Further questions from Ec951

1. “Because so many firms were going bankrupt, no one was willing to make new loans.” Explain what this has to do with “adverse selection” in the context of “the credit crunch”.

2. “In an atmosphere of deregulation, and “reduced incentives for collecting and disseminating information about counterparty risk” and massive “securitisation and off-balance sheet vehicles,” this lead to financial institutions built on a house of cards .
a. -- Explain what issues of moral hazard, hidden information, and the difficulty of setting incentives might have driven this.

3. Give a simple description of the events leading up to the recent financial crisis. Explain how issues of moral hazard and adverse selection may have played a role?

4. Suppose a sales agent at a bank is rewarded based on the number or volume of mortgages they make. The only constraint imposed is based on a simple reading of the “Value at Risk” approach to risk-management... which monitors ‘how much was at risk 95% of the time’.” Why might this lead to a moral hazard problem? 

5. Discuss the potential problems with the “value at risk” approach to risk-management.

6. Suppose the government guarantees that any large financial company that fails will be bailed out and shareholders and bondholders (those who loaned to the company) will be “made good” in some way. Now suppose that a CEO is putting the company’s investments into assets with a negative expected value and a high expected variability.  Is the CEO acting in the shareholder’s interest? Why or why not?  Is he acting in the bondholder’s interest? Will the bondholders have an incentive to monitor the company’ s investments?

7. Explain the problem of “free riding” among shareholders in a company. 

a. To what extent does the “takeover threat” make this problem disappear. Explain.
b. If the shares are held by a smaller number of large investors, does this help? What problems might this concentrated ownership bring in turn?

8. Explain the concept of “Managerial capture” of boards of directors, and the ways in which this has been claimed to occur.

9. What recent reforms have been proposed or implemented since the financial crisis to deal with the problem of “moral hazard” amongst managers?

10. Consider the “moral hazard” of managers problem. If managers’ compensation is not tied to the value of the company, in what ways are managers likely to act in opposition to the interests of shareholders?

11. What are “event studies” and how can they be used to analyse whether a new CEO incentive scheme will be profitable for the firm? What assumptions does this rely on?

12. “Even under the best compensation scheme, the goals and incentives of CEO’s will always differ from those of diversified investors in the company.”  

a. Explain whether or not this is true, and why.

b. If the CEO is young and his term at the company will expire soon, will the “reputation effect” ameliorate this? Why or why not?

13. Suppose that a CEO’s entire lifetime wealth was based on the company’s value.  Would this mean his “incentives were aligned with investors”? Why or why not?

14. Explain why shareholders in a larger firm may have difficulty offering compensation plans that give the “correct”  incentives to managers.

15. Consider the “Informativeness Principle.” 

a. With this in mind, should a CEO’s pay depend on the overall market returns (e.g., the FTSE index), or only on the company’s performance relative to this index? Explain. 
b. Is this done in practice? Explain why this might be the case.

16. What is the danger of a “flat” portion or “break point” in a CEO’s pay structure? Explain.

17. Consider the “Equal Compensation Principle”.  Suppose that a direct measure of a CEO’s performance in one area is vulnerable to manipulation, or can be “overdone” relative to other activities. 
a. Why might this make the principals more inclined to compensate the CEO based on the overall firm performance?  
b. What costs would this bring?

18. Considering the informativeness principle, should CEO compensation depend on publicly observed firm profits, on the firm’s share price, on both, or on neither? (See discussion on p 136-8 of Roberts’ “the Modern Firm”)
19. It is often difficult for shareholders to motivate managers and CEO's to make the choices that maximize the value of a firm.
a.  Explain why paying a CEO with stock options (which are valuable only if the firm's share price is above a certain level) may lead a CEO to take imprudent risks (with the firm's assets).
b. Discuss some methods that have been used (or proposed) to compensate CEO's. What are the strengths and weaknesses of these? How successful have these been (feel free to consider recent financial and economic crises)? Discuss this with reference to asymmetric information and (a CEO's) limited liability.
c. Consider recent experimental and observational evidence on agent's non-financial motives (behavioral, psychological) to perform and make choices in certain ways. What implications do these findings have for the optimal compensation of CEO's?
i. Discuss the relevance of the “equal compensation principle” to setting CEO pay schemes.
20. “The [J&M] model predicts that for CEO’s with larger amounts of financial wealth, covariance [non-idiosyncratic] risk reduces the amount of incentive pay and raises salaries.” 
a. Why (intuitively); why only covariance risk and why does this hold for 'wealthy' CEO's? 
b. For less wealthy CEO's what type of risks matter?] 






