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institutions? In a recent paper, I spec-
ulate that reforms in goods and finan-
cial markets will indeed force reforms
in the labor market.®

The other question is normative.
If governments want to reform their
labor market institutions, how should
they do it? To answer this last question,
Jean Tirole and I have started working
on the optimal design of labor market
institutions.” Hopefully this will be the
topic of another NBER Reporter article
in the future.
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The Challenge of Turning Managers into Owners

Brian J. Hall*

During the past two decades, the
influence of shareholders has grown
dramatically as institutional investors
and other shareholder representatives
became increasingly vocal and activist
in exercising their “ownership rights”
over the decisions, policies, and gover-
nance of corporations. Shareholder
anger over the recent corporate scan-
dals appears to have further increased

* Hall is a Research Associate in the
NBERY Programs on Corporate Finance,
Public Economics, and Labor Studies, and
an  Associate  Professor of  Business
Administration at Harvard Business School.
His profile appears later in this issue.

shareholder activism, continuing or
even accelerating the trend of increas-
ing sharcholder power.! Aligning the
interests of shareholders and man-
agers has been a central goal of insti-
tutional investors and shareholder
activists. To a significant extent, that
goal has been realized, because the
large increase in executive pay since the
carly 1980s was caused primarily by
dramatic increases in equity-based pay
(especially stock options), which led to
a nearly ten-fold increase in the rela-
tionship between top executive wealth
and shareholder returns.” In spite of
this, there has been widespread con-
cern (and outrage) among the press,
shareholders, and the public that exec-

utive pay has become “excessive”
while also motivating dysfunctional
behavior. These concerns are targeted
particularly at instances where large
executive payoffs — typically from
option exercises or sales of company
stock — follow (or precede, in the case
of the company scandals) poor corpo-
rate performance and declining com-
pany stock prices. The shareholder
goal of “turning managers into own-
ers” is more difficult to achieve than it
may seem. What is the best equity-
instrument? Over what period should
equity grants vest? How much should
be granted? What pay designs mini-
mize risk-taking and gaming tempta-
tions? Much of my research concerns
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the many pay-design challenges and
tradeoffs involved in turning managers
into owners. In what follows, I discuss
several of these issues.

Creating Leveraged
Ownership Incentives

Although there has been a recent
shift toward restricted stock (stock that
vests over time), the vast majority of
executive equity grants have been in
the form of stock options rather than
stock. But if the chief goal of equity-
based pay has been to turn managers
into owners (who own shares, not
options), why has pay been dominated
by options instead of stock? Although
such an explanation does not always sit
well with economists trained to think
that important economic decisions are
affected by real economic (not
accounting) factors, there is consider-
able evidence that the accounting rules
are one of the dominant factors deter-
mining choices among equity-pay
instruments.” Current accounting regu-
lations heavily favor stock options,
because option grants create no
accounting expense on company prof-
it-and-loss statements while stock
grants (and most other equity-pay
instruments) do create accounting
charges. As a result, equity-based pay
plans are astoundingly similar across
companies, with the vast majority of
plans in the form of at-the-money
options designed to qualify for the
favorable  accounting  treatment.
Discount, indexed or performance-
based options®, all of which have cer-
tain advantages, are rarely even given
serious consideration by companies
because they would lead to accounting
charges. Beginning in 2005, the
accounting rules are likely to be
changed, requiring options to be
expensed, and this should have large
affects on equity-based pay design.

But even with a level playing field
in terms of accounting, options have
another advantage over stock. Options
are a leveraged ownership instrument.’
Because an option is less expensive to
shareholders than a share of stock —
in terms of the expected transfer from
shareholders to the options holder —
companies generally can grant two to
three times more options than shares

for any given cost to the company.
Thus, options provide greater upside
potential than stock for a given compa-
ny cost. Leverage is a helpful feature of
incentive plans, often enabling compa-
nies to provide greater pay-to-perform-
ance without increasing costs. For
example, most bonus plans (especially
commission plans for sales forces) are
designed to create payoffs only after
certain quotas or thresholds are
reached. This is because companies
would rather pay a higher commission
rate (say 12 percent) for sales above
some (generally reachable) threshold
than a lower commission rate (say 2
percent) on all sales. Options — which
create a payoff only for stock prices
that are above an exercise price — cre-
ate similarly leveraged incentives.

Option Fragility

But the leverage of options goes
in both directions. When stock prices
fall, options fall underwater and quick-
ly lose their value. Stock options fall
underwater much more than is com-
monly believed.® More than half of all
options were underwater at the end of
2002. Given that this followed a three-
year bear market, this fact does not
surprise most people. What does often
seem surprising to most is that approx-
imately one-third of all options were
underwater in the mid-1990s and also
in 1999 at the height of the bull mar-
ket. Because of the volatility of stock
prices (and the fact that stock returns
are skewed to the right, so that the
median stock price return is much
lower than the average) stock options
frequently fall underwater, a problem
that does not go away with the passage
of time.

Options are therefore a funda-
mentally fragile incentive instrument,
unlike stock, which can’t fall underwa-
ter. And in practice, the underwater
option problem causes significant
problems for companies that rely
heavily on options. Underwater
options fail to retain executives, while
also losing their effectiveness in terms
of creating ownership incentives. It is
for this reason that option-granting
companies feel pressure to reprice
options and to take other actions
deemed to be highly objectionable to

shareholders. While actual option
repricings have become exceedingly
rare in practice (in part owing to share-
holder activism and in part because of
accounting rule changes that made it
punitive), the evidence suggests that
many companies engage in a type of
back-door repricing — they make
“above average” option grants when
stock prices fall significantly. While
this helps to restore incentives ex post,
it undermines incentives ex ante.’

A general principle taught in
“Incentives 1017 is that well-designed
incentive plans should continue to
motivate managers and workers in a
wide-range of circumstances. That is,
well-designed plans are resilient, not
fragile. Thus, the choice between
options and stock involves a tradeoff
between leverage and resilience. For
many years, Microsoft granted only
options to their executives and
employees. But because of the under-
water option problem facing the com-
pany, Microsoft CEO Steve Ballmer
announced in 2003 that its days of
issuing stock options were gone forev-
er, making a permanent switch to more
resilient stock grants. The early evi-
dence suggests that many other com-
panies will switch to restricted stock in
2005 (and some have already made the
change in anticipation of the rule
change) once the coming accounting
rule changes put stock and options on
a (roughly) even playing field.’

Value-Cost Efficiency

A fundamental principle of
finance is that investors should diversi-
fy, not putting “all their eggs in one
basket.” But according to Mark Twain,
it is wise to “put all your eggs in one
basket, and watch that basket careful-
ly”” Twain’s clever retort does well in
summing up the fundamental incen-
tive-risk tradeoff that requires man-
agers to be insufficiently diversified in
order to have strong ownership incen-
tives. Thus, the price that must be paid
to ensure strong ownership incentives
is the imposition of non-diversifica-
tion risk on executives. Therefore, risk-
averse and undiversified executives
rationally discount the value of the
equity-based pay."” Thus, equity-based
pay is generally more expensive —
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because companies must grant more
of it in expected value — than less
risky cash compensation. Put another
way, unlike cash, the value to execu-
tives of equity-pay is generally less
than the expected cost of that equity
to sharecholders, which is approximate-
ly the market value of that equity (with
a downward adjustment for eatly exer-
cise in the case of options), since that
is its economic (or “opportunity”)
cost. Option value does not equal
option cost."

Of course, the higher cost of
equity is well worth it if the resulting
ownership (and retention) incentives
are sufficiently strong and beneficial.
But a growing body of research sug-
gests that the “value-cost” inefficiency
of options is considerable, with value
cost-ratios less than 0.5 for reasonable
parameter values. Value-cost ratios for
stock are much higher, in the range of
0.85 or higher. The large value-cost
inefficiency of options is especially
problematic for middle and lower-level
managers whose typically limited abili-
ty to affect share prices in significant
ways makes it seem unlikely that the
incentive benefits of options are large
enough to offset their costs in terms of
inefficiency. The reason that the value-
cost inefficiency is so high for tradi-
tional options is straightforward, and
tied closely to the previous analysis of
option fragility. Because traditional
options fall underwater so often, they
are much riskier than stock, leading
risk-averse and undiversified execu-
tives to discount them much more
heavily than they discount their stock
grants.

Transparency and
Understandability

Effective equity pay plans are also
transparent to shareholders and under-
standable to executives. Transparency
is important, because it helps to guard
against the challenges created by
boards who agree to excessive grants
to executives, either because they are
weak or easily “captured” by powerful
CEOs.” Understandability is impot-
tant because the incentive properties
of equity are undermined when man-

agers fail to comprehend the value of
their equity holdings or how that value
changes in response to stock price
changes.

Stock has clear advantages over
options in terms of transparency and
understandability.” While stock is easi-
ly valued by multiplying price times
quantity, option valuation is complex
and requires the use of non-intuitive
pricing models that aren’t even correct
for the purpose of determining the
option’s value or cost. Although more
appropriate for measuring company
cost than executive value, standard
option pricing models rely on assump-
tions that clearly do not apply — that
options are tradable or hedgeable in
markets. But even after options vest,
executives generally can’t sell them or
hedge them. Option pricing models
assume that options are held by
investors who will exercise them opti-
mally, typically at maturity. But execu-
tives and employees routinely exercise
their options eatly — and in ways not
easily captured by formulas — which
causes option pricing models to over-
state the expected payoff of an option
held by executives. Moreover, the for-
mula requires measures of expected
future volatility (and a few other
parameters) that are not easily estimat-
ed or obtained without an active mar-
ket for options. It is no wonder that
many executives have little understand-
ing of how to value their options while
shareholders and boards continue to
refer to option grants in terms of the
“number of options” (masking their
expected cost) while referring to stock
grants in terms of their value (making
the expected cost more transpatrent).'

TSOs and the Coming
Revolution in Equity-Pay
Design

There is an emerging view that
options are problematic as an incentive
device.” This makes it likely that the
recent shift away from options will
accelerate dramatically when the
accounting rules change in 2005.
While much of the shift is likely to be
toward restricted stock — which has
the advantages of greater resiliency,

value-cost efficiency, transparency and
understandability — it is likely that we
will see lots of new ideas and pay
instruments as board and consultants
are liberated from the accounting rules
that have for so long stifled innovation
in this area.

One intriguing possibility is the
introduction and proliferation of
ongoing transferable stock option
(TSO) programs. TSOs are options
that executives and employees can sell
to investment banks once they have
become fully vested.” When Microsoft
moved away from options and toward
restricted stock, they contracted with
J.P. Morgan to turn Microsoft’s under-
water options into TSOs", enabling
Microsoft’s employees to sell their
options. While the move toward
restricted stock and the innovative
one-time ‘“clean up” of Microsoft’s
underwater options received much
attention in the financial press, there
was little attention paid to the fact that
this transaction cleared away key regu-
latory and tax hurdles for the introduc-
tion of ongoing TSO programs, with
the potential to transform the prevail-
ing norms of equity-pay design. TSOs
have many advantages over standard
options. They are resilient, because
they retain value when the stock price
drops, while also having much higher
value-cost efficiency (for related rea-
sons). Since investment banks can bid
for TSOs on a regular basis, they create
third-party prices that make options as
transparent and understandable as
stock. Also like restricted stock, TSOs
can be created with vesting contingent
on both time and performance (meas-
ured in any way). But, unlike stock,
TSOs are leveraged incentives.
Indeed, with only minor exceptions,
TSOs are essentially a leveraged ver-
sion of restricted stock, retaining all of
the advantages of restricted stock
while also retaining the leverage advan-
tage of options.

' For evidence and analysis, see B. Holmistrom
and S. N. Kaplan, “The State of U.S.
Corporate Governance: Whats Right and
Whats Wrong,” NBER Working Paper
No. 9613, April 2003, and Journal of
Applied Corporate Finance, 170/l 15,
No. 3 (Spring 2003), pp. 8-20.
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of Labor Economics, 2004; and B. J.
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Review, (March-April 2000), pp. 121-9.
’B. . Hall and K. ]. Murphy, “T'he Trouble
with Stock Options,” NBER Working
Paper No. 9784, June 2003, and Journal
of Economic Perspectives, 1ol 17,
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% Some of this criticism is appropriate in my
view, but some of it is based on the false logic
that options created the accounting scandals.
However, the perverse bebavior of executives
was caused by equity holdings (not necessarily
options) combined with weak disclosure rules.
Options bhave no special ability to create temp-
tations toward gaming.

"% For evidence and analysis of this issue, see
B. . Hall, “Transferable Stock Options
(ISOs) and the Coming Revolution in
Eqguity-based Pay.”

"7 They also shortened the maturities of these
options so that Microsoft sharebolders also
would gain in the transaction.




