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EXECUTIVE COMPENSATION HAS BECOME THE FOCUS OF INTENSE PUBLIC
concernand debate in the United States, where the compensation
of CEOs in large firms has grown much faster than the gross
national product, corporate earnings, or the average worker’s pay.
Each year, Fortune, Forbes, Business Week, and even the daily
newspapers carry stories reporting the pay received by CEOs at
leading firms. Shareholders are voicing their concerns about
excessive executive compensation at annual meetings, institu-
tional investors are pushing for reforms at specific companies,
and recently Congress has been
making noises about limiting exec-
utive pay. :

Part of the general interest in
executive earnings may be curiosity
about other people’s incomes orpure
jealousy about the spectacularsums
received, but there are substantive
issues involved as well. Do the pay-
checks of senior executives moti-
vate them to do a good job running
the companies entrusted to them?
Or are the often huge amounts they
receive in fact the result of manage-
rial moral hazard, with the CEOslin-
ing their pockets at the expense of
their firms’ owners?

ccording to Business
Week's 1991 survey of
365 of the largest pub-
licly held corporations
in the United States, the
total compensation of
the CEOs of these firms
grew 212 percent during
the decade of the 1980s.
This was four times the
growthin pay of the average factory
worker and three times that of the
average engineer. The average salary
and bonus of the CEOQs in the survey
reached $1.2 million per year in
1990 and, when long-term compen-
sation through stock options and
other plans is included, the average
total compensation climbed to
$1.95 million, It would take the
average factory worker 85 years at
1990 pay rates to earn this amount,
and the average engineer 45 years.
Despite the recession, the numbers
for 1991 are comparable.

Hidden in these figures are some truly exceptional sums of
money. In 1990 Stephen M, Wolf received $18.3 million as CEO
of UAL, the parent company of United Airlines. Of this figure;
$1.12 million was salary and current bonus; the rest came
through realized gains on stock-based, long-term incentive plans:
John Sculley of Apple Computer earned $16.7 million in 1990;
Paul Fireman of Reebok, the athletic shoe company, received
$14.8 million. These figures are dwarfed, however, by the $78 mil-
lion paid by Time Warner to Stephen J. Ross, its chairman and co-
CEO. Most of this was a $75-million bonus awarded in connec-
tion with the merger of Time Inc. with Warner Communications,
the entertainment company Mr. Ross headed. Even more spec-
tacularwas the $186 million xeceived by Donald A. Pels when his
company, LIN Broadcasting, was merged into McCaw Cellular
Communications and he exercised his stock options. Overall, the
25 best-paid executives on the Forbes list, which excluded Mx.
Pels, averaged over $12 million apiece in 1990.
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A recent study estimates that every exira $1,000
of shareholder weallh In a corporation hirlngs only
1.35 cents more current pay fo the CEO.

[doos

The pay patterns and levels for CEOs in the largest U.S. cor-
porations differ radically from those of the CEOs of comparable
firms in other countries and the heads of smaller (but still sub-
stantial] U.S. firms. According to Graef Crystal, aformer compen-
sation consultant now at the University of California, the average
CEO of a very large Japanese firm {the equivalent of $30 billion
in sales) earns about 17 times what the average Japanese worker
does. For comparable firms in France and Germany, the figure is
about 24 times. In the United States, it is 109. An extreme exam-

ple comes from the oil industry: In
1987 Exxon and Royal Dutch/Shell
had about &qual sales and equal
profits. Both firms are leading inter-
national petroleum companies and
are involved in a similar range of
activities. The head of the U.S.-
based Exxon was paid $5.5 million;
the CEO of its European competitor
received $500,000.

In smaller U.S. firms, CEOs are
still paid more than their Japanese
or European counterparts, but the
differences are much less extreme.
According to surveys by Towers,
Perrin, Forster & Crosby, a compen-
sation consulting firm, the CEO of
the average U.S. firm with sales
of $250 million receives about
$600,000 a year (including an
estimated value of various benefits
and perquisites). The head of a com-
parably sized Japanese or Eurapean
firm receives about one-half to two-
thirds as much. Another Towers
Perrin study indicated that the aver-
age Canadian CEO receives about
65 percent of the pay of a typical
U.S. chief executive.

The major difference between
the compensation of the heads of
major U.S. [irms and their counter-
parts in both large foreign firms and
smaller U.S. firms is long-term
incentive compensation tied to
stock price performance: direct
stock awards, options, stock appre-
ciation rights, and so on. Such plans
became almost universal in large

.U.S. firms in the 1980s but are rare
elsewhere. Executives in smaller
U.S. firms usually receive a salary
plus perhaps abonus based on annu-

al accounting measures, such as current profits or return on
investment. Similarly, the various long-term incentive-pay
schemes afforded to heads of large U.S. corporations are essential-
ly absent in Japan and continental Europe. The resulting income
difference is especially striking in France, where anumber of the
largest firms are state-owned and their executives are [at least by

U.S. standards) paid quite modest amounts. In the United King-

dom, however, there has been more of a move toward long-term
incentive pay, and large performance-based incentives are com-
mon in Hong Kong.

Knowledgeable observers of U.S. executive compensation
consider these long-term programs the source of the relative jump
of CEO pay in the 1980s. In 1980 the relative pay of CEOs, engi-
neers, and factory workers bore about the same relationship to
one another as they had 20 years before. In the 1980s the pay of
the engineers and factory workers grew at essentially the.same
rate, whereas that of the CEOs grew four times as fast. The Wall
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Street Journal reports that long-term incentives now account for
36 percent of total compensation for CEOs of large U.S. compa-
nies. Annual bonuses contribute another 25 percent, while
straight salary accounts for the remaining 39 percent.

Despite the popular focus on the amount of executive pay, the
most important issueis not how much CEOs get. While some are
paid immense amounts (even when their firms’ shareholders fare
poorly), theirpay is on average only a tiny fraction of the earnings
of the firms they head. Rather, the key question is whether the
design and form of CEO pay motivate executives to advance soci-
ety’s interests by creating value.

he compensation of the senior executive officers of a
corporation is set by the firm’s board of directors.
Shareholders have no direct say in the matter, and the
U.S. Securities and Exchange Commission’s policies
have generally allowed companies to keep compensa-
tion issues from being the subject of shareholder votes.
(This may change, however, under recently proposed
SEC regulations.) The directors usually appoint a com-
pensation committee charged with recommending
executive compensation to the board as a whole.
Often, but not always, the committee is composed exclusively of
outside directors, who are not officers of the corporation. The
board of directors is supposed to rep-
resent the interests of the stockhold-
ers in setting executive pay (as in other
matters), but there are real questions
about whether and how well they can
do this when the shareholders’ interests
are in conflict with the CEQ's.

Critics of executive compensation
believe the mechanism has been captured
by the executives themselves for their own
benefit. Corporate officers are not supposed
to have adirectrole in the deliberations and
decisions regarding their own pay. Neverthe-
less, they may have great influence over the
process. The compensation consultants who
advise the board are often hired by the CEQ. The outside
directors themselves are effectively nominated by the CEO, they
must rely on the executives for most of the information they
receive, and they need good relationships with the officers if they
are to function well in.guiding corporate policy. Often, directors
share similar backgrounds and interests with the firm’s execu-
tives. Most frequently, they are CEOs of other firms. Moreover,
outside directors who are not CEQs may well derive a significant
portion of theirincomes from their directorships.

Korn/Ferry International, an executive recruiting firm, told

Business Week that in 1990, the average outside director of a .

major U.S. firm was paid over $32,000 as a retainer and for attend-
ing board meetings, and many firms were even more generous.
For example, Pepsico paid each of its outside directors $78,000 in
1990. Most firms paid extra for serving on board committees, and
many firms made stock grants to their directors, gave them insur-
ance and retirement benefits, and even gave them free samples
of the company’s product — for example, a new car every six
months at General Motors. The results could be substantial:

According to the Wall Street Journal, the dean of Northwestern.

University’s Kellogg School of Management earns at least a third
more in direct compensation from his service on several boards
than he does from his regular job. In any case, directors’ compen-
sationisrarely linked explicitly to performance. In this context,
critics wonder how much weight compensation committees,
even when composed of cutsiders, give to stockholders’ interests
compared to those of the executives whose pay they are setting.

Theupshot, critics claim, is asystem in which CEO pay rises
atunconscionable rates, in good times and bad, for the most part
independently of performance. To these critics, the pay itself is

UNL LOVE L1BRARY
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notonly unjustifiable, it also has destructive effects on employee
morale and ultimately on the trust that society hasin the legiti-
macy of business.

Other observers argue that CEOs are worth every cent they
make. They say that CEOs can have a tremendous effect on the
performance of their firms and that they in fact collect a very
small part of the gains that are generated when they make the
firms perform well for stockholders. These observers worry that
corporate CEOs are in fact not adequately compensated, both in
absolute terms {compared with alternative opportunities in such
fields as investment banking or entrepreneurship) and, more
importantly, in terms of the explicit incentives they receive to
improve corporate performance.

A recent study by Michael Jensen and Kevin Murphy of Har-
vard estimates that every extra $1,000 of shareholder wealth in
a corporation brings only 1.35 cents more current pay to the CEO.
Of course, there are many other elements of personal financial
concern toa CEQ than current salary and bonus. To take account
of these, Jensen and Murphy estimated the relation between
changes in shareholder returns and CEO wealth —current salary
and bonus, plus change in the value of stock and stock options
held by the CEQ, plus any lasting effects that increased current
compensation might have on future pay and retirement benefits.
Even allowing for the impact of performance on the probability
of being fired, the largest figure they could generate was a $3.25
gain for the CEO for each $1,000 increase in shareholder wealth.

Jensen and Murphy argue that these figures are too small to
provide adequate performance incentives. For example, con-
sidera CEQ contemplating whether to use $1 mil-
lion of the firm’s resources on some pet

project — perhaps an en-

dowed chair to
support

research

and teaching

at the univer-
sity the CEO at-
tended. The median
CEOQin Jensen and Mur-
phy’s sample would find it
directly worthwhile to give
away $1 million of shareholders’

) money if the project brought 3,250

in personal pleasure to the executive. If the CEO has no substantial
ownership stake in the firm, the breakeven occurs at $§750 —less
thanasingle morning’s pay for Jensen and Murphy’s median exec-
utive. Ethical considerations aside, it might be quite tempting to’
spend the shareholders’ money this way. Of course, the same sort

of calculations apply even to less worthy diversions of funds.

hereal question, however, is not whether orhowmuch
pay varies with performance. As study after study has
shown, it surely does on average, if perhaps only weak-
ly. The fundamental issue is whether pay affects per-
formance. Can we determine whether executive incen-
tives actually work? Do stronger incentives improve
corporate performance? ,

Investors seem to think so. Research indicates that
the stock markets respond positively to the adoption
of both short-term and long-term incentive programs

for senior executives. Sophisticated, knowledgeable investors bid
up the stock of firms that strengthen incentives for senior exec-
utives. In fact, in leveraged buyouts, when ownership becomes
concentrated in the hands of professional owners, the new owners
tie executive compensation very closely to results by giving man-
agement significant ownership shares.

Nevertheless, there is little other evidence, chiefly because
data collection is so difficult. Researchers need to observe changes
in total compensation — including salary, bonuses, stock options,
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outright stock awards, and stock appreciation
rights — in relation to subsequent changesin
company performance. So far, this has not been
done. However, recent research by John Abowd
of Cornell goes part way. His study of some
16,000 executives in 250 large U.S. corporations
between 1981 and 1986 found that increases in
the sensitivity of cither the executives’ annual
raises or their bonuses to current shareholderrate
of return were associated with an increase in the
shareholder rate of return the following year.
Abowd’s study did not, however, take account of
long-term incentive plans or examine their impact.
An entirely different approach to the question
arises from the observation that German and japanese
CEOs receive few orno long-term performance incen-
tives of the kind common in the United States, and yet
large companies in these countries often perform much
better than their American counterparts. For example,
W. Edwards Deming, the American statistician whose
quality-control methods are a key feature of Japanese
manufacturing, criticizes most incentive plans
as being dysfunctional. Deming sees them as
focusing executives’ attention on narrow
numerical goals rather than on the long-term
health of the company. Various senior
Japanese executives have also been highly
critical of American executive compensa-
tion practices.
There is certainly a nice irony, as well
as an important puzzle, in the apparent
negative correlation internationally between the
prevalence of performance incentives and level of perfor-
imance. Nevertheless, changing to the Japanese practice is not nec-
essarily desirable in North America. Japanesc pay practices fit the
Japanese system, but the systems differ. There is no obvious reason g
to believe that Japanese executive compensation would fic with the (5
rest of the U.S. system and work here.

First, the jobof the CEOina typical Japanese firm is markedly
different from that of a U.S. company’s chief executive. Japanese B
firms traditionally push decision-making power and responsibility =
down the hierarchy. They rely more on consensus and bottom-up _
planning, with plans and proposals originating at low levels and &
working their way up to the executive offices. They do not often ¢
gooutside to hire hotshot executives to turn the company around.
The CEO in this system is supposed to represent the company and B
its values, not run it in the American sense.

Moreover, Japanese firms are not obviously run solely in the
interests of their shareholders. Indeed, Japanese CEOs donoteven’
profess tobelieve that they should be: The interests of the employ-
ees [in job security, opportunities for advancement, and so on}are
seen as being of at least equal importance. This means that the
long-term growth of the company, rather than shareholder returns,
is a prime consideration in Japan.

Third, the period when American industry got into its worst
trouble and lost so much of its international competitive position
was before the now-popular long-term incentive plans were adopt-
ed. At that time, U.S. executives’ pay wasmuch less closely aligned
with shareholder concerns. Is there any reason to believe that going
back to the practices of that era would be an improvement?

Certainly, it is very hard to decide whether CEO pay provides
appropriate and adequate incentives. Even if high pay is an effective
motivator in average cases, one still might be concerned about the
individual cases where pay and performance seem divorced. The
general pattern may be that executives' pay is responsive to perfor-
mance and that performance in turn is positively affected by the

incentives that corporate leaders receive. It may even be the case
that executive compensation systems are on the average quitt
appropriately designed and calibrated. Nevertheless, there are plen-
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ty of examples in which whatever performance incentives were
in place did not motivate the chief executives in question to pur-
sue much of anything other than their own narrow interests.
Moreover, the boards of directors have often sat by as these CEOs
led their companies to decline and even to ruin, all the while giv-
ing them handsome raises.

It is not surprising, then, that some observers see high levels
of pay as unjustified — the outcome of managerial greed unfet-
tered and even abetted by compliant boards of directors. The evi-
dence currently available suggests that, in U.8. firms, CEO pay
responds to firm performance, and that linking CEO pay to per-
formance positively affects firm performance. But whether the
pay-performance link is great enough and whether the improved
performance is worth the cost is likely to be debated for some
time.
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