
The ½nancial crisis has highlighted 
the importance of discouraging exces-
sive risk-taking by ½nancial ½rms. The
extent to which ½rms take on risks can
be expected to depend partly on their
executives’ incentives. In the aftermath
of the ½nancial crisis, G20 leaders an-
nounced their commitment “to imple-
ment strong international compensation
standards aimed at ending practices that
lead to excessive risk-taking.”1 But how
should bankers’ pay be ½xed? The devil,
as is often the case, is in the details. 

Below I sketch some key principles for
reforming bankers’ pay, drawing on my
academic work2 as well as on written tes-
timonies before the Financial Services
Committee of the House of Representa-
tives.3 I describe two distinct sources of
risk-taking incentives: ½rst, executives’
excessive focus on short-term results; and,
second, their excessive focus on results
for shareholders, which corresponds to 
a lack of incentives for executives to con-
sider outcomes for other contributors of
capital. I discuss how pay arrangements
can be reformed to address each of these
problems and conclude by examining
the role that government should play in
bringing about the needed reforms. 

Standard pay arrangements have incen-
tivized and rewarded short-term results.
Jesse Fried and I warned about this prob-
lem and its consequences in our book
Pay without Performance: The Unful½lled
Promise of Executive Compensation, pub-
lished six years ago.4 Under the standard
design of pay arrangements, executives
have been able to cash out large amounts
of compensation based on short-term
results, which has provided executives
with incentives to seek short-term gains
even when doing so creates excessive
risk of a later implosion.

Modern pay packages are largely per-
formance-based, consisting of both equi-
ty-based compensation (such as options
and restricted stock) and bonus compen-
sation. Such provisions are intended to
provide incentives for improved perfor-
mance. In the past, however, these criti-
cal components of standard pay arrange-
ments have also produced perverse
incentives. 

Bear Stearns and Lehman Brothers,
the ½rms whose respective meltdowns
ushered in the current ½nancial crisis,
are illustrative of the problem. Various
observers, including New York Times and
Wall Street Journal columnists,5 largely
assumed that the wealth of these ½rms’
executives was wiped out, together with
that of their ½rms. This “standard narra-
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tive” led commentators to dismiss the
potential role of flawed pay arrangements
in the ½rms’ risk-taking. Assuming that
the executives’ wealth was wiped out
alongside the shareholders’, these com-
mentators inferred that the ½rms’ risk-
taking could not have been an upshot of
deliberate choices produced by perverse
incentives; rather, it must have been the
result of the executives’ failure to per-
ceive risks–or their hubris. Alternative
pay structures, they argued, would not
have made a difference.

In our study “The Wages of Failure:
Executive Compensation at Bear Stearns
and Lehman Brothers 2000–2008,”6

Alma Cohen, Holger Spamann, and I ex-
amine this standard narrative and ½nd it
to be incorrect. We piece together the
cash flows derived by the ½rms’ top ½ve
executives using data from Securities
and Exchange Commission ½lings. Our
analysis indicates that, notwithstanding
the 2008 collapse of the ½rms, the bot-
tom lines of those executives for the
2008–2009 period were positive and
substantial.

Most important, the ½rms’ top exec-
utives regularly unloaded shares and
options and thus were able to cash out
much of their equity before the stock
price of their ½rms plummeted. Indeed,
the top ½ve executives unloaded more
shares during the years prior to their
½rms’ meltdowns than they held when
disaster came in 2008. Altogether, during
2000 to 2008, the top executive teams 
at Bear Stearns and Lehman cashed out
through equity sales about $1.1 billion
and $850 million, respectively.7

These payoffs to top executives were
further increased by large bonus com-
pensation. During 2000 to 2007, the top
executives’ aggregate bonus compensa-
tion reached $300 million at Bear Stearns
and $150 million at Lehman. Of course,
the earnings that provided the basis for

these bonuses evaporated in 2008. But
the ½rms’ pay arrangements did not 
contain any “claw-back” provisions that
would have enabled the ½rms to recoup
bonuses that had already been paid.

Combining the ½gures from equity
sales and bonuses, we ½nd that, during
2000 to 2008, the top ½ve executives 
at Bear Stearns and Lehman pocketed
about $1.4 billion and $1 billion, respec-
tively, or roughly $250 million per exec-
utive. The ceos–James Cayne of Bear
Stearns and Richard Fuld of Lehman
Brothers–pocketed about $380 million
and $520 million, respectively. These
cash proceeds are substantially higher
than the value of the holdings that the
executives held at the beginning of the
period. Thus, while earnings for their
½rms’ long-term shareholders were
largely decimated, the executives’ per-
formance-based compensation kept
them in positive territory.

The divergence between how the top
executives and their companies’ share-
holders fared raises a serious concern that
the aggressive risk-taking at Bear Stearns
and Lehman (and other ½nancial ½rms
with similar pay arrangements) could
have been the product of flawed incen-
tives. The concern is not that the top ex-
ecutives expected their aggressive risk-
taking to lead to certain failure for their
½rms, but that the executives’ pay ar-
rangements–in particular, their ability
to claim large amounts of compensation
based on short-term results–induced
them to accept excessive levels of risk.

To address the problem of short-term
focus, ½nancial ½rms should reform com-
pensation structures to ensure tighter
alignment between executive payoffs
and long-term results. Senior executives
should not be able to collect and retain
large amounts of bonus compensation
when the performance on which the
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bonuses are based is subsequently sharp-
ly reversed. Similarly, equity incentives
should be subject to substantial limita-
tions aimed at preventing executives
from placing excessive weight on their
½rm’s short-term stock price. Had such
compensation structures been in place 
at Bear Stearns and Lehman, their top
executives would not have been able
to derive such large amounts of perfor-
mance-based compensation for man-
aging these ½rms in the years leading 
up to their collapse. 

Equity-based compensation is the pri-
mary component of modern pay pack-
ages. Under standard arrangements,
equity-based awards vest gradually over 
a period of time. Once they vest, however,
executives typically have unrestricted
freedom to cash them out and, indeed,
often unload such equity incentives
quickly after vesting. This right to free-
ly cash out vested equity incentives has
contributed substantially to the crea-
tion of short-term distortions.

In a recent article, Jesse Fried and I,
building on the approach we put forward
in Pay without Performance, proposed a
detailed blueprint for preventing equity-
based compensation, the primary com-
ponent of modern pay packages, from
producing an excessive focus on short-
term results.8 To begin, it is desirable 
to separate the time that options and
restricted shares can be cashed out from
the time in which they vest. As soon as 
an executive has completed an addition-
al year at the ½rm, the options or shares
promised as compensation for that
year’s work should vest; it should be-
long to the executive even if he or she
immediately leaves the ½rm. The exec-
utive, however, should not be free to
cash out these vested equity incentives;
rather, he or she should be permitted 
to do so only after a substantial passage
of time. 

Some shareholder proposals and com-
pensation experts have called for allow-
ing executives to cash out shares and op-
tions only upon retirement from the ½rm.
Such a “hold-till-retirement” require-
ment, however, would provide executives
with a counterproductive incentive to
leave the ½rm in order to cash out their
portfolio of options and shares and diver-
sify their risks. Perversely, the incentive
to leave will be strongest for executives
who have served successfully for a long
time and whose accumulated options
and shares are especially valuable. Simi-
lar distortions arise under any arrange-
ment tying the freedom to cash out to 
an event that is at least partly under an
executive’s control. To avoid this prob-
lem, ½rms should adopt limitations on
unwinding that are not a function of
such events. 

In particular, unwinding should be
subject to a combination of grant-based
and aggregate restrictions. Grant-based
limitations would require executives to
hold equity incentives awarded as part of
a given grant for a ½xed number of years
after vesting. For example, an executive
receiving an equity award could be pre-
vented from unwinding any awarded
equity incentives for two years after vest-
ing, with each subsequent year freeing
another 20 percent of the awarded incen-
tives to be unloaded. 

These grant-based limitations, how-
ever, might not be suf½cient to secure
adequate long-term focus. With only
grant-based restrictions in place, long-
time executives might amass large
amounts of equity incentives that they
could immediately unload, which could
induce them to pay excessive attention
to short-term prices. Therefore, grant-
based limitations should be supplement-
ed with aggregate limitations restricting
the fraction of an executive’s otherwise
unloadable equity incentives that could
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be sold in any given year. To illustrate, ex-
ecutives could be precluded from unload-
ing, in any given year, more than 10 per-
cent of their total portfolio of otherwise
unloadable incentives. By construction,
such limitations would ensure that exec-
utives would not place substantial weight
on short-term stock prices. 

Finally, ½rms must adopt robust limita-
tions on executives’ use of hedging and
derivative transactions, a practice that
can weaken the connection between ex-
ecutive payoffs and long-term results. An
executive who buys a “put” option to sell
his or her shares at the current price, as
executives are generally free to do under
standard pay arrangements, is “insured”
against declines in the stock price below
current levels. Empirical evidence indi-
cates that executives engage in a signi½-
cant amount of hedging, and that such
hedging is at least partly motivated by
their inside information.9 Furthermore,
the adoption of signi½cant limitations
on unwinding would likely increase exec-
utives’ incentives to engage in hedging
and derivative transactions, as doing so
could neutralize the effects of those lim-
itations. Indeed, if executives continued
to enjoy the freedom to engage in such
transactions, the practical impact of
limitations on unwinding would be
much reduced. 

Whether or not they are motivated by
the use of inside information, executives
should not be at liberty to use hedging
and derivate transactions to undo the ef-
fects of equity-pay arrangements put in
place by their ½rm’s board at a cost to
shareholders. Rather, executives should
be precluded from engaging in any hedg-
ing or derivative transactions that would
reduce or limit the extent to which de-
clines in the company’s stock price would
lower executive payoffs. In Fall 2009, fol-
lowing the anti-hedging approach that
Jesse Fried and I advocated, the Special

Master for tarp Executive Compensa-
tion Kenneth Feinberg required compa-
nies subject to his jurisdiction to adopt
such an anti-hedging requirement.10

This approach should also be followed
by public ½rms in general. Whatever
equity-plan design is chosen by a given
company’s board, executives should not
be allowed to unilaterally use hedging
and derivative transactions that undo the
incentive consequences of this design. 

In addition to equity compensation,
bonus plans also must be redesigned.
Under standard pay arrangements, exec-
utives have been able to cash bonus com-
pensation based on short-term results
and retain it even when those results were
reversed. To address the short-term dis-
tortion arising from such arrangements,
bonuses should not be cashed right away;
instead, the funds should be placed in a
company account for several years and
adjusted downward if the company sub-
sequently learns that the bonus is no
longer justi½ed. The need for such a
downward adjustment is not limited 
to ½rms in which ½nancial results are
restated. Even if results for a given year
were booked consistent with account-
ing conventions, executives should not
be rewarded for pro½ts that are quickly
reversed. Rewarding executives for
short-term results distorts their incen-
tives and should be avoided by well-
designed compensation arrangements.

Thus far, I have focused on the insula-
tion of executives from long-term losses
to shareholders–the problem that has
received the most attention following
the recent crisis. However, as Holger
Spamann and I analyze in detail in recent
work,11 there is another type of distor-
tion that should be recognized: payoffs
to ½nancial executives have been shield-
ed from the consequences that losses
could impose on parties other than share-
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holders. This source of distortion is dis-
tinct from the “short-termism” problem
discussed above and would remain even
if executives’ payoffs were fully aligned
with those of long-term shareholders. 

Equity-based awards, coupled with the
capital structure of banks, tie executives’
compensation to a highly levered bet on
the value of banks’ assets. While bank
executives expect to share in any gains
that might flow to common shareholders,
they do not expect to bear (in the event
losses exceed the common shareholders’
capital) any part of losses borne by pre-
ferred shareholders, bondholders, depos-
itors, or the government as a guarantor
of deposits. This state of affairs leads
executives to pay insuf½cient attention
to the possibility of large losses sustained
beyond the shareholders’ equity; it thus
incentivizes excessive risk-taking. 

Insulation of executives from losses to
parties other than shareholders can be
expected to produce at least two types of
risk-taking distortions. First, it encour-
ages executives to make investments and
take on obligations that can contribute
to “tail” scenarios, in which the bank
suffers losses exceeding the shareholders’
capital. Second, it creates reluctance to
raise capital and fosters excessive will-
ingness to run the bank with a capital
level that provides inadequate cushion
for bondholders and depositors. The
more thinly capitalized banks are, the
more severe these distortions become. 

How could pay arrangements be re-
designed to address this distortion? To
the extent that executive pay is tied to
the value of speci½ed securities, such pay
could be tied to a broader basket of secu-
rities, not merely common shares. Thus,
rather than tying executive pay to a spec-
i½ed percentage of the value of the com-
mon shares of the bank holding compa-
ny, compensation could be tied to a spec-

i½ed percentage of the aggregate value of
the common shares, the preferred shares,
and all the outstanding bonds issued by
either the bank holding company or the
bank. Because such a compensation struc-
ture would expose executives to a broad-
er fraction of the negative consequences
of risks taken, it would encourage greater
prudence in evaluating risky choices. 

The structure described above would
not by itself cause bank executives to in-
ternalize fully the adverse consequences
that risk-taking might have for the inter-
ests of the government as guarantor of
deposits. Achieving such fuller internal-
ization would require broadening further
the set of positions that aggregate value
executive payoffs are tied to. One could
consider, for example, schemes in which
executive payoffs were tied not to a given
percentage of the aggregate value of the
bank’s common shares, preferred shares,
and bonds at a speci½ed point in time,
but rather to this aggregate value minus
any payments made by the government
to the bank’s depositors, as well as other
payments made by the government in
support of the bank, during the speci½ed
time period. 

Alternatively, executive payoffs could
be tied to the aggregate value of the bank’s
common shares, preferred shares, and
bonds at the speci½ed time minus the ex-
pected value of future government pay-
ments as proxied by the product of (i) the
implied probability of default inferred
from the price of credit default swaps at
the speci½ed time, and (ii) the value of
the bank’s deposits at that time. Even 
if such schemes are not used, however,
tying executive pay to the aggregate value
of common shares, preferred shares, and
bonds would by itself produce a signi½-
cant improvement in incentives com-
pared with existing arrangements.

Similarly, in ½rms where executives re-
ceive bonus compensation tied to speci-
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½ed accounting measures, bonuses could
be linked instead to broader metrics. For
example, the bonus compensation of
some bank executives has been depen-
dent on accounting measures that are of
interest primarily to common sharehold-
ers, such as return on equity or earning
per common share. Such plans could be
redesigned to be based on more expan-
sive measures, such as earnings before
any payments made to bondholders.

Ensuring that executives internalize
perfectly the expected losses that choices
would impose on contributors of capi-
tal other than shareholders is far from
straightforward. But doing so imperfect-
ly would likely be better than not doing
so at all. Requiring ½nancial executives
to expand their focus beyond consequen-
ces for shareholders would signi½cantly
improve their risk-taking incentives. 

Having discussed changes in pay ar-
rangements that would curtail incentives
for banks and other ½rms to take exces-
sive risks, I turn to the question of what
role, if any, the government should play
in implementing reform. Some will argue
that, however desirable such reforms may
be, introducing changes should be left to
the marketplace. According to this stand-
point, private players can be fully expect-
ed to draw lessons from past problems
and adopt whatever reforms are desirable.
In my view, however, the government has
two important roles to play. 

The ½rst function the government
should perform–both in the ½nancial
½rms that are the focus of this essay and
in other public ½rms–is to improve gov-
ernance arrangements. In particular, the
government should ensure that share-
holders have suf½ciently strong rights to
discourage choices adverse to their inter-
ests, including the adoption of pay ar-
rangements that insulate executives from
long-term losses of shareholder value. 

The new Dodd-Frank bill, the Wall
Street Reform and Consumer Protection
Act, introduced “say on pay,” which en-
ables shareholders to express their views
on the pay arrangements of public ½rms
in advisory votes. To the extent that di-
rectors would seek to avoid a negative
say on pay vote, the introduction of such
votes could help prevent some egregious
cases. But advisory votes by themselves
cannot ensure that directors are suf½-
ciently attentive to and focused on share-
holder interests. To provide directors
with such incentives, a broader reform 
is necessary–and indeed long overdue. 

Shareholders in the United States have
long had weaker rights than they have in
the United Kingdom and other common
law countries. As I discuss in detail in a
series of recent articles,12 shareholder
rights should be strengthened in two
important ways. To begin, the power of
shareholders to replace directors should
be turned from myth into reality. Exist-
ing rules and arrangements provide in-
cumbent directors with a substantial ad-
vantage over outside challengers. For
example, whereas challengers from out-
side the ½rm must bear their campaign
expenses themselves, incumbents have
their expenses fully covered by the com-
pany. Moreover, the boards of many com-
panies are “staggered,” which requires
challengers seeking to gain control of
the board to win two elections one year
apart. Such existing impediments to
shareholders’ ability to replace direc-
tors should be dismantled.

In addition, shareholders should have
the power to propose and vote to adopt
“rules of the game” decisions–that is,
decisions to amend the corporation’s
governance arrangements. Current
arrangements give directors the sole
power to initiate changes in the com-
pany’s charter or state of incorporation,
and severely limit the scope of bylaw pro-
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visions that shareholders may initiate and
adopt. This state of affairs gives directors
an unwarranted role in determining the
rules that regulate their own conduct.
Shareholders should be given the power
to shape governance arrangements. 

A reform that strengthens shareholder
rights would limit deviations from share-
holder interests. Among other things, it
would discourage pay arrangements that
reward executives for short-term gains
and insulate them from losses to long-
term shareholder value. This develop-
ment would help eliminate risk-taking
incentives that are excessive even from
the shareholders’ perspective. Still, there
would remain the problem of risk-taking
incentives that are favored by sharehold-
ers but that, once the interests of other
stakeholders are taken into account, are
undesirable from a society’s standpoint.
This point brings us to the second role
that the government should play. 

Outside the ½nancial sector, the gov-
ernment should limit itself to strength-
ening shareholder rights; it should not
intervene in the substantive terms of
pay arrangements. In the case of banks,
however, the government’s role should
extend beyond governance reforms: ½-
nancial regulators should monitor and
regulate ½rms’ compensation structures.
Such pay regulation is justi½ed by the
same moral hazard reasons that underlie
the long-standing system of prudential
regulation of banks. 

When a bank takes risks, shareholders
can expect to capture the full upside, but
part of the downside may be borne by the
government as guarantor of deposits.
Because bank failure imposes costs on the
government and the economy that share-
holders do not internalize, shareholders’
interests may be served by greater risk-
taking than is in the interest of the gov-
ernment and the economy. This moral

hazard problem provides a basis for 
the extensive body of regulations that
restrict the choices of ½nancial ½rms 
with respect to investments, lending,
and capital reserves. 

Aligning the interests of executives
with those of shareholders, which some
governance reforms seek to do, could
eliminate risk-taking that is excessive
even from the shareholders’ perspective.
But it cannot be expected to get rid of
incentives for risk-taking that are exces-
sive from a social standpoint but not
from the shareholders’ perspective. 

Shareholders’ interest in greater risk-
taking implies that they stand to bene½t
when bank executives take excessive
risks. Given the complexities of modern
½nance and the limited information and
resources of regulators, the traditional
regulation of banks’ actions and activi-
ties necessarily is imperfect. Regulators
are often one step behind banks’ execu-
tives. Thus, executives with incentives 
to focus on shareholder interests can use
their informational advantages and what-
ever discretion traditional regulations
leave them to take excessive risks. 

Because shareholders’ interests favor
incentives for risk-taking that are social-
ly excessive, substantive regulation of
the terms of pay arrangements–that is,
limiting the use of structures that reward
risky behavior–can advance the goals of
banking regulation. Regulators should
focus on the structure of compensation–
not the amount–with the aim of discour-
aging excessive risk-taking. By doing so,
regulators would induce bank executives
to work for, not against, the goals of
banking regulation. 

The regulation of bankers’ pay could
well supplement and reinforce the tra-
ditional direct regulation of banks’ ac-
tivities. Indeed, if pay arrangements 
are designed to discourage excessive
risk-taking, direct regulation need not
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be as stringent as would otherwise be
necessary. Conversely, as long as banks’
execu-tive pay arrangements are uncon-
strained, regulators should be stricter in
their mon-itoring and direct regulation
of banks’ activities. 

At a minimum, when assessing the
risks posed by any given bank, regula-
tors should take into account the incen-
tives generated by the bank’s pay arrange-
ments. When the design of compensa-
tion encourages risk-taking, regulators
should monitor the bank more closely
and should consider raising its capital
requirements.

Before concluding, it is necessary to re-
spond to the main objections that could
be raised against a government role in
this area. First, pay regulation in banks
could be opposed on grounds that it’s
the shareholders’ money; the government
does not have a legitimate interest in
telling bank shareholders how to spend
their money. Choices of compensation
structures, it might be argued, inherently
belong to the province of private busi-
ness decisions where regulators should
not trespass. This objection is not per-
suasive, however, because the govern-
ment does have a legitimate interest in
the compensation structures of private
½nancial ½rms. Given the government’s
interest in the safety and soundness of
the banking system, intervention here
would be no less legitimate than the gov-
ernment’s established involvement in
limiting banks’ investment and lending
decisions. 

Second, opponents of regulating exec-
utive pay in banks could also argue that
regulators know less–that is, regulators
will be at an informational disadvantage
when setting pay arrangements. But the
knowledge required of regulators to
effectively limit compensation structures
that incentivize risk-taking would be no

more demanding than that which is req-
uisite to regulators’ direct intervention
in investment, lending, and capital deci-
sions. Furthermore, setting pay arrange-
ments should not be left to the uncon-
strained choices of informed players in-
side banks; these players do not have in-
centives to take into account the inter-
ests of bondholders, depositors, and the
government.

Third, opponents may also argue that
bankers will flee–that is, pay regulation
will drive talent away, and ½nancial 
½rms will lose valuable employees. As I
stressed, however, regulation of pay in
½nancial ½rms should focus on pay struc-
tures, not on limiting compensation lev-
els. (Prudential regulation may, of course,
impose such limits to the extent that
compensation level might result in cash
outflows that would leave the bank with
insuf½cient capital.) Indeed, the bill
passed by the House of Representatives,
and the Federal Reserve Board’s proposed
guidance, explicitly rules out intervention
in pay levels. Thus, to the extent that the
use of pay structures that eliminate per-
verse incentives would be less attractive
to some executives, banks would be able
to compensate those executives with
higher levels of expected pay. Even when
such an increase proved necessary, how-
ever, providing more ef½cient incentives
would be worthwhile. 

To reduce the likelihood of future ½nan-
cial crises, we should not only constrain
what banks may do but also pay close
attention to the incentives provided to
the executives who will make choices
within these constraints. There are sim-
ple but useful ways to induce executives
to focus on long-term rather than short-
term results, and to take into account the
consequences of their decisions for all
those contributing to the bank’s capital,
rather than only for shareholders. Mon-
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itoring and encouraging such compensa-
tion structures should be an important
instrument in the toolkit of ½nancial reg-

ulators. Fixing bankers’ pay would reduce
the likelihood and costs of future ½nan-
cial crises.
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performance incentives created by a company’s compensation structures.”

11 Bebchuk and Spamann, “Regulating Bankers’ Pay.”
12 Lucian A. Bebchuk, “The Case for Increasing Shareholder Power,” Harvard Law Review

118 (2005): 833–914; Lucian A. Bebchuk, “Letting Shareholders Set the Rules,” Harvard 
Law Review 119 (2006): 1784 –1813; Lucian A. Bebchuk, “The Myth of the Shareholder 
Franchise,” Virginia Law Review 93 (2007): 676–732. 
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