Hedge Funds: The Missing Link in Executive

Pay Reform

By Robert C. lllig

A s part of its bank rescue plan, the Obama admin-
istration has sought to enlist hedge funds to
participate in so-called public-private partnerships.!
Surprisingly, however, these often misunderstood enti-
ties may have an even more important role to play in
connection with executive pay reform. Indeed, though
their reputation with the general public probably ranks
just above that of the AIG financial products unit,
hedge funds are exemplars of good corporate gover-
nance. This is because their managers, unlike many of
their peers in corporate America and on Wall Street,
are in most cases rewarded only when they produce
tangible profits.2

When considered soberly, it is clear that recent criti-
cism of AIG and Wall Street bonuses is based on more
than their raw size. Indeed, many less-reviled Americans
bring home much larger paychecks. Among these are
movie stars and professional athletes. The difference
between the public’s general embrace of these indi-
viduals and its fury at those at AIG lies in the fact that
Americans expect pay to be tied to performance.? So
long as business leaders actually perform in a manner
that is deemed worthy, we do not begrudge them their
wealth. As a nation, we venerate entrepreneurship and
business success, but only when each is based in reality.

Stated in the language of economics, tying pay to
performance reduces agency costs because it aligns
the interests of managers and investors. When man-
agers pay themselves excessive salaries, fail to diligently
pursue profits, or place their own interests ahead of
the corporation’s, waste is produced and both investors
and society suffer.* The problem with the increasingly
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infamous bonuses on Wall Street—and with executive
pay in general—is that they do not appear to be tied to
any genuine measure of success.

As a result, the incentives created by existing pay
structures are misaligned. In fact, the dirty little secret
of executive pay is that stock options and other
performance-based measures provide no penalty for
managers who take on excessive risk, exactly the kind
of risk that lies at the heart of the nation’s recent credit
meltdown. No matter how well designed, rewards tied
only to high achievement provide no protection against
the downside risk of over-speculation.> Corporate
America needs a stick as well as a carrot.

Under the current system, if an executive is able to
increase the value of the company’s stock in the short
term, her options (or bonus or other form of stock-
based compensation) will become valuable and she
will be entitled to a potentially large payday, depending
upon the size of the increase. But what if her company’s
performance lags? If the value of the stock drops to near
or below the strike price of her options, her incentives
change. For her, a small loss is the same as a large loss
because her options provide a reward in the event of a
gain but no penalty (other than a lost opportunity) in the
event of failure. Thus, her incentive is to swing for the
fences—to take on increased risk in the hope that she
might get lucky and return her company to profitability.
At this point, moral hazard comes into play because she
1s, quite literally, gambling with other people’s money.

This is not what happens at hedge funds, however.
Though largely unregulated, the industry has developed
a fairly standard compensation scheme. Even more so
than stock options, the structure of hedge fund com-
pensation typically results in extremely large rewards for
managers who produce tangible profits, but essentially
nothing for managers for whom profits prove elusive.®

More importantly, however, hedge fund compensa-
tion also provides protection against downside risk.
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Managers, due to a combination of custom and market
forces, generally invest a material portion of their per-
sonal wealth in their funds.” The amount is not set, but
it must be enough to cause the manager to feel real
pain as losses begin to mount. Moreover, as a practical
matter, such monies must remain at risk for as long as
the hedge fund remains in business.8

What this means is that the hedge-fund model of
compensation reduces agency costs by eftectively linking
the fortunes of managers with the fortunes of investors.
If they produce profits, hedge fund managers are in for
a potentially significant reward. If they produce nothing,
their return is essentially zero—in theory, at least, only
their costs are covered by a comparatively modest man-
agement fee.? Finally, if they produce a loss, the managers
share directly and proportionately in the loss alongside
their investors. As a result, they are incentivized to per-
form well, but their incentive to take on excessive risk is
minimized. Their interests thus fully aligned, hedge fund
managers want exactly what their investors want.

If policymakers are serious about executive pay
reform and not merely interested in beating up AIG
and Wall Street executives for political gain, they should
take a hard look at the hedge fund model. Rather
than merely sanction the granting of stock options, as is
currently the case, Congress should require that execu-
tives use their personal wealth and earnings to purchase
stock in the companies they manage, thereby putting
their own wealth at risk alongside the wealth of their
investors. Moreover, they should make it impossible
for managers to cash out their positions over the short
term. What we need, in other words, is an incentive
mechanism for corporate America that both rewards
true performance and penalizes managers who take
on unnecessary risk. If corporate America’s executives
are going to be paid to behave like entrepreneurs, they
should also be required to internalize the hazards asso-
ciated with entrepreneurial risk-taking.!0

To better understand the limitations inherent in
existing forms of executive compensation, as well as the
potency of the hedge fund model, this essay compares
the compensation structure of corporate executives and
hedge fund managers. Its goal is to identify a model of
compensation reform that both incentivizes managers
to aggressively pursue investor interests and minimizes
the likelihood that managers will take on excessive levels

of risk. With a few caveats, most notably an unnecessary
and counterproductive management fee, hedge fund
compensation embodies exactly that ideal.

Executive Pay and Stock Options

Prior to the 1980s, corporate managers were rewarded
primarily on the basis of rank. Status within the corpo-
rate hierarchy, rather than actual financial performance,
determined career success. As a result, the interests of
managers overlapped only indirectly with those of their
shareholders.!? Rather than selflessly pursue higher
stock prices, managers were incentivized to engage in
empire-building and other stratagems aimed at enhanc-
ing their perceived importance.!? Predictably, stock
prices languished while executive compensation and
M&A activity ballooned.!3

Beginning around 1990, however, performance-
based pay became part of the national agenda. It was
then that Michael Jensen and Kevin Murphy published
their provocative work claiming that American business
leaders were behaving like bureaucrats because they
were paid like bureaucrats.!4 The size of executive pay
was not the issue, they argued. Rather, the problem was
that compensation had become unmoored from any
significant measure of performance.!> Thus, if corpo-
rate executives could only be made to own substantial
amounts of company stock, they would be incentivized
to help American businesses remain profitable in the
face of increased competition from Europe and Asia.!0
Jensen and Murphy, in other words, were attempting to
superimpose the model of the Silicon Valley entrepre-
neur onto mainstream corporate managers.

Important political support for pay for performance
came in 1992, when Bill Clinton made it a major theme
in his first run at the Presidency.!” Once in office, he
enacted an excise tax on executive pay to the extent
that it exceeds $1 million, but exempted compensa-
tion that, like stock options, is tied to performance.!8
Meanwhile, until 2006, public companies were not
required to record the value of most stock option grants
on their income statements.1? As a result, compensation
in the form of options was given preferential account-
ing treatment in that such grants—mno matter how
large—had no impact on reported earnings.

Such favored tax and accounting treatment led pre-
dictably to an explosion in the use of stock options
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and other stock-based awards.2 Eighty percent of
American senior executives now receive stock option
grants, up from 50 percent in the 1960s and less than
20 percent in the 1950s.21 More significantly, however,
the size of option grants has increased at an even faster
pace. During the 1990s, for example, the average value
of management stock options rose at the rate of 32
percent, such that more than half of the value of execu-
tive compensation now takes the form of gains from
stock options.22

Perhaps the best recent exemplar of this trend is
Steve Jobs, the CEO of Apple, who limited himself to
an annual salary of only $1.23 With Jobs at the helm,
Apple’s stock tripled in value over three years, thereby
handsomely rewarding its shareholders.2* As a result
of stock-based awards, however, Jobs received $650
million in incentive compensation in 2006, an amount
sufficient to win him the title of America’s highest paid
corporate executive.2>

Clearly, then, American pay practices have improved
the underlying alignment of interests between manag-
ers and shareholders. Indeed, although it has recently
and spectacularly stumbled, the United States economy
had experienced a near-continuous bull market since
moving to a pay-for-performance system in the early
1990s.26 At first blush, then, executive compensation
appears to have achieved its stated goal of incentiv-
izing corporate managers to more diligently pursue
shareholder wealth maximization. Managers no longer
behave like staid bureaucrats. Instead, they frequently
behave like hungry entrepreneurs.

Perverse Incentives and Downside Risk

The true impact of stock options on corporate
America, however, has been both muted and perverse.
In the first place, stock options, as currently structured,
frequently fail to create strong incentives for high-quality
performance. Because it is unusual for an option’s strike
price to be tied to market indices, for example, most
options reward managers whenever the company’s market
sector improves even if the company in question lags its
competitors.?’ There is also evidence that the size of most
option grants is largely unrelated to any measure of past
or future performance.? In practice then, and despite the
best hopes of Jensen and Murphy, stock options appear
unlikely to incentivize American executives to truly
become “value-maximizing entrepreneurs.”2?

Even worse, however, to the extent that stock
options do create incentives, they are often perverse.30
For example, opportunities abound for fraud and
accounting manipulation through the selective or
timely disclosure of information.3! An obvious example
of this phenomenon was the almost universal backdat-
ing of option grants among Silicon Valley technology
companies during the late 1990s.32 Meanwhile, vest-
ing schedules accentuate management’s near-religious
focus on short-term success.33 In fact, on one level,
much of the blame for the fraud that occurred at com-
panies like Enron and WorldCom can be attributed to
management’s intense desire to maintain and enhance
quarterly earnings.?* Additionally, as the Black-Scholes
model of option pricing demonstrates, stock options are
most valuable when a company’s stock is most erratic.3>
Management is therefore potentially rewarded less for
consistency in long-term earnings growth than for pur-
suing a boom-and-bust mentality.

Finally, and most relevant to the ongoing credit crisis,
corporate compensation packages are often structured
in a way that provides little downside risk for manag-
ers who underperform. Thus, for example, when a
company’s stock price deteriorates significantly, it is
common for the board to reset the strike price down-
ward, thereby promising rich rewards for managers who
simply return the company to its former level.3¢

News accounts are similarly rife with stories of
failed executives departing with epic paydays.3” Robert
Nardelli, for example, lett Home Depot in 2007 with
a $210 million severance package, even though the
company’s stock actually fell during his tenure as chief
executive.38 Likewise, GM’s long-term chairman, Rick
Wagoner, departed only after being forced out by the
Obama Administration, despite the fact that GM lost
more than $30 billion in 2008.39 In fact, although GM’s
stock fell on his watch from more than $82 per share
in 2000, the year he became chairman, to its current
price of just less than $2, Wagoner received more than
$10 million in compensation in 2006 and more than
$14 million in 2007.40

Meanwhile, compensation tied to stock options
and other rewards for superior performance typically
fail to differentiate between significant failures and
minor ones. In other words, for a manager whose stock
price is falling, a large loss is no different than a small
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loss. In either case, her options are out-of-the-money
and thus worthless over the short term. As a result, as
performance begins to deteriorate, incentives are cre-
ated for managers to increase their level of risk in the
hope, however improbable or unlikely, that they can
return the company to profitability. Indeed, the worse
the manager’s performance, the greater the likelihood
of excessive risk. Thus, arguably at least, it is the worst
of America’s managers who are taking on the great-
est level of risk. The extensive use of other forms of
non-performance-based compensation, including
retirement benefits and deferred compensation, further
mute the downside impact of options by providing
large guaranteed minimum salaries.*!

Perhaps surprisingly, however, the underlying cause
of these defects has never been much of a mystery—
executive pay simply isn’t negotiated at arm’s length. A
typical CEO’s compensation is set by board members
who are nominated and maintained in office by the
CEO.#2 Meanwhile, the compensation consultants that
most large companies use to justify management pay
scales are themselves hired by the very executives whose
salaries they review.*3> Management, in other words,
negotiates its compensation package with individuals
who are financially beholden to their largesse.**

Nor is management’s compensation subject to
any significant outside review. Unlike in Britain, for
example, shareholders do not regularly vote on man-
agement’s compensation practices.*> Indeed, until quite
recently, substantial portions of an executive’s pay were
exempt from federal disclosure requirements, and the
Securities and Exchange Commission (SEC) remains
quite concerned about the quality of compensation
disclosures.#¢ Legal and practical barriers similarly
make it unlikely that outside investors will find it cost
effective to challenge management pay in a proxy con-
test.47 As a result, markets provide little in the way of
discipline. 48

Prevailing compensation practices can thus be best
understood as having been co-opted by management.
As Lucian Bebchuk and Jesse Fried detail in their book,
Pay Without Petformance, the underlying problem is
power.*? Managers are often able to exploit their con-
trol over the corporation’s purse and day-to-day affairs
to insulate themselves from outside influence and so
blunt any attempts to hold them accountable for poor

performance.”’ Indeed, as William Bratton brings to
light, there is surprising consensus among scholars of
all political stripes on this point.>! Though incentive-
compensation schemes show promise, political realities
are such that management has been able to subvert their
impact. Rather than discipline underperforming man-
agers, options in fact reward all managers and encourage
them to manipulate their financial results. Moreover, as
a final insult, they create a veneer of justification, cam-
ouflaging the truth with a narrative of hard-working
executives who earn—and thus deserve—their outsized

pay_52

As foretold by Berle and Means, managerial interests
thus remain distinct from, and in many respects opposed
to, the interests of shareholders.>3 As a result, corporate
agency costs flourish, excessive risk-taking proliferates,
and an opportunity to focus the attention of executives
in a socially and economically desirable direction is
squandered.

Hedge Fund Compensation and the
Magic of the “Carried Interest”

In contrast to corporate executives, the managers of
hedge funds are compensated almost exclusively on the
basis of their performance. Moreover, unrelated third
parties determine compensation through the mecha-
nism of a market for investment dollars. As a result,
agency costs are reduced while opportunities for abuse
are muted. Most importantly, however, the structure
of most hedge funds is such that managers share the
pain of their investors when they suffer losses due to
an excess of risk. In fact, the stated goal of hedge fund
governance is to align the interests of fund managers
with those of their investors.>*

What makes hedge fund compensation unique,
however, is not only its ability to align the interests of
fund managers with the interests of their investors but
also the fact that it is solely a creation of the market.
There is no legal regulation or other outside influence
that requires or rewards the scheme described below, as
there is with corporate stock options and other forms
of pay.®> Rather, the scheme developed organically as
a result of repeated—and unregulated—arm’-length
negotiations between fund managers and prospective
investors. Moreover, it is essentially an American cre-
ation, being used primarily by US-based hedge funds,
private equity funds, and venture capital funds.
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The centerpiece of hedge fund compensation is
the so-called “carried interest.”> The term is industry
shorthand for a scheme whereby any profits are split
between fund investors and fund managers, typically at
the ratio of 80/20.57 Thus, once the fund investors have
been allocated the entirety of their initial contribution,
such that any remaining monies constitute pure profit,
all future allocations are made at the rate of 80 percent
for the investors and 20 percent for the managers.>8

In practice, this means that if a fund manager fails
to generate investment profits during any given period,
she is not paid for her (failed) efforts.>® If, on the other
hand, the manager’s investment strategy generates sig-
nificant returns, she will be rewarded handsomely with
a large share of the profits.®0 As a result, the manager’s
incentives are focused entirely on increasing the value
of the fund’s investment portfolio.

As an additional benefit, because the manager’s abil-
ity to share in the profits never dissipates, no matter
how successful the fund, neither do the incentives.t!
This is in contrast to a typical bonus, which incentives
potential recipients to strive to achieve a certain thresh-
old result, but then fails to incentivize further efforts.
In a hedge fund, every single dollar of profit is shared
80/20, meaning that extra effort is always rewarded.

Thus, to the extent that a fund’s investors also seek
capital appreciation, their interests will be aligned and
agency costs will abate. Indirect proof that this structure
is working can be found in the fact that highly sophisti-
cated investors, who could easily choose to entrust their
monies elsewhere, have poured more than $1.8 trillion
into hedge fund and private equity markets during the
past decade.62

The structure of hedge fund compensation, in addi-
tion to aligning the interests of fund managers and their
investors, also reduces opportunities for manipulation
and abuse.®3 This is because, unlike corporate man-
agers, hedge fund managers have their fees set by outside
investors as part of a comparatively well-functioning
market for investment dollars.®* The market, however,
arises not because of federal disclosure obligations or
frequent trading in the securities of any one fund, but
because hedge fund managers compete to raise money
from many of the same investors as other fund man-
agers. As a result, the individuals who review any given

fund’s fees in anticipation of making an investment
are well aware of what other funds are charging and
how their compensation is structured. Moreover, their
awareness is heightened because the recurring and fre-
quently illiquid nature of private equity investing means
that such managers must continually raise money to
replenish their coffers.®> Consequently, fund managers
cannot charge significantly off-market terms without
running the risk that they will fail to raise sufficient
capital. Indeed, the take-it-or-leave-it nature of most
fund offerings is such that managers find themselves
negotiating against themselves when preparing pro-
posed deal terms.60

On a similar note, hedge fund compensation is also
superior to that of corporate executives in addressing
the potential for fund managers to benefit from general
market movements. To the extent that a particular mar-
ket sector is deemed to be hot, it is often the case that
even the weakest players in that sector will see their share
prices increase.®” Thus, a fund manager who invests in
such companies will be rewarded less for the quality of
her performance than as a result of fortune’s grace (and
the same is true of the managers of such corporations).

However, hedge fund compensation provides two
answers to this potential misalignment of interests. First,
fund managers generally seek to achieve high absolute
returns (on a risk-adjusted basis), rather than relative
returns.®8 Their goal is therefore not to outperform
any particular market index or other stated benchmark,
but to achieve positive results regardless of the business
environment.®® For governance purposes, this means
that the compensation of hedge fund managers has less
correlation to general market movements than would
be the case if they sought merely to beat the market.

Second, many of the best fund managers charge a
carried interest only to the extent that fund profits
exceed a so-called “hurdle rate” or “priority return.”70
Although there is a great deal of variation in how such
hurdles are defined, they are frequently tied to bond
market indices, such as the London Interbank Offered
Rate or the yield on 12-month treasury bills, or to other
appropriate financial benchmarks or market indicators.”!
In such cases, the fund managers receive their carried
interest only to the extent that they are able to produce
profits that exceed the pre-determined minimum level
of performance. As a result, the portion of the fund’s
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success that is attributable to the underlying health of
the economy or other factors beyond the managers’
control is factored out of the equation.”? Properly
constructed to include hurdle rates, the carried interest
therefore rewards only exceptional performance.

As far as current market turmoil is concerned,
however, the true magic of hedge fund compensation
lies in its ability to minimize the downside risk associ-
ated with an underperforming fund. As we have seen,
for a manager who is paid only in the presence of a
profit, a large loss is the same as a small one.” Thus,
the concern is that a straight carried interest—like
stock options—could encourage excessive risk-taking
whenever a fund’s activities are yielding a loss. Indeed,
as losses accrue, the risk increases that a fund manager
would engage in unwarranted speculation in the hope
that the fund could be returned to profitability.”4 Thus,
the manager of a losing fund may find her interests
diverging from those of her investors.

To address this possibility, fund managers have typi-
cally been required by their limited partners to invest
a significant portion of their personal wealth in their
funds alongside other investors.”> Eddie Lampert, for
example, the lead principal of ESL Investments, per-
sonally contributed almost half of the $11.5 billion
that ESL (until recently) had under management.”¢
Although this practice began as a way to finesse a quirk
in early partnership statutes, it has developed into a
means for penalizing fund managers who gamble with
their investors’ dollars.”” In a similar development, fund
managers frequently co-invest in portfolio companies
alongside their fund, thereby placing even more of
their personal wealth at risk.”8 Thus, the typical hedge
fund compensation structure already accounts for the
downside risk of over-speculation by giving managers
something to lose.”” The fund managers are themselves
investors with their own capital in jeopardy.

The Problem of Management Fees

This basic scheme is not without flaws, however.
Particularly problematic is the continued existence of
a management fee. Historically, to offset high operat-
ing costs, hedge funds and private equity funds have
charged a management fee of around 2 percent in
addition to the carried interest.80 As initially conceived,
such fees were intended to cover only reasonable
operating expenses and thus to have a neutral impact

on the fundamental alignment of interests between
fund managers and fund investors. Indeed, many funds
are structured such that the fund’s advisers must return
the management fees to their investors, in addition to
the investors’ capital contributions, before taking their
carried interest.8! Such fees were also designed to pro-
vide private equity managers a source of income during
extended periods of non-liquidity.

Contrary to their intended purpose, however, man-
agement fees have steadily risen.82 Were such fees truly
limited to offsetting expenses, we would expect to see
the stated percentages falling at the same time that
the average size of funds has been increasing. In other
words, due to the savings that come from economies of
scale, the doubling of a fund’s assets should not require
a doubling of its management fee. Recall, for example,
that mutual fund fees have declined by more than half
during the past two decades.83 Fund management fees,
however, have remained steady at about 2 percent.84

By continuing to charge a fixed percentage of assets
under management, even as the average-sized fund has
grown, managers appear to be masking the fact that the
absolute size of their non-performance-based compen-
sation has ballooned. Thus, a fund with $1 billion in
assets now receives an annual management fee of $20
million regardless of its performance.8> Although its
expenses may be significant, at least a portion of this
amount is probably being treated as profit or used as
insurance against a down year. Given that management
tees lack any direct relation to profits, their growth
undoubtedly serves to undercut a fund’s overall align-
ment of interests.86

In something of an ironic twist, however, it should
be noted that current market turmoil has the potential
to have positive effect on management fees. As stock
and bond markets have tumbled, investors have put
increased pressure on fund managers. As a result, at least
a few funds have responded by reducing their manage-
ment fees in order to retain their investors, while others
are considering such a move.%” Over the long term,
then, concern over the negative impact of high man-
agement fees may prove to be overstated.

More importantly, as we search for a new model
of executive compensation, there is no reason why
management fees cannot simply be omitted from any
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attempts at reform. Management fees, after all, are add-
ons and thus are not integral to the overall scheme of
hedge fund pay. Indeed, when considering executive
pay reform, Congress could heed the warning implicit
in the management fee and act to discourage or prohibit
similar downside protections for corporate managers,
including deferred compensation and option repricings.
Thus, the management fee, though clearly detrimental
to an otherwise elegant alignment of interests, should
have little negative impact on compensation reform.

Overall, hedge fund compensation constitutes a
proven (and, indeed, American) model whereby incen-
tive compensation causes managers to strive for results
that are untarnished by inside dealing and that mini-
mize excessive risk-taking. Operating free from legal
restrictions or management exploitation, hedge fund
markets have developed a sophisticated mechanism for
aligning the interests of managers and investors. Unlike
the compensation of corporate executives, the car-
ried interest—when subject to a hurdle rate—rewards
hedge fund managers only for superior performance.
Meanwhile, a direct investment by the fund managers
penalizes them in direct proportion to their level of fail-
ure. The structure of hedge funds therefore recommends
them as a superb model for executive pay reform.

Conclusion

Returning to this article’s original question, the
above analysis suggests that the clues for how to
improve corporate pay are already present in the struc-
ture of hedge fund compensation. Indeed, although
the industry as a whole has suffered in the wake of the
ongoing credit crisis, many hedge funds have avoided
excessive risk-taking and continued to outperform the
market, once again proving the continued viability of
their internal governance structure.8® An agenda for
corporate compensation reform is therefore clear.

First, Congress should consider methods of requiring
corporate executives to put their own wealth at risk,
alongside the wealth of their investors. Thus, for exam-
ple, stock options should not be granted, but sold. In this
way, managers can be discouraged from taking unneces-
sary or excessive risks because, like real entrepreneurs,
their personal wealth will be on the line alongside
that of their investors. Likewise, executives should be
required to maintain an investment in the corporations
they manage for an extended time, thereby minimizing

the temptation to privilege short-term gains over long-
term success.

Second, aspects of compensation that interfere with
the alignment of interests between managers and inves-
tors should be discouraged or eliminated. These include
deferred compensation, option repricings, and option
reloads. At the same time, a hurdle rate should also be
required for all tax-preferred options and option-like
rewards so that managers benefit only from truly excep-
tional performance.

Ultimately, the goal of executive compensation should
be to accurately and tightly align the interests of managers
and investors. In this respect, compensation reform repre-
sents an opportunity, not merely to increase fairness but
also to improve efficiency and the overall success of the
US economy. Interestingly enough, the hedge fund model
is the product of both a uniquely American culture and a
largely unregulated industry. Perhaps surprisingly, perhaps
not, it is this model of compensation that represents our
best prospect for once again making corporate America
a leading force in worldwide corporate governance, risk-
management and economic efficiency.
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(unpublished working paper, on file with the University of
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AAPL_3YR_Q407.pdf (last visited Oct. 27, 2008).
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Of course, if performance were to lag too much, investors
would presumably withdraw their capital.

A similar disalignment occurs as the result of front-end
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