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The Value of the Chief Legal Officer to the Firm 
 
 

The CLO creates firm value when financial mismanagement occurs.  Firm BHARs increase 
by 1% when the CLO is one of the top five highest compensated executives; this 
increases to nearly 4% for firms that have or will become targets of shareholder class-
action lawsuits.  We consider two possible channels for this added value: legal expertise 
and internal monitoring.    We distinguish between the two by examining the effect of 
governance, opacity, turnover, and valuation on CLO standing.  We conclude that it is 
the monitoring function rather than her legal expertise that is the source of the CLO’s 
greatest contribution to the firm. 

 
Introduction 
 
Previous researchers have investigated the importance of the CEO and CFO on the financial performance 

of firms. We find that the CLO is also an important player in firm performance, particularly in periods 

where the firm is under stress arising from financial mismanagement.  Because of the particular 

attributes of the CLO, we find that the CLO mitigates the firm’s principal agent problem when the CEO 

and CFO are unable to do so (Jensen and Meckling, 1976; Berle and Means, 1932). In securities class 

action litigation, which is often due to financial irregularities caused by the CEO and CFO, the CLO acts as 

an ex post internal monitor that responds to threats to firm value arising from internal wrongdoing 

(Krishnan, Wen, and Zhao, 2011; Armstrong, Jagolinzer, and Larcker, 2010).  The threat to firm value is 

significant, as the estimated total cost of litigation for Fortune 500 companies is $210 billion, equivalent 

to one-third of their after-tax profit (Henry, 2008).  The CLO thus alleviates the principal agent problem 

and improves the firm’s financial performance. 

  

We measure this impact on financial performance in part through the CLO’s impact on buy and 

hold abnormal returns (BHARs).  Figure 1 shows that when the CLO is one of the top five highest paid 

executives in the firm, firm 24-month BHAR increases by over 1% in sample firms compared with firms 

where the CLO is not so highly compensated.  Firms that are at risk of an external legal shock, which in 

our data are firms that become targets of a securities class action lawsuit in the sample period, realize 

24-month BHARs 3.8% higher for those with highly paid CLO’s compared to ones with their lower paid 

counterparts.[1]  This is an economically significant result given that within our sample of S&P 500 firms, 

approximately half of all firms during the ten year sample period were targets of securities class action 

                                                           
[1] We subset firm BHARs by whether the firm incurred a shareholder class action (SCA) lawsuit at any point in the 
sample, past, present, or future. For firms that are sued in the future the effect of the SCA may be anticipated and 
the principal-agent problems that lead to the SCA may already be present. 
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litigation. Furthermore, when a firm is sued, the CLO is six to eight times more likely to be one of the top 

five highest paid executives during those years. The passage of Sarbanes-Oxley in 2002 (SOX), Dodd-

Frank in 2010 and other regulation have forced firms to operate in an ever increasingly complex and 

highly regulated legal environment which has a substantial impact on financial performance. This raises 

the question of why and how “chief legal officers have more power than ever before” and are “now one 

if the mightiest figures in the C-suite” (Economist, 2012).  

 

In this paper, we introduce a variety of frictions into the principal agent relationship in order to 

examine how they impact the value of the corporate counsel to the firm.  We measure value of 

corporate counsel by performance sensitive compensation and compensation relative to the other 

members of the top management team.  In order to further understand the CLO’s relative importance 

under varying environments, we also introduce a demand shock for the CLO’s services through the 

number of securities class action lawsuits filed against the firm each year. 

 

We first examine the impact of securities class action lawsuits on CLO compensation.  A 

significant literature exists on the impact of private securities litigation on managerial decisions and firm 

policies (Humphery-Jenner, 2012; Cheng et al., 2010). Such class actions have been found to be a 

catalyst for CEO and CFO turnovers and pay cuts (Humphery-Jenner, 2012).  The CLO may not be 

similarly penalized, however, because of her reduced ability to monitor financial wrongdoing compared 

to the CEO and CFO and her prominent role once a lawsuit is filed.  Even if CLO error causes the 

litigation, the CLO’s legal expertise combined with his firm specific knowledge may facilitate efficient 

settlement. We isolate this specialized-knowledge effect further by measuring change in CLO 

compensation post-lawsuit when the CEO also has a law degree, thus potentially providing a substitute 

for the CLO’s expertise and firm knowledge. 

 

Second, we examine whether composition of board control has an impact on relative influence 

of the CLO.  Insider board control has been associated with inferior corporate governance and a 

decrease on shareholder wealth (Rosenstein and Wyatt, 1997).  This may be due to the potentially close 

relationship such board members have with the CEO.  There is also support that outside directors, by 

contrast, perform beneficial monitoring and advisory functions for shareholders (Fields and Keys, 2003). 

However, other empirical evidence has not found that outside directors substantially improve 

performance, with studies uncovering small and insignificant correlations (Bhagat and Black, 2002).  The 
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governance problems that arise from director composition may also apply to a CLO.  Lower CLO 

compensation arising from poor governance can impede the selection of a more talented monitor and 

facilitating the ability of inside board members to extract rents from shareholders. 

 

We then examine the impact of firm opacity based on firm characteristics, following Karpoff, 

Lee, and Masulis (2013). The effective external monitoring of a firm is substantially impacted by the 

transparency of a firm’s information environment (Adams and Ferreira, 2007).  The effectiveness of 

outside directors is also positively associated with a transparent environment (Duchin et. al., 2010).  

Managers of a firm that is opaque, by contrast, will be less susceptible to monitoring by the principal 

and more able to extract rents from the firm, thereby expropriating outside shareholders (Anderson et 

al., 2009). Managers have incentives to disclose less information and when such information is disclosed 

it is done opportunistically (Aboody and Kasznik, 2000).  Firm opacity may impact the CLOs duties in 

both their litigation risk and monitoring duties.  Threats of shareholder litigation can impact the nature 

and extent of forward looking information that is disclosed (Trueman, 1997).  Corporate counsel, with 

attendant duties to monitor and disclose, may be perceived as a barrier to retaining non-transparent 

corporate governance.  The compensation of the CLO may this be impacted by the transparency of the 

corporate information environment.  

 

We also study the impact of turnover.  Turnover can arise from poor performance of top 

management (Parrino, 1997; Weisbach, 1988), and is thus well-documented as a disciplinary tool (e.g. 

Efendi et. al., 2013; Denis and Denis, 1995).  Forced resignations of top managers can result in significant 

improvements in firm performance (Denis and Denis, 1995).  However, in spite of theoretical literature 

suggesting that exogenous factors should be filtered out (Gibbons and Murphy, 1990; Holmstrom, 

1982), turnover may be impacted by industry and market shocks (Jenter and Kanaan, 2008).  

Understanding CLO turnover may further show to what extent such shocks are indeed filtered out, 

particularly given that a firm’s regulatory environment can impact the propensity for turnover (Hadlock, 

Lee, and Parrino, 2002), and CLO turnover may signal the presence of executive improprieties that 

would impact the compensation of top management. CLO turnover can also illuminate to what extent 

counsel is held responsible for financial mismanagement, and the significance of counsel’s role as a 

defender of firm value. 
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Finally, we filter compensation further by measuring performance sensitive compensation for 

the CLO.  Incentive pay has been widely studied, and the literature on compensation and agency theory 

has reasoned that firm performance and CEO compensation should be aligned (e.g. Jensen and Murphy, 

1990; Grossman and Hart, 1983).  Agency theory suggests that general counsel should be similarly 

incentivized to work on behalf of shareholders.  However, such incentives, in spite of the CLO’s 

obligations to his client, the courts, and society, the CLO may be subject to compensation and cultural 

capture realign their interests with top agents in the firm (Kim, 2008; Coffee, 2006; Gunz and Gunz, 

2002). 

 

This work helps further the understanding of a number of theoretical perspectives.  Our study 

advances our understanding of the role of bonding costs in agency theory (Jensen and Meckling, 1976), 

which impact the CLO’s utility function through professional obligations to remain independent, avoid 

conflicts of interest, and offer candid legal advice (Jenoff, 2012).  Agency theory would predict that such 

bonding costs would deter CLO’s and other professionally-obligated monitors from imposing agency 

costs on the firm. We also further the ongoing ‘managerial power’ versus ‘optimal contracting’ debate, 

by providing further evidence on whether executive compensation is a result of influential managers 

setting their own pay or efficient contracting in a competitive market (Frydman and Jenter, 2010).  Our 

work also advances the relative performance evaluation literature by better understanding to what 

extent exogenous shocks impact termination decisions (Gibbons and Murphy, 1990).  

 

 

I. Relevant Extant Research 

 

A. The Role of the Chief Legal Officer 

 

There has been a recent empirical literature emerging on the impact of the CLO on various external 

metrics. Kwak, Ro & Suk (2012) study the composition of the CLO in top management and its impact on 

earnings forecast disclosures. Hopkins, Maydew, and Venkatachalam (2012) study the impact of the CLO 

on accounting quality and earnings management.  Other works study the impact of the CLO as one of 

many competing variables when examining firm innovation (Dey and Liu, 2012), and voluntary disclosure 

(Bamber, Jiang and Wang, 2010). Abernathy, Kubick and Masli (2012) found that firms which place their 

general counsel within the top five highest paid executives experience a reduction in audit fees when 



6 
 

compared to firms whose general counsel are not so highly paid.  Still others examine the role of the 

CLO in the context of corporate governance, insider trading, and other regulatory events (e.g. Jagolinzer, 

Larcker, and Taylor, 2011).   

 

While virtually every CLO will be an attorney, an increasing number of CEO’s also have law 

degrees (Liggio, 2002).  Smith (1992) interviewed general counsel and CEO’s in the United States and 

concluded that, while JD-CEO’s held varying perceptions of their legal counsel ranging from mistrust to 

professional camaraderie, there was no unifying attitude held by the attorney-leaders interviewed.  

Priest (1985) studied the prevalence of JD-CEOs and found that 22.2% of corporate chief executives had 

law backgrounds in 1970, with similar percentages in earlier decades. Ocasio and Kim (1999) report that 

the percentage of CEOs with “finance and legal” backgrounds declined from 33% in 1961 to 21% in 1992.  

Curriden (2010) reports a rise in interest in JD degrees as a pre-requisite for the CEO position, 

particularly in litigious and heavily regulated industries. 

 

 

 

B. Compensation 

 

A vast and complex literature exists on executive compensation (Murphy, 2012), and the greatest single 

focus is on the compensation of the CEO (Frydman and Jenter, 2010).  At the core of CEO compensation 

is the issue of the separation of ownership and control, which is the basis of potential principal-agent 

conflict that generates much discussion today (Jensen and Meckling, 1976).  If self-interested managers 

are not well monitored by shareholders, executives are likely to pursue their own enrichment at the 

expense of shareholder value.  Furthermore, shareholders may not be aware of the best course of 

action and thus cannot ascertain what actions maximize their value. Corporate governance mechanisms 

can minimize the potential harms from this conflict (Shleifer and Vishny, 1997). Executive performance 

based compensation can also minimize agency problems by aligning the interests of the executive and 

the shareholder.  However, it is not settled whether CEO incentive compensation is inefficient and to 

what extent metrics of pay-performance can lead to different views on the magnitude of incentives 

(Frydman and Jenter, 2010). 
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Compensation today remains controversial, with the literature engaging two broad 

perspectives.  The first perspective centers on efficient contracting, in that compensation reflects a 

freely negotiated market equilibrium between the executive and the firm.  CEO pay increases reflect an 

evolution of the managerial skills necessary to lead a modern corporation, which have become more 

complex and demanding (Murphy and Zábojník, 2004).  A second perspective views executive 

compensation through the lens of managerial power (Bebchuk, Fried and Walker, 2002).  Through this 

lens, compensation is not reached through arms-length competitive bargaining but as a result of 

entrenched CEOs extracting unjust rents from captive board members (Frydman and Jenter, 2010).  

Although much debate has occurred between these two theories, insufficient data exists to conclusively 

support either hypothesis.  

 

1. Determinants of CLO Compensation 

 

Unlike its CEO counterpart, determinants of CLO compensation have not been thoroughly explored.  

One example is Armstrong, Jagolinzer and Larcker (2010), who study the impact of performance based 

incentives on the behavior of general counsel and chief internal auditors.  They find that, while firms 

provide more incentives when greater demand exists for internal monitoring, such incentives do not 

impair the monitoring function.  Indeed, adverse firm outcomes such as a regulatory enforcement action 

occur less frequently when firms provide greater incentives to their monitors. 

 

Like the CEO, however, it remains ambiguous whether CLO compensation is predominantly 

subjected to optimal contracting or managerial power.  Supporting the optimal contracting hypothesis 

are bonding costs for attorneys that arise via structural rules in place that guide the legal profession. The 

American Bar Association Model Rules of Professional Conduct states that a lawyer is not just a 

representative of a client, but “an officer of the legal system and a public citizen having special 

responsibility for the quality of justice.” (MRPC, prmbl., 2013).  A lawyer has a duty to exercise 

professional judgment, render candidate advice even if it may not be what the client wishes to hear, and 

exert professional independence (Jenoff, 2005).  Attorneys may also suffer a loss of reputational capital 

if their acquiescence to corporate misbehavior becomes public (Kim, 2008).  Lawyers who deceive may 

also devalue the integrity of the justice system of which they serve (Beardslee, 2010). 

 



8 
 

Yet, this does not necessarily mean that CLOs are immune from receiving power-based excessive 

compensation.  CLOs are often one of the highest paid officers in the organization (Sharma, 2011).  They 

also receive similar pay structures, compensation packages that include salaries, bonuses, and equity 

compensation, as their executive counterparts (Barclift, 2005; DeMott, 2005).  General counsel have 

been implicated in accounting scandals (Bainbridge and Johnson, 2004) and stock option backdating 

along with their other C-suite executives (Lee, Mande and Son, 2010).  The CLO has thus some potential 

to fulfill the managerial power hypothesis. 

 

2. Internal Monitoring and the CLO 

 

In addition to susceptibility to agency costs, executive compensation can illuminate the impact of insider 

monitoring on CLO conduct. Whereas most top executives have undergone similar business training, 

such as an MBA, the CLO’s legal education is substantially different than the rest of the C-suite.  

Furthermore, while most executives have substantial business experience before joining the top 

management team, the CLO’s pre-in-house work experience is typically that of a large law firm either as 

a litigation or transaction attorney.  Top executives, including the CEO, thus have a limited ability to 

monitor the activities of the CLO due to their substantially different knowledge background and work 

experience. 

 

This knowledge-based monitoring gap is lifted when the CEO has a law degree.  As noted earlier, 

there are an increasing number of CEO’s who are now also lawyers.  Lawyer-CEOs should be able to 

better integrate legal and business goals as well as better recognize issues related to corporate 

governance and ethics (Bird, 2011).  With the CLO’s skill set similar, and thus readily knowable, by the 

CEO, we can learn how the CEO, and by extensive top management who may also have law degrees, 

would engage in monitoring of the legal function. 

 

At least two hypotheses are possible, though which one is dominant remains ambiguous.  The 

first is a punishment effect whereby the CLO is punished through lower compensation when the firm is 

subjected to a class action lawsuit.  A lawyer-CEO monitor would be able to reduce compensation based 

upon the substandard compliance behavior that created the lawsuit condition.  The second is a defense 

effect whereby the CLO compensation increases to ward off the threat of an unfavorable court 

judgment.  The lawyer-CEO is better able to assess that cause of the lawsuit is at least partially 
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exogenous, and thereby not punish the CLO for the lawsuit.  The lawyer-CEO may also be aware of the 

importance of firm-specific knowledge in defending against litigation and increase the compensation of 

the CLO to retain that knowledge under a reputation-threatening condition of fending off of a lawsuit.  

The result will help understand the interrelationship between internal monitoring and the legal function. 

 

3. The CLO and Performance-Sensitive Compensation 

 

As an extension to our work, we also examine the impact of the external shock of a securities class 

action lawsuit on the CLO’s total performance sensitive compensation.   

 

Corporate employers are increasingly offering their attorney-employees stock and stock options as 

compensation or bonuses for performance in order to attract highly qualified attorneys from private 

practice (Dzienkowski and Peroni, 2002).1  One view is that such performance based incentives for the 

CLO could have the same incentive-aligning effect as other executives (Barclift, 2005).  Such incentives 

thus create an effective replacement for direct monitoring by shareholders (Prendergast, 2002). 

 

A conflicting perspective is that in-house counsel are already vulnerable to losing their 

independence because they are economically dependent on a single client.  Performance sensitive 

compensation has been criticized as further amplifying this effect by increasing the pressure on CLO to 

sustain his employer’s stock price and downplay bad news (Bainbridge, 2012; Jenoff, 2005).  With CLO’s 

having a professional duty to serve their shareholder-clients, their monitoring function may be impaired 

through the use of such compensation. 

 

C. Corporate Governance 

 

The composition of the board of directors has long been perceived as an important part of a firm’s 

governance structure (Williamson, 1983; Fama and Jensen, 1983).  Boards are expected to not only 

                                                           
1 Currently, there is no ban on the provision of equity compensation to corporate counsel.  If they are addressed at 

all, potential conflicts of interest are ethically managed as a business transaction under the Model Rules of 
Professional Conduct (MRPC, 2013).  Rule 1.8(a) prevents lawyers from entering a business transaction unless the 
transaction is fair and reasonable to the client, are fully disclosed, consented to in writing by the client, and the 
client has an opportunity to see the advice of independent counsel (MRPC, 2013). Because in-house counsel of 
large firms are usually unable to exert an unjust advantage over their employers, compliance with ethical rules is 
unlikely to bar the CLO’s receipt of performance-based compensation (Moore, 1998). 
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monitor firm activities, but also to help management improve performance and represent shareholders 

in setting management compensation (Chhaochharia and Grinstein, 2009; Zahra and Pearce, 1989; 

Kumar and Sivaramakrishnan, 2008). Outside directors are independent from management and are thus 

more willing to resist self-interested executive initiatives and protect shareholder interests.  However, 

limitations in access to information when compared to company insiders may inhibit outside directors 

from playing this guardian role.  Rosenstein and Wyatt (1997) and others find evidence that the market 

views outside directors good for corporate governance if there is reason to suspect that insiders may 

not have the same interests as shareholders do.  Duchin, Matsusaka and Ozbas (2010) find an 

interaction effect between outside directors and the availability of information about the firm.  When 

their cost of obtaining information about the firm is low, the addition of outside directors to the board 

increases performance.  Conversely, when outside director cost of obtaining information is high, the 

addition of outsiders negatively impacts performance. 

 

In the context of compensation, the impact of delegating this responsibility to the board of 

directors remains in question.  While some perceive the labor market as the primary metric for setting 

compensation, particularly of the CEO (Gabaix and Landier, 2008; Hubbard, 2005), others contend that 

decisions of the board of directors have substantial impact and can cause compensation to deviate 

considerably from market rates (Bebchuk and Fried, 2004; Bebchuk and Fried, 2003).  In apparent 

support of the latter theory, Chhaochharia and Grinstein (2009) found that the passage of new 

governance regulations, which impacted board structure, were associated with a decrease in CEO 

compensation, particularly for firms that were less compliant before the regulations were passed.  

 

It is unclear whether board of director composition will have a similar impact on the 

compensation of the CLO.  The CLO is typically appointed by the other firm’s senior officers and reports 

to them.  Even though CLO compensation may be tied to market rates at firms of similar size, revenue, 

and industry (Smith, 1994), the CLO is more vulnerable to compensation capture because, unlike his law 

firm counterparts, the CLO is beholden to a single client for compensation and benefits (Jenoff, 2012; 

Coffee, 2006).  Corporate counsel may even be seduced by over-identification with top management at 

the expense of shareholders (Kim, 2008).  Seeing themselves more as an executive than an attorney, 

CLO’s may engage in rent seeking behavior at the expense of corporate governance and firm value.  For 

example, when the CFO of Enron held a clear conflict of interest regarding certain special purpose entity 

transactions, the general counsel of the firm failed to address the conflict (DeMott, 2005).  General 



11 
 

counsel have also been the subject of option backdating charges and have been terminated as a result 

(Efendi et al., 2013; Jagolinzer, Larcker and Taylor, 2011). 

 

CLOs can also have a positive impact on corporate governance.  The CLO’s monitoring and 

compliance functions are directly related to the strength of a firm’s corporate governance.  They also 

serve as a gatekeeper function can alert investors to opportunistic behavior (Simmons and Dinnage, 

2011; Coffee, 2006).  Empirical work, though limited, emphasizes this positive role.  For example, 

Jagolinzer, Larcker and Taylor (2011) studied the impact of general counsel on insider trading behavior.  

The authors found that when the general counsel held the authority to approve a trade before it is 

executed, the predictive ability of such trades on future operating performance declined.  This implies 

that general counsel can indeed deter abuses by corporate insiders that negatively impact shareholders.  

 

D. Opacity 

 

Agency conflicts among firm stakeholders are impacted by the degree of corporate transparency.  Such 

transparency helps ensure that minority shareholders receive reliable information about a firm’s value 

and motivates managers to work for the firm’s benefit rather than personal objections.  Opacity can 

perform an important moderating role on the effectiveness of investor protection in the firm.  For 

example, Anderson, Duru, and Reeb (2009) found that founders and heirs can exploit firm opacity in 

order to extract benefits at the expense of minority investors.  Duru, Wang and Zhao (2013) study the 

impact of firm opacity on staggered boards and find that as opacity increases that staggered boards 

become increasingly beneficial to firm value.  Transparency is also tied to outside director effectiveness 

(Duchin et. al., 2010) as well as information management (Aboody and Kasznik, 2000). 

 

There is little empirical research that focuses on corporate opacity and the CLO, but extant work 

implies that the CLO would become more effective in an increasingly transparent environment.  Kwak, 

Ro and Suk (2012), and found that the CLO has a substantially beneficial impact on information 

disclosure.  Firms with a CLO in the top management team are more likely to issue bad news forecasts 

than firms without a CLO in this group.  These forecasts are also less optimistic and more accurate when 

the CLO is in the top management group.  Furthermore, the market reacts more strongly to news when 

the CLO is in the top management group than other firms.  This implies that the equity market 

recognizes that general counsel play an important role in voluntary information disclosure.  In related 
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work, Bamber, Jiang and Wang (2010) examine whether individual managers impact their firms’ 

voluntary disclosure choices in an economically significant way.   Investigating various managerial 

disclosure styles, they found that managers promoted from legal backgrounds push earnings 

expectations down, perhaps due to sensitivity of litigation risk.  We would thus expect that CLO 

importance would increase in transparent information environments that enable the CLO’s monitoring 

and disclosure role to be fully realized. 

 

E. Turnover 

 

When forced resignations occur, they are preceded by significant declines in operating performance and 

followed by substantial increases in performance (Denis and Denis, 1995).  CEO turnover is positively 

related to the presence of an outsider-dominated board and the appointment of an outsider CEO 

(Huson, Malatesta and Parrino, 2004). Although standard economic theory would posit that boards filter 

out exogenous industry and market shocks, CEO turnover is also impacted by economic and industry 

events beyond their control (Jenter and Kanaan, 2008).  Fich and Shivdasani (2006) found that firms with 

“busy” boards, those which three or more directorships are held by a majority of outside directors, 

display CEO turnover-performance sensitivities that are no different from boards that are insider 

dominated.  Securities class action lawsuits have been found to increase turnover for the CEO and the 

CFO (Humphery-Jenner, 2012). 

 

CLO turnover may follow similar performance-based patterns of behavior as their executive 

counterparts.  The most apparent would be a discipline effect where by CLO’s remain susceptible to 

turnover arising from reprimand by the board of directors from substandard conduct (Kim, 2005; 

Weisbach, 1988; Fama, 1980).  However, the CEO and CFO’s proximity to financial wrongdoing, and their 

ability to monitor it, may be greater than the legally-trained CLO (Humphery-Jenner, 2012). This reduced 

ability to monitor, combined with the increased importance of the CLO to react once a lawsuit is filed 

(McNeece, 2012), may alleviate the turnover effect upon the CLO. 

 

Another impact may be a network effect in that the value of an individual member of 

management team is influenced by the perceived performance of the executives around him (Fee and 

Hadlock, 2004). For example, Efendi et al. (2013) found that when an allegation of option backdating is 

made, forced turnover rates not only increased for the CEO and CFO, but also for the general counsel. 



13 
 

Finally, there may also be a signaling effect that arises specifically from CLO turnover.  Model Rule of 

Professional Conduct 1.16(a) requires a lawyer to withdraw from representation when it would lead to a 

violation of the rules of professional conduct or law (MRPC, 2013).  The signaling effect of CLO turnover 

may be significant because a CLO may not be able to disclose the reasons for his dismissal or easily 

challenge his discharge as wrongful (Delman and Bruno, 2012; DeMott 2005). 

 

Empirical Methodology and Results 

 

A. Sample, Data, and Variables 

 

We examine the effect of external and internal frictions outlined above on the value of the CLO to the 

firm. Our sample consists of all firms listed in the S&P500 by Compustat in 2000. We collect data for 

these firms for our testing period 2000 to 2010. All observations are taken at an annual frequency.  

 

Our measures of the value of the CLO are his pay relative to the pay of the CEO, CFO and all top 

five paid executives.  We collect compensation data for the five highest paid executives from 

Execucomp. The Execucomp database provides a flag variable for the CEO for all years of our sample. 

We exclude firms where the CEO had minimal compensation, such as $1 a year in salary.  Guthrie, 

Sokolowsky, and Wan (2012) show how extreme outliers in compensation can drive empirical results. 

This yields a sample size of 4326.  Execucomp also began providing a CFO flag in 2006. For prior years we 

performed a search of the executives’ titles also provided by Execucomp. For the CFO we matched to 

keywords such as CFO, Chief Financial Officer, etc. For the CLO we used keywords such as General 

Counsel, Chief Legal Officer, etc. From our search procedure, for our sample period, we were able to 

identify on an annual basis the CFO and CLO, 3795 and 1718 times, respectively.  

 

For the CFO, CEO and CLO, we define variables to measure the relative compensation of an 

executive. For these variables we rank the total compensation (tdc1 from Execucomp) for all managers 

for a particular firm in a particular year. Tdc1 includes all compensation reported to the SEC for a 

particular officer in a particular year. The manager with the highest compensation (in most cases the 

CEO) gets a ranking of 5, the second highest paid manager gets a ranking of 4, down to 1 for the fifth 

highest compensated officer. If the manager is not reported in Execucomp or ranked less than fifth, the 

manager receives a ranking of 0. Most firms report only the top five managers’ compensation, but some 
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will report more than five in a given year and in rare instances fewer than five. If the firm reports fewer 

than five we delete the firm from our sample for the particular year. 

 

We create binary variables from the rank variables as follows: 

 

CEO Top 5 = 1 if CEO Pay Rank > 0, 0 otherwise. 

 

CFO Top 5 = 1 if CFO Pay Rank > 0, 0 otherwise. 

 

CLO Top 5 = 1 if CLO Pay Rank > 0, 0 otherwise. 

 

The CLO was among the top five compensated executives for 36% of the firms, while the CFO 

was in the top five paid executives 84% of the time. The CEO was always in the top five paid executives.  

There is a strong econometric reason to focus on CFO/CLO standing in the top five highest paid 

executives: since firms generally report pay for only the top five officers in the annual report, using the 

reported numbers themselves creates a censoring problem for CFO/CLOs not in the top five positions by 

pay.2  By instead considering simply whether the CFO/CLO is among the top five officers by pay, we 

avoid a potentially significant censoring bias. 

 

We have an additional set of variables to measure the performance sensitivity of executive pay. 

We create the measure using the framework of Core and Guay (2002) as extended by Edmans, Gabaix 

and Landier (2009) by assuming average maturities for issued exercisable and unexercisable stock 

options reported on Execucomp.3  We obtain dividend yield and stock volatility from CRSP, the addition 

of which enables us to solve for each option type’s respective delta.  We combine this with reported 

stock holdings to obtain the effective number of shares owned by each executive, and multiply the 

effective number of shares by the fiscal year-end price to obtain the total amount of performance-

sensitive wealth for the year. We call these variables CEO PPS, CFO PPS and CLO PPS.   

 

                                                           
2 This is not a problem in CEO compensation which is almost always reported and constitutes the majority of 
compensation research.  In the case of the junior officers, given 84% and 36% reporting rates for CFO and CLO pay 
respectively, the censoring bias can be significant especially for the CLO. 
3 We follow Edmans, Gabaix and Landier (2009) in assuming 5.5 years to maturity for exercisable and 8.5 for 
unexercisable options. 
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When interpreting any empirical results using the variables PPS, it is important to note that the 

variable is missing if the particular executive is not among the top five paid executives in a particular 

year. 

 

Our external frictions are class action suits against the firm. The class-action lawsuits data is 

provided by the Stanford University Law School Securities Class Action Clearinghouse. 

 

For class actions suits, we define the following variable: 

 

Suits = the number of class action suits filed against a firm in a particular year. 

 

During the sample period 246 class-action lawsuits were filed against firms in our sample.  As 

shown in Table 1, this is an average of 6% of firms per year.  Although some firms were sued more than 

once, more than half of the sample firms were sued at least once during our sample period. Figure 4 

shows the number of securities class action lawsuits filed by year.  Most years are close to the annual 

average of 22, except for significant positive outliers during economic downturns in 2002 and 2008. 

 

We use firm-level accounting and returns data from COMPUSTAT and CRSP for performance 

controls and opacity characteristics, and board composition data from RiskMetrics.  In addition we 

determine whether the CEO has a law degree (JD) from hand-collected data. 

 

Our performance control variables from COMPUSTAT and CRSP include TA (the log-transformed 

inflation-adjusted total asset value of the firm), Leverage (Debt to Total Assets), ROA (Net Income to 

Average Total Assets), OCF/TA (Operating Cash Flow to Average Total Assets), FCF/AT (Free Cash Flow to 

Average Total Assets), CAPX/Sales (Capital Expenditures to Sales), and Q (Market Value Assets to Book 

Value Assets). The opacity characteristics are firm size (inflation-adjusted total asset value of the firm), 

size squared, firm age (measured since the first firm filing on COMPUSTAT), bid-ask spread, historical 

volatility, discretionary accruals, and Amihud ratio. 

We hand collected data, for the legal experience of the CEO, from on-line databases of executive 

biographies. For example, Forbes and Business Week Magazines provide on-line biographical databases 

for most S&P 500 senior executives.  These bios typically provide executive’s higher education degrees. 



16 
 

For our sample period, we were able to determine whether the CEO had a law degree (JD) for 4316 firm-

years. This allowed us to generate the following variable: 

 

CEO JD = one if the CEO of the firm has a law degree (JD) and zero otherwise. 

 

Table 1 shows that for the entire sample period 11% of CEOs had a JD law degree. 

 

For our proxy for the influence of the board of directors, we use the percentage of inside 

directors as reported by Risk Metrics. Risk Metrics designates directors as either inside, outside or grey 

directors. Risk Metrics provided insider data for 3455 firm years for our sample period. From this data 

we define the following variable: 

 

% Inside Dir = Number of inside directors / Total number of directors 

 

For our sample, the mean percentage of inside directors is 14%, with a minimum of 0% and 

maximum of 71%. 

 

We create an opacity proxy using a principal factor analysis of firm size, size-squared, age, bid-

ask spread, historical volatility, discretionary accruals, and Amihud ratio from the preceding year, 

following the methodology proposed in Karpoff, Lee and Masulis (2013). 

 

We supplemented the Execucomp CFO and CLO titles with hand collected data for our study of 

turnover. For every firm where we couldn’t identify the CFO or CLO from Execucomp, we examined the 

firm’s annual report. Annual reports typically report additional executives beyond the top five 

compensated executives. In addition, when it was not clear from the annual reports exactly when an 

executive assumed a particular position, we checked the same  on-line biographical databases, we used 

for determining whether the CEO has a JD. As a result of our search we were able to identify the CFO 

and CLO by year for 4296 and 4197 firm-year observations, respectively. 

 

From this data we create the turnover variables CEO Turnover (t), CFO Turnover (t), and CLO Turnover 

(t). 

B. Executive Pay Trends 
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Figure 5 shows the growing importance of the CLO in terms of pay relative to the other top five 

executive positions reported to the SEC.  Interestingly, Figure 5 draws a sharp contrast between the 

relative rank of the CFO and CLO over the period 2000 to 2010. The CLO has moved up while the CFO 

has remained stable. 

 

C. Methodology 

 

Our objective is to show the effects of the frictions pointed out by the prior literature on the 

compensation the CLO receives, particularly in the context of a demand shock produced by a class-

action lawsuit against the firm.  Previous literature has pointed to the CEO’s legal training (Priest,1985; 

Ocasio and Kim, 1999; Curriden, 2010), firm opacity (Bamber, Jiang and Wang, 2010; Kwak, Ro and Suk, 

2012; Duru, Wang and Zhao 2013), corporate governance (Duchin, Matsusaka and Ozbas, 2010; 

Jagolinzer, Larcker and Taylor, 2011; Efendi et al., 2013), and executive turnover (Denis and Denis, 1995) 

as potentially important determinants of CLO pay, so we incorporate all of them into our models both 

individually and jointly. 

 

If the CLO’s major contribution to firm value is legal expertise, we expect the CEO’s legal training 

to reduce CLO pay unconditionally by reducing the need for the CLO’s skills. The CLO provides legal 

expertise, and a CEO with JD training effectively duplicates this knowledge.  This substitutability effect in 

executive skills should make the CLO’s services less scarce, and therefore less valuable.  

 

H1: A CEO with legal training can substitute for the CLO’s legal expertise, and the presence of a 

CEO with a JD is therefore expected to reduce CLO standing in the firm, both unconditionally 

and during a lawsuit. 

 

An alternative way the CLO can add to firm value is by resolving the principal-agent problem 

(Jensen and Meckling, 1976).  This is relevant for firm opacity and governance. The management of a 

firm that is intentionally opaque will be able to extract private benefits from the firm’s opacity, and 

therefore will want to avoid disclosure and transparency. Kwak, Ro and Suk (2012) document the effect 

of the CLO in managerial structure on the accuracy of earnings news, and Hopkins, Maydew, and 
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Venkatachalam (2012) show that powerful CLOs reduce earnings management.  Therefore, if firm 

opacity is intentional, we should expect to see a weak CLO. 

 

H2: An opaque firm that is not interested in disclosure will have a weak CLO (low standing in the 

firm) but will increase CLO pay when targeted by a lawsuit, again in the interests of avoiding 

disclosure.  

 

Corporate governance is related to the principal-agent problem presented by firm opacity 

(Jagolinzer, Larcker and Taylor, 2011).  Outside board members may have another set of incentives 

different from that of the shareholders and managers.  Since they are held liable for managerial 

malfeasance, they will want to empower the CLO to protect themselves should it come to light. 

 

H3: A weakly governed firm does not necessarily have the same CLO standing as an opaque firm. 

If the board is dominated by inside directors they will reduce the power of the CLO when they 

can.  Although the firm may be opaque to outside shareholders, it is significantly less  opaque to 

outside members of the board.   

Turnover is a well-documented disciplinary tool for management (Denis and Denis, 1995; 

Humphery-Jenner, 2012; Efendi et al, 2013).  However, the turnover impact of a securities class action 

lawsuit may fall more heavily on the CEO and CFO, and not the CLO, due the CEO and CFO’s increased 

ability to monitor (Humphery-Jenner, 2012).  While signaling and network effects may impact turnover, 

the CLO may be valued most for her reactive role in preserving firm value under stress, thereby less 

subject to turnover effects.  

 

H4: Forced turnover is expected to discipline executive overreach, and to reduce executive pay.  

In securities lawsuits, the CEO and CFO are expected to be disciplined, but not the CLO. 

 

We test these four hypotheses using panel regressions of CEO, CFO, and CLO performance and 

relative pay on annual firm characteristics.   

 

We control for firm-specific determinants of executive compensation by also including the 

following control variables: TA, Leverage, ROA, OCF/TA, FCF/AT, CAPX/Sales, and Q. We also include 

year dummies to account for seasonality in class-action lawsuits and compensation.  We report results 
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with firm fixed effects to get a within-firm effect, as well as random effects to get between-firm effects 

of the frictions outline in Hypotheses 1-4 above.  We use panel regressions for performance-sensitive 

and pooled and panel logit for the officer’s inclusion among the top five compensated positions. 

 

D. Results 

 

Table 2 shows the effect of CEO legal training, proxied by holding a JD degree, on CFO and CLO standing 

in the firm.  We consider the effect of CEO legal training on whether the CLO and CFO are counted 

among the top 5 officers in the firm unconditionally, and in the context of class-action lawsuits.  The 

logit regressions in Table 2 provide seemingly strong support for the substitutability hypothesis (H1).  

Class-action lawsuits increase the log odds ratio of the CLO being in the top 5 officers by total pay by .87 

in a between-firms comparison, and by .99 in a within-firms comparison with high significance.  

Interpreted as a regular odds ratio, this means that the CLO is 2.3 to 2.7 times as likely to be in the top 5 

highest paid officers when the firm is sued.  Furthermore, consistent with (H1), the CLO’s standing is 

offset by the CEO’s legal training in cases of suits: the interaction of class-action lawsuits and CEO JD 

reduce the CLO’s standing by a log-odds ratio of 2.3 both between and within firms.  This means that the 

CLO is 10 times more likely to not be included in the top 5 officers when the CEO has substitutable legal 

training. 

 

The strength of these preceding findings may be misleading, however, since they do not control 

for firm characteristics of opacity and governance. Table 3 presents the effects of corporate governance, 

as proxied by inside directors, on CLO standing in the context of class-action lawsuits. Logit results show 

that lawsuits still increase the standing of the CLO by magnitudes similar to Table 3 when we control for 

board composition.  The presence of insiders on the board has no effect on CLO standing by itself, but a 

strong one when combined with optimistic market valuation proxied by Tobin’s Q from the preceding 

year.  Insiders on the board of successful firms significantly reduce CLO standing. 

 

Table 4 demonstrates the effects of firm opacity using a principal factor analysis of firm size, 

age, bid-ask spread, historical volatility, discretionary accruals, and Amihud ratio from the preceding 

year.4  Logit regressions that control for opacity show that the CFO loses standing during lawsuit years, 

                                                           
4 This approach follows the opacity factor analysis in Karpoff, Lee and Masulis (2013). 
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but the CLO is unaffected.  The CLO is significantly more likely to be in the top 5 officers in opaque firms, 

and significantly less so in opaque firms with a high Tobin’s Q. 

 

Table 5 shows the effects of lagged executive turnover on current executive standing in the top 

5, controlling for lawsuits in Panel A.  We consider turnover separately from other characteristic 

variables to avoid correlations in independent variables.  The log-odds ratio of CLOs having a top 5 

standing in sued firms is only .34 (1.4 odds ratio) in a within-firms comparison.  CEO turnover in the 

previous year increases the odds of both CLO and CFO being in the top 5 by .32 and .42 log-odds (1.4 

and 1.5 odds) respectively.  CFO turnover in the previous year increases the odds of the CLO being in the 

top 5 by a similar amount.  CLO turnover has no significant effect on CFO standing, suggesting that the 

CLO is treated differently. 

 

Panel B of Table 5 tabulates the effects of lagged turnover on contemporaneous turnover.  Logit 

regressions show that class-action securities lawsuits increase the likelihood of both CEO and CFO 

turnover.  For the CEO, the log-odds ratio for lawsuits is .85 between firms and .74 within, and for the 

CFO these are .41 and .49 respectively.  The odds ratios suggest that the CEO is twice as likely to be 

replaced in lawsuit years, and the CFO is 1.5 times as likely.  The CEO is also more likely to be replaced 

the year following a lawsuit, with a log-odds ratio of .41.  The CLO turnover rate is unaffected.   

 

CEO turnover in the previous year significantly increases the likelihood of CFO turnover both 

between- and within-firms with log-odds ratios of .267 and .467 respectively, and CLO turnover between 

firms with log-odds of .341. CFO turnover in the previous year increases the likelihood of both CEO and 

CLO turnover, with between-firms log-odds coefficients of .264 and .370 respectively.  Past CFO turnover 

also increases CLO turnover within firms at 10% significance, with log-odds ratio of .249.  Past CLO 

turnover does not increase the odds of other officer turnover.  

 

Finally, both a CLO and a CFO in high standing (within the top 5 by total compensation) within 

the firm decreases the likelihood of the CEO being replaced with a within-firms log-odds ratio of -.365 

and -.380 respectively.  A CFO with top 5 standing also reduces the likelihood of CEO turnover between 

firms, with log-odds of -.403, while increasing the odds of between-firms CLO turnover with log-odds of 

.345. 
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Table 6 presents a full model that simultaneously considers three of our experimental variables: 

CEO legal training, governance, and opacity to avoid omitted variable bias.  We omit turnover in this 

specification because of its correlation with the other variables. The effects of CEO legal training, 

governance and opacity carry through in the full model.  Class-action lawsuits have a much stronger 

effect on CLO standing, with log-odds ratios of 1.857 and 2.116.  Translated to odds ratios, this means 

that a CLO is 6 times in a between-firms comparison, and 8 times as likely within-firms, to be in the top 5 

by total pay in lawsuit years.  CEO JD training in lawsuit years has only a 10% significant effect with log-

odds of 2.177 between firms, and no significance in a within-firms comparison.  These findings reduce 

support for (H1) and the value of the CLO as a legal expert, and provide support for (H2, H3), that the 

CLO derives his value from helping the firm resolve the principal-agent problem.  

 

Opaque firms have higher CLO standing with a log-odds ratio of .886 in a within-firms 

comparison significant at 10%, as does the presence of insiders on the board with log-odds of 5.575.5  

The interaction of Tobin’s Q, a measure of the market’s perception of firm prospects, with opacity and 

insiders is also consistent with (H2/H3) and the principal-agent problem.  Opaque firms with high Q have 

significantly reduced likelihood of high CLO standing with log-odds of -.488 in a within-firms comparison.  

High-Q firms with insiders on the board have a similarly significant effect both between- and within-

firms with log-odds of -4.020 and -4.814 respectively.  Furthermore, the interaction of board insiders 

with lawsuits also reduces the likelihood of high CLO standing with log-odds ratios of -15.263 and -

15.991 between- and within-firms respectively. 

 

Table 7 considers a critical component of overall pay, that of total performance-sensitive wealth 

as in Edmans, Gabaix, and Landier (2009).6  Since officer performance-sensitive wealth (PPS) is a 

continuous variable, this table reports panel OLS results.  Lawsuits increase CLO PPS by $11 million in a 

within-firms comparison and by $8.833 million between-firms.  Since these are securities class-action 

suits, it is also unsurprising that the reduce CFO PPS by comparable magnitudes, $9.234 million and 

$9.189 million respectively.  A CEO JD in lawsuit years reduces CLO PPS with 10% significance by 3.642 

million in a between-firms comparison, but has no effect otherwise.   

                                                           
5 Odds ratio magnitudes for % insiders on the board are quite large because they effectively compare boards of 0 
and 100% insiders, neither of which are likely to obtain. 
6 Unlike the officer standing variable used in the previous tables, performance-sensitive wealth and other 
compensation data are available only for officers with high standing, ie. those that are in the top 5 positions 
reported in 10-K filings.  
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Opaque firms in lawsuit years increase CLO PPS by $4.971 million per unit of the opacity index in 

a within-firms comparison, significant at 10%, and $3.630 million in a between-firms comparison with 

5% significance.  Insider board membership in lawsuit years reduces CLO PPS significantly both within- 

and between-firms, though the coefficients are again overstated due to the effective comparison of 

moving from a 0% to 100% insider board.  High-Q firms do not have significant opacity or insider board 

membership effects on CLO PPS, affecting only CLO standing in our data. 

 

E. Discussion 

 

1. Compensation in Response to Lawsuits 

 

Our results in Table 2 find that CEO compensation declines as a result of a lawsuit against the firm. As 

lawsuits create considerable exposure, this is consistent with findings that market forces, at least 

partially, account for CEO compensation changes (Frydman and Jenter, 2010).  However, in Table 2 we 

also uncover two findings about CLO pay when the shock of a lawsuit is applied.  The CLO pay is not 

diminished when the firm is sued and CLO compensation increases relative to the other top-five paid 

executives of the firm.  Interpreting these two findings together implies that the CLO is treated 

differently than c-suite peers when the firm is facing a lawsuit.  This may imply recognition that the CLO 

plays a valued role in the defense of litigation.  Once a major lawsuit occurs, such as a securities class 

action, the importance of the CLO increases relative to other executive positions.7  However, firms do 

not seem to promote the CLO in anticipation of a lawsuit. 

 

Our results in Table 2 provide initial evidence of the impact of a lawyer-CEO on CLO 

compensation.  We find that any increase in CLO relative compensation when a lawsuit is filed is heavily 

offset when the firm has a lawyer-CEO.  This finding, at least initially, supports the skill-substitution 

hypothesis posited in H1. A lawyer-CEO would not only possess the business knowledge to lead but also 

have the legal knowledge of the CLO, and be a valuable asset (Bird, 2011).  As a result, the CLO’s 

knowledge would be less valuable when a lawsuit is filed because it is already in the CEO’s skill set.  The 

                                                           
7 Unreported findings support a claim of causality: lagged CLO importance does not predict securities class action 
lawsuits, but a securities class action lawsuit does predict CLO importance.   
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CLO’s compensation would therefore mimic other executives when a lawsuit is filed.  This finding 

supports the notion that value of the CLO lies mainly in her specialized legal training. 

 

These findings do not remain, however, when controlling for additional firm characteristics.  

Table 6 reports that, when controlling for both number of insider directors and opacity, most of the 

compensation effect of the lawyer-CEO disappears.  CLO relative compensation increases when a lawsuit 

is filed regardless of the chief executive’s legal background.  This reinforces H2 and H3, whereby the 

value of the CLO lies not simply in his legal training but in the monitoring function for the firm.  This 

evidence supports the work of Bainbridge (2012) and others who conclude that lawyers, who pre-

Sarbanes Oxley typically saw themselves only as advocates and advisors, now play a reputational 

intermediary role similar to that of a monitor.  The value of the CLO lies in her role as an internal 

monitor, positioned to, for example, act as a gatekeeper to prevent the consummation of a transaction 

or to preserve value when the firm is under legal stress.8  The increase in relative compensation only 

after a lawsuit is filed implies that a CLO’s monitoring value is best recognized ex post when a securities 

class action sends a strong public signal that the firm sued necessitates scrutinizing that an internal 

monitor like the CLO can provide. 

 

2. Opacity 

 

In Table 4, we find that high opacity firms are unconditionally associated with a higher relative 

compensation standing for the CLO.  While transparency is perceived to have a positive impact (Duchin 

et. al., 2010; Aboody and Kasnik, 2000), opacity can be used by some firms to increase firm value 

through strategic behavior such as tax avoidance (Kerr, 2013) or the capturing of privately-informed 

trading by institutional investors (Maffett, 2012). 

 

In high opacity environments, shareholders are not fully informed of the intentions of their 

managers.  The importance of the CLO increases to compensate for this lack of information, thereby 

alleviating the principal-agent problem that arises from opaque firm environments.  The CLO is valued 

for her ability to monitor the conduct of firm agents when the ability of the principals to do the 

monitoring is impaired. 
                                                           
8 Bainbridge (2012) cites SEC v. National Student Marketing (1978) as an example, whereby attorneys to a merger 
agreement learned of serious problems with their client’s financial statements but nonetheless issued the 
necessary opinion letter and did not otherwise object to the transaction going forward. 
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When we consider opacity findings in our full model in Table 6, a more nuanced picture 

emerges.  Table 6 reveals that opaque firms retain CLO’s with lower relative compensation when the 

firm’s Tobin’s Q is high.  This implies that opacity has a shielding effect when firm performance is strong.  

This effect may have two origins.  From the shareholder perspective, principals may not feel a pressing 

need to monitor their agents because the firm is performing well.  From the managers perspective, c-

suite executives may not as strongly perceive the need for internal monitoring, or do not want to disturb 

managerial activity with potentially disruptive monitoring, in times of strong firm performance. 

 

These findings reveal a multi-faceted view of firm opacity.  First, our findings reinforce Kerr 

(2013) and Maffet (2012) that firms may use opacity to achieve strategic ends under certain conditions.  

They also support that certain investors can benefit from opacity, such as those engaged in private 

information gathering (Diamond, 1985). Firms utilizing opacity as a strategic tool increase relative pay of 

the CLO as compensation for principal-agent problem.  The CLO acts as a kind of insurance policy against 

weak monitoring by the principal. 

 

Second, firms can also grow opaque due to insufficient scrutiny, but only under certain 

conditions.  In low Tobin’s Q firms, management cannot neglect the CLO because management will be 

under substantial scrutiny from shareholders for their weak performance.  The CLO cannot be devalued 

in opaque and weak Tobin’s Q environments without negative consequences from the market.  

Managers in high Tobin’s Q firms, by contrast, may not be subject to such scrutiny from their principals 

because managers are performing well for the shareholders.  Thus, in high Q firms opaque practices may 

be allowed to develop unchecked, and the CLO also relegated to lower compensation, without sanction 

from shareholders. 

 

The decision to reduce CLO pay in this environment may arise from two sources.  First, 

managers can exploit opacity and performance to deliberately devalue the CLO in an opaque 

environment in order to extract rents from the firm.  This is a classic example of the principal-agent 

problem and highlights the CLO’s role in alleviating its effects (Coffee, 2006; Jensen and Meckling, 1976).  

Second, managers can neglect CLO compensation and her associated importance through executive 

overconfidence or hubris.  This is not necessarily an agency problem, as even erroneously overconfident 

CEO’s genuinely believe they are creating firm value (Roll, 1986).  Executives flush with the aura of 
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success may become overconfident in their decision-making that exposes the firm to excessive risk 

(Gervais, Heaton, and Odean, 2011).  Such overconfidence undervalues or ignores risks and protections 

that arise from monitoring by a strong CLO.  Under either scenario, whether through active deception or 

negligent overconfidence, the CLO in opaque environments remains a backstop of monitoring against 

managerial excess. 

 

3. Corporate Governance 

 

Table 3 reports our results regarding the impact of corporate governance, as measured through the 

number of insider directors.  Controlling for composition of the board of directors, the filing of a lawsuit 

increases the standing of the CLO by the same magnitudes reported in Table 2.  The presence of insiders 

on the board, therefore, has no effect on the standing of the CLO by itself. 

 

Insiders are reported to be potentially conflicting in their incentives because of their lack of 

independence from the CEO (e.g. Armstrong, Guay & Weber, 2010).  Insider board of directors could use 

their influence over management to deemphasize the importance and influence in the CEO in order to 

obtain personal gain.  However, the CLO, who holds a monitoring function in the firm that could prevent 

such rent-seeking, is not negatively influenced by the presence of an insider board. 

 

These findings, therefore, reinforce the notion that insider directors may not always be less 

effective or exploitative monitors.   Insider directors, who may also be internal managers, have 

specialized knowledge about the firm.  That specialized knowledge may improve decision making but 

also help educate outside directors on firm activities (Fama and Jensen, 1983).  This specialized 

knowledge may translate into effective monitoring of the firm (Chen, Cussatt, and Gunny, 2012) and 

management friendly boards with specialized knowledge may be better advisers of firm activities 

(Adams & Ferreira, 2007).  They may also be less effective than outside directors at earnings 

manipulation because those that are also internal managers may be dependent on the CEO for 

compensation and employment. 

 

The effect of insider board members, however, does have an impact on CLO compensation 

when the firm is perceived as high performing in the market.  When Tobin’s Q is high in the preceding 
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year, the presence of insiders significantly reduces the relative compensation of the CLO. This is a similar 

finding to the earlier-described effect of opacity in high Tobin’s Q environments on CLO compensation. 

 

Insiders may use the firm’s success to their own advantage.  Insiders may exploit their close 

relationship with management for personal gain, knowing that shareholders will not overly scrutinize a 

perceived successful firm.  Such exploitation may require marginalization of the important monitor of 

the firm – the CLO.  Insiders may also be indirectly subject to hubris or overconfidence through the 

optimistic attitude of the CEO, who may hold sway over insider-dominated boards through the aura of 

his performance (Banerjee, Humphery-Jenner and Nanda, 2013).  An independent board comprised of 

outside directors may be better able to constrain CEOs from making mistakes in company acquisitions 

(Kolaskinski and Li, 2013).  Like the results related to opacity, these findings reinforce the importance of 

the CLO as an effective monitor of management activity on behalf of shareholders. 

 

4. Turnover 

 

Our results also report on executive turnover.  Considering turnover separately from other 

characteristics, in Table 5, Panel A we report the impact of turnover on executive standing after a 

lawsuit is filed.  We find that CEO turnover increases the relative compensation of the CLO and CFO. We 

also find that CFO turnover increases the relative compensation of the CLO.  The effect does not occur, 

however, when the CLO departs.  CLO turnover does not impact the relative compensation of the CEO or 

CFO. 

 

These results could be interpreted as a disciplinary action that shifts compensation away from 

the successor CEO to other executives as a result of a “clean slate” that the board of directors has with 

the next chief executive.  However, according to Graefe-Anderson (2009) and others (Murphy and 

Zábojník, 2007), incoming CEOs are paid more, or at least not less, than the CEOs they replace. 

 

The results may evidence a desire by the Board of Directors to purchase a more competent, and 

thus more expensive, CEO to manage the challenges arising from a class action and to clean up the 

misdeeds of her predecessor.  The new CEO may wish to bring on, and the board may relent in the 

request, a new and higher paid executive team to resolve the lingering problems that the securities class 

action lawsuit has exposed.  These results most strongly support the notion that the value of individual 
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members of a management team is supported by the value of executives that surround them (Fee and 

Hadlock, 2004). Interestingly, CLO turnover does not generate this network effect on the relative 

standing of other executives.  This implies that an incoming CLO does not command the hiring of a 

surrounding executive team.  This also implies that the CLO’s performance is perceived as relatively 

independent from other members of the executive suite.  

 

These results are further reinforced in Table 5, Panel B, where we report the effects of lagged 

turnover on contemporaneous turnover.  In years after a securities class action lawsuit is filed, the 

likelihood of CEO turnover doubles and CFO turnover likelihood is 1.5 times as likely to occur.  This 

finding reinforces the disciplinary hypothesis that executives will be punished through their departure 

when the firm reveals substandard performance (Fama, 1980). 

 

However, our findings also show that the CLO turnover rate is not affected by the filing of class 

action lawsuits.  This finding implies that the CLO is not perceived as an ex ante check against financial 

mismanagement that would generate such litigation.  The CLO and her law department are not in a 

position to maintain a complete check on conduct that presages unwanted securities litigation. Rather, 

the value of the CLO is revealed ex post in defending against the consequences of possible 

mismanagement arising through litigation.  The CLO’s stable turnover rate may also imply that the CLO’s 

firm-specific knowledge is a valued asset in times of legal stress and helps the firm resolve conflict and 

isolate wrongdoing by others.  This supports our findings in Figure 1 showing that, while the CLO’s 

impact on firm value is relatively lower in non-lawsuit years, the CLO’s impact on firm value increases 

substantially when the firm is sued. 

 

Our findings also report on the impact of turnover on other officers.  Whereas CEO and CFO 

turnover each impact the turnover of other executives, CLO turnover does not have a similar impact.  

This contradicts the hypothesized signaling effect of a CLO withdrawal, whereby a resigning top lawyer 

in an organization signals to the market an elevated likelihood of corporate governance problems 

(Delman and Bruno, 2012; DeMott, 2005).  This finding also reinforces that the network effect of 

executive performance (and malfeasance) does not appear to impact the CLO.  Conversely, the 

departure of the CLO does not have a displacement effect on other officers in the executive suite.  It 

remains to be seen to what extent CLO turnover, if any, generates an internal or external response by 

stakeholders. 
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5. Performance Sensitive Compensation 

 

Our results in Table 7 further support the notion that the CLO is treated differently than her executive 

peers when legal improprieties such as a class action are experienced by the firm.  Once a lawsuit is 

filed, the performance sensitive wealth of the CFO declines by approximately $9 million for between-

firm and within-firm comparisons.  This finding aligns with the notion that CFO is in a position to 

significantly influence the financial results that are reported to regulatory authorities and investors 

(Geiger and North, 2006).  CFOs are now obligated to personally certify the accuracy of their firm’s 

external reporting pursuant to the Sarbanes-Oxley Act of 2002 (Geiger and Taylor, 2003).  The 

responsibility of financially-related improprieties rests even more firmly with the CFO, and attendant 

performance based compensation declines can serve as a deterrent to improper conduct when a class 

action lawsuit is filed (Collins, Reitenga, and Sanchez, 2008).  

 

By contrast, performance sensitive wealth of the CLO increases after a securities class action 

lawsuit is filed by $8.5 million in a between-firms comparison and $11 million in a within-firms 

comparison.  The CLO is not perceived as the source of the financial mismanagement.  Again, the CLO is 

valued for her ex post role in managing litigation once it has arisen.  This recognizes the importance of 

the CLO when firm is under stress.  The CLO assesses the risk of litigation, evaluates the acceptable cost 

of a negotiated settlement, and supervises the management of outside counsel in making strategic 

decisions related to the lawsuit (Heavin and Keet, 2013). 

 

Table 7 also shows that, when the firm is sued, opaque firms increase their pay of performance-

sensitive wealth, though not total compensation, to CLOs. This finding aligns with theory from Jin and 

Myers (2006) who show that managers of opaque firms participate more fully in the firm’s risky 

outcomes.  Such managers can receive benefits in good times, but must also take less when firm 

performance flags, or else earnings patterns would reveal wrongdoing all at once and cause the firm to 

deliver large negative returns at one time.  The CLO, for whom a key role is to preserve value from 

external legal shocks, receives increased performance-based compensation to show firm dedication to 

addressing improprieties. The performance-compensation signal may be especially important when 

other signals of financial management are less forthcoming from opaque enterprises.  A positive 

connection between firm opacity and performance-sensitive compensation is empirically found by 
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Ferreira, Laux, and Markarian (2010), who calculate such compensation using the top five executives of 

the firm and an aggregate measure that sums across the firm’s top five executives. 

 

 

Conclusion 

In an environment of increasing regulation, the role of the CLO has become increasingly important to 

the firm.   Firm BHARs, which increase when the CLO is one of the highest paid executives, highlight this 

value in our study.  Over a 24-month horizon, firms with highly paid CLOs realize a 1% abnormal return 

unconditionally, and 3.8% abnormal return in the subsample of firms targeted by shareholder class 

action suits. While the CLO has numerous tasks to perform, prior research shows that CLO activity in the 

executive suite creates value in two broad ways:  First, the CLO serves as a resource of legal expertise 

valuable for compliance and navigating relevant laws and regulations in various jurisdictions.  Second, 

the CLO also serves as an internal monitor for corporate wrongdoing that acts as a gatekeeper 

protecting the firm from legal risk.   

 

Our findings point to the conclusion that CLO value is primarily driven by their internal 

monitoring function.   When the CLO’s legal expertise becomes substitutable in the form of a lawyer-

CEO, one would expect the CLO’s now somewhat redundant skill set to decline in value.  However, when 

we control for opacity and number of insider directors, the CLO’s compensation does not substantively 

change.  This implies that the CLO retains his value even when another executive has similar skills, again 

lending credence to the internal monitoring role as the important CLO function. 

 

The increased compensation of the CLO under opacity highlights the added importance of the 

monitoring function.  With the tendency for managers from legal backgrounds to guide expectations 

downward and reflect greater sensitivity to litigation risk (Bamber, Jang, and Wang, 2010), the 

conservative monitoring role of the CLO is particularly necessary when shareholders cannot easily 

monitor internal firm activity. Managerial confidence generated in high Q firms, however, can override 

this monitoring because of a belief that decisions made by executives with prior successful records, in 

spite of counsel admonition, will be best for the firm in the future.  This supports the literature finding 

that overconfident managers can expose the firm to unnecessary risk (Gervais, Heaton, and Odean, 

2011). 
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An increased number of insider board members does not impact CLO standing.  While insiders 

are believed to have potentially conflicting incentives because of lack of independence (e.g. Armstrong, 

Guay & Weber, 2010), insiders also have beneficial specialized knowledge (Fama and Jensen, 1983).  The 

lack of change in CLO standing supports the notion that the specialized knowledge that insiders possess 

may improve, or at least not deter, effective internal mentoring over and above any conflicting 

incentives to act in their own interests (Chen, Cussatt, and Gunny, 2012).   In successful firms where 

Tobin’s Q is high, however, hubris might override monitoring interests and devalue the CLO’s monitoring 

function 

 

The monitoring role also appears to predominate when considering executive turnover and 

performance sensitive compensation.  CEO and CFO turnover rates impacting the CLO support the 

network effect that individual value is influenced by the value of the executives around him (Efendi et 

al., 2013; Fee and Hadlock, 2004).  Otherwise, CLO turnover remained relatively stable, not significantly 

changing when a class action lawsuit was filed.  This challenges hypothesized conduct of the CLO as an 

executive who will leave the firm as a signal of wrongdoing to the market (Delman and Bruno, 2012; 

DeMott, 2005).  This also supports the CLO’s role as an ex post protector of firm value from litigation 

(McNeece, 2012), perhaps benefiting from firm specific experience that would not be easily 

substitutable with a replacement.  Performance-sensitive CLO compensation increases when a lawsuit is 

filed, further reinforcing the CLO’s perceived value as a protector of firm value (Heavin and Keet, 2013).  

Increased performance-sensitive compensation under opacity supports other work that finds a similar 

connection to top firm executives (Ferreira, Laux, and Markarian, 2010). 

 

Given the importance of the CLO’s role as an internal monitor, it becomes important to further examine 

to what extent the CLO can alleviate pressing principal agent problems in the firm.  For example, the 

Sarbanes-Oxley Act of 2002 had a significant regulatory impact on financial reporting.  Indjejikian and 

Matejka (2009), for example, found that public firms reduced their performance-based incentives 

following the passage of SOX.  In addition, after the passage of SOX, CFO’s experienced higher turnover 

and lower compensation in firms with weak internal controls (Wang, 2010).  The impact of the passage 

of SOX on the CLO compensation and other attributes, an executive with substantial fiduciary 

responsibilities, remains insufficiently addressed.  Similar work can be done regarding the Dodd-Frank 

Act and related legislation (Dunning, 2010).   
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In addition, it is also necessary to further examine to what extent and under what conditions the CLO is 

vulnerable to problematic principal-agent behavior.  Further research could examine to what extent 

legal standards and other professional bonding costs restrain the CLO from rent seeking behavior.  In 

addition, further work can explore to what extent CLOs are subject to the managerial power expressed 

by Bebchuk, Fried and Walker (2002), Frydman and Jenter (2010), and others. If the managerial power 

effect has the ability impacts the CLO’s monitoring role, it increases the support for CLO-focused reform.  

One such proposal is that the CLO should be under the supervision and control of independent directors 

or someone other than senior management, and in particular the CEO (Kim, 2005).  This would arguably 

better preserve the general counsel’s monitoring functions and shield counsel from undue influence 

(Kim, 2005), but could also undermine trust and confidence that builds between members of the senior 

management team (Hamermesh, 2012).  Further research is necessary to illuminate the relative impact 

of the managerial power or optimal contracting hypothesis on the CLO. 
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Figure 1: Firm BHARs by officer position in total compensation top 5 in sample firms
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Figure 2: Firm BHARs by officer position in total compensation top 5 in sued firms 
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Figure 3: Firm BHARs by officer position in total compensation top 5 in unsued firms 

 
 

 
 
 

-0.01

0

0.01

0.02

0.03

0.04

0.05

0.06

1 2 3 4 5 6 7 8 9 10 11 12 24

4
-F

ac
to

r 
B

H
A

R
s

Months

Panel A: CLO

CLO_Top5=0 CLO_Top5=1
CLO_Top5: 1-0

-0.01

0

0.01

0.02

0.03

0.04

0.05

0.06

1 2 3 4 5 6 7 8 9 10 11 12 24

4
-F

ac
to

r 
B

H
A

R
s

Months

Panel B: CFO

CFO_Top5=0 CFO_Top5=1

CFO_Top5: 1-0



42 
 

 
 
 
 

 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 

0

5

10

15

20

25

30

35

40

45

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Figure 4: Securites class action lawsuits per year

Suits



43 
 

 
 
 
   

0

0.2

0.4

0.6

0.8

1

1.2

1.4

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

Figure 5
Percentage of Firms with Officers with Top 5 Pay

(Standardized by base year 2000)

Percentage of CLOs in top 5

Percentage of CFOs in top 5



44 
 

Table 1: Summary Statistics 

Compensation variables are constructed from Execucomp data, firm characteristics are from 

Compustat, analyst data is from I/B/E/S, and class-action lawsuit data is from the Stanford 

University Law School Securities Class Action Clearinghouse. Performance-sensitive wealth (PPS) 

is in $millions, historical volatility is standardized, and the opacity factor is in arbitrary 

units. Discretionary accruals, Amihud measure, leverage, ROA, OCF/AT, FCF/AT, CAPX/SALES, and Q 

are ratios. CLO Top 5 (TOT), CFO Top 5 (TOT), CEO Turn, CLO Turn, and CFO Turn are all binary 

variables.  The sample period is 2000 to 2010 with annual firm observations. 

 

         Variable        N      Mean     SD       P25     Median    P75      Min      Max                                                                                                   

            Suits      4316     0.06     0.25     0.00     0.00     0.00     0.00     3.00 

        CLO Top 5      4316     0.36     0.48     0.00     0.00     1.00     0.00     1.00   

        CFO Top 5      4316     0.84     0.37     1.00     1.00     1.00     0.00     1.00 

          CEO PPS      4252   245.51  1879.91    22.58    48.85   110.46     0.00 99823.64   

          CLO PPS      1974     9.61    14.71     1.53     5.19    11.77     0.00   282.35   

          CFO PPS      3523    18.50    76.53     3.75     8.60    19.45     0.00  3075.99   

           CEO JD      4316     0.11     0.31     0.00     0.00     0.00     0.00     1.00   

     % Inside Dir      3455     0.14     0.08     0.09     0.11     0.18     0.00     0.71   

         CEO Turn      3873     0.13     0.34     0.00     0.00     0.00     0.00     1.00   

         CLO Turn      3873     0.12     0.32     0.00     0.00     0.00     0.00     1.00   

         CFO Turn      3873     0.18     0.38     0.00     0.00     0.00     0.00     1.00   

         Firm Age      4244    23.70     5.19    21.00    24.00    27.00     3.00    32.00   

    TA (CPI 2000)      4244    44204   140000     3856    11064    27733      241  1820000   

       B-A Spread      4226     0.00     0.01     0.00     0.00     0.00     0.00     0.03   

       Hist. Vol.      4243     0.39     0.22     0.24     0.34     0.47     0.13     1.46   

   Disc. Accruals      3473     0.00     0.09    -0.03     0.00     0.03    -0.38     0.35   

     Amihud Ratio      4244     0.00     0.00     0.00     0.00     0.00     0.00     0.05   

   Opacity factor      3465    -0.00     0.95    -0.00     0.27     0.38   -12.47     0.45   

         Leverage      4197     0.14     0.12     0.05     0.11     0.21     0.00     0.55   

              ROA      4205     0.05     0.08     0.01     0.04     0.08    -0.43     0.28   

           OCF/AT      4184     0.13     0.08     0.08     0.13     0.18    -0.09     0.40   

           FCF/AT      3824     0.05     0.06     0.01     0.04     0.08    -0.19     0.24   

       CAPX/SALES      4036     0.07     0.08     0.02     0.04     0.07     0.00     0.51   

                Q      4202     1.94     1.31     1.16     1.48     2.16     0.82    10.15   
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Table 2: Officer compensation with substitutable skills 
 

This table summarizes the effects of CEO’s substitutable legal skill on officers’ standing among the top five 

officers by total compensation.  The demand shock for the CLO’s services is the number of class-action lawsuits 

filed against the firm each year (Suits), and the experimental variable is the indicator for the CEO’s legal 

training, (CEO JD).  Firm-specific effects are TA, log-transformed inflation-adjusted size, ROA, OCF/AT, 

CAPX/SALES, and Q.  Regressions include year dummies, firm fixed effects (FE) or random effects (RE) and 

standard errors clustered by firm.  Errors reported in parentheses. The sample period is 2000 to 2010 with 
annual firm observations. 
 

                        CLO TOP 5 RE    CFO TOP 5 RE     CLO TOP 5 FE    CFO TOP 5 FE    

Suits                       0.870**        -0.411           0.991***       -0.526    

                          (0.341)         (0.381)         (0.341)         (0.411)    

CEO JD                     -0.271          -0.099          -0.281           0.045    

                          (0.338)         (0.338)         (0.369)         (0.400)    

Suits*JD                   -2.355***       -0.215          -2.299***       -0.341    

                          (0.875)         (0.611)         (0.836)         (0.658)    

CEO JD*Q[t-1]               0.034           0.006           0.085           0.111    

                          (0.171)         (0.145)         (0.193)         (0.156)    

Suits*Q[t-1]               -0.193           0.259          -0.244*          0.254    

                          (0.140)         (0.163)         (0.140)         (0.180)    

TA                         -0.259***       -0.519***       -0.367***       -0.908*** 

                          (0.072)         (0.070)         (0.108)         (0.145)    

Leverage [t-1]             -0.683           2.059***       -2.922***        2.349**  

                          (0.706)         (0.769)         (0.870)         (1.142)    

ROA [t-1]                  -1.240           0.516          -1.491*          0.096    

                          (0.869)         (1.124)         (0.874)         (1.196)    

OCF/AT [t-1]                0.920          -4.016**         0.892          -3.049    

                          (1.654)         (1.846)         (1.908)         (2.441)    

FCF/AT [t-1]                0.495           5.131**         0.341           6.290**  

                          (1.877)         (2.194)         (2.069)         (2.814)    

CAPX/SALES [t-1]            2.494**         2.313*          0.432           1.931    

                          (1.181)         (1.344)         (1.458)         (2.255)    

Q [t-1]                    -0.044          -0.066           0.051          -0.090    

                          (0.067)         (0.065)         (0.075)         (0.078)    

Constant                    1.315**         6.547***                                 

                          (0.663)         (0.689)                                    

N                            3817            3817            2705            2244    

Random / Fixed Effects Logistic regressions, year dummies 

* p<0.10, ** p<0.05, *** p<0.01 
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Table 3: Officer compensation with inside directors 
 

This table summarizes the effects of governance quality on officers’ standing among the top five officers by 

total compensation. The demand shock for the CLO’s services is the number of class-action lawsuits filed 

against the firm each year (Suits), and the experimental variable is a proxy for quality of corporate 

governance at the firm, the percentage of inside directors (% Inside Dir).  Firm-specific controls are TA, log-

transformed inflation-adjusted size, ROA, OCF/AT, CAPX/SALES, and Q. Regressions include year dummies, firm 

fixed effects (FE) or random effects (RE) and standard errors clustered by firm. Errors reported in 

parentheses. The sample period is 2000 to 2010 with annual firm observations. 
 

                        CLO TOP 5 RE    CFO TOP 5 RE    CLO TOP 5 FE    CFO TOP 5 FE    

Suits                       0.815*         -0.079           0.881*         -0.318    

                          (0.490)         (0.553)         (0.462)         (0.591)    

% Inside Dir               -1.352          -2.655           0.001          -2.344    

                          (1.877)         (1.614)         (2.067)         (1.982)    

Suits*%Ins Dir             -1.447          -2.422          -0.808          -2.059    

                          (2.873)         (2.663)         (2.834)         (2.763)    

Suits*Q[t-1]               -0.186           0.258          -0.251           0.274    

                          (0.162)         (0.163)         (0.163)         (0.179)    

Q[t-1]*%Ins Dir            -1.906**        -0.148          -1.904**        -0.194    

                          (0.749)         (0.511)         (0.813)         (0.616)    

TA                         -0.146*         -0.528***       -0.293**        -0.908*** 

                          (0.088)         (0.084)         (0.130)         (0.174)    

Leverage [t-1]             -0.685           1.148          -3.372***        1.820    

                          (0.864)         (0.914)         (1.084)         (1.408)    

ROA [t-1]                  -1.566           1.353          -1.668           1.352    

                          (1.131)         (1.357)         (1.203)         (1.501)    

OCF/AT [t-1]                0.769          -4.690**        -0.050          -3.657    

                          (1.989)         (2.135)         (2.376)         (2.897)    

FCF/AT [t-1]                0.496           4.031           0.817           5.201    

                          (2.289)         (2.549)         (2.608)         (3.420)    

CAPX/SALES [t-1]            3.677***        2.809*          2.971*          1.650    

                          (1.347)         (1.568)         (1.721)         (2.712)    

Q [t-1]                     0.344**        -0.038           0.471***       -0.047    

                          (0.141)         (0.126)         (0.157)         (0.151)    

Constant                    0.099           7.457***                                 

                          (0.826)         (0.868)                                    

N                            3075            3075            2124            1760    

Random / Fixed Effects Logistic regressions, year dummies 

* p<0.10, ** p<0.05, *** p<0.01 
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Table 4: Officer compensation with firm opacity 
 

This table summarizes the effects of firm opacity on officers’standing among the top five officers by total 

compensation. The demand shock for the CLO’s services is the number of class-action lawsuits filed against the 

firm each year (Suits), and the experimental variable is the greatest principal factor from several variables 

proxying for firm opacity (Opacity) following the approach of Karpoff, Lee and Masulis (2013): firm size, size-

squared, age, bid-ask spread, historical volatility, discretionary accruals, and Amihud ratio from the 

preceding year.  Firm-specific controls are TA, log-transformed inflation-adjusted size, ROA, OCF/AT, 

CAPX/SALES, and Q.Regressions include year dummies, firm fixed effects (FE) or random effects (RE) and standard 

errors clustered by firm.Errors reported in parentheses. The sample period is 2000 to 2010 with annual firm 
observations. 

 

                       CLO TOP 5 RE     CFO TOP 5 RE    CLO TOP 5 FE    CFO TOP 5 FE       

Suits                       0.257          -1.268*          0.369          -1.432*   

                          (0.477)         (0.723)         (0.486)         (0.854)    

Firm Opacity[t-1]           0.589**        -0.170           1.010***       -0.170    

                          (0.240)         (0.197)         (0.333)         (0.248)    

Suits*Opac[t-1]             0.131          -0.096           0.143          -0.125    

                          (0.283)         (0.264)         (0.348)         (0.273)    

Suits*Q[t-1]               -0.004           0.564*         -0.056           0.527    

                          (0.185)         (0.336)         (0.199)         (0.414)    

Q[t-1]*Opac[t-1]           -0.288*          0.167          -0.548**         0.068    

                          (0.148)         (0.121)         (0.214)         (0.178)    

TA                         -0.368***       -0.291**        -0.804***       -0.023    

                          (0.137)         (0.126)         (0.241)         (0.319)    

Leverage [t-1]              0.475           3.033***       -1.909*          3.400**  

                          (0.927)         (1.075)         (1.143)         (1.683)    

ROA [t-1]                  -0.729           0.466          -0.898           0.117    

                          (0.978)         (1.295)         (0.971)         (1.404)    

OCF/AT [t-1]                0.758          -2.145           0.603          -2.752    

                          (2.034)         (2.272)         (2.389)         (2.963)    

FCF/AT [t-1]                1.935           3.949           1.263           5.098    

                          (2.275)         (2.651)         (2.537)         (3.405)    

CAPX/SALES [t-1]            4.366***        0.981           2.319          -1.696    

                          (1.445)         (1.596)         (1.782)         (2.726)    

Q [t-1]                    -0.036          -0.007           0.098           0.024    

                          (0.091)         (0.085)         (0.110)         (0.102)    

Constant                    1.529           5.469***                                 

                          (1.036)         (1.005)                                    

N                            2921            2921            1896            1448    

Random / Fixed Effects Logistic regressions, year dummies 

* p<0.10, ** p<0.05, *** p<0.01 
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Table 5: CEO and CLO compensation with turnover 
 

This table summarizes the effects of lagged officer turnover on current standing in the top five officers by 

total pay and on current turnover.  The demand shock for the CLO’s services is the number of class-action 

lawsuits filed against the firm each year (Suits), and the experimental variables are indicators of officer 

turnover in the previous year (CEO Turnover[t-1], CLO Turnover[t-1]).  Firm-specific controls are TA, log-

transformed inflation-adjusted size, ROA, OCF/AT, CAPX/SALES, and Q. Regressions include year dummies, firm 

fixed effects (FE) or random effects (RE) and standard errors clustered by firm. Errors reported in 

parentheses. The sample period is 2000 to 2010 with annual firm observations. 
 

Panel A: Turnover Compensation Top5 

                       CLO TOP 5 RE     CFO TOP 5 RE    CLO TOP 5 FE    CFO TOP 5 FE      

Suits                       0.276          -0.080           0.341*          0.055    

                          (0.193)         (0.228)         (0.193)         (0.235)    

CEO Turn[t-1]               0.325**         0.424**         0.313*          0.417**  

                          (0.166)         (0.212)         (0.166)         (0.212)    

CFO Turn[t-1]               0.320**                         0.314**                  

                          (0.142)                         (0.142)                    

CLO Turn[t-1]                               0.219                           0.223    

                                          (0.228)                         (0.237)    

CEO&CFO Turn[t-1]          -0.293                          -0.326                    

                          (0.327)                         (0.329)                    

CEO&CLO Turn[t-1]                          -0.676                          -0.582    

                                          (0.467)                         (0.471)    

Constant                   -0.945***        3.839***                                 

                          (0.198)         (0.310)                                    

N                            3375            3375            2123            1656    

Logistic regressions, year dummies 

* p<0.10, ** p<0.05, *** p<0.01 

 

Panel B: Turnover on Lag Turnover 

                           CEO FE          CFO FE          CLO FE          CEO RE          CFO RE          CLO RE    

Suits                       0.853***        0.411**         0.099           0.739***        0.494***        0.206    

                          (0.179)         (0.170)         (0.204)         (0.156)         (0.149)         (0.185)    

Suits[t-1]                  0.412**         0.200           0.028           0.260           0.232           0.092    

                          (0.203)         (0.178)         (0.207)         (0.181)         (0.161)         (0.192)    

CEO Turn[t-1]                               0.267**         0.183                           0.467***        0.341**  

                                          (0.128)         (0.150)                         (0.123)         (0.144)    

CFO Turn[t-1]               0.140                           0.249*          0.264**                         0.370*** 

                          (0.136)                         (0.139)         (0.131)                         (0.131)    

CLO Turn[t-1]               0.031          -0.178                           0.238          -0.017                    

                          (0.158)         (0.148)                         (0.152)         (0.141)                    

CLO T5[t-1]                -0.365**         0.053                          -0.188           0.068                    

                          (0.153)         (0.132)                         (0.115)         (0.096)                    

CFO T5[t-1]                -0.380**                         0.301          -0.403***                        0.345**  

                          (0.165)                         (0.192)         (0.136)                         (0.163)    

Constant                                                                   -2.101***       -1.569***       -2.521*** 

                                                                          (0.247)         (0.153)         (0.244)    

R-squared                                                                                                            

N                            2476            2830            2320            3375            3375            3375    

Random / Fixed Effects Logistic regressions, year dummies 

* p<0.10, ** p<0.05, *** p<0.01 
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Table 6: Officer compensation with all effects 
 

This table summarizes the combined effects of substitutable skill, firm opacity and firm governance on 

officers’ standing among the top five officers by total compensation. The demand shock for the CLO’s services 

is the number of class-action lawsuits filed against the firm each year (Suits), and the experimental variables 

are the indicator of CEO legal training (CEO JD), firm governance proxy of fraction of insiders on the board (% 

Inside Dir), and the greatest principal factor from several variables proxying for firm opacity (Opacity): firm 

size, size-squared, age, bid-ask spread, historical volatility, discretionary accruals, and Amihud ratio from 

the preceding year.  Firm-specific controls are TA, log-transformed inflation-adjusted size, ROA, OCF/AT, 

CAPX/SALES, and Q. Regressions include year dummies, firm fixed effects (FE) or random effects (RE) and 

standard errors clustered by firm. Errors reported in parentheses. The sample period is 2000 to 2010 with 
annual firm observations.  

 

                       CLO TOP 5 RE     CFO TOP 5 RE    CLO TOP 5 FE    CFO TOP 5 FE       

Suits                       1.857**        -0.529           2.116**        -0.694    

                          (0.927)         (0.944)         (0.941)         (1.171)    

CEO JD                     -0.526           0.206          -1.335           0.181    

                          (0.697)         (0.587)         (0.853)         (0.784)    

Firm Opacity[t-1]           0.466          -0.279           0.886**        -0.617    

                          (0.304)         (0.260)         (0.406)         (0.467)    

% Inside Dir                1.821          -0.429           5.575*          1.330    

                          (2.657)         (2.177)         (2.974)         (2.818)    

Suits*JD                   -2.177*         -0.721          -1.829          -0.893    

                          (1.287)         (0.931)         (1.191)         (1.062)    

CEO JD*Q[t-1]               0.104          -0.226           0.678          -0.059    

                          (0.427)         (0.282)         (0.546)         (0.403)    

Suits*Opac[t-1]             0.129          -0.106           0.232          -0.171    

                          (0.363)         (0.284)         (0.434)         (0.323)    

Suits*Q[t-1]                0.129           0.796**         0.044           0.774    

                          (0.261)         (0.372)         (0.285)         (0.498)    

Q[t-1]*Opac[t-1]           -0.236           0.194          -0.488**         0.222    

                          (0.175)         (0.140)         (0.242)         (0.231)    

Suits*%Ins Dir            -15.263**        -7.372         -15.991**        -8.020    

                          (6.803)         (5.473)         (7.422)         (7.087)    

Q[t-1]*%Ins Dir            -4.020***       -0.649          -4.814***       -1.371    

                          (1.176)         (0.701)         (1.336)         (0.980)    

TA                         -0.234          -0.381***       -0.615**        -0.482    

                          (0.165)         (0.145)         (0.295)         (0.383)    

Leverage [t-1]              0.062           2.259*         -2.355*          2.495    

                          (1.108)         (1.211)         (1.410)         (1.938)    

ROA [t-1]                  -1.355           1.590          -1.167           2.097    

                          (1.265)         (1.550)         (1.311)         (1.754)    

OCF/AT [t-1]                0.959          -2.522           0.090          -2.466    

                          (2.444)         (2.563)         (2.933)         (3.591)    

FCF/AT [t-1]                0.830           1.631           0.801           1.853    

                          (2.802)         (3.026)         (3.218)         (4.178)    

CAPX/SALES [t-1]            4.524***        1.426           2.869          -2.402    

                          (1.657)         (1.793)         (2.073)         (3.232)    

Q [t-1]                     0.570***        0.103           0.895***        0.230    

                          (0.201)         (0.167)         (0.248)         (0.223)    

Constant                    0.010           6.252***                                 

                          (1.309)         (1.218)                                    

N                            2430            2430            1547            1228    

Random / Fixed Effects Logistic regressions, year dummies 

* p<0.10, ** p<0.05, *** p<0.01 
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Table 7: Officer performance-sensitive compensation with all effects 
 

This table summarizes the effects of substitutable skill, firm opacity and firm governance on 

performance-sensitive officer pay (PPS, in millions) calculated following Edmans, Gabaix and 

Landier (2009). The experimental variables are the indicator of CEO legal training (CEO JD), 

governance proxy of fraction of insiders on the board (% Inside Dir), and the greatest principal 

factor from several variables proxying for firm opacity (Opacity): firm size, size-squared, age, 

bid-ask spread, historical volatility, discretionary accruals, and Amihud ratio from the 

preceding year.  Firm-specific controls are TA, log-transformed inflation-adjusted size, ROA, 

OCF/AT, CAPX/SALES, and Q.  Regressions include year dummies, firm fixed effects (FE) or random 

effects (RE) and standard errors clustered by firm. Errors are reported in parentheses.  The 

sample period is 2000 to 2010 with annual firm observations. 

 
                       FE CEO PPS      FE CLO PPS      FE CFO PPS      RE CEO PPS      RE CLO PPS      RE CFO PPS    

Suits                    -338.262          11.043***       -9.234**      -339.636           8.833**        -9.198**  

                        (394.046)         (4.081)         (4.378)       (401.583)         (3.826)         (4.460)    

CEO JD                    219.015           2.971           2.403         238.366           0.469           1.615    

                        (138.497)         (4.362)         (2.363)       (153.382)         (3.403)         (2.321)    

Firm Opacity[t-1]         187.172           0.585           3.376         251.282          -1.429           3.417*   

                        (189.303)         (3.900)         (2.329)       (237.172)         (1.827)         (2.059)    

% Inside Dir              550.671           3.674          -2.569         552.007           8.429           1.947    

                        (890.352)        (20.821)        (18.432)       (853.559)        (17.742)        (15.314)    

Suits*JD                  -56.785          -4.943          13.504*        -56.823          -3.642*         14.113**  

                        (100.158)         (3.157)         (7.087)       (109.230)         (2.071)         (6.794)    

CEO JD*Q[t-1]            -123.840          -0.648          -0.827        -142.579          -0.136          -1.211    

                         (80.131)         (2.622)         (1.526)        (91.801)         (2.071)         (1.458)    

Suits*Opac[t-1]           -16.471           4.971*          2.246         -20.738           3.630**         1.698    

                         (26.673)         (2.611)         (1.470)        (30.737)         (1.817)         (1.302)    

Suits*Q[t-1]               64.037          -1.112           0.666          66.479          -0.515           1.220    

                        (148.727)         (1.497)         (1.275)       (156.570)         (1.390)         (1.392)    

Q[t-1]*Opac[t-1]         -152.064          -3.513          -2.829        -191.937          -0.704          -1.779    

                        (139.431)         (3.798)         (1.844)       (174.008)         (1.271)         (1.201)    

Suits*%Ins Dir           1821.761         -74.365**        44.106        1708.433         -66.864**        32.198    

                       (1254.357)        (28.767)        (27.716)      (1204.293)        (29.079)        (24.449)    

Q[t-1]*%Ins Dir          -304.522          -1.710          -0.488        -190.607          -2.426           2.520    

                        (437.871)        (11.052)         (5.548)       (359.059)         (8.751)         (5.020)    

TA                         23.513           5.445**         6.358          65.626*          3.557***        6.827*** 

                         (36.104)         (2.614)         (4.006)        (37.973)         (0.772)         (1.577)    

Leverage [t-1]           -157.183          -7.088         -17.778*       -232.483*        -11.401**       -21.712*** 

                        (141.618)         (7.380)         (9.430)       (139.136)         (5.801)         (7.196)    

ROA [t-1]                 222.785           4.494           4.647         214.312*          4.101           2.922    

                        (138.167)         (7.842)         (5.953)       (126.620)         (5.974)         (5.591)    

OCF/AT [t-1]            -1108.782**        12.166          -1.283       -1064.791*         14.990          -0.042    

                        (538.876)        (17.120)        (12.254)       (562.224)        (15.794)        (12.056)    

FCF/AT [t-1]             -597.261          -7.076         -18.925        -405.845          -5.261         -10.934    

                        (923.847)        (16.235)        (12.123)       (813.469)        (15.583)         (9.615)    

CAPX/SALES [t-1]         -156.907          -1.920          -3.412        -219.301          -8.731          -9.322    

                        (597.517)         (6.993)         (9.382)       (651.825)         (6.723)         (8.954)    

Q [t-1]                   160.349*          3.315           4.129***      164.173**         1.834           3.603*** 

                         (82.097)         (2.616)         (1.353)        (80.020)         (1.879)         (1.286)    

Constant                  -57.211         -38.556*        -38.024        -398.413         -22.619***      -41.505*** 

                        (275.986)        (20.209)        (30.587)       (270.398)         (6.004)        (11.436)    

R-squared                   0.035           0.169           0.111                                                    

N                            2430            1158            2126            2430            1158            2126    

Fixed/Random Effects, year dummies, robust errors clustered by firm 

* p<0.10, ** p<0.05, *** p<0.01 

 

 


