Compensation





Owner/Manager Incentives vs. Employee/Manager Incentives





Consider the following benchmark portfolio for an employee/manager:


Salary $500,000


can be dismissed only if firm goes bankrupt


annual raises to cover COLA + 2%





How might we characterize the above claim (i.e., residual or fixed?)  Implications?





We want to think about the incentives of an employee/manager given such a contract versus the incentives of owner/managers.





Problems of benchmark compensation contract:


Effort


Risk exposure


Horizon problem


Under-leverage


Over-retention





These areas of conflict between owners' incentives and managers' incentives will be more or less of a problem depending on the nature of the firm.  To that extent, we expect to see systematic variation in contract provisions across firms depending on their nature.


�
Compensation Contracts





Typical Provisions:


"Fixed" Compensation ("fixed" between renegotiation points)


Salary


Pension


Stock-Based Compensation


Stock options / Stock appreciation rights


Restricted stock / Phantom stock


Dividend Units


Accounting-Based Compensation


Bonus Plans


Long-term Performance Plans


�
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�
Compensation Policy and the Nature of the Firm





At this point we've discussed the incentive problems induced by the benchmark compensation contract and how adding various provisions to the benchmark contract can overcome those problems.  The question becomes, "For what types of firms are the incentive problems associated with the benchmark contract most problematic?"  Alternatively, how do we expect the contract provisions found in employment contracts to vary across firms?





Firm Characteristic�
Level of Compensation�
Use of Incentive Compensation�
�
Size�
?�
?�
�
Growth Options�
?�
?�
�
Credence Goods�
?�
?�
�
Product Warranties�
?�
?�
�
Future product support�
?�
?�
�
Supplier financing�
?�
?�
�
Closely held firm�
?�
?�
�
Regulation�
?�
?�
�
Marg. corp. tax rate�
?�
?�
�
Marg. personal tax rate�
?�
?�
�



What about tax motives?


What's the evidence?


