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Since options do represent a genuine cost to shareholders, not expensing them creates a distortion. 
There are many complexities regarding how and when to expense options,64 but they are not "free." 
Thus, treating one type of costly compensation instrument as "free" while expensing others creates 
an uneven playing field and distorts pay practices. In particular, the current accounting treatment of 
options may distort the tradeoff between: 1) options and cash pay, and 2) options and other types of 
equity-based pay. We discuss each in turn. 

Cash versus Broad-based Option Plans 

The accounting treatment of options raises the issue of whether options are being overused for 
rank-and-file employees. Like Akamai,65 Medicode,66 Clear Lake67 and General Electric68 and many 
others, U.S. companies have increasingly pushed their option plans lower into the organization. For 
example, a 1999 study by William M. Mercer found that about 40% of all large companies granted 
options to at least half of their employees, more than doubling from the early 1990s. Moreover, about 
two-thirds of all options are held by non-executive employees.69 

Although options have clearly helped firms attract and retain employees during the last decade?O 
the evidence that broad-based plans are effective in increasing firm performance is mixed.71 While 
broad-based option plans do have the advantage of reminding employees that they have owners, and 
perhaps contributing to an U ownership culture/ they are clearly a blunt incentive instrument. From 
the perspective of anyone worker in a very large company, the connection between effort and stock 
price is fairly small and likely to be swamped by other factors. The fact that broad-based option 
plans are not a very targeted incentive device, combined with the notion that the value/cost 
efficiency of options can be quite low, suggests the possibility that options are being used too heavily 
in broad-based compensation plans, perhaps because of the distorted accounting treatment. Indeed, 
managers and other practitioners often claim that the accounting treatment of options is one of the 
key reasons why they rely on options so heavily. That is, many suggest that they would scale back 
their option plans if options had to be expensed.72 If this is true, it seems likely that broad-based 
option plans are inefficiently substituting for cash-based and other forms of compensation. 

Equity-pay Distortions 

Earlier, it was noted that stock has many advantages relative to options. Yet, options are far more 
common than stock grants in the U.s., by a factor of approximately 15 to one. While there are many 
possible explanations, a key reason why many companies do not even consider stock grants is that 
the accounting treatment for stock is so unfavorable relative to that of options. It may well be that, 

64 For example, options create a hard·to·measure, but more predictable, expected cost at grant, and an easier-to-measure, but 
highly variable, actual cost at realization. Note that the accounting treabnent of restricted stock is based on expected cost and 
"fixed" at the time of grant. 

65 Hall, Lane, and Lim, "Akamai' s Underwater Options (A)," HBS No. 902-069. 

66 Hall and Madigan, "Gerald Weiss," HBS No. 899-258. 

67 Hall, Musher, and Tufano, "Sara's Options," HBS No. 201-005. 

68 Welch (2001). 

69 Core and Guay (2001). 

70 With the important caveat that their ability to retain is quite fragile, as discussed. 

71 See Core and Guay (2001), Lambert, Larcker and Ittner (2001), and Kedia and Mozumdar (2002) for evidence. 

72 Hall, Lane, and Lim," Akamai's Underwater Options (A)," HBS No. 902-069, and Doerr and Smith (2002). 
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absent the current accounting treatment of options, restricted stock would be a far more common 
form of compensation. 

Indexed options represent another type of equity instrument with unfavorable accounting 
treatment but potentially desirable properties." One criticism of equity-based pay is that executives 
(and employees) are rewarded for bull markets or favorable industry conditions, while being 
punished for market downturns that are "out of the manager's control." Indexed options - where the 
exercise price of the options varies with some market or industry index - has the obvious advantage 
of removing the "uncontrollable" effects of market movements from the executive's compensation?4 
Executives are then rewarded (punished) based on a less noisy measure of their performance, 
creating the possibility of a tighter pay-to-performance link.75 Indeed, unless companies create some 
sort of indexing on the upside, they will probably find themselves with at least some amount of 
fI asymmetric indexing" since companies feel keen pressure to do at least partial indexing on the 
downside. For example, when Akamai's stock price fell sharply with the NASDAQ decline, one of 
Akarnai's compensation managers stated: "[Following the Akarnai stock price decline], the 
correlation between pay and employee performance had broken down, and as a result employees 
were being unfairly penalized by the actions of the market."76 Akamai felt pressure to grant more 
equity compensation as a discretionary response to the decline-a partial indexing on the 
downside-even though the company felt no employee pressure to "remove market movements" in a 
discretionary way on the upside, when the pay-to-performance relationship seemed to be working 
just fine. 

Despite what appear to be Significant advantages to indexed options, they are virtually non
existent in practice. For example, in a survey of 1,000 companies, only one company had an indexed 
option plan?7 It may well be that indexed options are rarely used because they introduce difficult 
design problems. For example, what index should be used? Should the index be "beta" adjusted? 
Will executives and employees understand them? Do we always want to remove industry or market 
changes?78 But, because of their accounting treatment, most companies do not even consider indexed 
options as a possibility79 

This analysis suggests that the uneven accounting treatment of compensation is creating a value
destroying bias in favor of options and against cash, stock and other forms of equity pay. Absent 
rules that level the accounting playing field between options and other forms of pay, it is difficult to 
know how large this bias is, or how much value, if any, it is destroying. 

73 See Rappaport (1999), as one example. 

74 Indexed stock has the same desirable feature. 

75 For analysis of "controllability and incentives" and the closely related concept of "relative performance evaluation," see 
Antle and Demski (1988), Antle and Smith (1986), Holmstrom (1982), and Gibbons and Murphy (1990). 

76 Hall, Lane and Lim, "Akamai' s Underwater Options (A)," HBS No. 902-069, page 10. 

77 Murphy (1999). 

78 For evidence and analysis regarding indexed options, see Meulbroek (lOrna, 2001b) and Johnson and Tian (2000). 

79 Webscale in Sara's Options (HaU, Tufano and Musher, HBS No. 2rn-OOS) is a rare example. 
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Governance and Ownership Structure 

We now tum to analysis and discussion of the role that directors and owners, operating within 
financial markets, play in incentive strategy. We begin by discussing the limits of financial incentives 
and the important role that boards play in monitoring managerial performance. We then discuss the 
role that the capital market-particularly the market for corporate control-plays in providing 
governance and incentives to managers (and boards). Finally, we analyze the way that ownership 
structure affects the incentives and performance of organizations. We begin with the limits of 
financial incentives. 

The Limits of Financial Incentives 

One of the main duties of boards is to design-or negotiate-the pay package for the company's 
top executives. But the provision of incentives-even very strong incentives-is often not sufficient 
to ensure that executives perform well. Active governance is also required. The Circon case 
demonstrates both the limits of incentives and the importance of strong governance. Circon's CEO, 
Richard Auhll, had very strong ownership incentives-he owned over 11 % of the company, which is 
much larger than the typical fractional ownership (which averages about 1 % with stock and options 
combined) for U.s. CEOs.8o Although both Auhll and Circon were performing badly, Auhll strongly 
resisted a takeover attempt by Surgical that would have raised the value of his Circon shares by more 
than $10 million. But Auhll seemed less motivated by the value of his equity package than by 
maintaining his position as CEO. Said one director: 

Richard liked being CEO. It was who he was. He was in charge of a large organization in 
this small community. The company had a beautiful headquarters-clay tile roof, dark wood 
paneling, thick carpeting, beautiful woodwork, leaded glass. His office was gorgeous, on the 
comer of the building, with a private eating terrace. I think being CEO of Circon was 
prestigious from both a financial and social perspective .... I'm only speculating, but it would 
seem to me that the value of being CEO was greater than the value of the cash that Richard 
could have received on a sale.S! 

Although it is impossible to know one's motivations, other evidence in the case is consistent with 
the view that Auhll was strongly motivated by maintaining the benefits of being the CEO of a large 
company. According to this director, it was not that Auhll was unmotivated by financial incentives. 
Rather, the motivations from these incentives were dominated by other, stronger motivations. 

While financial incentives are important, they in no way negate the need for effective board 
governance. Indeed, one of the main duties of an organization's board is to "monitor" the 
performance of the CEO and to remove the CEO if necessary. The board is the first line of defense 
against value-destroying behavior by executives. 

80 See Baker and Hall (2001) for evidence and analysis on the limits of financial incentives and the need for such incentives to 
be combined with effective board governance. 

8! Hall, Rose, and Subramanian, "eircon (A)," HBS No. 801-403, page 13. 
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Weak Boards, Strong Managers82 

In many cases, however, this line of defense is weak or ineffective. Many have argued that board 
ineffectiveness often stems from the fact that boards are too dominated by the CEO, who controls the 
information flow to the board and often plays a leading role in selecting the board." For example, 
Lorsch and MacIver lament that: 

... The most obvious impediment to outside directors exercising their power is that the 
acknowledged and formal leader in 80% of U.S. boardrooms is the CEO, whose power is 
greater, primarily because of his knowledge of and expertise in company matters. Although 
directors feel they receive adequate information, their time, knowledge, and interpretive ability 
are no match for those of a full time and long-service CEO, and since the CEO determines what 
information directors receive, it's no exaggeration to say that, in most instances, directors 
understand the company through the CEO's eyes. In addition, the CEO controls the agenda, 
the meeting process, and, though less important on many boards, he or she still plays a key 
role in the selection of new outside directors. 54 

Indeed, many CEOs tend to "stack" the board with friends and allies who are unlikely to challenge 
the CEO's authority. This appears to be precisely what happened in the case of Circon. Although 
Circon underperformed for many years, the board failed to challenge AuhIl or remove him, in large 
part because the board was comprised of handpicked, close associates of AuhIl. And when Surgical 
attempted to purchase Circon, AuhIl called in one of his close friends to join the board to help" defeat 
the Hun."85 Because his board was stacked with cronies, AuhIl insulated himself-at least for a 
while - from effective governance by "his" board.86 

Capital Markets: the Second Line of Defense 

Capital markets act as an important second line of defense against management failure.87 That is, 
when the first line of defense-the board-fails to properly monitor management and provide 
effective governance, the takeover market-the market for corporate control-plays an important 
role. In particular, takeover groups or companies can take control of the company and restore 
effective governance and control. Absent this second line of defense, the only line of defense against 
an ineffectively governed and managed company is the product market. That is, if a firm destroys 
value over a sustained period of time, it will eventually become bankrupt. The three lines of defense 
against managerial failure are depicted in Figure H. 

Figure H The Levels of Defense Against Value Destruction 

82 See Roe (1994) for a political analysis explaining why the power of owners in the U.S. is often weak relative to that of 
managers. 

83 See Larsch and Maciver (1989). 

84 See Lorsch and MacIver (1989), 170-171. 

85 Hall, Rose, and Subramanian, "Circon (A)," HBS No. 801-403, page 9. 

86 Lorsch (2002) notes that ineffectively governed companies often have CEOs with undue influence on the board. In such 
cases, the CEO will often refer to the board as "my board." 

87 Jensen (1993). 
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The Board 
---------------------------,----------------------------

Incentives i Monitoring 

Product Markets 

Source: Adapted from Jensen (1993). See that article for a more detailed analysis. 

The role of the market for corporate control is particularly important in weakly governed firms
particularly those where management is entrenched and unchallenged by the board, as Circon's 
management appears to have been. Absent this second line of defense, the value destruction by 
managers will only be checked by product markets, which represents a blunt way of defending 
against managerial and board failure. Indeed, the "discipline" of product markets-bankruptcy-is 
the perhaps the harshest and most disruptive of all market disciplines. In addition to the losses 
imposed on shareholders and creditors, workers and managers often lose their jobs and incomes, 
firm-specific human capital is destroyed, valuable supplier and customer relationships are lost, and 
communities are uprooted and sometimes destroyed. 

Using this lens, the hostile takeover bid by Surgical for Circon can be interpreted as a natural 
result of the failure of the first line of defense against management failure-Circon's board of 
directors. Jensen and Ruback argue that the market for corporate control plays a key governance role 
by creating" an arena in which alternative management teams compete for the rights to manage 
corporate resources." They add that: 

When a breakdown of the internal control system [board of directors 1 imposes large costs on 
shareholders from incompetent, lazy or dishonest managers, takeover bids in the market for 
corporate control provide a vehicle for replacing the entire internal control system. Competing 
managers who perceive the opportunity to eliminate the inefficiencies can offer target 
shareholders a higher-valued alternative than current management while benefiting their own 
shareholders and themselves.B8 

Note that the takeover market plays a governance role even if there are few actual hostile 
takeovers. Although only a handful of companies are successfully taken over each year, the threat of 

88 See Jensen and Ruback (1983), 42-44. 

33 



902-134 Incentive Strategy II: Executive Compensation and Ownership Structure 

takeovers always looms large for underperforming companies, and both boards and managers are 
generally well aware of the fact that poor company performance invites potential buyers. Because 
such actions can be very disruptive-and can involve the removal of both managers and directors
the threat of being taken over motivates boards and managers to focus on creating shareholder value. 
Indeed, if the governance role of the market for corporate control is strong enough, the mere threat of 
takeovers will provide sufficient motivation to managers and boards that actual hostile takeovers will 
be exceedingly rare. In that case, the market for corporate control would play an important, but 
largely silent, role as "the second line of defense" against managerial and board failure. 

Although it is hard to prove causality, the academic evidence is consistent with the view that the 
market for corporate control has played a beneficial role by motivating managers and boards to 
perform well and create value for shareholders.'9 For example, there is evidence that CEO pay rises 
excessively when takeover defenses90 are easier to adopt. Likewise, plant-level efficiency falls when 
takeover defenses become harder to implement .. ! Moreover, there is evidence that targets do not, on 
average, achieve on their own the same returns that they would have achieved had they accepted the 
hostile takeover bid and that strong takeover defenses are associated with poorer performance and 
shareholder returns.92 Taken together, these findings suggest the opportunity for greater shareholder 
wealth creation through the promotion of a vibrant and active market for corporate control. 

Some Disadvantages of an Active Takeover Market 

Despite the important governance role they play, hostile takeovers can create major economic 
disruptions since they are often followed by dramatic changes in company management and strategic 
direction. Moreover, takeovers are sometimes followed by corporate restructurings, which affect 
communities and workers. As a result, takeovers have generated a fair amount of controversy in 
academia, business, the media, and society. 

In addition to worries that corporate raiders will create economic dislocations for workers, critics 
of takeovers worry that the threat of takeovers may push managers to focus on short-term 
shareholder returns at the expense of long-term performance93 If a company is "on the sale block" 
all the time, managers may be pushed to please Wall Street by making myopic decisions. As 
demonstrated by Circon!' hostile takeover bids are disruptive. After the hostile bid was announced, 
Auhll found himself spending a lot of time trying to keep up the esprit de COrpS95 of the sales force 
through incentives and other means. There is evidence that both the takeover defense and the 
disruption to the company from the bid were time consuming and draining on the company's 
resources. 

89 See Jensen and Ruback (1983), Shleifer and Vishny (1997), and Campers, Ishii and Metrick (2001), including the many 
references within for evidence. 

90 As with Circon, common anti-takeover devices include defenses such as "poison pills" (which make takeovers difficult since 
they dilute hostile bidders) and staggered boards (which make takeovers difficult because only a fraction-typically one
third-of the board can be replaced at a time). 

91 Borokhovich et al. (1997) and Bertrand and Mullainathan (1999 and 2000). 

92 Cotton and Zenner (1994) and Gompers, Ishii and Metrick (2001). 

93 Stein (1988) has a model consistent with this. But the evidence that takeovers cause managers to cut R&D and capital 
spending is not strongly supported by the data. For example, Meulbroek et al. (1990) and Johnson and Rao (1997) find that this 
type of spending decreases in response to anti-takeover device adoptions. 

94 Hall, Rose, and Subramanian, "Circon (A)," HBS No. 801403, page 12. 

95 Hall, Rose, and Subramanian, "Circon (A)," HBS No. 801403, page 7. 

34 



Incentive Strategy II: Executive Compensation and Ownership Structure 902-134 

Another concern with takeovers is that bids may be coercive. Indeed, particularly in the earlier 
period of takeovers, some bidders effectively used complicated two-tier bidding strategies to 
virtually force shareholders to accept bids at low prices. Thus, critics of takeovers argue that 
companies need effective defenses such as poison pills and staggered boards to give companies an 
opportunity to fight off coercive bids and to use the defenses as leverage to get the highest pOSSible 
price for the company's shareholders. Perhaps as a result of these takeover costs, the Delaware courts 
(which playa leading role in creating business law in the U.s.) have allowed companies to erect 
formidable barriers to takeovers. But in addition to protecting against the problems associated with 
takeovers, the laws have also provided managers with protection against the governance role of 
capital markets. 

Organizational Form and Incentives 

We now turn to analysis of the role that ownership structure plays in incentive strategy. As 
discussed at the beginning of this note, the LBO wave of the early 1980s helped spur the option 
explosion of the late 1980s and 1990s. The LBO associations represented a new organizational form, 
and despite some major failures, they were remarkably successful in creating value for the owners. 
Although some of the gains represented transfers from workers (whose pay was squeezed) to the 
shareholders, the evidence suggests that, on net, LBOs created real economic value and productivity 
gains'6 Indeed, the LBO associations became sufficiently successful in the 1980s that some thought it 
would become a dominant organizational form in some sectors of the economy. For example, Jensen 
(1989) argued that the "publicly held corporation, the main engine of economic progress in the 
United States for a century has outlived its usefulness in many sectors of the economy and is being 
eclipsed" by LBO associations'7 Although the public corporation withstood the challenge from the 
LBO organizational form, key insights from the LBO movement strongly influenced incentive and 
governance practices in corporate America, leaving an indelible mark.98 

LBO Insights 

We now describe some of those insights, and the ways in which they spilled over and became 
mainstream ideas and practices among u.s. corporations. First and perhaps most Significant, the 
LBOs dramatically changed the incentives of managers by requiring executives to hold significant 
amounts of company stock and options. Because the LBO associations wanted the entire top 
management team to have a Significant amount of their wealth at risk, they required top managers to 
buy significant equity stakes (by borrowing if necessary) while also making stock and options and 
significant part of managerial pay. 

Second, because LBOs relied heavily on private and public debt to finance their operations, they 
generally had much higher debt obligations than publicly traded companies. These high interest 
payments forced LBO managers to recognize that capital was costly. The high interest payment 
removed much of the cash cushion-the free cash flow99 - that executives in low-debt companies 
had. In LBO firms, the softer discipline of budgets was replaced with the stronger discipline of 
generating enough cash flow to avoid defaulting on interest payments. The K-III Case provides an 

% See Holmstrom and Kaplan (2001), Shleifer and Vishny (1986). 

'" See Jensen (1989), 61-74. 

98 See Kaplan (1997). 

99 See Jensen (1986). 
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example of how high interest payments provide a high hurdle to managers, and how the high 
interest payments removed the cash flow available for managers to spend freely."JO To a significant 
extent, meeting interest obligations became the budget. Thlld, the boards of LBO companies were 
smaller, more knowledgeable and more active in the business. LBO boards were dominated by 
indiViduals-typically members of the LBO firm-who had large equity stakes in the companylO1 
The LBO associations greatly reduced the "separation between ownership and control. "102 

Organizational Form 

Table F provides a summary of the incentives and disciplines provided by both LBOs and 
conglomerate organizational firms. LBO associations mainly targeted mature, underperforming 
companies with high and reasonably predictable cash flows, which they used to pay the high interest 
obligations. The incentives at the "headquarters" of conglomerates and LBO associations differed 
markedly. While the top managers of conglomerates received some stock and options, the 
headquarters of LBO companies consisted of the LBO partners who had Significant equity stakes in 
each of the businesses they purchased. The partners not only invested in the businesses (through the 
partnership and with personal funds), they also received option-like incentives created by their 
"carry" - which generally equaled 20% of the upside. And as already discussed, the managers of 
LBO businesses had large equity stakes in the company, worked under a stronger, more active board, 
and had little excess cash flow because of the high debt obligations. 

The table also includes a comparison of the venture capital (VC)-owned company. Note that the 
VC organizational form is similar to the LBO organizational form in terms of large managerial equity 
stakes combined with an active board of equity holders. The key difference is the "control lever." 
Whereas LBOs use debt to discipline the managers of mature, high cash-flow companies, ves use 
staged capital- they give new rounds of financing only when the project continues to. show sufficient 
promise-as their #control" device. High leverage, of course, would not work for VC-owned firms 
since VC-owned companies do not generally have high (or even positive) cash flow. Both LBO and 
VC organizational forms differ markedly from large conglomerates in terms of managerial incentives 
and corporate control. 

The leveraged build-up, K-lll, was an interesting hybrid of these two organizational firms'03. 

Because K-Ill's strategy as a leveraged build-up was to continue to acquire companies, the owners of 
K-lll (Kohlberg, Kravis and Roberts) were able to use both high debt and (a form of) staged capital as 
a control mechanism. Until they did their lPO, the managers of K-lll could not continue their 
strategy of acquiring more companies without new rounds of capital, which the managers could not 
generate internally because of the high interest payments. 

100 Baker and Bamford, "K-III: A Leveraged Build-Up," HBS No. 295-067. 

101 See Holmstrom and Kaplan (2001) who describe these three LBO insights in greater detail. 

102 See Jensen and Fama (1994). 

103 Baker and Bamford, "K-III: A Leveraged BUild-Up," HBS No. 295-067. 
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Table F Incentives and Control in Three Organizational Forms 

Conglomerate LBO VC 
Business Type (Too?) Big Mature, predictable cash High-risk, start-ups 

flows 

Incentives at Standard stock, options and High-powered equity. Similar to LBO 
Headquarters bonuses 1 % of fund and 20% of 

override 

Incentives at Bonuses, etc. Stock and options are 15- Similar to LBO 
Operating Unit Some options 20% of company. 

Illiquid: waiting for the IPO or 
sale. 

Control Lever Budgets, Debt, Staged capital, 
less active boards active board active board 

Source: Created by casewriter. See Baker and Montgomery (1994) for a related comparison of LBO and conglomerate 
organizational forms. 

u.s. Governance and Incentive Changes in the Past Four Decades 

There have been dramatic changes in incentives and govemance in the U.S. in the last four 
decades. Table G summarizes many of these key changes, highlighting important differences 
between the decades of the 1960 and 1970s and the decades of the 1980s and 199Os. It is noteworthy 
that all three of the major "insights" of the LBO movement have been adopted, albeit in varying 
degrees, by mainstream corporate America. Executives are paid in equity and most hold significant 
equity stakes in the companies they manage. Boards are now smaller, more activist and the vast 
majority of board members hold stock Or options. While most companies are not nearly as highly 
levered as LBO-owned companies, bonuses are now regularly tied to Economic Value Added plans 
(or EVA-type plans)!04 that measure profits after the cost of capital has been deducted. Companies 
are generally leaner, and more focused on shareholder value creation. As a result of these changes, 
Kaplan has stated that "We are all Henry Kravis now,"!05 arguing that the LBO insights have led to 
profound changes in the govemance structures and incentive policies of U.S. companies in the 1990s 
and today. 

104 For an analysis and description of Economic Value Added (EVA), see Stewart (1991), Young and O'Byrne (2001) and Ehbar 
(1998). 

105 Kaplan (1997). 
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Table G Corporate Governance and Incentives in the U.S. Over Four Decades 

Governance 

Boards and Board Structure 

Executive Pay Packages 

Executive Turnover 

Employment Relationship 

Source: Created by casewriter. 
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1960s-19700 
Weak monitoring 

Management oriented 

Large 

Cash compensation 

Salary and bonus with little 
variation 

Executives rewarded for growth 

198Os-19900 
Activist institutional investors 

Shareholder oriented 

Smaller 

Equity-based compensation 

Equity and options 

Ownership guidelines 

and EPS EVA 

Almost no involuntary turnover 

Stable 

Long-term careers 

Many promotions 

High-powered bonus plans 

Raiders and takeovers 

Activist boards and the firing of 
CEOs 

Unstable and insecure 

Fewer promotions 

Explicit pay-for-performance 

Profit sharing and stock options 
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The changes that have been described suggest a shift from managerial capitalism to shareholder 
capitalism in the previous two decades. Despite the abuses in executive pay, there is greater 
alignment of shareholder and managerial interests. Moreover, the incentives for managers have 
come in the form of both the "carrot" -stock and options-and the "stick" -most top managers feel 
the pressure of institutional investors and are more quickly dismissed for poor performanceY>6 
Moreover, corporate boards-the "first line of defense'"' -are more active and independent, and less 
likely to be dominated by entrenched CEOs. Jay Lorsch describes the stronger role that boards now 
play in governing companies: "Fortunately, much has changed in the past decade. Under pressure 
from shareholders, stock exchanges and the Delaware courts, most boards have undergone a 
Significant change in attitude. Where once directors could be called mere ornaments, today most take 
their responsibilities very seriously .... "'07 

Despite these changes, the collapse of Enron has pointed to significant cracks in corporate 
governance and the institutions designed to provide protection against market imperfections. The 
leaders of Enron appear to have engaged in opportunistic value destruction rather than value 
creation. This demonstrates the unintended consequences of high-powered equity incentives, while 
underscoring the importance of shoring up the infrastructure that supports shareholder capitalism. 
The Enron disaster is likely to lead to important responses-both public and private-in the 
disclosure rules, the accounting industry, board rules and dynamics, and the accounting 
consequences of option-based pay. 

Conclusion 

A significant theme of this note and this course is that organizations are embedded in markets, 
which both enhance and constrain the ability of managers and owners to design value-creating 
incentives systems. Although the rise of shareholder capitalism has elevated the role that markets 
play in organizations, it is important to remember that organizations are not markets. Indeed, 
organizations exist because many value-creating activities are best accomplished by individuals that 
choose to create value in teams-in organizations-rather than as individuals in markets. The 
managers of such organizations have the important task of using all the tools at their disposal-one 
of which is the design of reward systems - to motivate the members of the organization to produce 
things and ideas that are valued in markets, and therefore, by society. 

Organizations exist to create value for society. Managers therefore have the privilege of managing 
organizations with a lofty purpose. Management is a job with both intrinsic and extrinsic rewards. 
Done passionately and well, management-and therefore managers-make the world a better place. 

106 Khurana (2002), and Huson et aL (1998). 

107 Lo'sch (2002). 
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Appendix A Summary of Option Terms 

Exercise Price 

Fair Market Value 
Options 

Discount Options 

Premium Options 

Vesting 

Cliff Vesting 

Accelerated Vesting 

Restricted stock 

Maturity 

• Also called strike price. 
• Price at which the employee can purchase the stock by "exercisingn the option. 

• Also called "at-the-money" options. 
• Options that have an exercise price equal to the company's stock price. 

• Also called Min-the-money" options. 
• Options with an exercise price below the company's stock price. 

• Also called "out-of-the-money" options or "underwater" options. 
• Options with an exercise price above the company's stock price. 
• Note that the term "underwater" usually refers to options granted "at the money" that 

have fallen "out of the money." 

• Options are generally restricted in that the option holder may not exercise until a 
certain time period-the vesting period-passes. 

• Options generally vest gradually. For example, a typical vesting schedule is 33% per 
year for three years. 

• Vested options are also called "exercisable options." 

• When all options vest at once (e.g., 100% of options "cliff vest" after two years). 

• When the option vesting period is shortened or "accelerated," 

• Stock that is granted to executives or employees with a vesting schedule, which 
makes the stock "unvested- (or restricted) until the stock vests. 

• Also called expiration. 
• The amount of time-usual1y ten years-until an option expires. 
• Options may be exercised before maturity (subject to vesting requirements) but they 

may not be exercised after they expire. 

Source: Created by casewriter. 
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