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· This empirical work provides strong confirmation of the principal-agent model, which predicts that the executive’s pay-performance sensitivity is decreasing in the variance of the firm’s performance. But relative performance evaluation model is weakly evidenced.  
Data:

· The test used a large sample of top executives at 1500 of the largest publicly traded corporations in the US. The stock returns were used to calculate the measure of variance of firm performance and its covariance with industry. 

· Flow of compensation (the resources that shareholders of firm paid directly to executive instead of keeping for themselves) comprises of short-term and long-term components. Short-term compensation( salary, bonus, and other annual payments. Long-term compensation( payout for long-term incentives plan, the value of stock option granted, etc.
Results:
· Using the variation of stock price across firms to test whether executives at riskier firms have lower pay-performance sensitivities, it was found that the executive’s pay-performance sensitivity is decreasing in the variance of the firm’s performance. Executives in firms with more volatile stock prices will have less performance-base compensation. These finding support P-A model.
· The authors found that the variance of firm’s stock returns is an important variable in pay-performance regressions and that omitting it leads to downward-biased estimates of the pay-performance sensitivity.

· Note that CEOs have pay-performance sensitivities (about 3 times) higher than those of other executives.

· This paper also tested for relative performance evaluation of executives against the performance of other firms, and found little support for the “relative performance evaluation model”. (From the relative performance evaluation model, other things equal, an executive will receive lower compensation if executives of rival firms deliver higher returns to their shareholders.) This paper argues that strategic interaction between managers at rival firms in an industry will limit the use of relative performance evaluation.
· All in all, these findings suggests that the executive compensation contracts in corporate the benefits of risk sharing but do not incorporate the potential informational advantages of relative performance evaluation. 

