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		Abstract

		Conventional wisdom suggests that high agency costs explain the (excessive) amounts and (inefficient) forms of CEO compensation.  This paper offers a simple empirical test of this claim and the reform proposals that follow from it, by looking at pay practices in firms under financial distress, where agency costs are dramatically reduced.  When a firm files for Chapter 11 or privately works out its debt with lenders, sophisticated investors consolidate ownership interests into a few large positions replacing diffuse and disinterested shareholders.  These investors, be they banks or vulture investors, effectively control the debtor during the reorganization process.  In addition, all the other players in compensation decisions - boards, courts, and other stakeholders - play a much more active role than for healthy firms.  In other words, agency costs are much lower in Chapter 11 firms.  Accordingly, if pay practices look the same in bankruptcy as they do in healthy firms, we can conclude that either (1) the current practices are efficient, or (2) that proposals to change executive compensation by reducing agency costs are incomplete.  The data support one of these hypotheses: amounts and forms of compensation remain largely unchanged as agency costs are reduced, and look similar to those of healthy firms. 
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