-paid peer will result
in vigorous bargaining for higher pay.** A third explanation, which I will de-
tail in this section, depends on hidden information about the executive’s
ability.

Consider the following model. There is a single shareholder and a single
executive. The executive creates some surplus for the firm. Given that each
party has specific investments in the relationship, neither party receives the

64  See Zhou, supra note 6, c, 1.3.3.
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full surplus; rather there is bargaining over the surplus, the result of which
is the executive’s pay. To focus the analysis on how much executives are
paid, rather than how, I will assume that the surplus created by the execu-
tive does not depend on the structure of pay; other factors serve to motivate
optimally the executive. I will also assume that the surplus created depends
only on the ability of the executive, which is known by the executive and the
shareholder in bargaining.

To establish the informational aspect of pay that will drive the relevant
result of the model, assume, for the moment, that the parties negotiate
strictly over the surplus created for the firm by the executive (not over the
effect of pay on future pay, as I will discuss below). I will bound the bargain-
ing result only by stating that neither party will accept a negative sum; pay
must be equal to or greater than zero, but equal to or less than the total sur-
plus created by the executive. Both parties would prefer not to trade than
to accept a negative sum. Suppose from reading annual reports that outside
observers have some notion of the total surplus created by the firm, but do
not know the proportion of surplus for which the executive is responsible;
outsiders do not know the executive’s ability. For simplicity, assume that the -
total surplus is 1, and the proportion of the surplus created by the executive
is distributed uniformly between 0 and 1. Put another way, the ability of the
executive may be represented by a uniform distribution between 0 (lowest
ability) and 1 (highest ability).

It is clear in this model that, all other things equal, higher pay indicates
higher ability. To take an extreme example, suppose that the bargaining
skill of the executive is very high, such that she is known to capture the full
surplus that she creates. Her pay is equal to her ability, since her ability is
equal to the surplus she creates. Alternatively, rather than capturing the full
amount of the surplus she creates, suppose the executive is expected by out-
side observers to capture some proportion of the surplus she creates, &
(where 0 <5< 1). Her expected ability is 1 /5 times her pay. Put another way,
observation of some pay levels will eliminate certain possibilities with re-
spect to the estimated ability of the executive. For example, the outside ob-
“server would know from the non-negative condition on the bargain that
ability is at least as great as pay. ,_

Pay thus may indicate ability. Disclosure of executive compensation per-
mits this effect to take place. Without disclosure, obviously, there is no indi-
cation of ability from pay since outsiders do not know the pay. To the extent
that transmitting this information will affect executive pay, then, disclosure
will predictably affect executive compensation.

The issue now is how hidden information about ability may be predicted
to affect executive compensation. I assume that although terminating the
relationship between the shareholder and the executive is costly because of
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bilateral specific investments, the executive knows that there is some posi-
tive probability in the future that she will no longer have a job at the firm,
perhaps because of the firm's failure. T also assume that her reputation will
affect her future expected pay™ — that is, the higher the estimated ability of
the executive by outside observers, the higher her expected future pay. The
executive clearly has an interest, from the perspective of earning higher in-
come in the future, to seek greater pay in the present in order to indicate
high ability.

In bargaining with the single shareholder once disclosure is established,
the executive now has an added incentive to seek higher pay. Consequently,
in a bargain over executive pay, disclosure, by unleashing an incentive to in-
dicate high ability, may result in higher pay. Whether higher pay results de-
pends to a large extent on the effect of information on the single sharehold-
er’s incentives to bargain. Higher pay to the executive implies that factors
of production in the firm other than management were less productive.
The shareholder may wish to indicate that these other factors of production
are indeed valuable assets, and thus may resist the executive’s desire to in-
dicate her own ability. The shareholder may also want to conceal the man-
ager’s ability from the market. On the other hand, the single shareholder
may wish to signal the skill of the firm’s management to capital markets, or
may wish to signal to future potential managers that the firm is one in which
a skilful manager can do very well, and thus may not vigorously resist the
manager’s desire to indicate her ability to the market.

Private information may also help explain why competitors’ pay is rele-
vant to executive pay. When outsiders observe a level of pay, as discussed
above, all things being equal, the higher the level of pay, the higher the es-
timated ability of the executive. However, suppose now that the informa-
tion about ability is obscured by a lack of knowledge ahout the firm’s cir-
cumstances. Suppose, for example, that pay is a function of the executive’s
ability, bargaining skill, and other exogenous factors, such as industry con-
ditions, which affect the size of the potential surplus that the firm, and
hence the executive, can create. In observing the executive’s pay, outsiders
may learn something about the executive’s ability, given that the executive
will not be paid more than she creates in surplus, which depends in part
on ability. However, it may be difficult to determine whether the surplus
she produced was affected by factors exogenous to the executive’s ability,
such as industry conditions; thus the information about ability from ob-
serving pay may be less precise where the firm's potential surplus is un-
known.

65  For a discussion of the impact of the managerial labour market on a manager, sece E.
Fama, ‘Agency Problems and the Theory of the Firm® (1980) 88 J. Pol. Econ. 288.



516 UNIVERSITY OF TORONTO LAW JOURNAL

Consider now the information conveyed by the results of bargaining in
two similarly situated firms. If each executive invests in bargaining in similar
ways, and if the maximum potential surplus available to each firm is corre-
lated across firms, the observer of executive pay has better information
about the ability of the executive. For example, if pay for one executive is
low, an outsider observing this alone may not be certain whether exogenous
industry conditions or low bargaining power contributed to this low level of
pay. If, however, the executive in a similarly situated firm is paid very well,
the outsider may infer that the executive with low pay created less surplus
for her firm than the executive with high pay. Comparison reduces the un-
certainty about the causes of the executive’s pay and thus may provide bet-
ter information about the executive’s ability.*

We have seen that while pay in itself conveys information about ability,
comparative pay may provide further iuformation to the observer, narrow-
ing the estimated range of the executive’s possible ability. Consequently,
not only will the executive want higher pay in order to indicate higher abil-
ity, but she will for the same reason want to ensure that her pay compares
favourably with her rivals’. Such a benefit from a favourable comparison will
grow if there is some benefit to the executive from an impressive ordinal
ranking among executives (for example, if only one of the two executives in
the above example will have a job in the industry in the future). If relative
worth is important to the executive in the future job market, she will have
an additional reason to seek compensatiou at least sinilar to, and preferably
higher than, her rivals’. '

In a bargain, then, betweeu the executive and the shareholder, not only
may disclosure invite higher pay because of the added intensity of the ex-
ecutive’s desire for higher pay in itself, which desire results from pay’s own
informatioual value, but disclosure may also result in higher pay for execu-
tives seeking favourable comparisons with their rivals. Executives paid be-
low average will have a strong desire to seek compensation closer to the av-
erage, and if they are successful through bargaining, in the future, higher-
ability executives now paid around the average will seek to distinguish
themselves with stll higher pay. The process described by Crystal and oth-
ers, whereby pay is ratcheted higher because of disclosure and pay compar-
isons, may well occur even in an adversarial bargaining context because of
the importance of the information conveyed by pay.

As set out above, there may be countervailing considerations with respect
to the single shareholder’s incentives..For example, the owner may wish to
develop a reputation for being a hard bargainer and resist high pay. On the

66 See B, Holmstrom, ‘Moral Hazard in Teams’ (1982) 13 Bell J. of Econ. 324 for a discus-
sion of the positive informational effects of comparisons.
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other hand, where the firm’s potential surplus is unknown to outsiders but
known to the executive and owner, and the owner wishes to signal a high po-
tential surplus — perhaps to raise capital ~ higher pay may indicate a higher
potential surplus. Thus the owner may also have an interest in high pay.

In all the above situations, an important complication arises from the
fact that in negotiating pay partly with a-view to conveying information, pay
is affected, thus perhaps partially obscuring the informational value of pay;
that is, if observers know that higher compensation is demanded by execu-
tives attempting to indicate high ability, observers will account for this po-
tentially inflationary effect on compensation in inferring ability from ob-
served pay. However, this distortionary effect will probably not entirely
undermine the informational effect. If the owner has an opposing desire to
set low pay also in order to convey information to the market, it remains
true that pay may be linked to ability. No matter how much an executive
with low ability wishes to emulate an executive with high ability, the non-
negative condition on the firm’s share of the surplus limits her capacity to
do so.

Where the owner too has an interest in paying the executive well, per-
haps to indicate a large surplus, the non-negative condition is not a
straightforward limit on compensation. The owner could conceivably pay
more than what the executive is worth in order to signal a high potential
surplus, which in turn may cbscure the informational value of higher pay.
On the other hand, the amount a firm could pay would be limited. At some
point, a low-surplus firm would probably find it too expensive to overpay its
executive in an attempt to emulate a high-surplus firm, in which case, pay
will convey information about ability and the firm’s surplus. For example,
solvency concerns may limit the capacity of a firm to pay high amounts in
order to signal a high surplus.

The conclusions in this section are not definite with respect to the ef-
fects of disclosure on pay; the effects depend on the managers’ and owners’
bargaining incentives in reality. However, these conclusions present at Jeast
one possible explanation both for an inflationary effect of disclosure and
for the importance of comparing pay.

Vv Conclusion: Policy Implications

I'have discussed in this article several phenomena associated with disclosure
of executive compensation. Disclosure is predicted to increase shareholder
conirol over the way executives are paid. Disclosure lowers the sharehold-
ers’ cost of monitoring the setting of executive compensation and publiciz-
es the results of shareholder activism, thus encouraging shareholder super-
vision, particularly because of the recent rise of the institutional investor.
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Moreover, disclosure compels directors to give reasons for their choice of
compensation structures, and therefore directors who care about their rep-
utations will carefully consider how executives are paid. From a policy per-
spective, the better alignment of executive pay with the wishes of sharehold-
ers is the most important aspect of disclosure. There is evidence that
adopting incentive-enhancing performance pay has significant, positive ef-
fects on shareholder value. For example, Brickley, Bhagat, and Lease find
that adopting a long term incentive plan increases the return to sharehold-
ers by 2 per cent.®” As The Economist states, ‘pay can have a powerful effect
on managerial behaviour. It is worth getting right.’® Disclosure helps share-
holders get it right.

On the other hand, disclosure may also have an inflationary effect on
compensation levels. The article attempted to provide reasons for this ten-
dency that are independent of the various infirmities in corporate govern-
ance that commentators associate with the setting of executive pay. The pol-
icy conclusion to be drawn from this discussion is that political interference
either with disclosure specifically or with executive compensation generally
should not be based on casually drawn inferences.

Part of the inflationary effect, I have suggested, is attributable to the im-
pact of disclosure on shareholder control over pay. If shareholders decide
that pay should be more closely linked to performance, increased pay-for-
performance may require higher pay in order to provide appropriate incen-
tives. Moreover, the increased variance of pay will increase the cost of the
packet’s risk to the executive. An executive with an aversion to risk is thus
in a position to bargain for a higher level of pay to compensate for the high-
er risk. Given that disclosure better aligns pay with shareholders’ wishes, if
the reasons advanced here are responsible for higher pay, there should be
no hesitation in confirming disclosure regimes as desirable. Shareholders
will adopt variable pay to create wealth and will accept the minor redistribu-
ton to executives that may coincide with it.

A potentially misleading (but, I suspect, important to the public) aspect
of disclosure is its effect on increased variable pay, and the subsequent ef-
fect on the extremes observed in ‘Top Fifty’ lists. Such lists, which are often
the focus of popular discussions of executive compensation, will not reflect
the overall effect of disclosure on compensation levels. There is no policy
principle to be drawn from the observation that the highest-paid individuals

67 J. Brickley, 8. Bhagat & R. Lease, "The Impact of Long-Range Compensation Plans on
Shareholder Wealth' (1985} 7 J. of Accounting Econ. 115. See also H. Tehranian & J.
Waegelin, ‘Market Reaction to Short-Term Executive Compensation Plan Adoption’
(1985). 7]. of Accounting Econ. 131.

68  The Economist, supra noté 3 zt 19,
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are better paid under disclosure and thus increased variable pay. Even if
there were legitimate concerns about-very generous compensation, ‘Top
Fifty’ lists do not demonstrate higher overall compensation.

The endowment effect may disturb the transition to more variable com-
pensation schemes. Absent such an effect, an executive may be indifferent
between continuing to receive a certain salary and discontinuing the salary
in exchange for receiving a ‘more variable pay package with a higher ex-
pected value to compensate for risk. Given the psychological attachment
to what he has received in the past, however, the executive may successfully
bargain to retain a larger fixed component of pay than what otherwise
would have resulted. Given that increased incentive pay may increase
shareholder wealth regardless of the executive’s receipt of a salary, the en-
dowment effect may result in a bargain whereby the executive retains his
salary, but is granted an additional variable pay package.

The addition of variable pay without a corresponding decrease in fixed
pay does not, as some commentators have implied, necessarily mean that
there is a corporate governance problem in the establishment of executive
pay. A similar outcome could result from adversarial bargaining between
an executive and a single, informed shareholder who has decided to in-
crease the sensitivity of pay to performance. From a policy perspective,
therefore, an increase in variable pay without a similar (risk-adjusted) de-
crease in fixed pay is not necessarily a matter of concern. The endowment
effect may redistribute funds from shareholders to managers, but it will oc-
cur independent of any corporate governance policy. The important poli-
cy point is that disclosure may permit shareholders greater involvement in
the decision to implement variable pay. The implication this in turn has
for wealth creation is the point of central concern.

The discussion thus far has.centred on the effect of disclosure on per-
formance pay and hence on pay levels. But disclosure, by potentially convey-
ing information about the executive’s ability, may also have a direct impact
on pay levels. Executives wishing to indicate superior ability will seek higher
compensation and compensation that compares well with that of their ri-
vals. Again, the apparent phenomenon not only of higher pay as the result
of disclosure, but of reliance on comparison to achieve the higher pay does
not necessarily imply that weak directors are using comparison pay to justify
overpaying executives. Bargaining between true adversaries could bring
about a similar result.

It is more difficult to answer whether the informational effect resulting
from disclosure should be viewed negatively from a policy perspective. The
other factors pushing pay higher depeud on a socially desirable transition
to increased pay-for-performance, whereas the informational effect, if it oc-
curs, results independently of desirable chauges to incentive pay. It affects
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how much executives are paid without affecting how executives are paid. To

the extent that policy is concerned about the distribution of wealth in soci-
ety, this may serve simply to make the wealthy wealthier in a socially unde-
sirable way. On the other hand, a social benefit may arise from the provision

of additional information to the managerial labour market.

As mentioned in the introduction, commentators have suggested that
disclosure may unleash political pressures that serve to constrain the effi-
ciency of the contracts offered to executives.” I have in this article set out
several reasons why various observed phenomena in the setting of executive
compensation following disclosure may not necessarily resuit from flaws in
the governance framework, but rather may occur in an adversarial model.
Disclosure may have a natural tendency to inflate pay, but this may largely
result from a desirable transition to variable pay. Such analysis cautions
against politically treating executive compensation any differently from
high pay in other settings, such as the entertainment and sports industries.
Even if disclosure results in higher pay, this may be the result of socially de-
sirable developments, such as more efficient reliance on incentive pay, and
thus not worthy of censure.

69 Jensen & Murphy, supra note 8; Zhou, supra note 6.



