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Enron Debacle Highlights the Trouble With Stock Options
The real value of stock options -- and the real damage done when CEOs receive them in heaps.
By Thomas A. Stewart, March 27, 2002

A few weeks ago, I was talking with the CEO of a global media company about -- what else? -- Enron. He's a friend, a former neighbor. We were discussing the spectacle of Enron executives dumping stock as the company tanked. The amounts were huge: more than $1 billion worth, reportedly. I had found myself outraged and protesting that managers shouldn't own so much stock, then caught myself short: That's theologically incorrect. We want managers to own stock, because we want them to "think like owners" and "be in the same boat with shareholders." But the image I had was of rats leaving a ship -- or the crew shouldering passengers out of the way in a race to the lifeboats. 

"Help me out," I said to my ex-neighbor. 

Yes, the dumping was stinky, he agreed, albeit apparently legal. I wondered if my gut anger came from the fact that these people acquired their shares via options. Ordinary shareholders paid cash money; executives picked up shares from in-the-money options, never putting their own money at risk. In the same boat, but with a free ticket. 

"You know," he said, dropping a small bombshell, "options aren't the same as stocks. The securities behave differently." The value of an option, he went on, varies not just with the value of the underlying asset but also with the asset's volatility. Other things being equal, the more volatile a stock, the more valuable the option. "It's elementary Black-Scholes," he said, referring to the standard model for pricing options, named for Fisher Black and Myron Scholes. (Scholes and Robert C. Merton shared the 1997 Nobel Prize for the work; Black, who died in 1995, would almost certainly have joined them in Stockholm.) 

In other words, if you're an executive with lots of stock options, it's in your interest to make decisions that increase risk and hence increase the amount by which a stock's value jumps around. That incentive is strengthened because you're playing with someone else's money. Since the option costs you nothing, you're more likely to play fast and loose than you would be if the money were your own and hard-earned. 

One could test this proposition empirically by standing at a spot equidistant from a savings bank, a Charles Schwab office, and a casino, handing out $1,000 bills to passersby, and seeing where they go. Or (slightly more efficiently) you could do what I did, which was call another former neighbor, Stephen Bryan, a professor of accounting at the Babcock School of Management at Wake Forest University who has been studying stock-based compensation of CEOs. Bryan went into Standard & Poor's ExecuComp database and looked at 1,100 companies. He first got a measure of how lavishly (or not) they bestowed options by calculating the number of options granted to the CEO as a percentage of total shares outstanding. He then measured the volatility of their stocks -- the beta -- by comparing the returns for each company with those for the market as a whole. Then he set the two against one another, to see if there was a correlation between outsize options grants and volatility. 

Blackjack. Bryan told me: "The correlation between beta and percent is about 0.12 to 0.14, depending on the correlation method (Pearson or Spearman), but both are highly significant in a statistical sense." As a rule, the more you load the CEO up with options, the more volatile the company's stock is. One could object that this might just be a function of certain industries. Maybe high-tech companies, which tend to give out a lot of options, are inherently more volatile than banks or utilities. To check, Bryan ran the numbers for companies in industry groups. Blackjack again. For example, within the software industry, companies that give their CEOs the most options have higher betas than the others; that correlation is 0.23. The trend holds true similarly in the chemical industry, where the correlation is 0.18. In a few industries, the correlation is too low to be significant, but in no industry is it both negative and significant. 

So we have evidence that, in companies where the chief executive has a big incentive to rock the boat, the boat rocks. That still doesn't prove he rocked it. As Bryan points out, the cause and effect might be reversed: Conceivably, managers in volatile businesses could negotiate for option-heavy compensation packages as a way to deal with the fact that they work in a risky neighborhood. Maybe, but common sense -- the behavior of those passersby we gave a thousand bucks to -- suggests that shareholders are getting splashed because management is jumping up and down on the gunwales. 

It's not necessarily bad to encourage risk-taking among managers. Indeed, a venerable criticism of hired-hand managers -- dating back to the seminal analysis by Adolf Berle and Gardiner Means in the 1930s, called The Modern Corporation and Private Property -- is that salaried managers can be too risk-averse because their self-interest is best served by overly cautious behavior that protects job security. (Remember the expression "No IT manager was ever fired for buying IBM"?) (IBM) Stock options started to become popular in the 1950s partly to encourage managers to behave more like entrepreneurs. But those were modest grants -- a thousand shares, maybe two or three thousand -- piddling to today's CEOs. 

Any shrink will tell you, there's a difference between risk-taking and thrill-seeking. Prudent risks are what capital is for. But when stock option grants get as humongous as they've become, the CEO's incentive is no longer to maximize the value of the stock. It's to maximize the value of the option -- and that can be a completely different, and ugly, thing.

