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I. INTRODUCTION
The modern corporate governance movement is often dated for
convenience to the publication of Michael Jensen and William
Meckling’s article “Theory of the Firm” in 1976.1 What characterized
this approach as distinctively modern was its focus on both internal
cash flows and internal governance structures. Earlier authors such as
Adolf Berle, Gardiner Means, and Ronald Coase did not ignore the
economic interior of corporations, but tended to pitch their analysis
at a very high level of generality (ignoring, for example, in the case
of Berle and Means, the distinction between the board and the
*
1

N. Murray Edwards Chair in Business Law, Faculty of Law, University of Calgary.
Michael C Jensen & William H Meckling, “Theory of the Firm: Managerial
Behavior, Agency Costs and Ownership Structure” (1976) 3:4 J Financial
Economics 305. It should be noted, however, that in many ways Meckling and
Jensen were representative of a general movement of the time. See e.g. Oliver E
Williamson, Market and Hierarchies, Analysis and Antitrust Implications: A Study in
the Economics of Internal Organization (New York: Free Press, 1975); Ralph Nader,
Mark Green & Joel Seligman, Taming the Giant Corporation (New York: WW Norton
& Company, 1976); Business Roundtable, “The Role and Composition of the
Board of Directors of the Large Publicly Owned Corporation” (1978) 33:4 Bus
Lawyer 2083 (arguing that directors are stewards of the owner’s interests and
describing how the role of stewardship should be discharged); Melvin Eisenberg,
The Structure of the Corporation: A Legal Analysis (Boston: Little Brown and
Company, 1976); Ralph K Winter Jr, “State Law, Shareholder Protection, and the
Theory of the Corporation” (1977) 6:2 J Leg Studies 251 (arguing that competitive
state legal systems in the presence of market constraints on management tend
toward an optimal relationship between management and shareholders); US,
Corporate Rights and Responsibilities: Hearings Before the Committee on Commerce,
94th Cong (Washington DC: United States Government Printing Office, 1976)
(examining the relationship between corporate management and shareholders).

388 Saskatchewan Law Review 2017 Vol. 80

CEO).2 Combined with a self-consciously economic style of analysis,
the modern approach to corporate governance had significant
implications for executive compensation practices.
The first of these implications was to put the economic incentives
presented to executives at the heart of the corporate governance
project. This was partly a logical consequence of conceiving of
managers as self-interested utility maximizers. It was also partly due
to the focusing of attention on the regulation of internal cash flows.
Rather than merely attempting to grow companies’ profitability,
boards and regulators sought to ensure that management did not
divert too much cash to their own benefit in the form of salaries,
bonuses, and perquisites.3 To assist in this task, as well as other
governance projects, a vast corporate governance industry arose over
the next three decades.4 Over this time it “evolved into a ‘corporate
governance complex’ composed of a dense array of public institutions,
private firms and academic centers dedicated to the pursuit of ‘better’
corporate governance.”5
But something surprising occurred. During this period of
unprecedented attention to corporate governance, controlling agency
costs, maximizing returns to shareholders, and setting managerial
incentives properly, executive compensation exploded. As think-tanks,
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regulators, activist shareholders, independent boards, media outlets,
proxy advisors, and stock exchanges dived into the field of executive
pay, pay levels grew at historically anomalous rates. This paper argues
that the blame is due to the choice of poor and overly-narrow
executive compensation best practices. These practices have been
promoted and adopted with little regard to their actual impact and
the relevant empirical evidence. A companion paper argues that the
blame for the adoption of these suboptimal best practices lies outside
of boards of directors and with the governance industry itself.6
II. THE MODERN HISTORY OF EXECUTIVE COMPENSATION
Median CEO pay in the United States stayed constant, around $1
million per year, between the 1940s and 1970s.7 It began to rise
through the 1970s, a modest increase of about 20 per cent over the
course of the decade.8 It rose by 50 per cent through the 1980s and
by a further 125 per cent through the 1990s.9 The financial turmoil
of the past decade, with its two recessions, complicates the picture,
with compensation increasing only slightly over the period, although
it appears to be growing quickly again coming out of the most recent
recession.10 In any event, the broad trend can be stated simply:
Between 1978 and 2012, average CEO pay of the 350 largest U.S.
companies increased by 875 per cent.11 For perspective, “over the last
three decades, those with low wages (in the bottom 90 percent) have
seen a growth of only around 15 percent in their wages, while those
in the top 1 percent have seen an increase of almost 150 percent and
the top 0.1 percent of more than 300 percent.”12 By the end of the
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period, the ratio of CEO pay to worker pay rose by 900 per cent from
29:1 in 1978 to 273:1 in 2012.13
The growth in CEO compensation also outstripped the returns of
shareholders: CEO pay growth has doubled the rise of the S&P Index
over the past thirty years.14 In 1993, mid-way through the growth in
executive compensation, payments to the five highest-paid senior
executives in a U.S. company absorbed, on average, 5 per cent of its
profits; by 2003, this had increased to 10 per cent.15
Recently, executive compensation has grown in prominence
outside the usual business and academic circles: it has been connected
to the growth in broader societal inequality. Thomas Piketty makes
the most prominent claim in Capital in the Twenty-First Century.16
Piketty argues that inequality-causing executive compensation is
relatively arbitrary (because determining the marginal productivity
of executives is nearly impossible) and driven primarily by corporate
governance considerations, namely that executives essentially set
their own salaries.17 He therefore proposes, among other steps, an
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archived: <https://perma.cc/74PJ-XUZS> (“CEO pay was 350 times that of the
average worker in 2013” at 4). See also Kevin J Murphy, “Executive Compensation”
in Orley Ashenfelter & David Card, eds, Handbook of Labor Economics, (Amsterdam:
Elsevier, 1999) vol 3B 2485 [Murphy, “Executive Compensation”]. In Canada
statistics are hard to come by prior to 1995, but in 1998 the average CEO of the
100 largest companies in Canada earned 105 times more than the average
Canadian; in 2013 he or she earned 195 times more. The top 50 CEOs earned
269.7 times more than the average Canadian (see Hugh Mackenzie, “Glory Days:
CEO Pay in Canada Soaring to Pre-Recession Highs” (2015) Canadian Centre for
Policy Alternatives, online: <https://www.policyalternatives.ca/publications/reports/
glory-days>, archived: <https://perma.cc/R4HQ-QV4J> at 7-8.
Mishel & Sabadish, supra note 11 at 4; Steven N Kaplan, “Are U.S. CEOs
Overpaid?” (2008) 22:2 Academy Management Perspectives 5 (between 1993 and
2006 US CEO compensation increased from approximately 100 times the median
household income in 1993 to more than 200 times median household income in
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increase in the marginal tax rate to 80 per cent.18 Piketty is not alone.
Joseph Stiglitz, the Nobel Prize-winning economist; Janet Yellen, the
Chair of the Federal Reserve Board of Governors; and George Akerlof,
another Nobel Prize-winning economist, have all, at one time or
another, addressed executive compensation through the perspective
of equality19 and their arguments are aired today by proponents of
greater public regulation of corporate governance arrangements.20
It should be noted in passing that, contra Piketty, there is some
empirical evidence that the growth in wealth inequality in America
is not, in fact, causally connected with the growth in CEO pay.21
Piketty’s identification of the morally suspect reasons for executive
pay growth reflects the dominant consensus. Since the publication of
Jensen and Meckling’s “Theory of the Firm,” executive pay practices
have been seen primarily as instantiations of a particular version of
agency cost theory.22 In its full sense, any pay at all given to executives
is an agency cost, as it is part of the expense attached to employing
an agent. However, no corporate officer would work if he or she were
not being paid, so the focus of corporate governance is on inefficient
pay: compensation in excess of what the agent would accept to do
her job, or compensation that establishes perverse incentives. In the
version of agency cost theory that I consider in this paper, inefficient
pay practices are understood to be the result of conflicts of interest
and negligence on the part of executives and boards, whose interests
diverge from those of their principals, the shareholders. In this paper
I refer to this theory as the “agency-cost” or “governance-failure”
theory of executive pay.
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III. ARE CURRENT REMUNERATION PRACTICES SUB-OPTIMAL?
There are some finance scholars who argue that there is no problem;
CEO compensation contracts are efficient.23 This is not to say
remuneration arrangements are perfect, just that they minimize
contracting and agency costs found in the real world of imperfect
information.24 While there are several lines of argument in the
literature, three stand out as particularly prominent. The first is that
the market for executives is efficient in allocating talent to where it is
most productive; for example, managing larger firms.25 When the
initial research was published in 2008, it appeared to show a very
strong correlation between CEO pay amounts and the size of
corporations. 26 One possible conclusion is that in the market for
executive talent, big companies bid more, because small variations in
talent are magnified by the size of the company.27
This line of argument runs into several problems. It is not the
absolute size of a corporation that matters to shareholders, but the
magnitude of its growth, and smaller companies are generally riskier,
harder to manage successfully and offer greater opportunities for high
rates of growth (it is easier to double the size of a $1 billion company
than a $100 billion company). For all of these reasons, managerial
talent might be more valuable to smaller companies. The correlation
between company size and executive pay is also compatible with
governance-failure: the percentage of internal cash executives can
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extract as rents before shareholders become outraged increases with
the size of the enterprise. The biggest problem with this explanation
for executive pay, however, is that subsequent empirical research
identified significant data selection problems in the original 2008
study.28 When these problems were corrected, only between nine per
cent and one-third of the increase in executive pay since 1980 could
possibly be explained by increases in firm size.29
The second line of argument justifying executive pay growth is
that certain advances in communications, transportation, and the
growth in the size of international markets following the collapse of
communism, has led to a situation where the most talented are
reaping more and more of the available gains.30 This is often referred
to as the rise of the “winner-take-all” society.31 A 2010 study, for
example, found that CEO pay had risen significantly slower than
income growth in other highly-paid professions such as law, hedge
funds, private equity, and venture capital.32 Another study found
that the percentage of non-finance business executives in the top one
percent of the income distribution actually fell between 1979 and
2005.33 These sorts of studies are taken as evidence that rising CEO
pay relative to that of ordinary workers is part of a broader trend where
leaders in all areas are better able to direct subordinates and small
competitive advantages are magnified across much larger markets.34
There are several problems with this argument, as well. The first
is historical: executive pay began to rise sharply in the 1970s and
1980s, well before cell phones, email, widespread personal computing,
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Steven N Kaplan & Joshua Rauh, “Wall Street and Main Street: What Contributes
to the Rise in the Highest Incomes” (2010) 23:3 Rev Financial Studies 1004 at
1005-1007 [Kaplan & Rauh, “Wall Street”]; Steven N Kaplan & Joshua Rauh, “It’s
the Market: The Broad-Based Rise in the Return to Top Talent” (2013) 27:3 J
Economic Perspectives 35 at 39-42 [Kaplan & Rauh, “Top Talent”].
Jon Bakija, Adam Cole & Bradley T Heim, “Jobs and Income Growth of Top Earners
and the Causes of Changing Income Inequality: Evidence from U.S. Tax Return
Data” (2012), Williams College, online: <https://web.williams.edu/Economics/wp/
BakijaColeHeimJobsIncomeGrowthTopEarners.pdf>, archived: <https://perma.cc/
U4PX-YFQ7> (business executives fell from 21% of the top 1% in 1979 to 11.3%
in 2005 at 17-18).
Luis Garicano & Esteban Rossi-Hansberg, “Organization and Inequality in a
Knowledge Economy” (2006) 121:4 QJ Economics 1383 (differences in compensation
reflect a “knowledge hierarchy” where organizations portray an efficient use of
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and the maturation of the internet. These pay increases also occurred
prior to the opening up of the economies of previously communist
countries.
Another problem is that, as we have just seen, the increasing scale
of companies, which is due at least in part to the technological and
transportation trends we are considering, is capable of explaining
only a small percentage of the increase in pay.35 It is hard to argue
that growth in the value of CEOs as a result of these trends exceeds
the capacity of their companies to take advantage of them. Indeed,
the growth in CEO compensation more than doubled the growth of
the S&P index, suggesting (following the logic of this position) that
CEOs add more value than the economy, generally, appears to have
received. No one would make such an absurd claim.
Finally, it is by no means clear that the trends we are discussing
all work in the same direction. The spread of personal computers and
database software arguably make workers more capable of independent
effort.36 There are plenty of areas in the economy where the arrival of
new international competitors from places like China has significantly
undercut existing businesses.37 Even email and cell phones are unlikely
to permit a CEO to personally supervise thousands of workers or solve
any more than an immaterial number of their problems.
The third and probably most prominent argument for the efficiency
of executive compensation contracts is that growth in executive pay
has been matched by growth in the risks attaching to it. Several
recent studies have found that the pay premium received by U.S.
CEOs relative to their counterparts throughout the rest of the world
can be explained by the greater risk attaching to their remuneration
arrangements, rather than rent extraction.38 Indeed, if we decompose
the elements of executive pay, we find that most of the growth has
not come in the form of salaries, but from increasing use of equity and
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Bakija, Cole & Heim, supra note 33 (despite technological changes in Continental
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various pay-for-performance incentive schemes.39 So, for example,
during the period of the fastest growth in executive remuneration,
1992-2008, median salaries only grew from $0.8 million to $0.9
million and straightforward cash bonuses from $0.6 million to $1
million.40 Nearly all the growth in total pay came from increasing
equity incentives such as share grants and stock options.41 From the
1940s to the 1980s, plain-vanilla salary and bonuses accounted for 99
per cent to 74 per cent of CEO pay, but declined to approximately 40
per cent by the middle of the last decade.42 By 2010, 62 per cent of
the compensation received by American large-company CEOs came
from equity incentives alone.43
The use of risky compensation structures has the effect of
increasing total pay levels.44 Some of this is simply a risk premium
that naturally attaches to highly contingent pay schemes.45 This risk
premium tends to be higher than one would expect because the
39
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these options at 2106-2109).
Frydman & Jenter, supra note 7 at 81; Lucian A Bebchuk & Jesse M Fried, “Pay
Without Performance: Overview of the Issues” (2005) 17:4 J Applied Corporate
Finance 8 at 16-18 [Bebchuk & Fried, “Overview”]. See also Gian Luca Clementi &
Thomas F Cooley, “Executive Compensation: Facts” (2009) National Bureau
Economic Research Working Paper No 15426, online: <http://www.nber.org/papers/
w15426.pdf>, archived: <https://perma.cc/D5RQ-AX8K> at 2.
Brian J Hall & Jeffrey B Liebman, “Are CEOs Really Paid Like Bureaucrats?” (1998)
113:3 QJ Economics 653 at 662; Frydman & Saks, supra note 14 at 2106-2109.
Professor Yvan Allaire, “Pay for Value: Cutting the Gordian Knot of Executive
Compensation” (2012) Institute for Governance of Private and Public Organizations
Working Paper, online: <http://igopp.org/wp-content/uploads/2014/04/
pp_payforvalue_allaire_en_v4.pdf>, archived: <https://perma.cc/LRZ8-QY3R> at
19 (Figure 4).
Ibid at 24 (Figure 8) (this is for American companies). See Conyon, “Executive
Compensation”, supra note 3 (in 2012 grants of stock options and restricted stock
accounted for almost half of total CEO pay for S&P 500 companies at F74).
Benjamin E Hermalin, “Trends in Corporate Governance” (2005) 60:5 J Finance
2351 (while variations may exist in the short term, the trend shows that as boards
become more diligent and independent, CEO compensation rises at 2367-71);
Florian S Peters & Alexander F Wagner, “The Executive Turnover Risk Premium”
(2014) 69:4 J Finance 1529 (firms tend to fire CEOs for poor industry and firm
performance, prompting CEOs to seek higher compensation in riskier business
environments at 1529-30).
Lucian Arye Bebchuk & Jesse M Fried, “Executive Compensation as an Agency
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Problem”]; Kevin J Murphy, “Politics, Economics and Executive Compensation” 63:2
U Cin L Rev 713 [Murphy, “Politics”] (arguing performance-based pay leads to higher
compensation; a premium charged by executives for accepting the risk at 739).
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executive already has significant undiversified investments in the
firm (in the form of continuing employment, personal reputation,
salary, etc.) and so the marginal utility of increased exposure to firm
performance tends to be surprisingly low.46 In addition, most studies
find that executives place a very low value on things like equity
incentives because so much of their value is contingent on factors
outside their control.47 Scholars estimate that one-third to one-half
of fluctuations in share prices are attributable to market-wide
causes.48 Executives tell investigators that they discount long-term
incentives by at least 50 per cent from the already discounted value
generated by accounting metrics.49 Some studies have found the
discount applied by executives to be even greater.50
Many firm-specific targets lie outside the control of the corporation
or are entirely due to the actions of others within the organization.51
46
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Brian J Hall, “Six Challenges in Designing Equity-Based Pay” (2003) 15:3 J Applied
Corporate Finance 21 [Hall, “Six Challenges”] (while equity based pay is designed
to discourage CEOs from being risk averse, it may result in the very behavior the
pay is designed to discourage, where the CEO is “unwilling to jeopardize a large
anticipated pay-off that will accrue even if the stock price increases at just the Tbill rate” at 29); Conyon, “Compensation & Incentives”, supra note 39 at 27-28;
Jensen & Murphy, “Remuneration”, supra note 3 at 58.
Frydman & Jenter, supra note 7 at 91. See also Gerald T Garvey & Todd T Milburn,
“Asymmetric Benchmarking in Compensation: Executives are Rewarded for Good
Luck but Not Penalized for Bad” (2006) 82:1 J Financial Economics 197 at 207210; Kevin J Murphy, “Explaining Executive Compensation: Managerial Power
versus the Perceived Cost of Stock Options” (2002) 69:3 U Chicago L Rev 847 at
862-63 [Murphy, “Managerial Power”]; Ingolf Dittmann & Ernst Maug, “Lower
Salaries and No Options? On the Optimal Structure of Executive Pay” (2007) 62:1
J Finance 303 at 328.
Victor Brudney & Marvin A Chirelstein, Cases and Materials on Corporate Finance,
2nd ed (Mineola: Foundation Press, 1979) at 1153; Marianne Bertrand & Sendhil
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(2001) 116:3 QJ Economics 901 (demonstrating that CEOs are compensated based
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(external industry and market shocks like recessions affect CEO turnover, yet
these are factors beyond a CEO’s control at 2175-77).
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(2012), online: <https://www.pwc.com/gx/en/hr-management-services/publications/
assets/making-executive-pay-work.pdf>, archived: <https://perma.cc/TCP7-W5SR>
at 6; Brian J Hall & Kevin J Murphy, “Stock Options for Undiversified Executives”
(2002) 33:1 J Accounting & Economics 3 (concluding executives likely discount stock
options between 37% and 79% from their value under Black-Scholes calculations
at 12-13).
Ibid.
Ulrike Malmendier & Geoffrey Tate, “Superstar CEOs” (2009) 124:4 QJ Economics
1593 (for example, research finds that companies led by “superstar” CEOs
underperform for up to three years following receipt of important business
awards, suggesting, among other things, the importance of factors besides CEO
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Even bonuses predicated entirely on achieving internal metrics such
as reducing the cost of sales depend on the work of other people
and the actions of competitors. Simply remaining employed in the
company long enough to receive a long-term incentive payout can
seem risky. The average CEO tenure in America has fallen to less than
six years.52 When in a CEO’s tenure, then, does a five-year incentive
plan start to feel chancy? When a company’s industry declines from
the 75th percentile to the 25th percentile within the economy,
something totally outside of an executive’s control, the CEO is fifty
per cent more likely to be fired, regardless of the firm’s performance
relative to its peers.53 Thus, to be effective as incentives, these
structures must provide the promise of payouts commensurate with
the risk.54
It is at this point that the strongest adherents to the governancefailure school come into the debate. Scholars such as Lucien Bebchuk
and Jesse Fried disagree that current executive compensation

52

53
54

quality at 1595). See Lucian Bebchuk & Jesse Fried, Pay Without Performance: The
Unfulfilled Promise of Executive Compensation (Cambridge: Harvard University Press,
2004) at 135-36 [Bebchuk & Fried, Pay Without Performance] (share price movements
are largely driven by macro-economic factors such as changes in interest rates,
economic growth rates, technological change, and changes to commodity prices;
factors that CEOs have little influence over, ibid at 139); Michael Faulkender et al,
“Executive Compensation: An Overview of Research on Corporate Practices and
Proposed Reforms” (2010) 22:1 J Applied Corporate Finance 107 at 113-17; Roger
L Martin, Fixing the Game: Bubbles, Crashes, and What Capitalism Can Learn from
the NFL (Boston: Harvard Business Review Press, 2011) at 25; Dan R Dalton et al,
“Meta-Analyses of Financial Performance and Equity: Fusion or Confusion?”
(2003) 46:1 Academy Management J 13 at 18-20 [Dalton et al, “Meta-Analyses”];
Frydman & Jenter, supra note 7 at 94-96; Brian L Connelly et al, “Ownership as
a Form of Corporate Governance” (2010) 47:8 J Management Studies 1561
(summarizing the research since 2000 and concluding it is mixed at 1564-66);
Juan P Sánchez-Ballesta & Emma García-Meca, “A Meta-Analytic Vision of the
Effect of Ownership Structure on Firm Performance” (2007) 15:5 Corporate
Governance 879 at 887-88; Michel A Habib & Alexander Ljungqvist, “Firm Value
and Managerial Incentives: A Stochastic Frontier Approach” (2005) 78:6 J Business
2053 at 2054-55; Michelle Hanlon, Shivaram Rajgopal & Terry Shevlin, “Large
Sample Evidence on the Relation Between Stock Option Compensation and Risk
Taking” (2004), online: <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=427260>,
archived: <https://perma.cc/YX8D-ZDTB> (finding a negative association between
option risk-taking incentives and future operating performance at 35).
Steven N Kaplan & Bernadette A Minton, “How Has CEO Turnover Changed?” (August
2008), online: <http://faculty.chicagobooth.edu/steven.kaplan/research/km.pdf>,
archived: <https://perma.cc/N2UZ-9G3H> at 25.
Jenter & Kanaan, supra note 48 at 116.
See Andrew CW Lund & Gregg D Polsky, “The Diminishing Returns of Incentive
Pay in Executive Compensation Contracts” (2011) 87:2 Notre Dame L Rev 677
(describing other ways incentive pay leads to higher compensation, including: its
opacity to shareholders and, possibly, the board itself; the way it reduces board
responsibility for total pay levels; and the way increasing complexity drives boards
and executives to rely on flawed heuristics at 718-27).
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arrangements are actually risky or that they are rationally related to
executive performance.55 They argue that compensation arrangements
for senior executives are designed by executives and directors to appear
to align the interests of management with those of shareholders and
to reward them (and thus incentivize them) only for success, but that
in practice the remuneration arrangements, like a broken slot
machine, always pay out. To investigate the merits of this argument,
it is necessary to turn the investigation to the specific outcomes
produced by the primary tools of modern executive compensation.
IV. THE TOOLS OF MODERN EXECUTIVE COMPENSATION:
PAY-FOR-PERFORMANCE AND EQUITY INCENTIVES
As we have seen, the increase in total levels of executive pay is almost
entirely due to the increasing use of equity and pay-for-performance
schemes. For the past forty years they have increasingly become the
“best practices” when it comes to remuneration.56 It must be noted
that, as we will see, these two best practices at times conflict with one
another and at other times are regarded as mutually reinforcing (such
as in the awarding of equity on the achievement of some performance
metric). Together they constitute virtually all of the modern intellectual
ground when it comes to acceptable executive remuneration practices.
A. PAY-FOR-PERFORMANCE
Linking executive compensation to shareholder value-enhancing
outcomes is the single most important principle advanced by the
corporate governance industry in the English-speaking world. The
movement began with several academic papers in the late 1980s and
early 1990s criticizing prevailing executive remuneration practices as
insufficiently sensitive to executive performance.57 In a popular
phrase, Michael Jensen and Kevin Murphy commented in 1990 that
corporate America paid “its most important leaders like bureaucrats.”58
The corporate governance industry took note and began to
emphasize pay for performance as a superior practice to the old
55
56

57

58

Bebchuk & Fried, Pay Without Performance, supra note 51 at 134-36.
Ruth Bender & Lance Moir, “Does ‘Best Practice’ in Setting Executive Pay in the
UK Encourage ‘Good’ Behaviour?” (2006) 67:1 J Business Ethics (“[c]urrent ‘best’
practice governing executive pay includes the use of market benchmarks to
determine salary and bonus levels, significant levels of performance-related pay,
the desire for executives to hold equity in their companies...and a perceived need
for conformity, in order to grant legitimacy to policies” at 75).
George P Baker, Michael C Jensen & Kevin J Murphy, “Compensation and
Incentives: Practice vs. Theory” (1988) 43:3 J Finance 593 (current pay schemes
are “largely independent of performance” at 594); Michael C Jensen & Kevin J
Murphy, “CEO Incentives—It’s Not How Much You Pay, But How” (1990) 68:3
Harvard Business Rev 138 at 140-43 [Jensen & Murphy, “CEO Incentives”].
Ibid at 138.
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method of providing executives with a salary and discretionary
bonus.59 The Canadian Coalition for Good Governance (“CCGG”)
identifies “pay for performance” as the “focus” of its Executive
Compensation Principles.60 Institutional Shareholder Services (“ISS”)
publishes a supplement to its Proxy Voting Guidelines each year on
the subject of executive compensation. It only discusses pay-forperformance issues.61 The Proxy Voting Guidelines themselves
enumerate five principles that drive ISS’s voting recommendations in
this area and two of them are essentially reiterations of pay-forperformance.62 The actual voting outcomes on various questions,
including reelecting directors who serve on compensation committees,
are largely driven by corporate conformity to pay-for-performance
ideals.63 It is no accident that Professors Bebchuk and Fried titled
their indictment of executive remuneration practices Pay Without
Performance.64 Reflecting the views of shareholders active in the
governance space, the Ontario Teachers’ Pension Plan (“OTPP”) advises
in its proxy voting guide that “[i]ncentive compensation plans…should
be closely related to individual and corporate performance.”65 Actual
59

60

61

62
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64
65

Lynn A Stout, “Killing Conscience: The Unintended Behavioral Consequences of
“Pay for Performance” (2014) 39:3 J Corp L 525 (“[i]n the early 1990s…the idea of
incentive pay captured the hearts and minds of reformers and business leaders
alike” at 532).
“Executive Compensation Principles” (January 2013), online: <http://www.ccgg.ca/
site/ccgg/assets/pdf/ccgg_publication_-_2013_executive_compensation_principles.pdf>,
archived: <https://perma.cc/9NQB-32G3> at 1.
Institutional Shareholder Services, “Canada Executive Compensation: Frequently
Asked Questions—Effective for Meetings on or after February 1, 2015” (2014),
online: <http://www.issgovernance.com/file/policy/2015faqcanadaexecutive
compensation.pdf>, archived: <https://perma.cc/LY7E-GRLQ> at 5; Institutional
Shareholder Services, “Frequently Asked Questions on U.S. Compensation Policies”
(28 March 2014), online: <http://www.issgovernance.com/file/2014_Policies/
ISSUSCompensationFAQs03282014.pdf>, archived: <https://perma.cc/GC2W-3A32>
(“ISS is not likely to recommend a vote for the compensation committee members
and/or vote for the management say on pay or equity plan proposal unless the
company has provided compelling and sufficient evidence of action to strengthen
the performance linkage to its executives’ compensation” at 16).
Institutional Shareholder Services, “Canada Proxy Voting Guidelines for TSXListed Companies: 2016 Benchmark Policy Recommendations” (18 December
2015), online: <http://www.issgovernance.com/file/policy/2016-canada-tsx-votingguidelines-dec-2015.pdf>, archived: <https://perma.cc/UE93-BE7C> at 29 (the two
principles are: “Maintain appropriate pay-for-performance alignment with
emphasis on long-term shareholder value” and “Avoid arrangements that risk ‘pay
for failure’”).
Ibid at 5, 9.
Supra note 51.
“Good Governance is Good Business: 2017 Corporate Governance Principles and
Proxy Voting Guidelines” (2017), online: <http://www.otpp.com/documents/10179/
20940/TeachersCorpGovE.pdf/cfca9682-9368-4cf4-96ce-fe5381d5647e>,
archived: <https://perma.cc/D3G9-ZYZR> at 26.
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voting outcomes in things like say-on-pay and equity plan approvals
are significantly driven by pay-for-performance considerations.66
Regulators have not proven immune to these academic and
market trends. Beginning in the 1990s, Canadian issuers are required
by the Ontario Securities Commission (“OSC”) to include a graph in
their annual reports to the shareholders on executive compensation
showing cumulative total shareholder return for the company
measured against at least one broad equity market index.67 The
juxtaposition of this performance graph to the remuneration paid to
executives is a form of “therapeutic” disclosure.68 That is, it is not
disclosure primarily intended to inform shareholders (all of whom
are very aware of the company’s relative share performance), but to
induce behavioural change in the company. In this case the rules are
a not very subtle encouragement to avoid embarrassing deviations
between executive pay and corporate performance.
The annual statement of executive compensation mandated by
Canadian securities commissions repeatedly requires explicit
treatment of the ways in which executive compensation is connected
to performance. This includes requiring descriptions of “what the
compensation program is designed to reward,”69 the nature of the
“benchmarks” used in the remuneration program,70 and “performance
goals…that are based on objective, identifiable measures, such as the
company’s share price or earnings per share.”71 In its Corporate
Governance Guidelines, the Canadian Securities Administrators
(“CSA”) advise, in relation to compensation, that “the compensation
committee should be responsible for…reviewing and approving
corporate goals and objectives relevant to CEO compensation,
evaluating the CEO’s performance in light of those corporate goals
66

67

68

69
70
71

Ibid (“[w]e prefer to see that the exercise price or the vesting schedule of the equity
incentive be linked to the achievement of appropriate, company-specific performance
thresholds” at 26; rejecting plans that give the board “broad discretion” and
approving plans that have performance vesting at 29; “[w]e will generally vote in
support of advisory votes on compensation if we believe the compensation…is
adequately designed to align pay with performance” at 30).
Statement of Executive Compensation, OSC Form 51-102F6 (2008) 31 OSCB 12047 (19
December 2008), online: <http://www.osc.gov.on.ca/documents/en/SecuritiesCategory5/rule_20081219_51-102_f6.pdf>, archived: <https://perma.cc/DBX9-677R>,
s 2.2(b) [OSC, “Executive Compensation”].
Troy A Paredes, “Blinded by the Light: Information Overload and Its Consequences
for Securities Regulation” (2003) 81:2 Wash ULQ 417 (discussing the use of
disclosure to influence corporate conduct at 464). See also Eric D Roiter, “Illegal
Corporate Practices and the Disclosure Requirements of the Federal Securities Laws”
(1982) 50:5 Fordham L Rev 781 (discussing the self-conscious use of disclosure by
securities regulators to deter certain kinds of corporate conduct at 785-86).
OSC, “Executive Compensation”, supra note 67, s 2.1(1)(b).
Ibid, s 2.1(3).
Ibid, s 2.1(4).
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and objectives, and determining…the CEO’s compensation level
based on this evaluation.”72
The unanimity amongst members of the governance industry on
this issue is unsurprisingly reflected in corporate practice. Salaries
and discretionary bonuses have steadily declined as a percentage of
executive pay packages, increasingly displaced by various types of
incentive programmes.73 By 1993, 35 per cent of CEO compensation
was attributable to incentive pay; in 2013 this had gone up to nearly
85 per cent.74 Business corporations were not alone in this trend.
Throughout the economy, the fraction of jobs explicitly paid based
on performance increased significantly through the last two decades
of the twentieth century.75 In Canada the result has been that
between 2004 and 2011, a time period that encompassed radical
economic and market changes, CEO pay and corporate performance
(measured by same-year total shareholder return) were broadly in
alignment.76 This is generally true in the United States as well.77
Given the high level of consensus that exists throughout the
governance industry on the merits of performance pay, it comes as a
surprise how little empirical evidence supports its use. Even in the
1990s, one of the leading scholars of executive remuneration, who
helped coin the “paid like bureaucrats” phrase earlier in the decade,
observed that “[u]nfortunately, although there is a plethora of
evidence on dysfunctional consequences of poorly designed pay
programs, there is surprisingly little direct evidence that higher payperformance sensitivities lead to higher stock-price performance.”78
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Corporate Governance Guidelines, OSC NP 58-201 (2005) 28 OSCB 5383 (17 June
2005), online: <http://www.osc.gov.on.ca/documents/en/Securities-Category5/rule_
20050617_58-201_corp-gov-guidelines.pdf>, archived: <https://perma.cc/Y8QN-8YPC>,
s 3.17.
Tod Perry & Marc Zenner, “CEO Compensation in the 1990s: Shareholder
Alignment or Shareholder Expropriation?” (2000) 35:1 Wake Forest L Rev 123
(indicating that prior to 1993 most executives were compensated with fixed
salaries and discretionary bonuses at 124); Stout, supra note 59 at 533.
Tamara C Belinfanti, “Beyond Economics in Pay for Performance” (2012) 41:1
Hofstra L Rev 91 at 103.
Thomas Lemieux, W Bentley MacLeod & Daniel Parent, “Performance Pay and
Wage Inequality” (2009) 124:1 QJ Economics 1 at 2-3.
Matt Fullbrook, “Strong Pay for Performance on the TSX 60 Since 2004”
(2013) Rotman School of Management, University of Toronto, online:
<https://www.rotman.utoronto.ca/-/media/Files/Programs-and-Areas/CCBE/TSX%
2060%20Pay%20for%20Performance.pdf>, archived: <https://perma.cc/PQ5U-PLF4>
at 1.
Conyon, “Executive Compensation”, supra note 3 at F62, F79.
Murphy, “Executive Compensation”, supra note 13 at 2539.
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A decade later, other finance scholars observed the following of this
period:
Most of the normative contemporary CEO compensation
schemes were developed during the 1990s under a broad
paradigm that the greater the financial incentives for CEOs
the greater the financial returns to corporate operations.
What we find disturbing by [sic] this paradigm is that it
was developed as a theoretical proposition rather than a
fact confirmed by empirical evidence. In short, little “heavy
lifting” in empirical statistical research was undertaken.79
This lack of evidence about the benefits of pay-for-performance
schemes continues to the present:80 “Respected scholars who have
carefully combed through the literature on this question—including
some who favor performance pay—have concluded that there is
no empirically demonstrable relationship between firms’ use of
performance pay and their success in the marketplace.”81 Several
studies have found performance pay schemes actually harm corporate
financial performance.82
A recent study is worth noting in this regard as it uses a very large
dataset over a long time period (1994-2011) as well as sophisticated
79

80
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Dennis Wright Michaud & Yunwei Gai, “CEO Compensation and Firm
Performance” (2009), online: <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=
1531673>, archived: <https://perma.cc/GV6U-N88P> at 6-7.
Frydman & Jenter, supra note 7 (“[t]he relative importance of rent extraction
and optimal contracting in determining pay for the typical CEO is still to be
determined, and even less is known about the causal effects of CEO pay on
behavior and firm value” at 96); Igor Filatotchev & Deborah Allcock, “Corporate
Governance and Executive Remuneration: A Contingency Framework” (2010) 24:1
Academy Management Perspectives 20 (describing the research on compensationbased incentives and firm performance as “mixed and inconclusive” at 21).
Michael B Dorff, Indispensable and Other Myths: Why the CEO Pay Experiment Failed
and How to Fix It (Berkeley: University of California Press, 2014) at 128. See also
Lund & Polsky, supra note 54 (detailing the reasons to believe pay for performance
remuneration schemes’ marginal benefit are quite low at 689-706).
Matt Bloom & George T Milkovich, “Relationships Among Risk, Incentive Pay,
and Organizational Performance” (1998) 41:3 Academy Management J 283 at 285;
H Young Baek & José A Pagán, “Executive Compensation and Corporate Production
Efficiency: A Stochastic Frontier Approach” (2002) 41:1/2 QJ Business &
Economics 27 (CEO pay tied to long term firm performance could result in sacrificing
the long-term financial performance for short term successes at 39); Michael J
Cooper, Huseyin Gulen & P Raghavendra Rau, “The Cross-Section of Stock Returns
and Incentive Pay” (2011) Working Paper, online: <https://www.researchgate.net/
profile/P_Rau/publication/228273541_Performance_for_Pay_The_Relation_Between_
CEO_Incentive_Compensation_and_Future_Stock_Price_Performance/links/54e71cc
70cf277664ff794d2.pdf>, archived: <https://perma.cc/BRK9-48H7> [Cooper, Gulen
& Rau, “Cross-Section”] (finding incentive pay negatively correlated to shareholder
wealth changes).
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statistical techniques to evaluate the impact of incentive pay on firm
performance.83 Earlier studies used small samples over more limited
time horizons.84 Relative to corporate peers, the study finds that
companies using high levels of incentive pay underperform by
surprisingly large amounts measured by both stock price and returnon-asset calculations. The performance of these companies worsens
significantly over time.85 The researchers conclude the following:
Our results imply that managerial compensation components
such as restricted stock, options and long-term incentive
payouts, that are meant to align managerial interests with
shareholder value, do not always translate into higher
future returns, and quite in contrast, for firms with high
paid CEOs, translate into lower future shareholder wealth.86
Laboratory studies only cast more doubt on the merits of incentive
schemes for executives. Professor Michael Dorff summarizes the
research:
When people are given dull, repetitive tasks like assembly
line work, they perform faster and better when their
rewards depend on productivity. The results are much
different, though, when the tasks are interesting, especially
if they involve creative or analytical thought. For these
high-level tasks, performance pay actually weakens motivation
and results in lower-quality work.87
One of the central issues seems to be that paying for a job displaces
the intrinsic motivators to do the job, such as the satisfaction of
doing good work, helping an organization succeed, or the pleasure
that arises from solving a problem.88 Motivation declines along with
83
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Michael J Cooper, Huseyin Gulen & P Raghavendra Rau, “Performance for Pay?
The Relation Between CEO Incentive Compensation and Future Stock Price
Performance” (2016), online: <http://papers.ssrn.com/sol3/papers.cfm?abstract_id=
1572085>, archived: <https://perma.cc/7BZR-4JDK> [Cooper, Gulen & Rau,
“Performance for Pay”].
Ibid at 7.
Ibid at 25-26.
Ibid.
Dorff, supra note 81 at 136.
Edward L Deci, Richard Koestner & Richard M Ryan, “A Meta-Analytic Review of
Experiments Examining the Effects of Extrinsic Rewards on Intrinsic Motivation”
(1999) 125:6 Psychological Bull 627 at 628-29. See also Roland Bénabou & Jean
Tirole, “Intrinsic and Extrinsic Motivation” (2003) 70:3 Rev Economic Studies 489
[Bénabou & Tirole, “Motivation”] (concluding that “incentives are only weak
reinforcers in the short run, and negative reinforcers in the long run” at 492).
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creativity.89 Where tasks rely on lateral-thinking or are cognitively
demanding, incentive pay undermines performance, at least in a
laboratory setting.90 This results in groups that are not being paid, or
are being paid very little, outperforming groups that stand to make
lottery-sized gains for successfully completing cognitively challenging
tasks.91
The problems with pay for performance schemes extend beyond
the failure of empirical research to associate them with positive
corporate or personal outcomes. A large body of research has found
that financial incentives have the effect of reducing what Professor
Lynn Stout refers to as “pro-social” behavior.92 Incentives make
people more selfish, less concerned for others, less trusting, and less
loyal.93 For example, starting to fine parents who are late picking
their children up at day-care results in more late pickups.94 Paying
people to donate blood reduces blood donations,95 and lawyers
provide more legal work to indigent clients pro bono than they will if
offered a modest fee.96 Anyone who has worked in a large organization
or is familiar with the radical incompleteness of executive and
corporate contracting97 will appreciate the importance of cultivating
generous and conscientious behaviour amongst senior executives.
Pay for performance appears to weaken the social capital that is vital
to modern economic enterprises.98
89
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Big Mistakes” (2009) 76:2 Rev Economic Studies 451 (the experiment revealed that
high monetary incentives resulted in lower performance at 458-59).
Ibid.
Supra note 59 at 546-47.
Ibid at 554-55. See also Ernst Fehr & Simon Gächter, “Do Incentive Contracts
Undermine Voluntary Cooperation?” (2002) Institute for Empirical Research in
Economics University of Zurich Working Paper No 34, online: <http://papers.ssrn.com/
sol3/papers.cfm?abstract_id=313028>, archived: <https://perma.cc/53ZK-NTLP>
(financial incentives may undermine voluntary cooperation and produce less
efficient outcomes than fixed rewards at 1).
Uri Gneezy & Aldo Rustichini, “A Fine is a Price” (2000) 29:1 J Leg Stud 1 at 3.
Carl Mellström & Magnus Johannesson, “Crowding Out in Blood Donation: Was
Titmuss Right?” (2008) 6:4 J European Economic Assoc 845 at 857.
Dan Ariely, Predictably Irrational: The Hidden Forces that Shape Our Decisions (New
York: HarperCollins, 2008) at 71.
Stewart J Schwab & Randall S Thomas, “An Empirical Analysis of CEO
Employment Contracts: What Do Top Executives Bargain For?” (2006) 63:1 Wash
& Lee L Rev 231 (finding that one-third of Fortune 500 CEOs had no written
employment agreement and another third had very basic agreements that
contained only their pay and a few of their duties at 240-41.)
See e.g. Daniel H Pink, Drive: The Surprising Truth About What Motivates Us (New
York: Penguin Group, 2009) (describing how multiple experiments that show
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It is not surprising, therefore, to encounter a (very) large body of
research finding that pay for performance is associated with financial
fraud and accounting restatements.99 Informed observers have
blamed the Enron-era failures and the 2008 financial crisis on the use
of high-powered incentives that had the effect of overwhelming
executives’ concern for risk or the long-term good of the organizations
they stewarded.100 Roger Martin argues that the way we compensate
monetary incentives often reduce performance on tasks requiring creativity and
persistence at 26-58); High Pay Centre, “Pay for Performance – Does It Work?” (11
November 2013), online: <http://highpaycentre.org/blog/pay-for-performancedoes-it-work>, archived: <https://perma.cc/9QJR-DYMP> (bonuses are no longer
seen as appreciation for exceptional performance but are now believed to be part
of payment for work done); Bruno S Frey & Felix Oberholzer-Gee, “The Cost of
Price Incentives: An Empirical Analysis of Motivation Crowding-Out” (1997) 87:4
American Economic Rev 746 at 753-54; Alfie Kohn, “Why Incentive Plans Cannot
Work” (1993) 71:5 Harvard Business Rev 54 at 58-59; Canice Prendergast, “Intrinsic
Motivation and Identity” (2008) 98:2 American Economic Rev 201 at 204; Martha
Lagace, “Pay-for-Performance Doesn’t Always Pay Off” (14 April 2003), Working
Knowledge (blog), online: <http://hbswk.hbs.edu/item/pay-for-performance-doesntalways-pay-off>, archived: <https://perma.cc/B6JR-JNHF>.
99 Bruno S Frey & Margit Osterloh, “Yes, Managers Should Be Paid Like Bureaucrats”
(2005) 14:1 J Management Inquiry 96 (it has been proven that where CEO
compensation is linked to performance, there is a high probability for fraudulent
accounting at 97); Jared Harris & Philip Bromiley, “Incentives to Cheat: The
Influence of Executive Compensation and Firm Performance on Financial
Misrepresentation” (2007) 18:3 Organization Science 350 (linking pay to
performance by having options form a high percentage of CEO pay diverts focus
from long-term firm performance to short-term benefits, creating an incentive for
illicit behavior like misrepresenting firm performance by inflating stock prices at
362); David J Denis, Paul Hanouna & Atulya Sarin, “Is There a Dark Side to
Incentive Compensation?” (2006) 12:3 J Corporate Finance 467 (“[a]s the use of
stock options increases, the expected payoff from fraud increases” at 470); David
A Becher, Terry L Campbell II & Melissa B Frye, “Incentive Compensation for Bank
Directors: The Impact of Deregulation” (2005) 78:5 J Business 1753 (equity-based
compensation encourages bank managers to take on unjustifiable financial risks
at 1759); Qiang Cheng & David B Farber, “Earnings Restatements, Changes in
CEO Compensation, and Firm Performance” (2008) 83:5 Accounting Rev 1217 (a
positive relation exists between CEO option based compensation and likelihood
of earnings restatement; firms that experience earnings restatement often resort to
decreasing CEO equity holdings at 1246); James C Spindler, “Endogenous
Compensation in a Firm with Disclosure and Moral Hazard” (2009) USC Gould
School of Law Working Paper No C09-20, online: <http://weblaw.usc.edu/assets/
docs/contribute/C09_20_paper.pdf>, archived: <https://perma.cc/UDM7-EN68>
(“performance-based compensation rewards the faking of performance” at 2).
100 Martin, supra note 51 (incentives in the form of stock options paid to CEOs “gave
managers the incentive to take risky actions: if the risks worked out, the managers
got rich; if they didn’t, the managers were largely unaffected, regardless of the
damage to the company” at 5-6); Faulkender et al, supra note 51 (executives have
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executives necessarily produces socially sub-optimal results. As the
performance graphs in Canadian executive remuneration reports
would suggest, the most common measure of performance tends to
be one version or another of total shareholder return.101 The largest
driver of this is share price performance, but since equity markets take
into account future expectations of growth, Martin argues that the
only way executives can materially increase share price is by
improving the rate of growth.102 Obviously this is impossible to do
indefinitely, which leaves executives who are motivated to meet these
types of performance targets with the alternatives of boosting the rate
of growth through leverage, extreme risk taking, or financial fraud—
all of which we have seen in the last two recessions.103
There are other bodies of research that call into question whether,
even if we accepted all its questionable assumptions, we could create
effective pay-for-performance contracts. For example, there is
considerable evidence that outside of a few truly unusual executives
(Steve Jobs is usually introduced as an example), CEOs do not actually
have much impact on corporate performance. One study found the
difference in talent between the best CEO in the U.S. and the 250thbest CEO gave rise only to a 0.016 per cent increase in market
capitalization.104 Another study of 167 large companies over a period
of twenty years found that corporate performance, measured by sales,
earnings, and profit margins, were largely determined by the
company’s industry and its position in that industry.105 Leadership
changes explained only about 6.5 per cent of the variance in sales
performance, 5.5 per cent of the variance in net income, and 15 per
cent of the change in profit margin.106 These sorts of conclusions are
controversial,107 but they suggest that linking CEO pay to corporate
performance may connect rewards to factors outside the CEO’s
control. The best evidence that CEOs and boards actually believe this
themselves is that pay for performance always produces large
101
102
103
104
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A Study of Large Corporations” (1972) 37:2 American Sociological Rev 117.
106 Ibid at 123-24. See also Marianne Bertrand & Antoinette Schoar, “Managing with
Style: The Effect of Managers on Firm Policies” (2003) 118:4 QJ Economics 1169
(examining five hundred executives in six hundred large firms over thirty years
and finding leadership changes accounted for only 3-4% of differences in corporate
performance at 1190-91).
107 Alan Berkeley Thomas, “Does Leadership Make a Difference to Organizational
Performance?” (1988) 33:3 Administrative Science Q 388 (arguing that even if size
and industry matter more, how a company performs in light of its size and
industry still matters a great deal and can be impacted by a CEO at 397-98).
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increases in total levels of executive compensation.108 Companies
would not need to offer lottery-sized paydays if they were rewarding
executives for achieving goals that lay well within their personal
control. The much-decried but relatively common practice of boards
making mid-stream adjustments to performance targets109 also likely
reflects this sense that executives are not to blame for targets
becoming unattainable.110
Even if CEOs were as powerful as pay-for-performance schemes
seem to assume, attempting to measure a CEO’s contribution is an
impossible task. Thomas Piketty points out that unique jobs (like that
of a CEO), the nature of which change frequently to accommodate
changes in the competitive environment and the firm itself, do not
lend themselves to measurement.111 The environment the governance
industry has created around executive remuneration exacerbates
this problem. The fact that boards are increasingly accountable to
shareholders and other governance monitors means that performance
targets defensively chosen by boards tend to be objective, measurable,
and connected to shareholder returns. This means many of the targets
used (like increases in a company’s share price) lie largely outside the
CEO’s power.112 It also means that important non-financial metrics
such as customer satisfaction, product innovation, and employee
morale are ignored.113 The abundant evidence that executives focus
excessively on incentivized tasks and shirk tasks that are not measured
108 Hall & Liebman, supra note 41 at 662; Frydman & Saks, supra note 14 at 21062109; Allaire, supra note 42 at 19 (Figure 4), 24 (Figure 8: this is for American
companies); Conyon, “Executive Compensation”, supra note 3 (in 2012 grants of
stock options and restricted stock accounted for nearly half of total CEO pay for
S&P 500 companies at F74).
109 Ruth Bender, “Onwards and Upwards: Why Companies Change Their Executive
Remuneration Schemes, and Why This Leads to Increases in Pay” (2007) 15:5
Corporate Governance 709 at 712-13.
110 For example, consider the explanations given for these sorts of revisions by U.K.
corporate actors (Bender & Moir, supra note 56 at 83). Note Bebchuk and Grinstein
argue in “Growth of Executive Pay” (supra note 11) that the resetting of performance
targets is best explained by managerial control over the remuneration process (ibid
at 300). It is difficult to believe, however, that many boards would engage in this
widespread practice if they could not at least justify it as fair.
111 Piketty, supra note 16 at 330-32.
112 Bebchuk & Fried, Pay Without Performance, supra note 51 (share price movements
are largely driven by macro-economic factors such as changes to interest rates,
economic growth rates, technological change, and changes to commodity prices;
factors that CEOs have little influence over at 139); Faulkender et al, supra note 51
at 113-17; Martin, supra note 51 at 25. Also see Sánchez-Ballesta & García-Meca,
supra note 51; Habib & Ljungqvist, supra note 51; Hanlon, Rajgopal & Shevlin,
supra note 51.
113 Christopher D Ittner & David F Larcker, “Coming Up Short on Nonfinancial
Performance Measurement” (2003) 81:11 Harvard Business Rev 88 at 90-92.
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imposes further costs on the organization from these somewhat
arbitrarily chosen targets.114
B. EQUITY INCENTIVES
The rising use of equity incentives such as stock options and restricted
shares is the biggest reason for the growth in executive pay.115 Equity
incentives are often assumed to be an attempted instantiation of pay
for performance. Indeed, equity structures of various types are
frequently criticized these days by academics and members of the
governance industry for their failure to adequately connect CEO
accomplishments with rewards.116 As we have seen, there is ample
support for these criticisms. Most changes in a company’s share price
have nothing to do with the CEO,117 and the relative impact of CEOs
even on their own companies’ external cash flows tends to be minor
relative to factors outside their control.118
The original rationale for equity incentives, however, was not pay
for performance, but to align the interests of the CEO with those of
the shareholders. It was agency theory’s most obvious implication for
corporate governance, a way to reduce agency costs by placing the
agent on the same footing as the principal.119 Otherwise, executives
114 Roland Bénabou & Jean Tirole, “Bonus Culture: Competitive Pay, Screening and
Multitasking” (2016) 124:2 J Political Economy 305 at 313-14 [Bénabou & Tirole,
“Bonus Culture”]; Robert Gibbons, “Incentives Between Firms (And Within)”
(2005) 51:1 Management Science 2 (performance goals should not be limited to
achieving objective targets but should include relational aspects that enable a firm
to navigate difficult unforeseen events at 6).
115 See supra note 108.
116 Bebchuk & Fried, Pay Without Performance, supra note 51 (while equity-based
compensation is believed to align CEO interests with those of shareholders, in
reality there is a disconnect between incentives and CEO performance, leading to
counter-productivity at 121); Institutional Shareholder Services, “Canada Proxy
Voting Guidelines for TSX-Listed Companies: 2015 Benchmark Policy
Recommendations” (2014), online: <http://www.issgovernance.com/file/policy/2
015canadatsxvotingguidelines.pdf>, archived: <https://perma.cc/SRQ9-4UVM>
(describing reasons to vote against equity compensation plans: “there is a disconnect
between CEO pay and the company’s performance” at 34); Canadian Coalition
for Good Governance, “Executive Compensation Principles”, supra note 60
(recommending the use of performance-vesting for stock options at 3); Ontario
Teachers’ Pension Plan, supra note 65 (criticizing equity plans that simply reward
participants for increases in market price and advocating performance vesting at
26).
117 See Gabaix & Landier, supra note 25 at 50; Lieberson & O’Connor, supra note 105.
See also Bertrand & Schoar, supra note 106 (examining five hundred executives in
six hundred large firms over thirty years and finding leadership changes accounted
for only 3-4% of differences in corporate performance at 1190-91).
118 Lieberson & O’Connor, ibid; Bertrand & Schoar, ibid.
119 Jensen & Meckling, supra note 1 (referring to “the fraction of the equity held by
the manager” as basic to the agency problem at 343); Brian J Hall, “What You
Need to Know about Stock Options” (2000) 78:2 Harvard Business Rev 121 at 122
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might forgo actions that would generate positive gains for shareholders
because they do not trigger payouts in the executives’ performancebased incentive schemes. For example, unsolicited tender-offers
might be discouraged or rejected by executives whose equity interests
only vest with the achievement of performance metrics.120 If one
is to make sense of the finance literature in this area, it is necessary
to understand that the rationale for equity grants fundamentally
conflicts with pay for performance, as equity instruments pay out
when the shareholders gain, regardless of cause. Historically this has
been a feature of such schemes, not a bug.
Several prominent finance scholars in the 1990s described the
rationale for equity-based pay as follows: “[I]t is well known that a
potential solution to the fundamental agency problem is to provide
managers with equity stakes in their firms. Thus, managerial selfinterest may be mitigated by aligning the interests of managers and
shareholders, and it is presumed firm performance will improve as
managers concurrently work for their own and shareholders’
benefit.” 121 Note the absence of any reference to equity providing
officers with individualized just desserts for their personal efforts.

[Hall, “Stock Options”]; Stephen Bryan, LeeSeok Hwang & Steven Lilien, “CEO
Stock-Based Compensation: An Empirical Analysis of Incentive-Intensity, Relative
Mix, and Economic Determinants” (2000) 73:4 J Business 661 (shareholders view
pay for performance compensation as a means of encouraging the CEO to exploit
available investment opportunities to create wealth, at 665); United Kingdom,
Department for Business, Innovation & Skills, The Kay Review of UK Equity Markets
and Long-Term Decision Making, by John Kay (London: Business, Innovation &
Skills, 2012), online: <https://www.gov.uk/government/uploads/system/uploads/
attachment_data/file/253454/bis-12-917-kay-review-of-equity-markets-finalreport.pdf>, archived: <https://perma.cc/G7Y6-7FZF> [The Kay Report] (“share
options were perceived as a means of aligning the interests of managers and
shareholders” at 77).
120 Marcel Kahan & Edward B Rock, “How I Learned to Stop Worrying and Love the
Pill: Adaptive Responses to Takeover Law” (2002) 69:3 U Chicago L Rev 871 (equity
pay helped make takeovers more palatable to executives, reducing the adverse
impact of the pill’s immunization of management teams on the market for
corporate control at 896-97). This is just one of many problems with long term
vesting requirements for equity pay schemes (see Volker Laux, “Stock Option
Vesting Conditions, CEO Turnover, and Myopic Investment” (2012) 106:3 J
Financial Economics 513 (discussing the advantages to a CEO of strategic behavior
to avoid risk of dismissal until equity is vested at 521-22); Neil Brisley, “Executive
Stock Options: Early Exercise Provisions and Risk-Taking Incentives” (2006) 61:5 J
Finance 2487 (significant amounts of an executive’s net-worth tied up in unvested
equity causes her to turn down potentially value-creating projects that carry risk
at 2488)).
121 Charles P Himmelberg, R Glenn Hubbard & Darius Palia, “Understanding the
Determinants of Managerial Ownership and the Link Between Ownership and
Performance” (1999) 53:3 J Financial Economics 353 at 354.
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Prior to the rise of agency theory and modern corporate governance
in the 1970s, the use of equity incentives was extremely rare.122 It is
now so ubiquitous that the default assumption of members of the
governance industry is that equity grants are appropriate: ISS’s Proxy
Voting Guidelines and CCGG’s Best Practices only concern themselves
with identifying unacceptable types of equity grants.123 For its part,
the Government of Canada created an enormously attractive tax
regime to encourage the issuance of options in 2000.124 Shareholders
also encouraged the use of equity in executive pay by bidding up
the stock of companies that made use of it.125 For example, research
in the early years of this century found that the market reacted
positively to the announcement of equity incentive packages.126
There was even a positive relationship between CEO stock option
compensation and initial public offering (“IPO”) valuations.127 This
academic and industry consensus produced changes in corporate
behavior. In 1991, only 33 per cent of the largest one hundred
Canadian public companies granted stock options to their executives;
by 2000, 100 per cent of them did.128
At the time equity grants became a best practice, there was (once
again) very little research supporting the idea.129 As one finance
122 Frydman & Jenter, supra note 7 (in the U.S., salaries and bonuses comprised 93%
of CEO compensation during the 1950s and 87% in the 1960s at 80); The Kay
Report, supra note 119 (“bonuses and similar rewards for senior executives in UK
companies were relatively unusual until the 1980s, when share option schemes
became increasingly common” at 77).
123 See Canadian Coalition for Good Governance, “Building High Performance Boards”
(2013), online: <http://www.ccgg.ca/site/ccgg/assets/pdf/building_high_performance_
boards_august_2013_v12_formatted_sept._19,_2013_last_update_.pdf>, archived:
<https://perma.cc/T56G-4J2R> (“[e]xecutives also should have meaningful
shareholdings in the company to more closely align their interests with shareholders”
at 19).
124 Bryce C Tingle, Start-up and Growth Companies in Canada: A Guide to Legal and
Business Practice, 1st ed (Canada: LexisNexis Canada, 2005) at 155 [Tingle, Start-up
& Growth Companies].
125 Ontario Teachers’ Pension Plan, supra note 65 (generally supporting equity plans
that are reasonable at 28).
126 Angela G Morgan & Annette B Poulsen, “Linking Pay to Performance—
Compensation Proposals in the S&P 500” (2001) 62:3 J Financial Economics 489
at 491.
127 S Trevis Certo et al, “Giving Money to Get Money: How CEO Stock Options and
CEO Equity Enhance IPO Valuations” (2003) 46:5 Academy Management J 643 at
644-45.
128 Ryan Compton, Daniel Sandler & Lindsay Tedds, “Options Backdating: A
Canadian Perspective” (2009) 47:3 Can Bus LJ 363 at 363.
129 This is typical of most best practices adopted by the governance industry (see
Bryce C Tingle, “What Do We Really Know About Corporate Governance Best
Practices? A Review of the Empirical Research Since 2000” [forthcoming] [Tingle,
“Corporate Governance”]; Roberta Romano, “Quack Corporate Governance”
(2005) 28:4 Regulation 36 at 43; Stephen M Bainbridge, “Dodd-Frank: Quack
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scholar observed in 1980, the evidence concerning the relationship
between executive equity holdings and firm performance was “quite
mixed.”130 By 1986, another scholar noted that as yet, “no consensus
has developed” regarding the impact of equity incentives.131 Long
after equity grants had become a major component of executive pay,
the situation had not improved: in 1994 a scholar observed, “the
results of the studies are inconclusive.”132 The next year, two others
wrote that there was a “singular lack of consistency in the empirical
results reported.”133
Finally, in 2003, scholars performed a meta-analysis of 229
empirical studies with a combined sample of 939,567.134 They found
that with the exception of earnings per share (“EPS”), management
equity exposure had no effect on Tobin’s Q, return on assets, return
on equity, return on investment, shareholder returns, the market-tobook ratio, or Jensen’s Alpha, among other financial metrics.135 Even
the impact on EPS was modest and, noted the researchers, might be
attributed to management techniques designed to increase earnings
without changing the performance of the firm, like the use of
increased leverage.136 The authors of the meta-study concluded “the
results of our meta-analyses do not support agency theory’s proposed
relationship between ownership and firm performance.”137
Research since 2003 has tended to produce the same results.138 A
subsequent meta-analysis of 33 studies in 2007, for example, found
that market-based measures of performance (such as Tobin’s Q) appeared
to improve with increasing insider equity, but that actual financial
performance as measured by accounting metrics is unconnected to
executive equity levels.139 The conclusion of the authors of the study
was that shareholders expect increasing executive equity ownership
to improve corporate performance and so the stock price increases,

130
131
132
133

134
135
136
137
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Federal Corporate Governance Round II” (2011) 95:5 Minn L Rev 1779 at 1795
[Bainbridge, “Quack Round II”]).
James L Bothwell, “Profitability, Risk, and the Separation of Ownership from
Control” (1980) 28:3 J Industrial Economics 303 at 304.
Herbert G Hunt, “The Separation of Corporate Ownership and Control: Theory,
Evidence and Implications” (1986) 5 J Accounting Literature 85 at 96.
Helen Short, “Ownership, Control, Financial Structure and the Performance of
Firms” (1994) 8:3 J Economic Surveys 203 at 206.
Kenneth J Rediker & Anju Seth, “Boards of Directors and Substitution Effects of
Alternative Governance Mechanisms” (1995) 16:2 Strategic Management J 85 at
86.
Dalton et al, “Meta-Analyses”, supra note 51 at 16.
Ibid at 19.
Ibid at 20.
Ibid.
See the discussion in Frydman & Jenter, supra note 7 at 94-96; Connelly et al, supra
note 51 at 1564-66.
Sánchez-Ballesta & García-Meca, supra note 51 at 887-88.
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but “this result is not confirmed by the real accounting returns.”140
In the period since 2003, stock options have received particular
criticism. For example, several studies found that stock options are
negatively associated with both firm value141 and future operating
performance.142
Executive compensation is related to many unobservable factors,
so isolating the impact of one element of compensation (such as
the use of equity) is extremely difficult; the literature on executive
compensation is littered with expressions of concern about
endogeneity. 143 Whatever its limitations, however, empirical
evidence provides little support favouring the widespread adoption
of equity compensation. Given the centrality of equity in modern
executive compensation, the only analogue for this disconnect
between best practices and empirical evidence is the adoption of
independent boards, another central corporate governance practice
that finds virtually no support in the empirical literature.144
The lack of evidence about the benefits of equity contrasts with
the abundant evidence of its adverse effects. Managers manipulate
disclosure around CEO option awards, delaying the release of
good news and accelerating the release of bad news.145 There is a
robust connection between CEO equity incentives and earnings
manipulation,146 as well as to fraud and indicia of fraud like
shareholder litigation.147 Equity compensation has been connected
140 Ibid.
141 Habib & Ljungqvist, supra note 51 at 2054-55.
142 Hanlon, Rajgopal & Shevlin, supra note 51 (finding a negative association
between option risk-taking incentives and future operating performance at 35).
143 See for example Frydman & Jenter, supra note 7 at 94.
144 Tingle, “Corporate Governance”, supra note 129.
145 David Aboody & Ron Kasznik, “CEO Stock Option Awards and the Timing of
Corporate Voluntary Disclosures” (2000) 29:1 J Accounting Economics 73 at 75.
146 See e.g. Natasha Burns & Simi Kedia, “The Impact of Performance-based
Compensation on Misreporting” (2006) 79:1 J Financial Economics 35 at 37;
Qiang Cheng & Terry D Warfield, “Equity Incentives and Earnings Management”
(2005) 80:2 Accounting Rev 441 at 443; Daniel Bergstresser & Thomas Philippon,
“CEO Incentives and Earnings Management” (2006) 80:3 J Financial Economics
511 at 514; Jap Efendi, Anup Srivastava & Edward P Swanson, “Why Do Corporate
Managers Misstate Financial Statements? The Role of Option Compensation and
Other Factors” (2007) 85:3 J Financial Economics 667 at 670; Julia Grant, Garen
Markarian & Antonio Parbonetti, “CEO Risk-Related Incentives and Income
Smoothing” (2009) 26:4 Contemporary Accounting Research 1029 at 1030.
147 Shane A Johnson, Harley E Ryan Jr & Yisong S Tian, “Managerial Incentives and
Corporate Fraud: The Sources of Incentives Matter” (2009) 13:1 Rev Finance 115
at 116-17; Lin Peng & Ailsa Roell, “Executive Pay and Shareholder Litigation”
(2008) 12:1 Rev Finance 141 at 142; Denis, Hanouna & Sarin, supra note 99 at 468;
Joseph P O’Connor Jr et al, “Do CEO Stock Options Prevent or Promote
Fraudulent Financial Reporting?” (2006) 49:3 Academy Management J 483 at 49293; Harris & Bromiley, supra note 99 at 362.
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to larger restructurings and layoffs,148 and voluntary corporate
dissolutions.149 The vesting of equity incentives in any given year is
negatively correlated with corporate R&D and capital expenditures.150
Stock options produce a strong bias away from dividends (in which
option holders do not participate) and toward stock repurchases,151
creating the phenomena of predatory behaviour as the corporation
transacts with short-term shareholders.152
There is even debate around whether closely aligning managers’
interests with those of shareholders is a good idea at all, since the risk
profiles of shareholders (who can manage risk through appropriate
portfolio strategies) are different from those of companies,153 and
shareholders’ investment horizons are frequently much shorter than
those of well-run businesses.154
C. REVISITING THE EFFICIENCY OF EXECUTIVE
COMPENSATION
The traditional method of evaluating the efficiency of executive
compensation is to determine whether awards are rationally related
to individual performance,155 or whether changes in executive
148 Jay Dial & Kevin J Murphy, “Incentives, Downsizing, and Value Creation at General
Dynamics” (1995) 37:3 J Financial Economics 261 at 305; Jeffrey T Brookman,
Saeyoung Chang & Craig G Rennie, “CEO Equity Portfolio Incentives and Layoff
Decisions” (2007) 30:2 J Financial Research 259 at 260.
149 Hamid Mehran, George E Nogler & Kenneth B Schwartz, “CEO Incentive Plans
and Corporate Liquidation Policy” (1998) 50:3 J Financial Economics 319 at 320.
150 Alex Edmans, Vivian W Fang & Katharina A Lewellen, “Equity Vesting and
Investment” (2017) 30:7 Rev Financial Studies 2229 at 2230.
151 George W Fenn & Nellie Liang, “Corporate Payout Policy and Managerial Stock
Incentives” (2001) 60:1 J Financial Economics 45 at 47-48.
152 Jesse M Fried, “The Uneasy Case For Favoring Long-Term Shareholders” (2015)
124:5 Yale LJ 1554 (“over the last forty years, an aggregate of over $2.3 trillion has
been transferred to long-term investors through bargain repurchases and inflatedprice equity issuances” at 1564).
153 Kenneth A Kim, John R Nofsinger & Derek J Mohr, Corporate Governance, 3rd ed
(Boston: Prentice Hall, 2010) (noting that many equity funds annually turn over
their portfolio at a rate greater than 100% at 107).
154 The Kay Report, supra note 119 at 33-34; Patrick Bolton, José Scheinkman & Wei
Xiong, “Executive Compensation and Short-Termist Behaviour in Speculative
Markets” (2006) 73:3 Rev Economic Studies 577 (shareholder intervention may
not necessarily prompt CEOs to focus on firms’ long-term performance, especially
where shareholder interests are of a short term nature: mainly holding equity
purely for speculative purposes at 579); Mahabaleswara Bhatta HS, “Kinetics of
Individual Investors’ Behavior—A Conceptual View” (2012) 1:1 Intl J Applied
Financial Management Perspectives 39 at 39; John C Bogle, The Clash of the
Cultures: Investment vs. Speculation (New Jersey: John Wiley & Sons, 2012) at 1;
Bryce C Tingle, “Bad Company! The Assumptions Behind Proxy Advisors’ Voting
Recommendations” (2014) 37:2 Dal LJ 709 at 735-38 [Tingle, “Bad Company”].
155 See e.g. Bebchuk & Fried, Pay Without Performance, supra note 51 at 6.
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compensation practices track some change in the relevant markets.156
These considerations seem, if not irrelevant, at least inessential.
Surely the key question when evaluating the efficiency of executive
pay schemes is their impact on the financial performance of the
corporation and the behaviour of the executive.
The growth in executive pay over the past thirty-five years has
come primarily from the adoption of equity and pay-for-performance
incentive schemes.157 These two elements predominate in discussions
of corporate governance best pay practices, to the exclusion of any
other pay elements. In both cases, however, empirical research
provides little evidence these best practices positively impact firm
financial performance, but considerable evidence they adversely
impact individual behaviour.
However controversial this might seem to participants or clients
of the corporate governance industry, it would not be a surprise to the
casual observer. As Stout points out, American corporate performance
has never been better than during the period between 1950 and 1980,
when pay levels remained essentially unchanged and executives were
largely paid through salaries and annual discretionary bonuses.158
The complete adoption of compensation best practices in the past
two decades has been marked by never-before-seen increases in
executive compensation levels, negative annual growth in the S&P
500 Index, two financial-market-led recessions, and “a disturbing
outbreak of executive-driven corporate frauds, scandals, and failures
at firms like Enron, Worldcom, Countrywide, AIG, Lehman Brothers,
Goldman Sachs, and JP Morgan, all of which have or had pay-forperformance programs.”159 The possibility that executive compensation
practices are sub-optimal does not conflict with the big picture
visible to any interested observer.
V. CONCLUSION
What conclusions can be drawn from this situation? The first is that
simplistic applications of agency theory may not be the best conceptual
framework for approaching executive remuneration. This is heretical,
as virtually all discussions of pay, including those on both sides of the
pay efficiency question, use simple characterizations of agency theory
156
157
158
159

See e.g. Piketty, supra note 16 at 330-332.
See supra note 108.
Stout, supra note 59 at 532.
Ibid at 535. See also Bénabou & Tirole, “Bonus Culture”, supra note 114 (the rise
of executive pay “has been accompanied by mounting revelations of poor actual
performance, severe moral hazard and even outright fraud” at 1); US, The
Financial Crisis Inquiry Report–Final Report of the National Commission on the Causes
of the Financial and Economic Crisis in the United States (New York: PublicAffairs,
2011) (blaming the financial crisis on widespread equity and incentive pay practices
at 62-63).
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as a lens for evaluating compensation practices. But the total lack of
evidence that pay for performance or equity makes any difference in
corporate outcomes should give us pause. A recent study looked at
every single component of executive pay packages and then tracked
their impact on the performance of large U.S. public companies:
None of the six payment types had significant effects on
firms’ performance. This finding suggests a rethinking of
the role of CEO compensation as an incentive for improving
corporate performance, i.e. can the CEO actually affect the
annual profit of firms of this scale.160
As anyone who has actually served as a director can tell you, the
reality is that pay structures are designed to do much more than
incentivize performance or align the executive’s interests with the
shareholders. Some pay structures, for example, are designed to
compensate the executive for risk. This is the opposite of what payfor-performance advocates would like to see, but the reality is that to
induce an executive to leave a safe place of employment and join a
riskier venture, one whose possible failure could leave the executive
without an income and with a tarnished reputation, some compensation
arrangements that mitigate risk are required. Considerations like
these may even impact other, more incentivizing structures, by
making them less risky than would otherwise be called for by agency
theory. Equity grants to the executive may vest on a time-passed,
rather than an accounting-metric-achieved basis, for example.
Another consideration in setting executive pay is fairness. This
also runs counter to the focus on aligning the interests of agents
and principals. Because increases in share price and improvements
in corporate performance are not wholly under the control of the
executive, other pay structures are used, unconnected to these
metrics. Occasionally, unfairness that results from forces outside the
executive’s control is also remedied.161 This occurs, for example,
when options are re-priced, replacement equity is granted, the terms
of long-term incentive plans are altered, and discretionary bonuses
are awarded. Again, anyone who has actually served as a director
knows that the proper working of an institution depends (among
other things) on employees feeling that the firm and the people who
lead it are treating them fairly.162
160 Michaud & Gai, supra note 79 at 1-2.
161 See Bebchuk & Fried, Pay Without Performance, supra note 51 at 134-36; Bender,
supra note 109 at 712-13. See also supra note 110.
162 A lot of research has been done on the value of fairness and high-powered
incentives (see Tingle, Start-up & Growth Companies, supra note 124 at 150-51;
Stout, supra note 59.
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Sometimes pay structures are designed to respond to internal firm
conditions. A growth company may not have sufficient free cash flow
to pay a competitive salary, so it uses equity (including options) or
large future bonuses to make up the difference.163 A company with a
founding team serving in subordinate roles may need to use equity
more generously with new senior hires, who otherwise will feel like
second-class citizens, or will feel it is unfair that they, now the star
performers, are disproportionately making other people rich.164
There are many other perfectly valid considerations touching on
compensation that are unrelated to agency theory’s preoccupation
with individual performance and shareholder alignment. Executive
pay structures are used to maintain employee morale (and it does not
matter to the operation of the company that shareholder morale is
also low), to retain executives who have worked long and hard only
to see their equity rendered worthless by a stock market downturn, to
ease an executive who could make trouble out of the company by a
generous severance payment, or to control an over-confident CEO
with a huge appetite for risk by loading her up with internal debt
in the form of, say, a pension.165 The lack of nuance in the best
practices promulgated by the governance industry reflects a profound
lack of sophistication about what happens in the real world inside
companies.
It is unlikely that nuance and sophistication will be introduced
into executive compensation decisions by the most prominent
members of the corporate governance industry. The need for these
institutions to provide assessments and advice on the complex
remuneration arrangements of thousands of companies, usually in a
very short period of time, makes it impossible for them to generate
particularized advice.166 Indeed, a companion paper explores the
163 Bryce C Tingle, “The Strange Pattern of Equity Incentives in Canada” [forthcoming]
[Tingle, “Equity Incentives”].
164 Tingle, Start-up & Growth Companies, supra note 124 at 151.
165 Alex Edmans & Qi Liu, “Inside Debt” (2010) 15:1 Rev Finance 75 (showing how
inside debt, such as pensions, has the effect of exposing executives to the downside
of risky strategies that court bankruptcy at 77); Chenyang Wei & David Yermack,
“Investor Reactions to CEOs’ Inside Debt Incentives” (2011) 24:11 Rev Financial
Studies 3813 (showing that SEC reforms to disclosure around inside debt positions
were accompanied by an increase in bond prices but a decrease in equity value at
3831); Rangarajan K Sundaram & David L Yermack, “Pay Me Later: Inside Debt
and Its Role in Managerial Compensation” (2007) 62:4 J Finance 1551 (finding
executives with high debt incentives manage their firms more conservatively at
1579).
166 Bryce Tingle, “The Agency Cost Case for Regulating Proxy Advisory Firms” (2016)
49:2 UBC L Rev 725 (describing the time and personnel constraints that impact
the production of proxy voting advice at 763) [Tingle, “Agency Cost”]. See also
Tingle, “Bad Company”, supra note 154 at 738-744 (describing the one-size-fits-all
nature of proxy advisors’ voting recommendations).
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evidence on causality in this area and concludes that the evidence
suggests champions of corporate governance are primarily responsible
for the spread of sub-optimal executive compensation practices, at
least partly because equity incentives and pay-for-performance
arrangements are easy to measure and appear to prioritize the
interests and biases of their customers.167
Boards of directors are clearly in the best position to make
nuanced judgements about the appropriate terms for executive
compensation contracts in their firms and they are also the most
personally incentivized to ensure that those contracts actually
contribute to corporate success.168 The most logical solution to the
problem of executive pay would, therefore, be to give corporate
directors increased autonomy to experiment with appropriate
compensation arrangements. Unfortunately, securities regulators in
the English-speaking world have been moving in the exact opposite
direction for the past thirty years.169
Securities regulators should replace detailed executive compensation
report requirements with a set of broad principles and allow companies
and their investors to work out how the company’s compensation
decisions can best be explained. There are many reasons to suppose
that companies, dependent on the market for money and motivated
to improve their share prices, will deliver the information their
shareholders need.170 Therapeutic disclosure, like the requirement to
add a corporate performance graph in the annual compensation
report, should be abandoned. Most of the many changes made to
compensation disclosure requirements over the past twenty years fall
into the category of therapeutic disclosure and they have not made
any difference to the growth in pay or the use of sub-optimal
structures. However, they have made annual reporting much more
expensive and probably encouraged the sub-optimal compensation
practices discussed in this paper.
167 Tingle, “Framed” supra note 6.
168 Tingle, “Bad Company” supra note 154 (detailing the institutional limitations
on shareholders generally becoming sufficiently informed and incentivized to
effectively oversee the management of public companies at 732-38). For analysis
of the director primacy model of corporate governance, see Stephen M
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170 Romano, supra note 129 (discussing evidence of no underreporting at 38-39).
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Legislatures should remove the tax incentives that favour pay for
performance or certain kinds of equity incentives such as stock
options.171 Aside from provisions that match tax payments with
equity sales, tax laws should not attempt to pick winners among
compensation structures.172 For example, a historical survey of
European and American compensation practices found tax policy in
the countries had a major impact on “ebbs and flows in stock option
grants.”173 The scholars found governments’ reactions tended to be
to “isolated events or situations” and characterized policymaking in
this area as “knee-jerk.”174 For a variety of reasons, not least the
pressure of populist outrage and the individualized particularity of
pay decisions, governments should not attempt to choose among
corporate pay practices.
Finally, shareholders should be given less, not more, power over
compensation structures.175 There is abundant evidence that
shareholders of public companies do not tend to invest significant
amounts of time investigating the details of portfolio companies’
compensation practices.176 The proxy advisor industry’s very existence
is a testament to this lack of engagement.177 Neither shareholders
nor proxy advisors have enough information about conditions
inside companies to judge the merits of all but the most egregious
corporate actions.178 So long as boards must design compensation
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created by the Canadian government’s attempt to favour stock options over other
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177 Ibid at 740-41.
178 Robin Greenwood, “The Hedge Fund as Activist” (22 August 2007), Working
Knowledge (blog), online: <http://hbswk.hbs.edu/item/5743.html>, archived:
<https://perma.cc/QVV5-6D2G> (examining the empirical results of shareholder
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that reflects “best practices” and which is tied to metrics that are easy
for shareholders and their agents to measure from outside, it will be
impossible for companies to move away from the approaches to
executive compensation discussed in this paper.
After reviewing the research on current pay practices, it is hard
not to hope for an eventual return to the traditional approach of
giving executives salaries, discretionary bonuses, and small amounts
of equity. A return to these more straightforward compensation schemes
seems almost impossible in the current corporate governance climate,
but this paper details a massive shift in the norms surrounding
executive compensation that occurred in a comparatively brief time.
It is not totally unreasonable to think it could happen again.
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