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ABSTRACT

Optimal Corporate Governance Structures*

This Paper explores how motivating an incumbent CEO to make investments
that improve the effectiveness of the firm organization under his management
interacts with the replacement policy of the board of directors. We
characterize the optimal compensation package (including severance pay)
under governance structures that differ in the power that the incumbent CEO
has on the board of directors. We explain why yielding the incumbent CEO
some control of the board (entrenchment) can be desirable and offer
predictions on when this arrangement is optimal. We also examine the
correlation between the elements of his compensation package and the
structure of the board.
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NON-TECHNICAL SUMMARY

There are substantial cross-sectional differences in the control exercised by
corporate boards of directors. In some cases the board can and does fire the
CEO at will. However, in other corporations, the board is effectively the
puppets of the CEO and exerts power only in extreme situations. The ideal
control system, espoused in much of the corporate governance literature, is
one where a board of directors accountable to the shareholders controls the
corporation. This, however, ignores some important interactions between
managerial incentive problems and shareholder activism that we explore in
this Paper.

We consider a basic corporate governance problem: How to induce a CEO
prone to entrenchment to improve the effectiveness of the firm organization
while preserving enough governance flexibility to benefit from a potentially
valuable replacement. We discuss the advantages and disadvantages of
protecting managerial control rents through severance pay and/or by yielding
some control of the board of directors to the CEO.

Formally we analyse a situation in which an incumbent CEO must make some
private investments in order to improve the effectiveness of the organization
under his management. Examples of these investments are the building of a
management team, the development of a certain corporate culture or the
establishment of linkages with other firms based on the CEO’s personal
relationships. In all these cases the investments are costly for the CEO to
make, are not contractible and their benefits are associated with the
incumbent’s tenure in the firm. We consider the possibility that, after the
incumbent has made the investments, a rival CEO, who can improve either
modestly or substantially the firm, becomes available.

Control rents play a central role in determining the firm’s optimal corporate
governance structure, that is, the optimal policies for compensation and
replacement of the CEO. On the one hand, they generate a conflict between
the shareholders and the CEO when deciding on his replacement. On the
other, they interact with monetary incentives in the provision of incentives for
his investments.

We study the optimal compensation and replacement policies under two
alternative board structures – ‘independent’ and ‘CEO-controlled’ – that differ
in the power held by the incumbent CEO and are complemented by
managerial compensation contracts that include performance-based rewards
and severance pay. With independent boards there is a time-inconsistency
problem since shareholders may ex post want to replace the incumbent more
frequently than what would be desirable from the point of view of his ex ante



incentives to invest. With CEO-controlled boards this problem disappears but
instead the possibility of entrenchment (opportunistic resistance to step down)
emerges. In both cases severance pay can play an important, albeit different,
role. In independent boards it helps shareholders to commit to a ‘softer’
replacement policy and thereby solves the time-inconsistency problem. In
CEO-controlled boards it helps them to reduce the resistance of the
incumbent CEO to step down and to let his rival take over when doing so
entails a significant improvement.

We show that, despite the possibility of entrenchment, yielding control to the
CEO can substantially reduce the need for expensive performance
compensation. This advantage arises because the entrenched CEO can
obtain part of his pay by negotiating an attractive severance package. Since
the CEO negotiating power is higher if he has previously taken actions that
improve the effectiveness of the organization, this part of his compensation
will be higher if his prior investment is higher. As we show, by linking rewards
directly to actions (rather than the noisy signal of them given by performance),
this feature helps to reduce the total cost of incentive compensation.
Consequently, shareholders may find that a CEO-controlled board is ex ante
optimal.

The analysis produces a rich set of practical and empirical implications. First
we identify the circumstances that favour the desirability of CEO-controlled
boards vis-à-vis independent boards. Everything else equal, we predict that
CEO-controlled boards dominate when standard performance compensation
is not very effective (e.g. because of a too noisy linkage between managerial
decisions and corporate performance) and when entrenchment temptations
are not very strong (e.g. because managerial control rents are small).
Secondly we find that severance pay is more likely to be used and will tend to
be larger in CEO-controlled boards than in independent boards, while the
sensitivity of pay to performance will generally be lower in the former than in
the latter. Moreover, if corporations differ in the size of their managers’ control
rents, severance pay and performance-based compensation will appear as
substitutes (negatively correlated) across independent boards and as
complementary (positively correlated) across CEO-controlled boards.

The analysis concludes considering the effects of take-overs, and take-over
threats, on the corporate governance system. Take-overs are redundant
under an independent board, where shareholders already have full control of
the replacement decision, but may undermine the CEO’s power to resist his
replacement under a CEO-controlled board. Specifically, ‘strong’ take-over
threats, which effectively leave the CEO replacement decision in
shareholders’ hands, might preclude governance through CEO-controlled
boards. Instead, ‘moderate’ take-over threats may improve the performance of



a CEO-controlled board since, as we show, they may allow a selective
replacement policy even without severance pay.
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_�hiU|Lht @t |�i �?t|�|�|�L? |�@| UL?_�U|t |�iti hi?i}L|�@|�L?t� W? 4Lt| �h4tc |�i

ML@h_ �@t |�i @�|�Lh�|) Lu |�i t�@hi�L*_iht |L hiT*@Ui |�i �,� @?_ ?L4�?@|i @ t�U�

UittLh� �i�ih|�i*ittc |�i ML@h_ |)T�U@**) �i@ht |�i �,� �? U�@h}i MiuLhi 4@!�?}

@?) �4TLh|@?| _iU�t�L? @?_c �ih) Lu|i?c tL4i Lh i�i? @ 4@�Lh�|) Lu _�hiU|Lhtc |�L�}�

uLh4@**) �?|i?_i_ |L hiThiti?| |�i �?|ihit| Lu t�@hi�L*_ihtc @hi 4i4Miht Lu |�i �?�

U�4Mi?| 4@?@}i4i?| |i@4� Oi?Uic |�ihi @hi 4@?) UL?Ui��@M*i _i}hiit Lu @*�}?4i?|

Mi|�ii? |�i TLt�|�L?t Lu |�i ML@h_ @?_ |�i t�@hi�L*_iht�
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