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The main objective of this dissertation is to provide insights into how—nowadays 
widely used—incentive-compensation contracts that base managers’ pay on relative 
performance alter decisions of those managers. To paint a clear picture of the relation 
between relative performance evaluation and managerial decision-making, I examine in 
three distinct studies three broad categories of decisions that encompass a large range of 
managers’ decisions: (1) risk-taking; (2) competitive aggressiveness; and (3) information 
disclosure. 
The first study concludes that the incentive to take risk manifests synergistically 

through two characteristics of relative performance plans: (1) the convexity of the pay-
performance relation; and (2) the difficulty of beating the peer group used as the 
benchmark for measuring relative firm performance. It also concludes that this incentive 
is moderated by the pureness of the relative performance plan and contextual factors. 
The second study concludes that relative performance evaluation motivates managers to 
act aggressively toward peer firms, and that this incentive is driven by the extent to which 
peer firms also select the focal firm in their incentive plan. It also concludes that this 
incentive is moderated by the nature of this “tournament” between firms. The third study 
concludes that relative performance plans are associated with: (1) the transparency of 
mandatory disclosure; (2) the provision of voluntary disclosure; and (3) the substitution 
between the two. Specifically, it concludes that relative performance plans in which 
competition with peers is strong are negatively related with the transparency of 
mandatory disclosure and the provision of voluntary disclosure. It also concludes that 
the substitution between the two depends critically on whether managers compete with 
peers for market prices or accounting numbers. Collectively, my three studies conclude 
that relative performance evaluation has crucial implications for managerial decisions, but 
also conclude that there is no “one effect” on managerial decision-making. The 
dissertation therefore contributes to and has implications for policy, practice and 
research. 
With regard to policy, the results of my dissertation have implications for setting 

incentive-compensation policies at firms. Such insights are important in light of 
arguments that misaligned incentive-compensation contracts induced managers to take 
inappropriate risks leading up to the 2008 financial crisis. For example, Chair of the U.S. 
Securities and Exchange Commission Chairman Mary L. Schapiro’s (2010) noted in a 
speech to the National Association of Corporate Directors that: 
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“[…] since misaligned or poorly-calibrated incentive compensation programs were 
widely believed to have promoted inappropriate risk-taking that contributed to the 
financial crisis, we added a requirement that companies assess whether their 
compensation programs expose them to material risks. […] I think it is vital that boards 
understand how compensation practices affect risk-taking, and this new requirement 
brought that issue front and center for boards.” 
 

To this end, my dissertation provides insights—theoretically and empirically—into 
which characteristic of relative performance plans relate to a large range of managers’ 
decisions. My dissertation therefore provides investors, regulators and practitioners with 
additional dimensions to consider in assessing whether and how incentive-compensation 
contracts expose firms to risks. In this regard, I show that the way in which a relative 
performance plan relates to managerial decisions depends on a multitude of plan 
characteristics, which not only individually but, more importantly, synergistically with 
other characteristics of the plan impact managers’ decisions. These results highlight the 
notion that, in designing incentive-compensation contracts and understanding the 
expected relation with managerial decision-making, it is vital to carefully examine each 
plan’s features—individually as well as synergistically with other features. The insights 
from this dissertation provide a basis for examining this. 
With regard to practice, the results of my dissertation have implications beyond 

setting incentive-compensation policies at firms, and can be generalized to better 
understand firms’ endeavors toward addressing pressing business questions and issues. 
One such issue relates to, for example, the need for sustainability; that is, issues relating 
to environmental, social and governance. A good example: continent-wide goals to cut 
CO2 emissions. For example, President Joseph Biden announced a new target for the 
United States of America to achieve a 50 percent reduction from 2005 levels in economy-
wide net greenhouse gas pollution in 2030 (e.g., The White House, 2021). Similarly, the 
European Union has—as part of the European Union’s 2030 climate and energy 
framework and current contribution to the Paris Agreement—put in place legislation to 
reduce emissions by at least 40 percent by 2030 (e.g., European Commission, 2021). 
These government movements—which may trigger legal pressure, stakeholder pressure 
and shareholder action (e.g., Climate Action 100+, 2021)—highlight the notion that 
sustainability will become—and, perhaps, has already become—equally important for the 
survival of a firm in the long term. 89  From an incentive-compensation contracting 
perspective, the interesting question is how to motivate managers to shift their firms’ 
focus toward sustainability. This is challenging, because investors, boards and managers 
might not be able to agree on a complete description of what the world looks like in a 
few decades as many components of “sustainability” may still be quite nebulous. As such, 
it might not be possible to design a “compete contract” that perfectly deals with all 
possible states of the world and specifies what the manager has to do in every possible 
state of the world. Instead, because of this uncertainty about the optimal road to 
sustainability, firms can only design complex and “incomplete contracts.” The desired 

 
89. Climate Action 100+ is an investor-led initiative to ensure the world’s largest corporate greenhouse 

gas emitters take necessary action on climate change. 
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contract would empower managers to work on ideas about how to run the firm more 
sustainably, pays managers hefty if they achieve this, but somehow also penalizes 
managers if they exploit this leeway for their own benefit (even though there is no clear 
definition of what to do and what not to do). The use of relative performance evaluation 
may fit in such a contract.90 This might be counterintuitive because relative performance 
plans generally discourage managers to pursue projects that are systematic in nature 
(under which CO2 emissions—and social activities in general—certainly fall) (also see 
study 1 or Chapter 2 in this dissertation). Instead, relative performance plans expose 
managers to the “idiosyncratic” (i.e., firm-specific) value of the firm and, thereby, 
motivate managers to pursue risks that are idiosyncratic in nature—e.g., projects that 
differ from peer firms’ projects, so that the focal firm can outperform peer firms in a 
relative performance game. Although idiosyncratic risk typically refers to “upside risk,” 
it certainly also refers to “downside risk.” And it is precisely this idiosyncratic downside 
risk that may push managers to address sustainability issues. For example, if a 
concentrated group of institutional investors decides to coordinate an action toward a 
specific firm that does not sufficiently address sustainability issues, then that firm’s stock 
price may crash (e.g., Ferrell, Liang, and Renneboog, 2016, Kim, Li, and Li, 2014).91 In a 
relative performance game, this idiosyncratic crash of an individual firm’s stock price is 
detrimental to that firm’s relative performance. Thus, the presence of large shareholders 
(who care about sustainability and allocate resources in a world where firms compete for 
such resources) coupled with significant exposure to the firm’s idiosyncratic value may 
push managers to work themselves on sustainability—and not to “free-ride” on other 
firms’ endeavors toward sustainability (e.g., Hart, 1983, Shleifer and Vishny, 1986).92,93 
That is, to avoid coordinated actions and idiosyncratic crashes due to large shareholders, 
managers may lift their firms’ sustainability performance in accordance with targets set 
by governments, shareholders, stakeholders, etc. All in all, this discussion brings in the 
perspective that the increasing use of relative performance evaluation could, in part, be 
driven by firms’ endeavors toward addressing issues of sustainability. This perspective 
has implications for practice, because it highlights the role boards play in 
controlling/shifting managers’ decisions and, thus, in tackling social problems. However, 

 
90. In theory, firms could also design an incentive-compensation contract that directly compensates 

managers for systematic goals (e.g., CO2 emissions). However, this is costly to the manager, because his/her 
compensation would then be determined by factors outside his/her control. Moreover, such an incentive-
compensation arrangement would give rise to the “free-rider problem,” in which managers benefit from other 
firms’ endeavors toward systematic goals (e.g., sustainability) without contributing themselves. These issues 
are eliminated when using relative performance evaluation (e.g., Holmström, 1982). 

91. Good examples of these actions are the recent climate resolutions in the oil sector, some of which got 
clear majority votes by shareholders and the recent Dutch court ruling of Royal Dutch Shell plc. (e.g., De 
Rechtspraak, 2021). 

92. Certainly, managers may also work on sustainability simply because investments in sustainability have 
significant idiosyncratic upside potential (e.g., Cao, Simin, and Zhao, 2008, Pástor and Veronesi, 2009). A good 
example is Tesla, Inc., which accelerated the world’s transition to sustainable energy.  

93. Theoretically, evaluating managers on relative performance may also motivate them to collude with 
peer managers. In the context of sustainability, this would, for example, imply that managers collectively decide 
not to work on sustainability. The evidence of study 2 (or Chapter 3) in this dissertation, however, suggests 
that this “collusion” hypothesis is not empirically descriptive in the setting of large U.S. firms. Nevertheless, it 
could be this behavior is prevalent in other settings. In that case, my study highlights the role that standard-
setters and oversight bodies could play in tackling social problems. 



 

165 Impact  
 

 
 

7

at current date, relatively little is known about this interplay between relative 
performance evaluation and corporate sustainability, which brings me to my final impact 
point: research. 
With regard to research, the results of my dissertation provide fruitful opportunity 

for future research. For example, the above discussion highlights there is much work to 
be done to better understand boards’ role—through setting incentive-compensation 
policies for and monitoring managers—in tackling social problems. In this regard, it 
would be interesting to see what, if any, the role of relative performance evaluation is in 
an optimal contract that motivates managers to work on sustainability, and whether 
boards’ incentive-compensation choices are consistent with such optimal contracts. 
Beyond this extension, my dissertation suggests there is room to further understand 
managers’ “true” incentives. In many of my studies, I conclude that individual proxy 
statements yield an incomplete picture of managers’ “true” incentives, as many important 
and related forces are not directly observable from one firm’s proxy statement. Finally, 
my dissertation creates new measurement techniques and brings measurement 
techniques from related literatures to the accounting literature. My hope is that these 
advancements inspire future work on incentive-compensation. 
 


