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baCKGRoUnD anD 
aCKnoWleDGeMenTs

Executive compensation at major u.S. corporations has become more com-
plex and controversial than ever. The combination of the ongoing economic 
and financial crisis that started in 2008 and the ensuing legislation that created 
Say on Pay votes has created more controversy and more pressure on executives, 
companies and their boards of directors. Despite, or arguably due to, these pres-
sures, the pay model appears to be highly aligned with performance and thus 
very successful.

our goal in writing this book is the same as it is in consulting for major 
companies — namely, to help our clients create alignment between a highly 
motivated executive team and long-term shareholder value creation.

We, in agreement with the bulk of executives, board members, sharehold-
ers and many other knowledgeable participants in this field, recommend and 
defend the general continuation of the current model with enhancements — 
discussed herein — that will help create further economic success for all par-
ticipants, not just executives. We present strong evidence that dramatic changes 
are not necessary as they are based upon false empirical assumptions or seek to 
impose conditions that are mostly already in place.

We dedicate this book to our clients, who face all of the challenges described 
here and continue to thrive and to be part of the dynamic and highly successful 
u.S. economy. We wish to thank those clients for allowing us to partner with 
them in this journey to find the right balance between the executives and the 
shareholders. We welcome their participation on this important odyssey.

The Partners and consultants of Pay governance 
october 2012 
Paygovernance.com 
©2012 Pay governance LLc
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InTRoDUCTIon

THe eXeCUTIVe PaY 
MoDel WoRKs
 by Ira T. Kay

The u.S. executive pay model is characterized by large amounts of cash and 
stock incentives, which are generally earned only if challenging financial and 
stock price goals are achieved. Furthermore, these stock incentives typically 
only achieve substantial value if the share price rises significantly. it is a pay 
model that is different either quantitatively or qualitatively, or both, from those 
in most other developed countries, although it is similar to those in the u.K. 
and canada. Most participants in the u.S. model — executives, board mem-
bers and the preponderance of shareholders — believe that there is a high degree 
of alignment of pay and performance, properly measured.

This pay model, as part of the very successful prevailing corporate model, is 
highly effective at creating shareholder and overall economic value. This con-
clusion is based on compelling evidence from Pay governance and academic 
research, discussions with hundreds of board members and executives, partici-
pation in hundreds of board/compensation committee meetings and decades 
of pay advisory experience. While challenges and outliers remain, most highly 
paid executives work at high-performing companies, and most underperform-
ing companies pay their executives much less. While many factors — including 
a strong u.S. economy, great strategies, great employees and luck — have had an 
impact on the success of these companies, the role of executive talent and execu-
tives’ highly motivational pay packages should not be underestimated. 
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However, not everyone agrees with this assessment, and thus the u.S. execu-
tive pay model is at a turning point, a figurative fork in the road: in one direc-
tion, whether broadly to continue the current overall successful approach, with 
further corporate governance and design improvements; or, in the other direc-
tion, to continue the regulatory march — Dodd-Frank, the Fed and many other 
regulatory rules — toward further control over the pay model that basically 
wants to reduce pay amounts and modify the structure significantly. This is all 
in the service of allegedly increasing pay for performance, reducing excessive 
risk taking, and reducing income inequality. These regulatory pressures might 
end up reducing the levels of executive pay, and thus reducing income inequality 
and possibly reducing populist anger — but at what economic cost? 

We, in alignment with most executives, board members, shareholders and 
many other knowledgeable participants in this field, recommend and defend 
the general continuation of the current model with enhancements — discussed 
herein — that will help to create further economic success for all participants, 
not just executives. We present strong evidence that dramatic changes are not 
necessary, as they are based upon false empirical assumptions or seek to impose 
conditions that are mostly already in place.

our goal in writing this book is the same as it is in consulting for major com-
panies — namely, to help our clients create alignment between a highly moti-
vated executive team and long-term shareholder value creation. in the current 
environment of intense global competition, income inequality, populism, de-
manding shareholders, Say on Pay (SoP) votes, economic downturns, powerful 
proxy advisors and other regulatory pressures, executive pay programs are more 
difficult than ever to design ideally. yet these programs are more important than 
ever as a tool to help corporations, their boards and their executives meet and 
surpass shareholders’ expectations and other challenges. of course, those same 
pressures that make it imperative for a company to keep its executive team intact 
also mean that other companies want to recruit the best talent to meet their own 
challenges. Thus the importance of getting the entire pay package — especially 
the cash and stock incentives — properly calibrated to assist in this effort.

These highly motivational pay packages have played an important role, along 
with many other factors (the stimulus, the Fed, tarP, the dollar as a reserve 
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currency, the general entrepreneurial nature of the u.S. economy and many 
other important benefits), in the economic recovery from the 2008-09 financial 
and economic crises.  The structure of the pay packages — performance met-
rics, pay mix, etc. — clearly indicates to the executive team and shareholders 
(as disclosed in the proxy) which are the most crucial parts of the strategy that 
need to be focused on. They also are highly motivational to the executive team 
and other managers and indicate to the executives how they will be rewarded 
for strategic success.

The u.S. corporate model, like capitalism, is volatile and not perfect, but 
despite those imperfections, it has created enormous wealth for shareholders 
and employees in addition to the executives. There is no doubt that some cor-
porations and their boards made major mistakes throughout the financial and 
economic crisis: mortgage banks, home builders, investment banks, rating agen-
cies, Fannie Mae, retailers, commodity companies and so on. now, it is true 
that taxpayers, employees and others suffered along with the executives, their 
boards and their shareholders. But thus far, it does appear that they were mostly 
mistakes and not cases of deliberate risk taking, let alone criminal activity. The 
key policy question is whether the fundamental model and its executive pay 
structures and governance are supportive of better and less volatile performance. 
is it sound and merely in need of tweaking around the edges, or is it deeply 
flawed and in need of restructuring and new regulation?

not everyone agrees that the executive pay model has been successful for 
the corporations that employ those executives. The Say on Pay votes starting 
in 2011, emanating from Dodd-Frank, were an outcome of the fever pitch of 
criticism from some institutional investors, especially public employee pension 
funds. They were heavily supported by some government officials and the me-
dia. it was these Say on Pay votes and their causes and effects that motivated us 
to write this book to try to bring some logic and facts to the hotly disputed area 
of executive pay. 

We will present the case that there exists a reasonably competitive labor mar-
ket for executives, and to combat the conventional wisdom that executive pay is 
excessive and that there is no pay for performance. Most executives and board 
members are quite bewildered and frustrated about this conventional wisdom, 
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especially the alleged lack of pay for performance. This media and regulatory 
pressure is starting to change the pay model, sometimes in positive and some-
times in less than ideal ways. arguably, positives include reductions in potential 
severance payments, especially during a change in control (e.g., large excise tax 
gross-ups paid to the executives). The greatest positive is in encouraging higher 
levels of shareholder outreach by the board and management. on the negative 
side, many corporate executives and board members believe that these SoP 
votes are starting to reduce motivational power and create overly homogeneous 
pay packages (e.g., much broader use of relative tSr as an incentive perfor-
mance metric), both of which could be problematic. obviously the use of tSr 
could be a negative or positive factor depending upon the individual company’s 
circumstances, but that should be based upon the strategy of the company and 
the judgment of the board/management, and probably should not be unilater-
ally imposed as part of a regulatory or quasi-regulatory process. 

There are others who argue that the model is in fact broken and who primar-
ily want to reduce executive pay levels. There is also some preliminary evidence 
from pay decisions made in 2011 and 2012 that cash and stock incentives are 
being reduced as a result of these votes and regulatory pressures. again, this 
could be good or bad, but should be ideally determined by the board, not by 
outsiders with less information. as we will show, cEo pay already moves sig-
nificantly up and down with overall performance of the company and the stock 
market.

clearly, the media and various institutions believe that the model needs ma-
jor correction. This conventional wisdom, however, has no direct supporting 
evidence, given the impossibility of proving something inherently “excessive,” 
but is more of a “feeling.” “The current levels of compensation for cEos in 
corporate america are, in a word, outrageous,” said Jack Bogle, founder of The 
vanguard group [Fortune, “How can We address Excessive cEo Pay?” by 
Eleanor Bloxham april 13, 2011]. Even the article’s title presumes “excessive 
pay” without facts.
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tHE criticiSMS oF tHE ExEcutivE Pay MoDEL

We have developed an exhaustive list of the different criticisms that are of-
fered as the basis for additional regulation or other methods to reduce executive 
pay or to change the structure of the pay model. These criticisms, which are 
clearly worthy of the responses provided in the next chapter, include:

1. Ceo pay packages are excessive for many reasons, including its being a 
“rigged” market subject to crony capitalism, as manifested in the high and ris-
ing cEo pay multiple to the median employee’s pay. 

2. Ceo pay only rises due to the “ratchet effect,” in which companies 
chase an ever-rising market median — or higher pay level targets — compared 
with larger peers, thereby setting in play a pernicious upward spiral unrelated to 
the macro stock market and other overall performance indicators.

3. These pay packages, at the individual company level, are not related 
to corporate performance. 

4. The structure and pay levels of these Ceo pay packages do not moti-
vate higher levels of corporate performance. The success of the u.S. corpo-
rate model occurs despite the executive pay model and is mainly driven by mac-
roeconomic conditions in the u.S., including free markets, a large consumer 
sector, low interest rates, high human capital and the dollar as reserve currency, 
among many other factors. This criticism argues that the superior economic 
performance is the rising tide that pushes up stock prices and thus the pay pack-
ages, and not the other way around.

5. Ceos rarely “quit” their current jobs to take a higher-paying Ceo 
position at another large company or in a higher-paying industry. These 
executives have limited employment alternatives because their skills are highly 
specific to their current employer, so they rarely quit. Thus it is not necessary 
to pay them “extra” for retention, and there are numerous other executives who 
can take their place. This criticism also says that this “lack of quitting” indicates 
that the universal methodology of using peer groups to set “competitive pay” is 
thus flawed, as it does not matter what other companies pay since the executives 
rarely leave for those opportunities.
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6. executives set easy/soft financial goals for their cash and stock incentive 
plans. These goals are endorsed by feckless, compliant and complacent directors. 
These goals are frequently set below the company’s own external earnings guid-
ance as well as below the consensus of analyst expectations for the company. 
as a result, these cash and stock incentives pay out above the “target” dollar or 
stock payout level for the plan. Despite these large payouts, the achievement of 
these soft goals translates into weak or actually negative stock price appreciation.

7. These executives are rarely fired for poor performance, and the boards 
are slow to act on poor performance. The executives are equally highly paid for 
both success and failure. 

8. U.s. Ceos are overpaid relative to equally high-performing Ceos in 
other countries. 

9. The executive pay model in the financial sector motivated excessive 
risk taking.

10. executives do not own enough stock to be aligned with the 
shareholders.

11. Corporate executive pay is part of the cause of the “income inequal-
ity” problem and debate that is raging in the political world. 

12. The highly positive soP votes of 2011 and 2012 were misleading 
and did not truly indicate that the shareholders endorsed the executive pay 
model. The pay-for-performance models of the proxy advisors (iSS, etc.) are 
truly indicative of alignment of pay to performance.

These are damning criticisms and, if completely or even mostly correct, 
would probably require major corrections of defects in the corporate pay and 
governance systems. We demonstrate in the next chapter that the empirical evi-
dence shows that these criticisms are mostly mythology.
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tHE roLE oF ExEcutivE Pay in tHE 2008 
FinanciaL criSiS anD rEcovEry

Executive pay, always controversial, has generated even more focused criti-
cism as a major cause of the financial crisis and related economic distress. This 
crystallized denigration has implications that are lasting beyond the financial 
crisis itself and beyond the financial services sector, with numerous policy and 
governance implications, not all of them positive. 

There are many critics in this camp including the media, the public, regula-
tors, other government officials and some shareholders. They believe that the 
structure and level of the executive pay packages at major investment and com-
mercial banks and other finance companies, including insurance companies 
and mortgage originators —and perhaps at all major companies — created 
moral hazard. Moral hazard is where an agent — an executive in this case — 
has all (or mostly) upside and limited or no downside, and is thus motivated to 
undertake excessive risks with the balance sheets. 

Further, this criticism continues, cEos in all industries are not paid pro-
portionally to the performance of their companies, and thus make recovery 
from the economic crisis even slower and more likely to be weaker or worse. 
The outsiders blame cronyism and laziness on the part of the board members 
for these serious problems.  Thus, major fixes — regulation, SoP votes, overall 
improved governance, enhanced disclosure, pay caps, higher taxes, etc. — are 
necessary for the good of corporations, shareholders, the economy and the pub-
lic. The theory is that these fixes would either provide “backbone” for the board 
to make changes to the pay packages or would impose them from the outside. 
in fact, the Dodd-Frank regulatory legislation, with its mandated Say on Pay 
vote, among other features, was a direct result of the financial crisis and has 
already created new regulations and structural pay changes for all companies, 
not just financial companies.

Both of these significant and severe criticisms — excessive risk taking and 
no pay for performance — have been thoroughly evaluated in the academic 
literature and our own research. While there is not universal agreement, the 
bulk of the studies, and certainly the most thorough and convincing ones, show 
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that both of these criticisms are wrong, and that the basic executive pay model 
is working not only properly but well. This lack of consistency in insiders’ and 
outsiders’ perspectives on the executive pay model may stem from many factors, 
including diverging social and political points of view. That divergence may be 
impossible to fix inside the boardroom. However, there are also informational 
differences, including the substantial advantage related to non-public, strategic, 
highly judgmental, idiosyncratic and personal information about the company 
and its executives that is available to insiders. While the media and outside crit-
ics cast aspersions on the motives and skills of the insiders, the overall success 
of the model and the lack of successful lawsuits challenge the validity of that 
negative posture. 

JuDging ExEcutivES’ PErForMancE in tHE 
contExt oF Paying tHEM

Measuring the performance of a company and its executive team is an ex-
tremely challenging undertaking characterized by uncertainty, imperfect infor-
mation and elements of randomness. Thus, such efforts are subject to consider-
able judgment by all parties. a wide range of factors, including differences in 
industry structure, changes in government policy, business strategies and vary-
ing executive talent, are blended together with the expectation of improved rev-
enue, profits and, of course, stock price. When actual performance is below or 
above expectations, it is usually impossible to be certain why that happened and 
whether a different executive team or strategy might have done better or worse. 

all of this uncertainty requires that the board use its judgment informed 
by information, experts and experience, as protected under Delaware corporate 
law’s business judgment rule, to evaluate and pay these executives. Thus the af-
ter-the-fact second-guessing by outsiders — that excessive risks were taken and 
that the executives are not paid for performance — is inconsistent with actual 
performance outcomes. This is caused by several factors, but especially the un-
certainties and imperfect information at the time of the evaluation of the execu-
tives. The business judgment rule requires board members to determine execu-
tive compensation using “good faith, loyalty to the corporation, and due care.” 
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This rule provides enormous legal protection to board members deliberating on 
executive pay related to performance. However, it is our experience that most 
board members go well beyond this standard in determining compensation.

Most board members and the executives at their companies are perplexed by 
these criticisms, as their experiences at their own companies are essentially the 
opposite. Those board members clearly believe that they hold their executive 
team, especially the cEo, accountable for the performance of the company, in 
both good times and bad. These board members expect to see the executives do 
well economically only when the company, and hence the shareholders, do well, 
and to fare poorly — experiencing pay cuts and terminations — when company 
profits and the stock price swoon. They expect their shareholders to endorse 
them as board members when they do this properly. as for the media, they look 
for supportive — or, at a minimum, neutral — stories.

in our experience, and in most empirical studies, we see that boards and 
their executive teams explicitly structure pay packages so that cash bonuses rise 
primarily when sales and revenue increase, and go down when profits, etc., go 
down. Further, the value of stock incentives and prior stock ownership clearly 
goes up and down when the stock price moves. and as for risk, the executives in 
the financial sector owned billions of dollars of stock, so why would they have 
undertaken excessive risk deliberately? 

Mistakes were clearly part of the cause of the recent financial and economic 
crisis, but many believe these mistakes were made in good faith, and executives 
— and their willing shareholders — paid massively for those mistakes with 
their wealth (and in the case of the executives, with their careers as well). com-
bining the research with the viewpoints of the directors/executives leads one to 
conclude that the model is working well — certainly not flawlessly, as it clearly 
did not prevent mistakes, but doing more things right than wrong. The solid 
results for the u.S. economy over the past four years (weak, but better than 
most other large economies) support the belief by many board members that 
the executive pay model has helped rather than hindered the recovery. Thus the 
enhanced regulation based upon those flawed conclusions is not necessary and 
could in fact do real economic damage.



10 tHE ExEcutivE Pay MoDEL WorKS

tHE ExEcutivE Pay War

The u.S. executive pay model is clearly at a juncture, with profound disagree-
ments over whether it works; whether it is motivational; whether shareholders 
endorse it; what its impact is on risk taking; whether it is fair and efficient; and 
whether executives are capturing rents as part of “crony capitalism.” it is one 
of only a handful of important economic/political/sociological topics that are 
subject to intense polemical and populist debate and disagreement, and even the 
facts and methodologies are disputed. 

astonishingly, there is no consistent method for measuring whether there is 
in fact pay/performance alignment. it is astonishing because proving or disprov-
ing the alignment is at the core of this entire field. as we will discuss extensively, 
our research shows that there is strong alignment, and other methods show 
there is not. The implications of being at a turning point are equally profound. 
if as we (and many in the corporate sector, the vast majority of shareholders and 
others) believe, the highly motivational executive pay model actually serves sub-
stantially to improve overall corporate and economic performance, then policies 
and legislation that damage the executive pay model will in fact damage the 
overall economy.

The challenge of demonstrating the effectiveness of the overall executive pay 
model via linkage between cEo pay and company performance became even 
more important and difficult during the 2011 and 2012 proxy seasons with 
the advent of mandated Say on Pay (SoP) votes. While the votes themselves 
are nonbinding (the u.K. is implementing binding votes), the impact of these 
votes is nevertheless quite substantial. This voting process was implemented by 
the SEc as part of the Dodd-Frank legislation to regulate u.S. business in an 
attempt to avoid future financial crises and reduce cEo pay levels.

The expectation of this vote was that shareholders would reject many of the 
features of the pay packages, especially the supposed extremely high pay levels 
and the lack of pay for performance at many companies, thereby forcing major 
change after the fact. This voting process, strongly recommended by a number 
of critical shareholders, the media and government officials, has also empowered 
the proxy advisory services, e.g., institutional investor Services (iSS), creating 
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further complexity, anxiety and concern. Contrary to the desires and intentions 
of many of the original architects of these votes, the shareholders, ironically, heartily 
endorsed the executive pay model. However, in fairness to the SoP process, many 
companies did indeed enhance their pay-for-performance linkage and explained 
to shareholders their pay-for-performance philosophies, but these changes were 
ones of degree rather than substance.

as a result of the original nature of the core programs and these enhance-
ments — both of which increased the alignment of pay and performance — 
98% of thousands of major companies received an endorsement in 2011 and 
2012 from their shareholders of their executive pay programs in their SoP 
votes. Shareholders at these companies largely agreed that effective pay-for-per-
formance standards were in place. This is a strong endorsement of the overall 
model, but it nevertheless has not quieted the critics. Even the implications of 
these positive votes are hotly disputed and have not put criticism of executive 
pay to rest. it is ironic that this elaborate voting process, which was intended to 
provide a forum for rejection of the overall pay model, has actually yielded an 
endorsement. clearly, an overwhelming majority of shareholders at virtually all 
major companies believe that the executive pay model is satisfactory at worst 
and highly effective at best. 

This book will tell the story of how effective pay packages are in motivat-
ing the executive team and many others to create successful companies, and 
thus to create enormous amounts of shareholder value, which in turn helps the 
economy. We will show that overall, the highest-paid executives, whose perfor-
mance is properly measured, work for the highest-performing companies, and 
that poorly performing companies pay their executives much less. We will focus 
our discussion and research on the cEo, as this job is subject to most of the 
criticism and truly represents the u.S. corporation and the topic of executive 
compensation. our research and that of others has shown that the pay packages 
for all top executives are sufficiently similar that a discussion of the cEo’s pay 
is relevant to the rest of the c-suite. We also will show the significant amount 
of effort the compensation committees of publicly traded companies expend, 
and the care with which they evaluate how much, and with what structure, to 
pay their executives so that they are motivated to succeed and create alignment 
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between realizable pay outcomes and the overall performance of their compa-
nies. The highly positive SoP vote outcomes are one of the clearest indications 
of shareholder support for the pay model in the 50 years that executive pay has 
been controversial.

are there companies that need to improve in this regard?  of course.  are 
there executives who were paid well when their companies did not fare well? yes, 
but there frequently were mitigating circumstances. is it challenging to develop 
pay packages that are fair to both executives and shareholders in the current 
volatile and closely scrutinized environment? yes. are there valid reasons why 
shareholders are satisfied and thus voted so overwhelmingly positively for pay 
programs? While there are no simple solutions — judgment and experience are 
invaluable — this book will provide guidance helpful to those seeking to answer 
such questions.

The remainder of this book is organized first to address the criticisms listed 
above, with chapter one providing high-level responses to these challenges. 
next are several chapters that provide more detail on some of the more con-
troversial criticisms that need to be addressed. We then provide a number of 
chapters covering best practices in executive pay corporate governance, includ-
ing responding to SoP pressure, assessing risk, choosing performance metrics, 
optimal severance plans and related topics.
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CHaPTeR one

ResPonDInG To THe CRITICs: 
MYTHs oR RealITIes?
by Ira T. Kay, benTham STradley and brIan lane

This chapter will provide brief responses to the criticisms outlined at the close 
of the introduction. This involves recognizing which ones have some validity 
and therefore may require a policy response, either by the company or by regula-
tors. in later chapters we discuss what boards and their management can do to 
ensure further alignment of pay for performance and to enhance corporate gov-
ernance and shareholder relations, all in the service of increasing total returns to 
shareholders. The remainder of the book contains further details on these chal-
lenges and criticisms, and several chapters on new trends in executive pay — Say 
on Pay, metrics, risk management  and so on — that many board members and 
executives will find useful. again, the goal is to enhance governance and over-
all corporate performance by getting the balance right between motivating the 
executive team and satisfying the shareholders, their advisors (iSS), the media, 
the public, regulators and so on.

noTe: Throughout this book, we show data that demonstrates the positive 
alignment and correlations between cEo pay and performance. namely, those 
companies with high levels of realizable pay had higher levels of performance, 
and those with low performance had low realizable pay and similar important 
correlations. The implication of our work and that of others is that the struc-
ture of the executive pay programs, or the high level of stock ownership, or the 
particular choice of performance metrics, etc., causes the superior performance. 
While we believe in that causality, we readily acknowledge that we are only 
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showing correlations and the strong logic of causality. The entire field of busi-
ness economics is filled with such assumptions. For example, does advertising 
cause higher sales? Do price increases cause higher profits? Will a horizontal (or 
vertical) merger cause an increase in enterprise value? Boards of directors are 
bombarded at every meeting with proposed strategy and policy changes that 
supposedly would increase shareholder value.

assumptions reflected by the above questions are usually correct, but the 
success of each resulting strategic decision is necessarily subject to a probability 
distribution. 

Executive compensation falls into the same category. if we set a very hard 
EPS target for the annual incentive plan, will that cause a higher level of EPS? if 
we choose performance shares rather than time-vested shares, will our executive 
team be motivated to stay with our company and drive superior performance, 
or will they quit and go elsewhere with easier goals? as we will demonstrate 
throughout this book, there is strong evidence to support the conclusion that 
the executive pay structure causes alignment of pay with performance and pos-
sibly even superior performance overall.

initiaL rESPonSES to criticiSMS

1. criticiSM: Ceo pay packages are excessive for many reasons, in-
cluding its being a “rigged” market subject to crony capitalism, as manifested in 
the high and rising cEo pay multiple to the median employee’s pay. 

rESPonSE: Mostly myth

overall the executive labor market is reasonably competitive. We show an 
analysis of markets that indicates that, while the executive labor market may 
not be as perfectly competitive as the commodities market, it certainly has 
enough competitive aspects to counter the criticism that the market is “rigged.” 
By rigged, critics mean that cEos effectively set their own pay because their 
boards are composed of friends who rubber-stamp their pay, along with other 
decisions. 
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another piece of supporting evidence is that the amount of pay opportu-
nity and the structure of the package are highly similar irrespective of the type 
of company and ownership structure (concentrated versus dispersed) and gov-
ernance. For example, companies with as varying ownership and governance 
structures as public, private, family-owned, joint venture, private equity, bank-
rupt but emerging, restructured, etc., all have highly similar executive pay levels 
and structures. Executives and the boards at these varying types of companies 
all face the same pressures and competition for executive talent in the same or 
at least a similar labor market, and they all use the same publicly available pay 
data representing the top executive labor market as contained in annual proxy 
statements. 

There is no accepted methodology for measuring “excessive executive pay.” 
comparisons to the pay of athletes, musicians and actors can be made for con-
text and sociological purposes, but that does not really answer the charge. 

There is no doubt that cEos are paid well by the standards of “regular 
people” and that the arithmetic of executive pay has created a phenomenon 
where the cEo pay multiple has indeed risen dramatically, from 40:1 in 1960 
to 344:1 in 2007, and has moved up and down since to around 380:1 in 2011. 
The key questions that the board and shareholders must answer are whether 
there is a competitive labor market for cEo talent, and whether the board 
could fill this role with a much less expensive person and still meet its legal and 
economic obligations to shareholders. our experience and research indicate that 
yes, companies compete for executive talent and that there is a fairly limited 
pool of talented executives who can fill these roles or, at a minimum, who can be 
identified and recruited. recruiting outside of that pool carries the risk of doing 
billions of dollars of damage to shareholder value.

regarding the cEo pay multiple, as a matter of economics, the markets for 
cEos and for average employees are two entirely separate markets that cannot 
be compared because the general employee population cannot be substituted 
for top executives. The impact of the return on executive human capital on 
corporate performance, particularly on a global scale, makes such apples-to-
oranges comparisons particularly trivial. The primary policy recommendation 
from these critics stemming from the cEo multiple of worker pay is to reduce 
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or cap executive pay. This policy solution is not valid. nevertheless, the critics’ 
(typically union pension funds) focus on these multiples, however irrelevant 
to executive pay, raises the issue of the need to increase the return on human 
capital for the average u.S. employee. raising this multiple hinges on adequate 
training, education and a strong economy characterized by a healthy level of 
exports, all of which present difficult challenges not only for companies but for 
the nation. a regulatory reduction in cEo pay, via a cap, for example, such 
as the one in tax code Section 162(m), will not increase the pay of the average 
employee, and arguably might reduce the performance of the company, thereby 
lowering the pay of both executives and workers.

The increase in cEo pay over the past 25 years has been contemporaneous 
with major improvements in corporate governance, including improved disclo-
sure, more independent directors, more separate cEos and chairs of the board, 
more lead directors, nominating committees selecting directors rather than the 
cEo/coB, more director and executive stock ownership, and many other fac-
tors unrelated to executive compensation (e.g., reduction in two classes of stock, 
majority voting, etc.) [“The State of u.S. corporate governance: What’s right 
and What’s Wrong,” Bengt r. Holmstrom and Steven n. Kaplan, working 
paper, 2003].

Whatever cronyism there may have been in the past has been virtually elimi-
nated. That there are now headlines whenever a corporation gets into trouble for 
an inappropriate relationship between the cEo and a board member reflects 
the rarity of corporate cronyism today.

However, given the large size of equity grants to top executives, the neces-
sity of cash severance and generous pensions needs to be closely examined. in 
the current political and governance environment it is challenging to support 
a cEo’s retiring with stock valued in the high eight figures plus an eight-fig-
ure pension and a multimillion-dollar cash severance payout from a change in 
control. 

2. criticiSM: Ceo pay rises only due to the “ratchet effect,” where 
companies chase an ever-rising market median — or higher — compared to 
larger peers, thereby setting in play a pernicious upward spiral unrelated to stock 
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market and other performance. [charles Elson and craig Ferrere  in, among 
other places, “What is a cEo Worth? Don’t Look to Peers,” Directors and 
Boards, third quarter 2011, and “Executive Superstars, Peer groups and over-
compensation - cause, Effect, Solution” working paper, october 2012.]

rESPonSE: Mostly myth

regarding the facts, this assertion is categorically incorrect. Moreover, it is 
of questionable validity on its face because it is based on faulty logic. The chart 
below, with more in chapter Seven, demonstrates that while cEo pay has gen-
erally trended up over the past two decades, cEo pay both rises and falls in 
general proportion to the stock market, as demonstrated by the Dow Jones in-
dustrial average. 

The data shows that approximately 30% or more of the time, cEo pay goes 
down year over year, regardless of how it is measured. chart 1.1 shows this to 
be true for realized pay. another study [“cEo Pay 231 times greater Than the 
average Worker,” by Lawrence Mishel, May 3, 2012] using pay opportunity 
makes the same finding. in fact, that study shows a year-over-year collapse of 

*Source: Forbes.com, 4/4/12. (Salary + Bonus + other + Stock “Gains” (exercised stock options, vested 
stock) 1989-1999 top 800 companies, 2000-2012, top 500 companies.
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the multiple of 50% from its peak in 2000, as cEo pay dollars declined pre-
cipitously. another study by Kevin Murphy shows the same findings for realized 
pay over the past 20 years.

This is primarily due to stock market volatility and the related choppy exer-
cising of stock options year by year.

it is also incorrect to say that cEo pay has moved up more rapidly than the 
stock market. as chart 1.2 below and additional data in a later chapter clearly 
shows, over the full period of the data (1989–2012 proxies) the stock market 
overall rose more rapidly than the cEo pay market — a 476% increase in the 
DJia compared to a 320% increase in cEo pay.

at the company-specific level, we had one technology client that peaked at 
more than $100 billion in market cap in 2000, with more than $15 billion in 
employee stock option grants, only to have it decline by 90% after the tech col-
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lapse. and another client in consumer products had a short attack and saw its 
market cap decline from $20 billion to $8 billion in a matter of weeks, with a 
disproportionate collapse in cEo and employee unrealized stock option gains.

There is also strong academic research that shows that large companies are 
not choosing inappropriately large peers for making pay comparisons to set 
higher pay that they can justify in their proxy.

There is also very limited evidence that companies are targeting the 75th 
percentile or higher for their pay opportunity packages. Most companies target 
the median or slightly above. our research supports the notion that it could be 
shareholder unfriendly to target a high percentile for opportunity, as that could 
yield high realizable pay for mediocre levels of shareholder returns.

3. criticiSM: These pay packages are not related to corporate 
performance. 

rESPonSE: Myth

our research, using 2012 proxies from hundreds of large companies, demon-
strates a very strong alignment between the stock price performance of a com-
pany and the realizable pay of the cEo. This important finding, consistent with 
our prior multi-year analysis and much academic research over the past decade, 
thoroughly discredits this criticism. This research can be found in chapter two.

nevertheless, there is no universally accepted methodology — by the SEc, 
academics, the media, shareholders or any others — for evaluating whether 
there is alignment between the cEo’s pay and corporate performance.  nev-
ertheless, our realizable pay methodology, using end-of-the-year stock price to 
value the stock grants made during the performance period, is a logical and 
robust formula for any company to demonstrate that the interests of the execu-
tives and the shareholders are aligned via the compensation program, especially 
stock-based incentives. Our study shows that overall, it is primarily high-perform-
ing companies, as measured by above-median TSr, that have highly paid CEOs, 
and low-performing companies have lower-paid CEOs.
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4. criticiSM:  The structure and levels of these Ceo pay packages do 
not motivate higher levels of corporate performance. The success of the u.S. 
corporate model occurs despite the executive pay model and is mainly driven 
by macroeconomic conditions in the u.S., including free markets, a large con-
sumer sector, low interest rates, high human capital and the dollar as reserve 
currency, among many other factors. Superior economic performance is the ris-
ing tide that pushes up pay packages, not the other way around.

rESPonSE:  Mostly myth

We responded to the prior criticism by showing empirical results that dem-
onstrate the alignment of realizable pay with corporate performance, as mea-
sured by tSr. However, it is another matter entirely to demonstrate that the 
a priori structure and pay levels of executive pay packages — pay vehicle mix, 
performance metrics, goal difficulty, etc. — are successful at motivating ex-
ecutives to perform at a higher level and thus to generate superior economic 
returns for their corporations. This is very difficult to prove, but conversely, it is 
also difficult to prove that the pay packages do not work. in fact, our own and 
others’ research supports the conclusion that it is extremely difficult to demon-
strate causality by showing that higher levels (above median) of pay opportunity 
(which includes the value of stock on the date of grant) are not associated with 
higher levels (above median) of tSr. 

iSS, as of its 2012 tests, actually wants the causality to run the other way. 
namely, it measures pay for performance to see if lower levels of tSr encourage 
(i.e., cause) the compensation committee of the company to lower cash bonuses 
or new stock grants for the cEo. conversely, iSS evaluates whether larger bo-
nuses and stock grants primarily occur only if tSr improves. There are several 
practical problems with the iSS pay/performance model — specifically, in the 
most recent year it examines, stock grants are typically made early in the fiscal 
year and iSS measures tSr through the end of the fiscal year. This causes great 
consternation among our clients. Despite iSS’ reversed causality, an examina-
tion of whether — and if so, how — the level and structure of cEo pay pack-
ages motivate higher levels of performance would, of course, be helpful.
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Source: NY Times, August 16, 2012, "For The Tepid European Economy, a Lost Decade Looms,” 
Jack Ewing

CHART 1.3
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regarding this examination, the pertinent question, warranting an empiri-
cal answer, remains, “is u.S. corporate performance — for corporations above 
and below the median level of tSr — higher than it would have been overall 
due to the nature of their executive pay packages?” in other words, do the pay 
packages motivate the executives to perform better than they otherwise would, 
even if their companies are below median? Based upon our research and experi-
ence, the clear answer to this is yes. as a matter of logic, executives are highly 
motivated to earn their cash incentives/bonus and to increase the value of their 
stock grants via an increase in their stock prices, even if their peers “outper-
form” them. indirect empirical evidence of this is the rapid recovery of the u.S. 
economy from the economic crisis of 2008–09 and the superior results of the 
u.S. economy — gDP and productivity levels and growth, stock market per-
formance — relative to other oEcD countries (especially Europe and Japan) 
that have many of the same economic attributes as the u.S. it does appear that 
the executive pay model is helping the u.S. economy as it continues to struggle 
to recover from the 2008–2009 financial and economic crises. The u.S. recov-
ery, and certainly the corporate sector and the stock market, are stronger than in 
most other developed nations. it is true that this current recovery is weaker than 
historical improvements and insufficient to bring unemployment rates down 
to more normal levels. nevertheless, there is strong reason to believe that even 
worse outcomes were clearly possible — such as those experienced in Europe — 
given the economic headwinds, the weak global economy, a high level of debt 
and so on. The following charts demonstrate the strength of the u.S. recovery 
in terms of gDP growth and stock market performance.

While there are indeed many reasons for the recovery, even if weak, the 
motivational power of annual cash and longer-term stock incentives must ar-
guably be viewed as one of the strongest, yet unsung, contributing factors. an 
article [“Buttonwood,” March 31, 2012] in The Economist magazine says, “Profit 
margins in america are higher than at any time in the past 6 years. That helps 
explain why the equity market has rebounded so strongly despite a lackluster 
economy.” The executive cash and stock incentive plans motivate cost cutting, 
revenue/pricing strategies, divestitures, acquisitions and the like by the leader-
ship team and many other managers/employees, all in the service of increasing 
profits and the stock price. 
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While it is impossible to prove that the incentives cause the improved profit-
ability and stock price appreciation, the same article asserts that executives are 
indeed “given incentives to boost margin.” The interviewee who said the latter 
argued that these margin improvements are short-term and ephemeral, as they 
are at the expense of long-term value for the shareholders. as we will show, the 
large amounts of cumulative stock-based incentives combined with the substan-
tial company stock owned outright by the executives belie this latter point. 

The large stock ownership, another major and deliberate improvement in 
executive compensation and corporate governance over the past 10 to 15 years, 
is highly motivational in precisely encouraging the executives to attempt to bal-
ance all the short-term-versus-long-term performance and risk implications, and 
many other trade-offs of various decisions. obviously, executives make strategic 
and operational mistakes in evaluating these trade-offs, and some may in fact 
have lower ownership, but the bulk of the top executives we deal with explicitly 
try hard to get this balance right. and the outcomes of strong profits and stock 
price performance support this view.

The u.S. executive pay model is a significant part of the explanation for this 
superior short- and long-term performance.

5. criticiSM: Ceos rarely quit their current Ceo jobs to take a high-
er-paying Ceo job a larger company or in a higher-paying industry. Execu-
tives have limited employment alternatives because their skills are highly/mostly 
specific to their current employer. Thus they rarely quit, so it is not necessary to 
pay them extra for retention and there are numerous other executives who can 
take their place. This criticism also says that this “lack of quitting” indicates that 
the universal methodology of using peer groups to set “competitive pay” is thus 
flawed, as it does not matter what other companies pay since executives rarely 
leave for those opportunities. [See Elson and Ferrere, 2012]

rESPonSE: some reality, some myth

it is factually accurate that cEos have a very low “quit rate,” probably rang-
ing from 1% to 1.5% per year — fewer than 10 per year for the S&P 500. 
it is also true that 80% of cEo replacements (due to all reasons: retirement, 
involuntary termination (fired), death, cause, etc.) are from within the current 



24 rESPonDing to tHE criticS: MytHS or rEaLitiES?

management ranks, a percentage that has increased dramatically over the past 
decade. The total turnover of cEos is around 10% per year, including retire-
ments and succession, but the explicit and “announced” quits are a small part. 
it is well known in the academic literature and in the media that there are many 
euphemistic “retirements” and voluntary terminations that are actually termina-
tions due to financial performance.

nevertheless, whatever the label of the reason for a change in cEo, all of 
these departures put upward economic pressure on the market price of a cEo. 

as a matter of arithmetic, a cEo of a major company can only be recruited 
to a larger public company or one in a higher-paying industry, or a highly lev-
eraged private equity or turnaround opportunity, so the demand for that em-
ployee has a cap on it. The quits are probably higher for other senior executives 
as they have more job openings available to them.

However, there are many other important aspects to this phenomenon that 
reduce quits by executives and yet probably only reduce the equilibrium pay 
package a small amount. Executives are deliberately locked into their companies 
by a number of explicitly designed features and factors:

a. unvested stock incentives: Executives could leave millions, or 
in some instances tens of millions, of dollars of unvested stock 
value on the table if they quit; 

b.  reduced exercise periods for stock options post-employment; 

c.  The confidence or hubris that the current cEo has that he/she 
can drive up the stock price more than his replacement; 

d. Large amounts of company stock ownership that have the same 
impact as (c) above;

e.  Pension values that are discounted for early departure; 

f. non-competes, which can make it nearly impossible to go to a 
competitor;

g.  reputational risks and other factors. 
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There seems to be little doubt that voluntary terminations — i.e., quits — 
would be substantially higher, perhaps 3% to 5% per annum instead of the 1% 
reported level, without the above deliberate strategies to lock the executives into 
their companies. Thus the use of peer groups can be justified to quantify the 
opportunity cost of remaining with the current employer. However, companies 
should not, and typically do not, robotically follow the peer group data. Further, 
the SEc and iSS strongly encourage the use of peer data as good governance.

There also are structural/institutional reasons why executives do not quit 
more often for greater employment opportunities elsewhere. Some of these phe-
nomena put upward and others, downward pressure on pay. 

From the perspective of the employer, the board considers its greatest ac-
countability to be management, particularly cEo, succession. in a large-cap 
company, cEo turnover can be disruptive and have very volatile impact on the 
stock price, to the tune of billions of dollars. Since the board members are part-
time, it is in the interests of all shareholders to avoid that disruption and volatil-
ity by offering extra compensation, which as a matter of economics is probably 
only a dozen basis points of the market cap of the company (i.e., .12%, or $1.2 
million of pay per $1 billion of market cap). in addition, the business judgment 
rule appropriately covers a board that does its best to retain its top executives, 
even if there is some additional cost associated with that, as the benefits to share-
holders are enormous. Business judgment is also required in recruiting a top 
executive who has the appropriate background to ensure the highest likelihood 
of success. While the public may think, “anyone could do that top job,” this is 
absolutely incorrect. There are precious few examples of people moving into a 
top job without experience as an executive at a major company.

Both private equity companies and private family companies with concen-
trated ownership tend to have board members who devote substantially more 
time and attention than public company directors to the companies that they 
own. importantly, it is further proof of a competitive labor market that they 
also recruit from the same public company executive pool, use the same type 
of peer groups to help set pay opportunity, and pay their executives in a highly 
similar manner to public companies, both quantitatively and qualitatively. in 
many leveraged buyouts, the management team is left intact (albeit with the 



26 rESPonDing to tHE criticS: MytHS or rEaLitiES?

requirement that its members roll over some of their equity holdings) and is the 
same management team that ultimately takes the company public again in the 
exit strategy.

However, there are also some factors that put downward pressure on cEo 
pay. From the perspective of the recruiting company, there are many risks in re-
cruiting an outsider into the cEo role, ranging from personality fit and cultural 
“tissue” rejection to a very large buyout package. There is also external pressure 
from iSS, the media, academics and some shareholders to use internal candi-
dates to replace the cEo. Further, most major companies have worked dili-
gently on their management development and succession processes, including 
for the cEo position, and have created very strong benches to back up their key 
positions. all of these factors are part of the explanation for why the percentage 
of internal cEo promotions has risen from 60% of cEo replacements to 80% 
over the past decade. These put downward pressure on pay. 

Elson and Ferrere also argue that many of the skills of a long-tenured execu-
tive are highly specific to his or her current employer and thus are not transfer-
rable. There may be some validity to this. However, critics draw the further 
implication that executives are not generally transferrable and therefore com-
parisons of executive pay among peer companies is misleading, unnecessary 
and inflationary. This is contradicted by the record of many executives’ tak-
ing their general management knowledge from one company to another and 
quickly learning the new company. The result has frequently been a high level 
of executive performance. 

of course, in human capital (Hc) theory, this concept of “firm-specific Hc” 
has been well researched; both the employer and the employee benefit, and thus 
need to split the difference. However, the authors of this (Elson and Ferrere) 
argue that this vitiates the need for peer groups and setting pay at the median. 
They agree with the “split the difference” approach, but as was discussed at the 
Elson conference [on peer groups, Weinstein center on corporate governance, 
May, 2012], how do you split the difference without a starting point, which 
requires peer group data from proxies?
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6. criticiSM: executives set easy/soft financial goals for their cash 
and stock incentive plans. These goals are endorsed by feckless, compliant and 
complacent directors. These goals are frequently set below the company’s own 
external earnings guidance as well as below the consensus of analyst expecta-
tions for the company. as a result, these cash and stock incentives pay out above 
the “target” dollar or stock payout level for the plan. Despite these large payouts, 
the achievement of these soft goals translates into weak or actually negative 
stock price appreciation.

rESPonSE:  Mostly myth

it is true that on the average annual and longer-term stock incentive plans do 
tend to pay out at or above target level. are these target payouts due to strong 
operating performance that is at or above challenging targets? or is it weak 
performance that is above an easy goal? our research and experience is that 
these target payouts are due to the former — strong absolute and relative perfor-
mance. We have seen at clients and in the research that payouts are correlated 
with tSr, meaning that as a general matter companies with higher payouts 
tend to have above-median tSr, and companies with lower payouts have lower 
tSr. This indicates that the operating performance (EPS, operating income, 
cash flow, revenue growth, etc.) is correlated with both tSr and payouts, and 
that the model is working as intended. our research shows that companies gen-
erally set incentive goals above guidance and at or above analyst expectations, 
another indication of their difficulty. our client work comparing incentive goals 
to detailed analysis of historical and prospective performance also indicates that 
for most companies, financial goals are challenging.

7. criticiSM: These executives are rarely fired for poor performance, 
and boards are slow to act on poor performance. The executives are equally 
highly paid for both success and failure.

rESPonSE: Myth

cEos are indeed fired for failure and are not entrenched. a number of stud-
ies find that between 2% and 2.5% of major company (typically S&P 500) 
cEos are forced out each year. There are many examples where the boards at 
major companies, with well-known cEos, terminated the cEo due to colos-



28 rESPonDing to tHE criticS: MytHS or rEaLitiES?

sal failures of strategy, declining stock prices over several years, bankruptcies, 
forced mergers and the like.

These terminated cEos typically work at underperforming companies in 
underperforming industries, demonstrating that boards are in fact highly sensi-
tive to overall corporate performance. one study evaluated 1,627 cEo turn-
overs of all types from 1993 to 2001. They found that tSr for the prior 12 
months for the companies with the nearly 400 forced-out cEos was minus 
18%, far below the median tSr of all companies in the study.

Excessive cash severance, 280g gross-ups and other shareholder irritants re-
garding severance, however, need to be examined carefully, and eliminated over 
time. While these programs had utility in their day, the current governance 
environment makes them a distraction from the true pay-for-performance story.

8. criticiSM: U.s. Ceos are overpaid relative to equally high-per-
forming Ceos in other countries. 

rESPonSE: Mostly myth

There are logical reasons why u.S. cEos are paid more than their coun-
terparts in other countries. in a seminal paper [“are u.S. top Executives Paid 
More? new international Evidence,” by n. Fernandes et al., Ecgi working 
paper, 2012], the authors found that using raw data of 3,000 cEos in 14 coun-
tries, the u.S. executives were indeed paid a 75% premium over the average of 
the other countries. This differential effectively disappeared to zero after adjust-
ments were made for size, industry, performance, volatility, ownership, gover-
nance and, most importantly, the higher amount of risky stock-based incentives 
in the u.S. packages. 

Do these higher and riskier (to the executives) stock incentives yield a posi-
tive return to shareholders? While this study does not address that question, 
Pay governance research using realizable pay indicates that the answer is yes, as 
primarily the companies with the highest realizable pay tend to be those with 
the highest relative performance.
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This study also found that executive pay packages in many countries are 
converging upon u.S. levels including higher levels of stock-based incentives, 
another data point in support of the efficiency of the cEo labor market. This 
convergence is driven by non-u.S. companies becoming more international in 
scope (e.g., more international sales) and incorporate more u.S.-style gover-
nance features, including increased institutional ownership, trading on the u.S. 
stock exchanges, board members with u.S. board experience, etc.

in a separate study also in support of this explanation, executive pay packages 
in the u.K. are rising even more rapidly than in the u.S. and are closing the gap. 
and the u.K. has had SoP since 2002, with some profound changes, not all of 
them desired by shareholders. [Jeffrey n. gordon, Harvard Journal on Legisla-
tion, 2009] Thus these say-on-pay votes in both the u.S. and the u.K., for all of 
the other benefits they may bring to shareholders, are not achieving the original 
goal of these regulations, namely reducing executive pay, arguably because of 
the robust nature of the labor market.

9. criticiSM: The executive pay model in the financial sector — high 
current cash compensation, low stock grants and stock ownership, insuffi-
cient deferrals — motivated short-term thinking and excessive risk taking. 
The historical Wall street partnership model would have been far supe-
rior in controlling risk taking, and thus substantial new “risk controlling” 
regulation is required.

rESPonSE: Mostly myth

The criticism is that the emphasis on short-term profits and stock price ap-
preciation motivated executives to deliberately undertake excessively risky strat-
egies and drive up their stock prices so as to increase their annual cash bonuses 
and the value of their stock options. These executives deliberately over-leveraged 
their balance sheets and allegedly did not care about the long term as long 
as they received their short-term cash. These strategies included making risky 
mortgages, packaging and holding or selling bad mortgage bonds, inappropri-
ate hedging and the like. 
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yet there is no empirical evidence linking executive pay at Wall Street firms 
during the 2008–09 financial crisis to undertaking excessive risk deliberately. 
There is, however, a growing academic literature that shows that:  

 » Executives held enormous amounts of stock that, while mitigating 
moral hazard, did not prevent a colossal error in determining the true 
risk; 

 » Many, if not most, aspects of the conventional wisdom on executive 
pay and risk — e.g., high cash and stock options — are not in fact as-
sociated with excessive risk;

 » Many of the proposed new policy prescriptions — deferrals and in-
creased stock ownership — were already in place and did not work to 
prevent the crisis;

 » Many of the existing programs were explicitly designed to mimic the 
best features of the historical partnerships;

 » The pay programs at all of the Wall Street firms — both successful 
and unsuccessful — were essentially identical.

Wall Street cEos lost billions of dollars of value in their own stock in the 
worst part of the crisis in 2008, with two cEos losing nearly $1 billion each 
primarily due to overconfidence in their companies. Further, the employees at 
these companies owned tens of billions of dollars of stock representing 25% or 
more of the market cap, much of it vested, indicating their optimism about their 
employers, and consistency with a partnership model.

in their article “is There a case for regulating Executive Pay in the Finan-
cial Sector,” core and guay [Working Paper, 2010] conclude, “… although we 
agree broadly with regulators’ views on the principles that should guide execu-
tive compensation practices, we believe that many of these principles are already 
engrained in the typical executive compensation plan” [emphasis added].

it is essential, however, to acknowledge as a reality and a valid criticism that 
the executive pay model did not motivate most executives to find the true risk in 
their balance sheets. This would have required these executives to override their 
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risk models, which at the time were signaling “safety” rather than “calamity.” 
apparently, very few did that.  

We also need to acknowledge the possibility that other highly paid employ-
ees —not executives, but originators of cMos, cDs and the like — may have 
undertaken excessive risk with the balance sheets of their employers as they 
personally had more upside than downside. The real downside belonged to the 
treasury, the Fed, the FDic and, ultimately, the u.S. taxpayer. This type of 
asymmetrical risk and reward — called moral hazard by economists — needs 
to be addressed by companies, perhaps with policy changes.

10. criticiSM: executive do not own enough stock to be aligned with 
the shareholders.

 rESPonSE: Myth

Executives at major u.S. companies own a great deal of stock. our study 
of executive pay and stock ownership showed that in 2010, the median large-
company cEo at 365 companies owned $16.5 million worth of stock. Their 
vested and unvested stock grants probably yielded an effective “carried inter-
est” of more than $30 million. of course, these are large market-capitalization 
companies and therefore these large dollar amounts do not represent a large 
percentage of ownership (typically 20 to 30 basis points), but when an employee 
owns that much stock they are highly aligned with the shareholders and highly 
motivated to create long-term shareholder value. The 75th percentile ownership 
was more than $35 million plus stock incentives.

our research has shown that stock ownership has increased significantly over 
the past 15 to 20 years. Data from 1994 to 2010 shows cEo stock owner-
ship has grown from around $3.5 million to the $16.5 million shown above, a 
growth rate much higher than the increase in stock prices. This shows a con-
certed effort to increase ownership.

These high and rising levels of ownership in fact show up as highly correlated 
with high levels of performance, as high-performing companies tend to have 
higher ownership than lower-performing companies. in addition, virtually all 
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large companies have stock ownership guidelines for their executives, which 
have increased stock ownership substantially.

interestingly, and somewhat ironically, iSS and other executive pay critics, 
including some union pension fund shareholders, give no credit at all to the 
impact of stock ownership on performance and risk assessment. We think a case 
can be made that executive stock ownership is more important for motivating 
superior performance than annual compensation.

11. criticiSM: excessive executive pay is part of the cause of the “in-
come inequality” problem and debate that is raging in the political world. 

 rESPonSE: Mostly myth

This is a problem that cannot be fixed inside the boardroom, but some data 
and logic helps put this in context.

This criticism has two aspects to it that are important for executives and 
board members to understand:

a. The high and rising corporate executive pay takes money away 
from the rest of the labor force.

b. The high cEo pay multiple is “unfair” to the rest of society 
and demotivates the labor force.

The sociological problem of income inequality and its impact on the eco-
nomic mobility and overall culture and fairness of the u.S. is beyond the scope 
of this book. However, we are not aware of any studies that demonstrate that 
the high level of income inequality damages our economy. in fact, some of the 
prior economic analysis shows that the u.S. economy continues to outperform 
the European economy, which has lower inequality. Further, we estimate that 
the total cEo pay in 2011 for the S&P 500 companies was between $5 billion 
and $10 billion. if that amount was reduced by 50% and transferred to others 
via higher taxes, its impact would be far less than .1% of the total output of the 
u.S. economy.

However, it is most likely correct that growth in pay levels and the number of 
corporate executives explains a major part of the increase in income inequality 
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in the u.S. [“Jobs and income growth,” by Jon Bakija, 2010]. if there is indeed 
a competitive labor market and significant pay for performance, then the execu-
tive pay model that created that high pay for executives has also benefited the 
corporations and arguably all of society.

if that growth is caused by poor corporate governance — that is, if those 
executives “unfairly” made it into the top .1% by being overpaid — that may 
be an economic and corporate problem. However, even if there is a competitive 
labor market for executives, there still could be a sociological problem, although 
one that the corporations themselves cannot solve.

The data from 1979 to 2005 on public and private companies in this study 
is further support for the competitive labor market. in other words, it was not 
poor governance that yielded the high pay for the executives. Basically the re-
search in this important study, using tax data, shows that the share of total na-
tional income of the top .1% of taxpayers attributed to executives from publicly 
traded companies has declined dramatically over that period. Meanwhile, the 
private companies’ (closely held) proportion rose significantly. This means that 
while there are many factors for this (including a switch from c to S corpora-
tions due to tax reform), the total income for executives at private companies 
was also growing impressively. generally, private companies have more concen-
trated ownership and board members as major investors, and thus agency and 
governance problems at those private companies are not as pronounced as those 
of public companies. Since private company executives, overall, are paid simi-
larly to those at public companies, it seems unlikely that income inequality was 
caused by the public corporate pay model

as a counterfactual thought experiment, would the u.S. have been wealthier 
if the u.S. executive pay model had mirrored historically the pay model of West-
ern Europe and Japan? Perhaps income inequality would have been reduced, but 
on an absolute basis, all might have been poorer. a recent united nations study 
[“The real Wealth of nations,” Free Exchange, The Economist, June 30, 2012] 
evaluated the total wealth of nations — human, physical and natural capital. 
The u.S. total wealth of nearly $120 trillion was nearly equal to the total ag-
gregate wealth of the next five richest countries.



34 rESPonDing to tHE criticS: MytHS or rEaLitiES?

The high and rising level of income inequality in the u.S. indicates that we 
need to increase the return on the human capital for the average u.S. employee, 
which depends on training, education, a strong economy, exports, etc., all of 
which are high barriers to solving this problem. a regulatory reduction in cEo 
pay — via a cap, for example, as tried in Section 162(m), or much higher tax 
rates — will not increase the pay of the average employee and arguably might 
reduce the performance of the company, thereby reducing everyone’s pay.

12. criticiSM:  The highly positive say on Pay votes of 2011 and 2012 
were misleading and did not truly indicate that the shareholders endorsed 
the executive pay model.  one New York Times columnist (nicholas Dav-
idoff) said that the shareholders “do not care enough to express their opin-
ion strongly,” as only eight large companies failed their soP votes in 2011.  
The pay-for-performance models of the proxy advisors (Iss, etc.) are truly 
indicative of alignment of pay to performance.

rESPonSE: Myth

as we said above, 98% of thousands of major companies received an en-
dorsement of their executive pay programs from shareholders in their 2011 and 
2012 SoP votes. The shareholders overall agreed that there was indeed substan-
tial pay for performance at most companies. This is clearly an endorsement of 
the overall model, but it has nevertheless not quieted the critics. The argument 
that shareholders “do not care enough” to vote against these pay plans is prepos-
terous and sour grapes, and violates the principle of occam’s razor, namely, that 
the best explanation is usually the simplest one. These positive votes are clearly 
an approval of the overall nature of these pay plans.

Pay governance research on the proxy advisor models draws the following 
conclusions:

a. Even the proxy advisors endorse nearly 90% of cEo pay 
packages.

b. in the nearly 10% of the cases where iSS found a failed pay-for-
performance approach, our realizable pay model found alignment, 
indicating a false negative and possible undeserved SoP problems.
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c. The shareholders reject iSS’ “against” recommendation 85% to 
90% of the time, supporting these companies, though with fewer 
“yes” votes in these instances.

tHE rEMainDEr oF tHiS BooK

This book is organized to provide two things for our clients and other readers:

1. additional empirical and logical support to combat the mostly 
incorrect criticisms described above;

2. ideas for designs, methodologies, governance enhancements, 
disclosure and related items that will allow boards and their 
executive teams to address the swirling criticisms of executive 
pay in the current say-on-pay environment, which is filled with 
mythology and misinformation. our goal always is to help our 
clients balance the tension between ensuring a highly motivated 
executive team and long-term shareholder value creation.
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CHaPTeR TWo

Ceos aRe PaID foR 
PeRfoRManCe
 by Ira T. Kay and brIan lane

Criticism: “Pay packages at the individual company level are not related to 
corporate performance.”

Response: Myth

introDuction 

is cEo pay aligned with performance? The long-standing criticism among 
many is that pay packages at the individual company level are not related to cor-
porate performance. our research, along with many academic studies over the 
past decade, has shown time and again that this criticism of pay packages being 
unrelated to corporate performance is a myth. our latest research, using 2012 
proxies for 300 large companies, supports these findings: Higher-paid cEos 
work at higher-performing companies, and lower-performing companies reward 
their cEos with lower compensation.

The constant controversy around executive pay, heightened amid the recent 
economic downturn and resulting Say on Pay votes, has perpetuated this criti-
cism. various commentators — including mass media organizations, the pub-
lic, regulators, other government officials and some shareholders — believe that 
cEo pay is generally not proportionate with corporate performance. These crit-
ics claim that, in many cases, cEos of low-performing companies are paid as 
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much or more than those of high-performing companies, and they view this 
lack of alignment as being extremely unfriendly to shareholders. Furthering the 
overall confusion about the alignment between pay and performance is that 
there is no universally accepted methodology — among the SEc, academics, 
the media and shareholders — for evaluating alignment. 

There is a fundamental misunderstanding of the difference between pay op-
portunity or target pay and realizable pay and which of the two should appro-
priately be compared directly to the performance of the company, especially 
the stock price. We discuss this in detail below, but opportunity is set by the 
compensation committee annually and represents the grant date value of the 
stock and cash incentives. it is typically determined in comparison to market 
data and may or may not reflect recent stock price performance. realizable 
pay represents the actual incentives paid out and the value of the stock grants 
at the end of their performance period. We think it is the ideal pay number to 
compare to company performance. This compelling logic is encouraging many 
companies, their institutional investors and proxy advisors (iSS) to incorporate 
realizable pay into their analytics.

at their core, cEo pay programs are typically designed to align with per-
formance, up or down. The majority of value for a typical cEo pay package is 
tied to or can only be earned contingent on performance (stock price or other 
measures). on average, 80% or more of cEo annual pay opportunity is based 
on annual or long-term performance based incentives. adding the millions of 
dollars the typical cEo holds in company shares to these short- and long-term 
incentives shows that large amounts of the individual’s wealth are tied to the 
performance of his/her company. in short, these cash and equity (stock and op-
tion) portfolios provide u.S. cEos with strong incentives, as found by core, 
guay and Thomas in their 2005 study “is u.S. cEo compensation inefficient 
Pay without Performance?” This performance relationship is borne out using 
realizable pay.

our realizable-pay methodology is a logical and robust formula that any 
company can use to demonstrate that the interests of the executives and share-
holders are aligned via the compensation program, especially stock-based incen-
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tives. our study shows that high-performing companies tend to have relatively 
highly paid cEos, and low-performing companies, lower-paid cEos.

our recent research discredits the criticism by demonstrating that, when the 
appropriate pay metric is used, there is no factual basis for it. Findings show 
strong alignment of realizable cEo pay with companies’ stock-price perfor-
mance: cEos at high-performing companies earned higher realizable pay than 
their counterparts at low-performing companies. As shown in Table 2.1, cumula-
tive realizable total direct compensation (TDC = base + annual incentives + long-
term incentives) for CEOs at high-performing companies over three years was $35 
million, 72% higher than that of CEOs at low-performing companies. Their perfor-
mance was also proportionately higher. We have found similar alignment in other 
studies we have conducted over the past decade. 

our findings are also consistent with academic research on cEo pay con-
ducted in recent years. By looking at actual pay, which they distinguish from 
pay opportunity or “theoretical pay,” Kaplan and rauh (2008) find, “There 
can be absolutely no doubt that the typical cEo in the united States is paid 
for performance” (Kaplan, “are u.S. cEos overpaid?” academy of Manage-
ment Perspectives, 2008). Specifically, as highlighted in the September 8, 2012, 
article from The Economist, “Bargain Bosses: american chief Executives are 
not overpaid,” they find that, over three-year periods, companies with cEos 
that have actual pay in the top quintile (top 20%) generate returns that are 
60% greater than those of other firms in their industries. conversely, firms with 
cEos in the bottom quintile (lowest 20%) of actual pay underperform their 
industries by 20%.

anaLySiS anD DiScuSSion  

in our 2012 study, the difference in realizable pay between high- and low-
performing companies correlates with a wide disparity in total shareholder 
return (tSr). Three-year tSr for high-performing companies was 31.4%, 
compared with 7.6% for the low-performing companies. For the typical $10 
billion-market-cap company, this disparity corresponds to a difference of about 
$10.3 billion in valuation over three years.
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The challenge for companies to demonstrate such alignment in their proxies 
to shareholders became especially critical with the advent of Say on Pay (SoP) 
in 2011. These votes have empowered proxy advisory firms — e.g., institutional 
investor Services (iSS) and glass Lewis — and created additional complexity 
and concern for companies and their compensation committees. in 2011 and 
again in 2012, many companies enhanced their pay-for-performance linkage 
and explained their philosophies on the subject to shareholders. in some cases, 
these disclosures provided shareholders with insights into the analyses conduct-
ed to assess this linkage.  

Shareholders have reacted positively. overall, they agreed that pay was in-
deed aligned with performance at most companies, as evidenced by their SoP 
votes. in these votes, more than 98% of companies received a shareholder en-
dorsement of their executive pay programs in 2011 and 97% in 2012.

nevertheless, whether a given pay program has strong pay/performance 
alignment remains the subject of debate among different interests, primarily 
because there is no definitive way to demonstrate it. Further, though the SEc 
may soon require the disclosure of the relationship between performance and 
pay actually earned by named executive officers, it is not clear how the agency 
would structure this requirement.  

at its core, assessing pay/performance alignment involves answering three 
key questions:

1. What is the best way to measure cEo pay in the context of 
assessing pay/performance alignment? 

2. are cEos at high-performing companies highly paid relative 
to those at low-performing companies?

3. What are the primary factors that can misalign cEo pay and 
corporate performance? 

We address each of these questions in turn.

1. What is the best way to measure Ceo pay in the context of assessing 
pay/performance alignment?
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There are several different ways to measure executive pay. These include: 

•	 Pay opportunity. target cash compensation and the value of 
equity incentives on the date of grant (generally, as represented in 
the Summary compensation and grants of Plan Based awards 
table of a company’s proxy statement). The sum of target cash 
opportunity and equity grant opportunity is also known as target 
total direct compensation.

•	 Realized pay. actual cash earned, the value of exercised stock 
options (as opposed to the value at grant) and the value of vested 
shares. The value of realized pay is approximately the same as 
actual pay, which is part of W-2 earnings.

•	 Realizable pay (the method we prefer). The sum of actual cash 
compensation earned, the aggregate value of in-the-money stock 
options, the current value of restricted shares, actual payouts from 
performance-share or -cash plans, plus the estimated value of 
outstanding performance-share or -cash plans. 

realizable pay is the best measure for assessing alignment, as it is a truer rep-
resentation of the value attainable by an executive in a given time/performance 
period than is pay opportunity or realized pay.

This is because realizable pay allows for comparisons of pay and performance 
over concurrent time periods — i.e., performance over a certain three-year pe-
riod has yielded a value of realizable pay over the same three-year period. By 
contrast, pay/performance alignment assessments that use pay opportunity are 
thrown out of kilter because the time periods are not aligned. Pay opportunity, 
which is set on the date of grant and does not change over time, is typically 
measured at the beginning of a period and compared to performance through 
the end of the period (performance that has no bearing on the determination 
of that opportunity in the first place). This is the methodology used by proxy 
advisors like iSS in their pay-for-performance tests.

For this reason, when working with our clients on specialized pay/perfor-
mance studies of their industries and in conducting broad research, we have 
consistently used realizable pay. typically, we make comparisons over three-year 
periods, though we have used longer time spans, capturing individual executives’ 
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compensation over their entire careers. in these studies, we have found align-
ment between realizable pay and corporate performance at a preponderance of 
the hundreds of companies evaluated. This is largely because these companies’ 
compensation packages contain substantial amounts of stock-based incentives.

iSS uses its own version of pay opportunity — including new grants of stock 
options and full-value shares — for its renowned, widely scrutinized and highly 
controversial pay-for-performance test. Much to the dismay of their boards, 
hundreds of companies have failed this test. These results showed high or ris-
ing pay (based on opportunity) but a recently declining stock price and/or low 
returns to shareholders relative to the iSS-defined comparator groups. 

at many companies that failed this test, confusion and consternation en-
sued because this failure ran contrary to the pay experience of executives and 
their boards. These executives experienced lower pay due to underwater stock 
options, forfeited performance-share grants and shrinking cash bonuses — all 
paralleling low or negative returns to shareholders. accordingly, realizable exec-
utive pay at these companies was indeed correlated with corporate performance. 
yet the iSS test failed to reflect this reality because it did not measure realizable 
pay. unlike the iSS methodology, analyses using realizable pay can identify 
scenarios involving declines in executive pay that are concurrent with declines 
in shareholder returns. 

2. are Ceos at high-performing companies highly paid relative to those 
at low-performing companies?

We conducted a pay/performance study that examined three years (2009–
2011) of pay and performance of cEos at 295 S&P 500 companies who had 
been incumbent for three or more years. The study was limited to companies 
that had filed proxy statements and had held SoP votes by June 30, 2012. The 
median revenue and market capitalization of these companies were $8 billion 
and $11.4 billion, respectively. 

contrary to the claims of compensation critics, there was a strong relation-
ship between pay and performance, as reflected by realizable pay. cEos at high-
performing companies — as indicated by above-median total shareholder return 
(tSr) — had significantly higher realizable pay values (72% higher) than their 
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low-performing counterparts. High-performing companies delivered sharehold-
ers a median return of 31.4%. The typical cEo of the high-performing compa-
nies received $35 million in aggregate realizable total direct compensation over 
the three years reviewed, which was 138% of his or her pay opportunity. The 
low-performing companies had tSr of 8%, and hence, cEos received realiz-
able pay of “only” 84% of the value of granted Lti opportunity. These differ-
ences are economically and statistically significant.

The analysis in table 2.1 bifurcates the sample of companies according to 
performance (i.e.., high tSr means tSr above the overall median) and shows 
the median values of three-year tSr and realizable tDc and the ratio of re-
alizable tDc value to opportunity for each of the high- and low-performing 
subgroups.

Significantly, when pay opportunity is used instead of realizable pay, the pay/
performance relationship reverses. The cEos granted higher levels of pay op-
portunity are actually those working at low-performing companies — though 
we know from the data in table 2.1 that pay and performance are actually 
aligned. unfortunately, this comparison is the one often cited by shareholder 
advocacy groups and media organizations to support their criticisms when ral-
lying against executive pay. table 2.2 shows that cEos at low-performing com-
panies were granted three-year aggregate tDc of $24.6 million, compared to 
$23.4 million for their counterpart cEos at high-performing companies.

TABLE 2.1

Relationship Between Company Performance and
Realizable TDC Value 

Ratio: Realizable
TDC Value to

TDC Opportunity

1.4X

0.8X

1.1X

$35.2M

$20.4M

$26.6M

Total
Shareholder
Return (TSR)

CountGroup

31.4%

7.6% 

17.6%

147

147

294

Companies with
high TSR

Companies with
low TSR

All companies

Aggregate Over Three-Year Period (2009–2011)

Realizable
TDC Value
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We have in fact found in separate studies that testing pay-for-performance 
alignment using pay opportunity (as does iSS) can lead to situations that we call 
false negatives — companies with cEos whose pay opportunity is not aligned 
with performance, but whose realizable pay is well aligned. our research sug-
gests that about 10% of companies fall into this category.

There are perfectly logical situations in which pay opportunity may not be 
correlated with performance but realizable pay would be aligned, all of which 
strengthens the overall alignment of pay with performance but might be over-
looked by a pay-for-performance assessment that uses pay opportunity as op-
posed to realizable pay:

•	 attraction and motivation of new hires. Premium 
compensation may be required to bring in a new externally hired 
cEo, which would unnaturally increase pay opportunity for the 
year of the hiring. However, a well-designed and performance-
based new hire package could lead to aligned realizable pay.

•	 The	effect	would	be	similar	for	additional incentives to achieve 
turnaround goals or retain high performers at critical junctures.

•	 High concentration of equity in TDC or a high 
concentration of options in lTI. By way of an extreme example, 
compare a cEo granted a pay opportunity of $1 million in base 
salary to a cEo granted an all-option pay opportunity, also of $1 

TABLE 2.2

Relationship Between Company Performance and
LTI Opportunity

$23.4M

$24.6M

$24.2M

Total Shareholder
Return (TSR)

CountGroup

31.4%

7.6% 

17.6%

147

147

294

Companies with
high TSR

Companies with
low TSR

All companies

Aggregate Over Three-Year Period (2009–2011)

Cumulative TDC
Opportunity
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million. Thus, pay opportunity is equivalent for both cEos. But 
in a scenario where stock price falls by 10% for the two example 
companies, our first cEo would still hold $1 million in realizable 
value after the drop in stock price, whereas our second cEo holds 
$0. The outcome for our second cEo is much more aligned with 
the shareholder experience.

•	 The presence of well-defined and challenging performance 
goals in metrics that are correlated to TsR. These goals would 
dictate the value of pay earned (realizable) after the grant date 
opportunity has been determined. Worse performance in these 
metrics or against these goals would yield lower realizable pay, 
and conversely, the better the performance, the higher the 
realizable pay (up to plan maximums). This is in comparison to an 
opportunity that remains static at grant, regardless of subsequent 
performance. Further, if the metrics are well correlated to long-
term tSr, shareholders can expect their returns to directionally 
follow internal company performance, leading to good alignment 
between shareholders and executives.

•	 after-the-fact adjustments to incentive plan payouts (via 
a TsR modifier or committee discretion). Some companies 
in the aftermath of the 2009 economic downturn implemented 
and exercised discretion in payouts to ensure alignment with the 
shareholder experience even if operational performance was above 
target.

nevertheless, this is an area that individual companies and their compensa-
tion committees need to monitor carefully, as it affects disclosure, SoP votes 
and iSS recommendations. 

Though the distinction between pay opportunity and realizable pay is clearly 
critical, it does not receive due attention.  all too often, that attention is trumped 
by pay opportunity, as it is readily available in the proxy Summary compensa-
tion table. realizable pay, on the other hand, requires some calculations using 
several tables in the proxy.

committees determine pay opportunity using market data, typically setting 
it around the median of their markets. Though recent stock-price performance 
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should be considered, market data is considered to be far more important. 
nonetheless, the amount of compensation that is ultimately realizable from 
granted opportunity is highly dependent upon future stock price and corporate 
financial performance.

While many committees expect realizable pay to be significantly affected by 
these future performance factors, they understand opportunity to be relatively 
immune to recent stock price performance. Hence, seeking to encourage execu-
tive performance, they tend to focus on two things that are under their direct 
control: (i) setting the level of pay opportunity appropriately and (ii) ensuring 
that the design of pay elements is primarily performance-based. 

Most committees operate these two levers skillfully, leading to their com-
panies’ exhibiting alignment between realizable pay and performance. Some 
companies, however, face challenges in this area. our research has shown that 
setting pay opportunity too high or too low can damage their perceived pay/
performance alignment.

3. What are the primary factors that can misalign Ceo pay and corpo-
rate performance? 

two factors that drive the amount of executive realizable values, in addition 
to actual company performance, are the level of pay opportunity set at grant 
and the design of the executive’s pay program (e.g., the mix of cash vs. equity, 
type of Lti vehicles being delivered, and whether the vehicles are more or less 
performance-based). reviewing realizable pay allows us to also analyze the rela-
tionship between these factors, as well as how they relate to realizable pay values. 

Table 2.3 shows that pay opportunity that is set too high or too low 
has the potential to damage the pay and performance relationship. a cEo 
with a top-third (i.e., above the 67th percentile) pay opportunity will earn 77th 
percentile realizable value even if his/her company provides only middle-third 
returns to shareholders (at a median tSr of 19.8%). in other words, a rela-
tively high pay opportunity had the effect of insulating the cEo’s realizable 
pay from middle-of-the-pack shareholder return. conversely, for the cEo with 
pay opportunity in the bottom third (below the 33rd percentile, at a median of 
$6.7M) even top-third tSr performance (median of 40.1%) over the three-year 
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period will not yield realizable pay that is above median. a review of this cross 
section of this cEo’s tSr performance (top third) and pay opportunity (bot-
tom third) shows that the resultant rank of realizable Lti value will be at the 
48th percentile. 

appropriate program design and proper pay leveling can mitigate the mis-
alignment between pay and performance at high and low levels of pay opportu-
nity.  

The analysis in table 2.3 focuses on the 126 companies with revenue less 
than $5 billion in our analysis and first divides companies into nine buckets 
based on which tercile their pay opportunity and tSr fit into, each bucket con-
taining ~14 companies. The nine table entries provide the resulting percentile 
rank of the median Lti realizable value for the 14 cEos in each bucket. We 
found very similar results when we tested larger (i.e., greater than $5 billion in 
revenue) companies as well.

concLuSion

creating and demonstrating close pay/performance alignment requires far 
more than making decisions about and disclosing pay-opportunity levels. com-
mittees must not only determine market-competitive pay opportunities to at-

TABLE 2.3

Pay Opportunity and Company Performance Driving LTI 
Realizable Value Results

Top Third

Middle Third

Bottom Third

Median TSR

44th
Percentile

28th
Percentile

10th
Percentile

5.2%

77th
Percentile

54th
Percentile

35th
Percentile

19.8%

90th
Percentile

77th
Percentile

48th
Percentile

40.1%

$20.4M

$13.0M

$6.7M

$2.6B

$3.0B

$2.1B

Companies with
LTI Opportunity

in the…

Median LTI
Opportunity

Median
RevenueBottom

Third

Companies with three-year TSR in the...

Middle
Third

Top
Third



48 cEos arE PaiD For PErForMancE

tract, motivate and retain executive talent, but also ensure that compensation 
programs reflect corporate performance and describe their programs as such in 
annual proxy statements.

in this new, highly sensitive disclosure environment, companies must com-
municate this flexibility convincingly to shareholders who now, at most com-
panies, perennially voice their concerns in SoP votes. as we await the SEc’s 
decision on pay/performance disclosures, committees should proactively assess 
alignment using realizable-pay analyses.  

aDDEnDuM: FivE-yEar Pay-For-PErForMancE 
StuDy

as we referred to earlier, we also study the relationship between pay and 
performance over time periods longer than three years. The following pages 
summarize a recent study of pay and performance alignment over five years for 
a group of long-tenured Fortune 500 cEos.

additional Research: five-Year analysis of Pay for Performance, by 
lane Ringlee and John sinkular

•	 As	the	second	year	of	Say	on	Pay	confirmed,	companies,	proxy	
advisory firms and investors use varying methods to determine if 
cEo pay is aligned with performance.

•	 While	 total	 shareholder return (tSr) may not be a perfect 
measurement of firm performance, particularly on a short-term 
basis, it is widely agreed that it is the best measurement of firm 
performance over the long term and is directly aligned with 
shareholder interests.

•	 Summary	 compensation	 table	 pay	 (SCT	 pay)	 from	 proxy	
disclosure (i.e., pay opportunity) has been proven to have poor 
alignment with total shareholder return and financial performance 
underlying compensation committee pay decisions, yet currently 
it forms the basis of proxy advisory firms’ assessments of pay and 
performance and their vote recommendations for Say on Pay 
proposals.
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•	 Pay	Governance’s	five-year	assessment	of	CEO	compensation	
and tSr confirms that realizable pay has the strongest correlation 
with tSr and is the most appropriate single measure of pay for 
determining alignment with performance.

•	 Pay	Governance’s	 research	 also	 finds	 a	 strong	 correlation to 
tSr for a combination of two different pay definitions: the ratio 
of (i) realizable pay to (ii) pay opportunity.

introDuction

in order to determine the composition of pay with the strongest correla-
tion to long-term performance, Pay governance analyzed the base salary, cash 
and equity incentives provided during 2007–2011 of a constant sample of long-
service chief executive officers (cEos) among Fortune 500 companies. Base 
salary and the actual annual incentive/bonus payouts were added to long-term 
incentives, which were valued in two different ways, resulting in the following 
definitions of pay:

•	 Pay	 Opportunity	 (with	 LTI	 valued	 based	 on	 grant	 date	
opportunity): includes the grant date (accounting) value of 
awarded long-term incentives, with performance cash/share 
awards valued assuming target, not actual, performance.  

•	 Realizable	Pay:	Earned	long-term	incentive	grants	are	valued	at	
the end of the examined period, based on each company’s closing 
stock price on March 31, 2012. For long-term performance plans 
we used the actual payout for completed cycles, otherwise we 
assumed target performance.

•	 Ratio	of	Realizable	Pay	to	Pay	Opportunity.

MEtHoDoLogy

We conducted a five-year analysis (2007–2011) of cEo compensation and 
total shareholder return for 27 u.S. companies that are components of the 
Fortune 500. These companies are unique compared to other studies of cEo 
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compensation in that all have had the same executive occupying the cEo role 
for the past decade to minimize the impact of unusual cash and equity award 
practices. to develop this group, we also excluded companies that had consum-
mated meaningful acquisitions or mergers — transactions that resulted in a 
greater than 25% increase in sequential year-over-year revenues.

The study companies had median fiscal 2011 revenues of $8.9 billion and 
median market capitalization of $11.3 billion, as of March 31, 2012, and filed 
2011 proxies by april 2012. to increase the homogeneity of the group, we re-
moved companies from our original scan that were “outsize” to minimize the 
impact of size on compensation opportunity; this resulted in a range of revenues 
from $5.4 billion to $20.0 billion. 

FinDingS

1. Realizable pay has a strong relationship to TsR performance 

We compared realizable pay and tSr performance at the end of the five-year 
period and found that high-tSr-performing companies have corresponding 
high levels of realizable pay (rP).  Similarly, when we indexed tSr to the re-
turns of the S&P 500 index, we found a very similar relationship of pay and tSr 
performance. Pay disclosed in the proxy — Pay Based on Lti opportunity — 
has a weak correlation to tSr. This is mostly explained by the manner in which 
compensation committees will set pay opportunity. cEo pay opportunity is 
set primarily based on market data and not on recent stock price performance. 
committee members understand, however, that future stock performance will 
create the desired alignment with performance-based program design.

TABLE 2.4

Correlation to TSR

70%

33%

Measure

Realizable Pay

Pay Based on LTI Opportunity
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2.  High-TsR performers have realizable pay relative to pay opportunity 
that is more than 150% of that of low-TsR performers  

to test our conclusions on realizable pay and linkage to tSr, we segmented 
the study group into high and low performers based upon five-year tSr. Based 
on five years of pay data for these companies, high-tSr performers had realiz-
able pay that was approximately 160% of the low-tSr performers’ relative to 
pay opportunity.

3.  The ratio of realizable pay to pay based on lTI opportunity has the 
strongest correlation to TsR 

The strength of the realizable pay/tSr correlation was confirmed over a five-
year time frame using the same constant sample of companies. in addition to 
the two pay definitions, we also analyzed the correlation to tSr performance 
using five years of data (2007 to 2011) of the ratio of realizable pay to pay based 
on Lti opportunity (realizable Pay to Pay opportunity, or rPPo), which de-
termines how much incremental pay was created or pay opportunity not real-
ized by the application of stock price performance. if the rPPo is 100%, then 
all of the pay opportunity was realizable (specifically, the accounting expense of 
the stock grants was equal to the realizable pay from the grants).

our analysis found that rPPo has the strongest positive correlation with 
tSr performance.  This is not surprising, since the rPPo pay ratio is exactly 
how performance-based pay elements work: The future value of pay is leveraged 
to stock price at that same point in time (realizable pay).   

TABLE 2.5

83%

19%

-1%

High Performers

Low Performers

S&P 500

Segment
Median

5-Year TSR

Total RP Relative to
Low Performing Group Total RP ($Millions)

Median

159%

100%

Average

162%

100%

Median

$78.7 

$33.4

Average

$84.1 

$42.9
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4.  Pay opportunity is not correlated to TsR performance

over the examined five-year period (2007 to 2011) during which cEo re-
alizable pay was found to have a meaningful positive correlation with tSr, we 
found that pay opportunity by itself is not correlated to tSr. in other words, 
the measurement of pay largely used to assess competitiveness or appropriate-
ness of cEo compensation has a very weak relationship with firm performance. 
as discussed above, the strongest correlation to tSr performance is achieved 
by a combined pay metric: the ratio of realizable pay and pay based on Lti 
opportunity.

5. Incentive design impacts realizable pay

We also studied our segmented group to assess differences in pay practices 
to see if different emphases or strategies lead to different reward outcomes for 
higher-tSr-performing and lower-tSr-performing companies. it is important 
to note that both groups outperformed the S&P 500 over the five-year time 
frame. not surprisingly, the higher-tSr-performing group had greater empha-
ses on long-term incentives based on pay opportunity, but the overall mix of 
long-term incentives (options, restricted stock and performance plans) was rela-
tively consistent across the two groups.

TABLE 2.8

Note: totals do not equate to 100% due to rounding

Segment

High Performers

Low Performers

Salary

13%

14%

Mix of Pay Mix of LTI

AIP

25%

35%

LTI

62%

51%

Options

41%

41%

RSUs

29%

22%

LTIP/PSU

31%

36%
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concLuSionS

until there is a consensus on the pay definition used for pay/performance 
comparisons, and as long as the proxy advisory firms use a different pay defini-
tion (which is inconsistent with using actual performance for the comparisons), 
it is important for companies to assess “pay” from several perspectives. However, 
as we demonstrated, the strongest correlation to tSr is realizable pay and, as 
such, it should be incorporated in each company’s annual review of pay.
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CHaPTeR THRee

eValUaTInG THe Iss TesT of 
Ceo PaY foR PeRfoRManCe 
foR saY on PaY VoTes: 
a CoMPaRIson of PaY 
oPPoRTUnITY anD  
RealIZable PaY
by Ira T. Kay, brIan J. lane, and benTham STradley

ExEcutivE SuMMary

1. our new research indicates that many large companies may receive “high 
concern” or “medium concern” ratings for pay-for-performance alignment — 
and in more extreme cases, “against” recommendations for Say on Pay (SoP) 
votes from institutional Shareholder Services (iSS) — despite the reality that, 
when properly measured, their pay programs exhibit true alignment. This may 
adversely affect the outcomes of Say on Pay votes. 

2. There are many ways to measure cEo pay and its alignment with multi-
year company total shareholder return (tSr). Based upon our research, we be-
lieve that realizable pay is the preferable metric for this comparison. value de-
livered — not value granted — should be aligned with performance. This is the 
distinction that boards, in designing pay programs, and executives, in receiving 
annual grants of pay opportunity, expect. 
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3. Studying cEo pay at large companies, we tested pay/performance align-
ment across all industries in two ways: (i) using realizable pay and (ii) using pay 
opportunity in a manner similar to the new iSS relative Degree of alignment 
(rDa) test. using realizable pay, we found that more than 91% of large public 
companies have pay programs that are aligned with tSr1.  

4. using both tests, approximately 86% of the companies examined exhib-
ited the same results regarding alignment versus misalignment. However, our 
comparison of the two tests revealed:

•	 false negatives. We found that more than 10% of the 
companies for which the iSS opportunity-based test found 
misalignment (high pay opportunity with low tSr) had realizable 
pay that was actually aligned with performance. neither board 
members nor executives expect pay opportunity to be aligned with 
tSr.

•	 false positives. We found that fewer than 4% of the companies 
that the iSS test found to have achieved alignment actually had 
high realizable pay and low tSr. This, however, is a very small 
group of companies with particular circumstances.

5. We found that in both tests, the level of pay opportunity relative to mar-
ket levels plays a role in pay/performance alignment results; companies shown 
to be of high concern were also the group of companies with the highest pay 
opportunity.

6. Further, the companies with false negatives had extremely low relative 
tSr, which resulted in low realizable pay. yet, since the iSS test measures pay 
opportunity but not realizable pay, it incorrectly indicated pay/performance 
misalignment. Thus, the iSS test results are often found to be a mystery at best 
and a frustrating disappointment at worst for the boards of these companies.

7. Lastly, companies that showed poor alignment regarding realizable pay 
typically had a steep dip in stock price from 2008 to 2009, with only partial 
recovery by 2010. However, stock grants made in 2009 had a relatively high 
value of realizable pay (53% of three-year total compensation), which increased 

1 For this test, we used a structure similar to the iSS rDa test (low, medium, or high concern) involving three-year 
tSr percentile and three-year cEo realizable-pay percentile.
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amounts for three-year total realizable pay even though overall alignment of pay 
to tSr for the three-year period was lacking.

introDuction

currently, thousands of companies are busy finalizing their 2012 proxy state-
ments. Proxy advisors — such as iSS and glass Lewis — are preparing to make 
their Say on Pay recommendations, and shareholders will be casting their votes. 
The single most powerful determinant of how positive or negative the outcomes 
of these votes will be is the overall alignment of cEo pay to company perfor-
mance. Boards of directors, management teams and advisors have worked hard 
to ensure as much alignment as possible and to clearly demonstrate their pay-
for-performance orientation in proxy statements.

and yet, despite the importance of pay/performance alignment, there is no 
universally agreed-upon test to determine its existence or strength. There is gen-
eral agreement that tSr is, if not the “right” performance metric, certainly the 
most visible and important to shareholders, but there is substantial disagree-
ment over how best to measure cEo pay. Some analysts use the total com-
pensation figure from the proxy summary compensation table (Sct), which 
includes both prior-year cash payouts and “new pay” in the form of the grant-
date value of stock and stock options. others start with the Sct total compen-
sation figure and strip out indirect pay such as pension values and non-qualified 
deferred compensation. yet others modify the Sct number using proprietary 
calculations. and finally, some use realized pay values. Each method has its pros 
and cons, and each can produce significantly different results.

However, more and more companies are segregating and seeking to commu-
nicate the often very different figures of pay target or opportunity from realizable 
pay. For decades, companies have used opportunity for setting pay targets that 
are typically based on market data, internal equity and individual performance. 
The purpose of the pay target is to provide a powerful prospective opportunity 
that will base future compensation on future performance, allowing manage-
ment to realize value only if stock price appreciation and other performance 
metrics are strong and superior to peers’ results. This contrasts starkly with iSS’ 
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methodology that assumes that compensation committees link pay opportuni-
ties and equity grants to retrospective stock price performance. as a result, we 
think that while not perfect, a direct comparison of realizable pay to company 
performance during set periods has the capacity to measure performance on a 
relative basis and allows for a direct test of what boards intended.

as we have stated previously, Pay governance research shows that prospec-
tive pay opportunity generally is not aligned with recent retrospective tSr, 
although realizable pay is strongly aligned with tSr (see the Pay governance 
viewpoint article, “cEos are Paid for Performance: using realizable Pay to 
Demonstrate alignment with total Shareholder return”). We have found that 
when analyzing compensation systems using realizable pay, more than 90% of 
companies have compensation that is aligned with shareholder returns. our 
unique pay-for-performance methodology allows us to test whether pay/perfor-
mance alignment exists in the form that compensation committees intended 
and whether plans motivate executive teams to perform. unsurprisingly, we 
have found that generally speaking, the highest-performing companies have the 
highest realizable pay, and the lowest performers have the lowest realizable pay. 
We believe that in considering their SOP votes, this is the alignment that should be 
of primary interest to shareholders.

However, proxy advisors generally prefer to use a variant of pay opportunity 
for this test. This is quite disconcerting to directors whose companies fail the 
iSS test because of low or negative tSr when they actually had true pay/perfor-
mance alignment. although executive teams understand that their low realiz-
able pay was inevitable because of weak performance, they find it extremely dis-
appointing to then receive negative SoP votes because shareholders mistakenly 
believe that pay and performance are not aligned.  

uSing rEaLiZaBLE Pay (Pay govErnancE) anD Pay 
oPPortunity (iSS) in Pay-For-PErForMancE tEStS

When Pay governance conducts its pay-for-performance assessment for cli-
ents, we utilize a methodology that includes a comparison of (i) the competitive 
positioning (percentile rank) of realizable pay relative to that of peers to (ii) the 
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competitive positioning (percentile rank) of company performance (tSr) rela-
tive to peers, over a given multi-year time period.

in the release of its 2012 Policy guidelines, iSS appeared to make many 
thoughtful adjustments and enhancements in redefining the manner in which 
it will evaluate pay-for-performance alignment. in reviewing 2012 proxy state-
ments, the proxy advisory service will use a three-pronged quantitative approach 
to measure pay/performance alignment: 

•	 Relative	Degree	of	Alignment	(RDA). This relative measure 
compares the percentile ranks of a company’s cEo pay and tSr 
performance relative to those of companies in the same industry 
and size over one- and three-year periods. 

•	 Multiple	of	Median	(MOM). This relative measure expresses 
the prior year’s cEo pay as a multiple of the median pay of its 
comparison group for the same period. 

•	 Pay-TsR alignment (PTa). This absolute measure compares 
trends of the cEo’s annual pay and the value of an investment in 
the company over the prior five-year period2. 

However, despite the more rigorous methodology and analyses adopted by 
iSS, they will continue using the same pay metric that it has used in the past, 
which combines iSS-calculated pay opportunity values with other proxy-dis-
closed pay values.

While iSS’ pay metrics are significantly different than ours, the method-
ologies used in its rDa test and our realizable-pay-for-performance studies are 
similar. using cEo pay and company tSr data for a group of 373 companies, 
we compared the results of the two tests3 to identify companies with pay (op-
portunity and/or realizable) that is aligned or misaligned with company perfor-
mance and to identify levels of concern. 

2 From the iSS white paper “Evaluating Pay for Performance alignment”
3 our analysis uses a simulation of the iSS methodology based on total direct compensation opportunity, or tDc 
= base + actual annual incentive + grant value of long-term incentive awards, which differs slightly from the defini-
tion of pay that iSS will actually use in its 2012 assessments. Further, we determine relative pay and performance 
by comparing a subject company to our entire sample of 373 companies, which is a simplified version of our more 
detailed standard methodology for client studies that takes industry and company scope into account (and utilizes a 
smaller group of peer companies to calculate relative pay and performance).
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MEtHoDoLogy

our study uses three years of cEo pay data (from Equilar) from 373 S&P 
500 companies with median revenues of $8 billion and a market capitalization 
of $12 billion that had filed 2011 proxies by mid-June. to simulate the iSS 
rDa test, we subtracted the percentile ranking (relative to the entire group of 
373 companies) of each company’s three-year cEo total direct compensation 
(tDc) opportunity from the percentile ranking of the same company’s three-
year tSr. We then compared this difference to the same thresholds that iSS 
set for each of the following levels of concern over pay/performance alignment:

•	 High	concern:	The difference is between -50 and -100 (i.e., 
pay and performance are highly misaligned).

•	 Medium	concern: The difference is between -50 and -30 (i.e., 
pay and performance are somewhat misaligned).

•	 Low	concern: The difference is between -30 and +100 (i.e., pay 
and performance are aligned).

We then performed the same analyses using realizable tDc. comparing 
the results from both tests allows us to identify situations for which the two 
methodologies are consistent and, more interestingly, instances where there is 
a divergence between iSS’ approach (using pay opportunity) and ours (using 
realizable pay) leading to potential pitfalls for companies:

•	 False	negatives: companies that the iSS rDa test finds to 
have but show good alignment when realizable pay is considered

•	 False	 positives: companies that the iSS rDa test finds to 
have good pay/performance alignment but have realizable pay that is 
actually misaligned with company performance

FinDingS

table 3.1 shows the number of companies that fall into each level of concern 
under both the iSS test and our realizable pay test. We found that 257 of the 
373 companies reviewed (69%) have realizable tDc and tDc opportunities 
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that are both well aligned with company tSr performance (i.e., high pay and 
high performance or low pay and low performance). The table also shows the 
median SoP “for” vote percentages for each level of concern in 2011. “For” 
votes decrease as the level of concern increases, as the level of pay/performance 
alignment decreases, suggesting that shareholders react favorably to pay pro-
grams that are shown to be better aligned with performance. nevertheless, all 
cohorts had relatively positive outcomes, indicating broad shareholder support. 

in table 3.1, we compare results from both tests and highlight the number of 
companies for which test results diverge (14% of companies) based on the test-
ing methodology.  For 10% of the companies, the ISS rDA test suggests that TDC 
opportunity is misaligned (medium and high concern) with company performance, 
when the CEO actually has realizable TDC that is commensurate with the level of 
company performance. In other words, realizable TDC is well aligned with perfor-
mance, but the ISS test finds misalignment. Conversely, only 4% of the companies 
had a false-positive rating. 

There are a number of possible program design and policy reasons for this 
outcome, all of which are overlooked by the iSS rDa test. These include: 

a) a high concentration of equity in total direct compensation

TABLE 3.1

Number of Companies in Each Level of Concern:
CEO 3-Year TDC vs. 3-Year TSR

Level of Concern from Realizable Pay Test

MediumLow

Level of
Concern from
ISS RA Test*

Low 257

27

11

295/79%

95%

13

16

16

45/12%

87%

1 271/73%

49/13%

53/14%

95%

85%

84%

6

26

33/9%

84%

Medium

High

Total # and % of
All Companies

Median SOP %
For Vote

*simulation

Total # and
% of All
Companies

Median
SOP %
For VotesHigh
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b) a high concentration of stock options in long-term incentive 
values

c) The presence of well-defined, challenging performance goals

d) above-median pay opportunity that is still in a reasonably 
competitive range (e.g., 60th or 65th percentile)

e) incentive plan financial metrics that are well correlated with 
tSr

f) after-the-fact adjustments to incentive plan payouts (either via 
compensation committee discretion or payout multipliers based 
on tSr)

one factor at play in the false-positive companies is the portion of total 
three-year realizable pay that comes from 2009 equity awards (53%) and the 
high tSr experienced from the time of these grants through 2010 (32.2% ver-
sus 6.1% for false negatives). This suggests that these companies had a major dip 
in stock price in 2009 and that, as the stock prices recovered, equity granted in 
2009 became much higher in realizable pay. The result was three-year realizable 
pay that was misaligned with overall three-year tSr, while the two-year period 
from 2009 to 2010, with high (+32.2%) tSr, yielded good alignment. We con-
sider this to be a valid explanation, which further diminishes the importance of 
the false positives. 

TABLE 3.2

Comparison of RDA Test and
Realizable Pay Alignment Test

False Negatives 38

14

373

10%

4%

100%

23%

53%

28%

-8.0%

-2.7%

0.4%

6.1%

32.2%

22.1%

1.32

0.99

1.0

TDC
Opportunity

MOM

2009-10
Two-Year

TSR

2008-10
Three-
Year
TSR

% of Three-
Year Realizable

from 2009
Equity Grants

% of
Total

Number of
Companies

False Positives

False Positives
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These companies also granted pay opportunities commensurate with the 
overall median (suggested by a MoM of 0.99), compared with pay opportuni-
ties approaching the 75th percentile for the false-negative category (MoM = 
1.32).  

to highlight some of the differences between the two tests on a company-
specific level, in table 3.3 we provide anonymous data on four of the compa-
nies in our study. Significantly, only company a, upon which the two tests 
agreed regarding high concern, experienced a low, failing SoP vote. also of 
note is company c. Despite relatively low tSr performance (11th percentile), 
an above-median pay opportunity (61st percentile) and a high concern rating 
from the iSS rDa test, this company had realizable pay that is aligned with 
tSr performance and received 96% support from shareholders in its SoP vote.

concLuSion

Pay/performance alignment will continue to be the paramount concern of 
compensation committees designing executive pay packages and the sharehold-
ers who are asked to vote on them. and now more than in the past, commit-
tees and management teams must continually ensure this alignment exists by 
periodically conducting analyses, using a study such as Pay governance’s “re-

TABLE 3.3

Anonymous Company-Specific Examples

Company

* simulation

Percentile Rank Level of Concern TDC
Opportunity
as Multiple
of Overall

Median

From PG
Realizable
Pay Test

From
ISS

RDA
Test*

Realizable
TDC

TDC
OpportunityTSR

31st

47th

11th

27th

99th

77th

61st

83rd

97th

91st

24th

53rd

High

Low

High

High

High

Medium

Low

Low

3.31

1.48

1.14

1.69

49%

98%

96%

92%

SOP
% For
Votes

A. Agreement

B. False Positive

C. False Negative

D. False Negative
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alizable Pay for Performance” assessment. While our research summarized here 
draws from a broad group of large companies, we have conducted many of these 
studies for clients, applying relative pay/performance comparisons within their 
industry peer sets. 

There are many potential policies available to boards — pay opportunity, 
performance goals, equity mix, etc. — that can help balance the goals of mo-
tivating executive teams and creating/maintaining excellent corporate gover-
nance. in our experience, most boards are highly thoughtful in selecting and 
designing these policies. communicating the results of these studies and poli-
cies in the context of your company’s overall pay-for-performance story in the 
cD&a can help shareholders cast appropriate SoP votes.
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CHaPTeR foUR

saY on PaY soUl-seaRCHInG 
ReQUIReD aT PRoXY
aDVIsoRY fIRMs
by John d. england

as the u.S. proxy voting season fades into the sunset, it is an appropriate 
time for a postmortem on how institutional shareholders are served by proxy 
advisory firms providing voting guidance on Say on Pay proposals. institutional 
Shareholder Services (iSS) is the focus of our postmortem, not because glass 
Lewis or Egan Jones does anything “better,” but because iSS is the most influ-
ential and transparent proxy advisory firm providing Say on Pay voting recom-
mendations. More than likely, many of the same reflections are applicable to all 
proxy advisory firms, not just iSS.

Let’s first acknowledge that outsourcing some or all of the unbiased fact-
gathering necessary to make informed decisions with respect to Say on Pay 
voting is not only understandable but also a very reasonable division of labor 
between institutional investors and expert proxy advisory analysts, given the 
length and detail found within compensation Disclosure & analysis (cD&a) 
reports and related compensation tables.

But on behalf of the compensation committees, senior executives, inves-
tor relations and human resources professionals, lawyers and consultants who 
spend countless hours each year examining how pay programs attract, retain 
and motivate those who build long-term shareholder value, we would respect-
fully submit that subscribers to proxy voting guidance reports should do some 
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soul-searching as to whether they are receiving recommendations grounded in a 
commensurate level of effort and diligence.

Why do we suggest that proxy advisory firms and their subscribers do such 
soul-searching? not just because of the perceived conflict of interest involved in 
having one division selling consulting and products while another division of 
the same firm makes recommendations on proxy proposal voting. and not just 
because yet another division offers full-service proxy receipt and voting execu-
tion on clients’ behalf. We want to highlight the market-moving power of an 
“against” recommendation. in 2011, the average level of Say on Pay support for 
companies receiving an iSS “against” voting recommendation was 70%, versus 
95% for companies fortunate enough to receive a “for” recommendation. Thus 
far, in 2012, the pattern is the same, though even more pronounced — an 
“against” recommendation results in average support of 65%, whereas a “for” 
results in average support of 95%. given this proof of iSS’ profound influence 
over voting results, it’s pretty important for iSS to get it right when it comes out 
with the profoundly condemning recommendation of an “against” vote.

yet, while iSS’ influence is pronounced, the fact that average support of 70% 
and 64% in 2011 and 2012, respectively, in the face of “against” recommenda-
tions has to mean that the majority of shareholders don’t agree with iSS’ conclu-
sions. in fact, 88% of companies receiving an “against” recommendation from 
iSS in 2011 received majority support in their Say on Pay votes. Thus far in 2012, 
80% of companies’ shareholders have rejected iSS’ “against” recommendations.  

Why do so few iSS “against” recommendations produce Say on Pay failures? 
and why should companies receiving “for” recommendations not be smug (be-
cause their turn in the barrel may come someday, too)?  We think it has to do 
with informed shareholders’ recognizing some combination of the following:

1. no Interest in Using say on Pay as a Cudgel. Most shareholders do be-
lieve that compensation committees and management are doing their best dur-
ing unsettled economic times. Particularly when an investor outreach program 
regarding executive compensation is implemented, there is strong evidence that 
large institutional shareholders give companies the benefit of the doubt by sup-
porting Say on Pay proposals. Based upon a review of hundreds of 2011 and 
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2012 iSS “against” Say on Pay recommendations, it’s hard not to wonder if iSS 
enjoys wielding its cudgel. How else would one explain an “against” recommen-
dation when a company’s governance risk indicators (grid) score goes from 
68 to a perfect 100?  or writing “too little, too late” and “the committee has 
been too slow to implement changes” when significant program changes have 
been adopted?

2. flawed Peer Group selection. rather than evaluating pay and perfor-
mance using peer groups approved by each company’s board of directors, iSS 
ignores them, and constructs its own 14- to 24-company peer groups on the 
basis of gicS codes within .45 times to 2.1 times revenue groupings. if there 
are insufficient peers within a six-digit gicS code, instead of relaxing the rev-
enue range in recognition that size does not constrain talent competitors, iSS 
broadens out to a four-digit or even a two-digit (!) gicS code to supplement the 
total number of iSS-assigned peers. This leads to oddities such as retailers’ being 
included in an entertainment company’s iSS-assigned peer group, or a refining 
and marketing company in an exploration- and production-based oil company’s 
iSS-assigned peer group, or having an Hr consulting firm in a digital commu-
nications company’s iSS-assigned peer group — fundamentally different busi-
ness economics and competitive markets for talent in each case. Flawed peer 
groups. Flawed conclusions.

3. More Than Relative Total shareholder Return (TsR). There is no quar-
rel that relative tSr is a fundamental measure of long-term shareholder value 
creation, but it should be a starting point rather than an ending place. reason-
able people should be able to accept many other short- and long-term objectives 
that companies strive to achieve, one- and three-year relative tSr being just 
two of them. When relative tSr is being assessed, the peer group needs to 
be correct, the math needs to factor out abnormalities that can arise by using 
single-day closing prices, and some judgment needs to be made about anomalies 
that have occurred before, during and after the period of measurement. Equity 
research analysts do this when they produce reports on companies. iSS does not.

4. Recognizing Pay Timing. at most companies, the largest component of 
an executive’s annual total direct compensation is offered in the form of long-
term incentives (Lti) — stock options, performance plans and restricted stock. 
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Those grants generally occur in the first quarter of the year, coincident with 
annual bonus decisions for the prior year’s performance. at the end of the year, 
when iSS runs its relative pay and performance math, all that is left to be paid is 
the annual incentive; 75% to 80% of the pay package has already been delivered 
in salary and Lti grants. Even with a perfect peer group, does iSS really expect 
that Lti grants made nine to 10 months before the end of the year will accu-
rately predict end-of-year relative tSr? or that Lti grants will be canceled? 
or that annual incentive formulas will be overruled and payouts slashed if iSS-
determined relative tSr and pay are not perfectly aligned?

5. Weighing Prospective Changes. iSS may believe it is the only player in 
the executive compensation process, but it is not. it’s not at all uncommon for a 
compensation committee to approve changes for the next fiscal year — changes 
in Lti programs, new performance measures in annual incentive plans, and 
other governance changes related to perquisites, share ownership, pay targeting, 
etc. But the cD&a and pay tables in the proxy statement are mostly backward-
looking. The track record of iSS in qualitatively overruling its backward-looking 
analytics because of positive prospective changes is mixed, at best.

6. Misguided Views on stock options. While the u.K.-based national 
association of Pension Funds’ (naPF) guidelines, to which iSS subscribes, 
suggest that stock options are not “performance-based pay,” most institution-
al investors, compensation committees and executives on this side of the at-
lantic disagree. iSS puts stock options and time-based restricted stock in the 
same “non-performance-based pay” category. yet, one vehicle pays only when 
the stock price increases, and the other pays regardless of stock price outcome. 
Then, iSS makes it even worse by rejecting the SEc-approved gaaP valua-
tion of stock options by running its own full-term valuation, which can almost 
double what’s reported in the proxy statement’s pay tables. That means that if 
a company has a higher proportion of stock options in its Lti mix than iSS-
assigned peers, pay ranking will be impacted by iSS’ stock option valuation. if 
a company used full-term option valuation in its pay tables, it would be filing 
defective public disclosures and would be liable for SEc penalties and exposed 
to lawsuits. 
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7. Considering Realized or Realizable Pay. “you can’t eat Black-Scholes” 
is a saying referring to the fact that an up-front valuation of an incentive plan’s 
mathematical expected value bears absolutely no relation to what the incentive 
plan payout might turn out to be. a stock option valued at $100,000 at grant is 
worth zero to the holder if the company’s stock price never increases. a popular 
relative tSr share design with an opportunity to earn from 0% to 200% of the 
shares at grant but valued at the stock price at the end of three years is almost 
never worth exactly its grant value. Even a share of time-lapse restricted stock 
will almost never be worth at vesting what it was when granted. as it is a great 
deal more work to evaluate and compare what one company’s cEo has realized 
or could realize from Lti awards, realized or realizable value is a far better pay/
performance analytic than comparative grant value.

another “perfect storm” affecting voting recommendations has its origin in 
the calendar. about two-thirds of u.S. companies tie their fiscal years to the 
calendar year. The SEc requires that proxy statements be issued no less than 
40 days before the date of the annual meeting. iSS strives to publish voting 
recommendations 10 to 14 days before the annual meeting date. Most meet-
ing dates occur between mid-april and early June, with May being the peak 
month, when no fewer than 1,200 to 1,300 annual meetings occur. Do the 
math: Three hundred-plus comprehensive and intelligent recommendations per 
week on board of director elections, and four to seven shareholder proposals per 
company, including Say on Pay? Perhaps iSS hires part-time analysts in the u.S. 
or elsewhere to meet peak demand, though this has its own pitfalls related to 
training and supervision. realistically, how much time can an iSS analyst and 
his or her supervisor spend carefully evaluating each assigned company’s proxy 
statement to reach critical Say on Pay vote recommendations? it can only be a 
minuscule fraction of the time the compensation committee, management and 
advisors expend during the entire year on managing an executive compensation 
program. 

Proxy advisory firms — particularly iSS — appear to have a significant im-
pact over the final outcome of Say on Pay proposals. That power should be 
wielded with great caution. on behalf of shareholders, compensation commit-
tees and management, we believe some soul-searching needs to be done by all 
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such proxy advisory firms in view of how frequently their advice is rejected 
when “against” recommendations are made. We suggest possible reasons why 
subscribers and non-subscribers choose to differ with the “against” Say on Pay 
advice provided by proxy advisory firms. We believe that the outcome of such 
soul-searching will be a better process for all.
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CHaPTeR fIVe

‘beTTeR THe seConD TIMe 
aRoUnD’: HoW saY on PaY 
‘loseRs’ beCaMe ‘WInneRs’  
In 2012
by John d. england and brIan JohnSon

Thirty-seven companies in the russell 3000 had less than majority share-
holder support in their Dodd-Frank-mandated Say on Pay advisory vote in 
2011. as of June 2012, 26 of these companies became second-time “winners,” 
with an average Say on Pay voting support of 39 percentage points over their 
2011 ignominy. unfortunately, four of 2011’s Say on Pay losing companies and 
48 new firms have had shareholders reject their 2012 proposals. We think Say 
on Pay winners and losers should examine the factors behind the tremendous 
turnaround in support from 2012’s 26 second-time winners so far. First, here 
are the facts:  

Pay governance worked with compensation committees and management 
from a number of these companies to achieve their 2012 turnaround Say on Pay 
success. armed with this direct experience, and supplemented by interviews and 
cD&a disclosures, a fairly consistent pathway was developed that presents Say 
on Pay proposals in a winning light.

While much of this pathway involves outreach to real shareholders rather 
than proxy advisory firms, the market-moving power of institutional Share-
holder Services (iSS) and glass Lewis voting recommendations cannot be mini-



72 BEttEr tHE SEconD tiME arounD

mized (see our June 2012 article, “Say on Pay Soul-Searching required at Proxy 
advisory Firms” for additional commentary).  

in 2012, iSS processes resulted in “for” vote recommendations for 20 of the 
30 companies that lost their 2011 advisory votes (seven companies had not held 
their 2012 SoP vote at the time this article was written). all 20 of these com-
panies earned a “low” or “medium” concern rating following iSS’ alphabet soup 
of rDa, MoM and Pta quantitative tests and its qualitative reviews of the 
companies’ pay programs. That’s an extraordinary stroke of luck, as iSS ignores 
cD&a-disclosed peers and selects its own group of “peers” for applying its rela-
tive pay/performance mathematics. nevertheless, while it’s certainly better to be 

TABLE 5.1

Beazer Homes USA, Inc. 46% 95% +49%

BioMed Realty Trust, Inc. 46% 98% +52%

Blackbaud, Inc. 45% 98% +53%

Cadiz Inc.* 38% N/A N/A

Cincinnati Bell Inc. 30% 89% +59%

Cogent Communications Group, Inc. 39% 68% +29%

Constellation Energy Group, Inc** 39% N/A N/A

Curtiss-Wright Corp. 41% 96% +55%

Exar Corp.* 49% N/A N/A

Freeport-McMoRan Cooper & Gold Inc. 46% 68% +22%

Helix Energy Solutions Group, Inc. 32% 97% +65%

Hercules Offshore, Inc. 41% 48% +7%

Hewlett-Packard Company 48% 77% +29%

Intersil Corp. 44% 98% +54%

Jacobs Engineering Group Inc. 45% 96% +51%

Janus Capital Group Inc. 40% 61% +21%

Kilroy Realty Corp. 49% 30% -19%

M.D.C. Holdings, Inc. 34% 72% +38%

Masco Corp. 45% 95% +50%

Monolithic Power Systems, Inc. 36% 94% +58%

Nabors Industries Ltd. 43% 25% -18%

Navigant Consulting, Inc. 45% 94% +49%

Nutrisystem, Inc. 41% 94% +53%

NVR, Inc. 45% 87% +42%

Penn Virginia Corp. 41% 93% +52%

PICO Holdings, Inc. 39% 73% +34%

Premiere Global Services, Inc. 48% 82% +34%

Regis Corp.* 29% N/A N/A

Shuffle Master, Inc. 45% 86% +41%

Stanley Black & Decker, Inc. 39% 94% +55%

Stewart Information Services Corp. 49% 98% +49%

Superior Energy Services, Inc. 39% 96% +57%

Synaptics Inc.* 44% N/A N/A

The Talbots, Inc.** 47% N/A N/A

Tuesday Morning Corp.* 36% N/A N/A

Tutor Perini Corp. 49% 38% -11%

Umpqua Holdings Corp. 36% 95% +59%

Average 42% 81% +39%

* 2012 Proxy not filed as of June 2012     ** Say on Pay results not available for 2012 due to acquisition activity

2011 Say on Pay

Vote SupportCompany

2012 Say on Pay

Vote Support

Percentage Point

Change



73ExECuTIvE PAy AT A TurnIng POInT

assigned a “low” or a “medium” concern rating than a “high” one, every 2011 
Say on Pay–losing company underwent iSS’ qualitative assessment. and it is 
here that the concerted efforts of committees, management and advisors made 
all the difference in winning 2012’s Say on Pay referendum.

With planning and execution strategy that would make the Pentagon proud, 
the most common actions taken in response to 2011 failed Say on Pay votes 
include:

1. shareholder outreach

ninety percent of companies indicated that they conducted a shareholder 
outreach program in an effort to understand investor concerns over their pay 
program. Some of this outreach occurred just before 2011’s proxy vote, but most 
companies took the time to meet with major shareholders to understand their 
concerns in more detail, and later, when program changes were made, to proud-
ly present them via meetings, webcasts and website postings.

Intersil (DEF14A 3/13/2012):  
“We met with many of our largest shareholders….. [We] met with 
individuals responsible for the proxy voting as well as other analysts in 
each of these organizations.” 

Jacobs Engineering Group (DEF14A 12/16/2011):  
“During fiscal 2011, the equity component of the Company’s pay pro-
grams was reevaluated, taking into account… discussions with major 
institutional shareholders.”

2.  Proxy advisor outreach

Prior to 2011, iSS seemed to welcome summer and fall pilgrimages to its of-
fices in rockville, Md., whereas glass Lewis prided itself on not permitting any 
forms of influence. Both firms appear to have changed their policies: iSS now 
limiting meetings to those who lost their Say on Pay vote, and glass Lewis now 
showing receptivity to face-to-face meetings. Who should attend? our experi-
ence is that groups including the committee chair, the lead director or non-
executive chairman of the board, the head of Hr or other Hr executive with 
detailed knowledge of programs, and the general counsel are an effective team 
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to communicate that the shareholder message has been received and positive 
responses have been made. 

Umpqua Holdings (DEF14A 2/27/2012):  
“As a result of productive discussions with ISS, Glass Lewis and our 
shareholders, the Committee worked to more closely align incentive 
compensation earned in a given year or period with the returns real-
ized by our shareholders over that same period.”

Nutrisystem (DEF14A 4/23/2012):  
“…[W]e contacted Institutional Shareholder Services (ISS) to discuss 
and evaluate the issues ISS raised in its recommendation to our stock-
holders…..”  

3. actual or Target Pay or benefit Reductions

Some companies have taken actions to reduce executive pay as a means of 
“sharing the pain” during periods of lagging shareholder returns. although this 
can be a difficult measure to take, doing so can show the committee’s commit-
ment to aligning executive compensation with company returns, and is viewed 
favorably by proxy advisory firms.  

Curtiss-Wright (DEF14A 3/22/2012):  
“…[T]he Company addressed stockholder concerns by implement-
ing the following changes: (i) modified its compensation philosophy 
to target the 50th percentile in compensation and performance, (ii) 
reduced target award levels…..”

Freeport-McMoRan Copper & Gold (DEF14A 4/27/2012):  
“No participant in the [Annual Incentive Program (AIP)] may receive 
an award under the plan having an aggregate value in excess of six 
times his or her salary (reduced from the eight times limit in the plan). 
In addition, the total value of the cash award under the AIP may not 
exceed three times the executive’s salary (reduced from the four times 
in the plan). These changes reduce the magnitude of each executive’s 
potential awards under the plan.”

4.  enhanced Detail on Incentive Plan Goals and outcomes

increasing the transparency of the goal-setting processes and outcomes of 
incentive plans has become critical for demonstrating pay-for-performance link-
age in executive pay programs. Shareholders and proxy advisory firms are look-
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ing for a clear explanation of the metrics used and how actual performance 
translates into award payouts.  

Penn Virginia (DEF14A 4/2/2012) 
“Following our negative Say on Pay vote in 2011… the Committee took 
the following actions:

• Established Purely Quantitative Bonus Pool Funding Metrics.  The 
Incentive Award Guidelines provide for the establishment of a cash 
bonus pool based on several financial and operational performance 
metrics.”

BioMed Realty Trust (DEF14A 4/16/2012): 
Creation of formulaic annual bonus program effective for 2011:

• An executive’s annual bonus is tied to five financial, operating and 
individual/strategic measures, with “threshold,” “target” and “maxi-
mum” performance levels corresponding to the executive’s bonus 
payout levels

• Performance goals are determined in advance and actual perfor-
mance relative to those goals determines the bonuses earned, limiting 
the use of discretion in annual bonus decisions.  The five measures 
utilized for 2011 were:

 » Funds from operations per diluted share

 » Leasing volume (square footage)

 » New investments (aggregate capital investment)

 » Leverage ratio (debt/total assets)

 » Strategic and individual measures

5.  long-term Incentive (lTI) Program Modifications

two-thirds (20 of 30) of companies disclosed changes made to their Lti pro-
grams, with almost all of the changes involving the use of performance-based 
awards going forward.  

Navigant Consulting (DEF14A 4/3/2012):  
“…[T]he compensation committee … added performance-based vest-
ing conditions linked to the Company’s relative annual total sharehold-
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er return … to a portion of the restricted stock awards granted to our 
[named executive officers] in March 2011;”

Monolithic Power Systems (DEF14A 4/30/2012):  
“Beginning in 2012, 50% of the equity compensation payable to our 
NEOs … will be based on the Company’s long-term financial perfor-
mance, as set from time to time by the Board, and the relative align-
ment to the performance as measured by total stockholder return.”

6. enhanced stock ownership Policies

Fifty percent of companies (15 of 30) have either implemented or increased 
stock ownership guidelines for their cEos and other nEos.  

Stanley Black & Decker (DEF14A 3/9/2012):  
“Minimum stock ownership requirements for executive officers have 
been significantly increased. The Company’s new stock ownership 
policy also includes a requirement that executive officers hold the net 
after tax shares received upon vesting of RSUs or the exercise of stock 
options for a period of one year from the date of vesting or exercise, 
as applicable.”

 Stewart Information Systems (DEF14A 3/26/2012):  
“In April 2011, the Compensation Committee approved the implemen-
tation of stock ownership guidelines that require executive officers to 
acquire a meaningful level of stock ownership in the Company.” 

7.  Writing CD&as Transparently and Compellingly

Even companies that take pride in their cD&as need to be sure shareholders 
and proxy advisors can easily recognize the program changes made following 
the Say on Pay loss. Some companies used separate letters right up front in their 
proxy statements to highlight changes. others addressed changes in the open-
ing paragraphs of their cD&as and provided additional detail in the pages that 
followed.

Blackbaud (DEF14A 4/27/2012): 
“We took the following actions, as more fully discussed in the accom-
panying Proxy Statement:

• We amended [the CEO’s] employment agreement to eliminate its 
automatic renewal feature, eliminate the tax gross-up for penalties 
imposed by Section 409(A) of the Internal Revenue Code of 1986, as 
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amended, and implement a clawback of [the CEO’s] incentive-based 
compensation in certain circumstances;

• We eliminated [the CEO’s] annual equity award payable in time-
based [stock appreciation rights] as provided in his former employ-
ment agreement and replaced it with a potential grant of perfor-
mance-based restricted stock units to reinforce our commitment to 
pay-for-performance compensation and increase the amount of (the 
CEO’s) “at risk” compensation; and

• We granted performance-based restricted stock units to all our 
named executive officers to reinforce our commitment to pay-for-
performance.”

Hewlett-Packard (DEF14A 2/3/2012): 
“Changes to Executive Compensation Program in Fiscal 2011

• Targeted the compensation of our executives within a competitive 
range of the market median

• Restructured our incentive compensation programs to limit the use 
of discretion

• Redesigned our annual incentive plan to reinforce linkage between 
pay and performance

• Disclosing more detailed information about historical performance 
targets, actual performance against targets, and payouts under our 
annual incentive plan

• Changed structure and design of CEO compensation

• Eliminated tax gross-ups for Section 16 officers except with respect 
to relocation benefits as to which gross-ups are generally available to 
most employees

• Amended our severance plan for executive officers to be consistent 
with current market practice and to reduce the need for individual 
agreements and the use of discretion in determining plan benefits.”

“Second-time winner” is a well-deserved outcome after suffering the igno-
miny of a Say on Pay defeat. But the real “win” is not losing the first time. 
regardless of a company’s total shareholder return (tSr) against its own or 
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iSS-assigned peers, a campaign involving shareholder outreach, enhanced dis-
closure on how pay and performance are implemented, well-designed operating 
metrics or relative tSr long-term incentive plans, strong equity ownership lev-
els and transparent cD&as is the best offense for achieving successful Say on 
Pay advisory votes.
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CHaPTeR sIX

CoMPensaTIon CoMMITTee 
ResPonsIbIlITIes anD besT 
PRaCTICes
by Jeffrey W. Joyce

introDuction

The responsibilities associated with serving on the compensation committee 
of a company’s board have increased significantly in recent years with the en-
actment of the Dodd-Frank Wall Street reform and consumer Protection act 
of 2010 and mandated Say on Pay, governance reform and enhancements, and 
increased shareholder activism. in addition to the key responsibility for strategic 
oversight of a company’s executive compensation program, matters pertaining 
to compliance, risk management and shareholder relations have assumed com-
parable stature on the annual agendas of today’s compensation committees.

With the increasing complexity of the executive compensation landscape, 
effective management of the ongoing operations of the compensation commit-
tee has become increasingly challenging. an understanding of the fundamental 
responsibilities of the compensation committee and some “best practice” guide-
lines for committee procedure is essential to effective and responsible committee 
operations.
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coMPEnSation coMMittEE rESPonSiBiLitiES

identifying and formally stating the responsibilities of the compensation 
committee is one of the cornerstones to effective committee operations. While 
the scope of committee responsibilities may vary among organizations, publicly 
traded companies must meet certain minimum standards for the company to 
be listed on the major exchanges. These standards vary depending on whether 
the company is listed on the naSDaQ or the new york Stock Exchange. re-
gardless of whether a company is public or private, the listing standards per-
taining to the role of the compensation committee provide a useful foundation 
upon which the full scope of responsibilities of the compensation committee 
may be developed.

The naSDaQ stock market listing standards require that the compensation 
of the cEo and all other executive officers be determined or recommended to 
the board for determination by either a majority of the board’s independent di-
rectors or a compensation committee composed solely of independent directors. 
new york Stock Exchange listing standards provide more specific requirements 
and state that companies must have a compensation committee composed en-
tirely of independent directors with a written charter. The charter must include 
a listing of the duties and responsibilities of the committee, which, at a mini-
mum, must include the review and approval of corporate goals and objectives as 
they pertain to cEo compensation, evaluation of the cEo’s performance rela-
tive to these goals and objectives, and the determination of the cEo’s resulting 
actual pay based on the committee’s evaluation of performance1. additionally, 
the committee must be responsible for recommendations to the board with re-
spect to incentive-compensation plans and equity-based plans.

Building on these required responsibilities, a full of listing of compensation 
committee duties may be developed. This will certainly vary by company; some 
companies may give the compensation committee the final authority to approve 
executive compensation programs and decisions, whereas other companies may 
require the full board to approve executive compensation matters based on the 
recommendations of the compensation committee. additionally, some compa-
1 nySE listing standards state that the charter must address the purpose, duties and responsibilities of the com-
mittee and other governance-related items (e.g., annual evaluation of committee performance, qualifications for 
committee membership, procedures for committee member appointment and removal, etc.).
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nies may delegate certain compensation matters to other committees to balance 
the workload (e.g., the nominating and governance committee may be respon-
sible for non-employee director compensation). Thus, the full scope of responsi-
bilities of the compensation committee must necessarily be tailored to meet the 
needs and practices of the company. ultimately, all directors of the board are 
responsible for executive compensation decisions, and thus the scope of com-
mittee responsibilities and adequate processes to keep the full board informed 
of committee decisions will need to be developed with this in mind. 

The following provides an illustrative listing of duties for which the compen-
sation committee may be responsible:

•	 Strategic	oversight	of	executive	compensation	programs

Develop and maintain the executive compensation strategy/
philosophy, which should be aligned with the company’s business 
strategy and talent needs

review and approve all compensation and benefit plans designed 
to support the executive compensation strategy 

review and approve performance measures and standards as they 
pertain to cEo and executive officer compensation

review risks associated with compensation programs and approve 
necessary modifications to programs and/or practices to mitigate 
these risks

Ensure regulatory, accounting and stock exchange listing 
compliance

review executive compensation market trends and emerging 
developments, particularly regarding the potential implications 
for the company

review programs relative to corporate governance best practices 
and approve appropriate modifications to programs

Discuss the organizational structure with the cEo, including 
highlights of any recent major changes, and discuss key senior 
talent/succession planning
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•	 Pay	administration

review and approve compensation adjustments for the cEo and 
executive officers

Ensure the competitiveness of executive compensation programs 
and pay levels

Supervise the administration of, and review any material changes 
to, the company’s compensation and benefit plans

review and approve incentive plan performance goals and 
associated award opportunities, any adjustments to incentive plan 
performance goals, and award payouts for the cEo and executive 
officers

review and approve equity-based and other long-term incentive 
grants for executives and total expenditure for annual long-term 
incentive awards to all plan participants

review broader compensation and benefit plans and associated 
total costs of programs

•	 Other

Develop and regularly review the committee’s charter to ensure 
that it remains contemporary with the current responsibilities and 
authority of the committee

Work with management to prepare the compensation discussion 
and analysis (cD&a) section of the annual proxy filing

review and recommend inclusion of the cD&a in the company’s 
annual report or proxy statement

oversee executive and non-employee director stock ownership 
guidelines

Hire and define the scope of responsibilities for the independent 
compensation consultant and any other advisors 

Develop succession plan for the cEo and other key executives 
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recommend to the board all aspects of compensation for non-
employee directors

coMPEnSation coMMittEE EFFEctivEnESS

as we’ve discussed, the responsibilities of the compensation committee are 
significant. overseeing the executive compensation program is continuing to 
grow more challenging with regulatory change, governance reform and share-
holder and proxy advisor influence on pay programs, not to mention simply 
responding to the impact that evolving needs and changes in a company’s busi-
ness may have on the pay program. to help ensure the committee executes its 
duties responsibly and effectively there are a number of procedural “best prac-
tices” that may be employed; these include:

1. Member selection

There are a number of important independence standards for directors that 
must be considered when determining the composition of the compensation 
committee. These include director independence standards of the nySE or 
naSDaQ listing requirements, internal revenue code Section 162(m) and 
various SEc rules (i.e., Section 16(b)-3 and Section 10c of the Securities Ex-
change act of 1934)2. Details of these standards are beyond the scope and intent 
of this material; however, companies will want to be sure that directors serving 
on the compensation committee satisfy these independence standards to ensure 
compliance with listing requirements and that the company qualifies for impor-
tant exemptions provided under irS regulations and SEc rules.

in addition to satisfying the various standards for independence, commit-
tee effectiveness can be greatly enhanced if membership includes at least one 
director with executive compensation experience (e.g., from prior service on a 
compensation committee, a leadership role that has the responsibility for com-
pensation decisions, etc.). it can also be beneficial if membership includes a 

2 on June 20, 2012, the SEc issued final rules to implement Section 952 of the Dodd-Frank Wall Street reform 
and consumer Protection act of 2010, which added Section 10c to the Securities Exchange act of 1934. among 
other things, the rules require that securities exchanges prohibit the listing of an equity security unless each member 
of the listed company’s compensation committee is “independent.” The rules will apply to proxy statements for 
annual meetings that occur on or after January 1, 2013. Details of the rules may be found in The Federal register, 
volume 77, no. 124 dated June 27, 2012.
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director with related, albeit not direct, subject matter expertise (e.g., a financial 
background that may be useful in the determination and assessment of per-
formance measures and goals), which can add useful perspective to committee 
deliberations. regardless of the specific background of the director, intellectual 
curiosity, willingness to engage in debate, diplomacy and a firm commitment 
to ethical and moral standards are characteristics that make for a strong com-
mittee member.

2.  Committee Charter

as noted previously, nySE listing standards require that the compensation 
committees of listed companies must have a written charter addressing the com-
mittee’s purpose, duties and responsibilities, and annual performance evalua-
tion process. The naSDaQ does not have a requirement that listed companies 
have a compensation committee or written charter. 

regardless of whether it is required, it is advisable that companies adopt a 
written compensation committee charter to serve as the governing document 
for committee responsibilities and operations.

3.  executive Compensation Philosophy

The philosophy statement provides the foundation for the administration 
and design of the executive compensation program. it provides the framework 
for making compensation-related decisions and can help ensure a common un-
derstanding of the goals and objectives of the executive compensation program 
among committee members and management. additionally, the philosophy can 
foster continuity of understanding among the committee as committee mem-
bership changes over time, as well as serve as the basis for the development of 
the company’s cD&a to be included in the proxy statement or annual report.

to be meaningful, the philosophy should be more than a simple statement of 
the company’s targeted market positioning of executive pay, and should include 
a statement of purpose, the authoritative responsibility for various aspects of the 
design and administration of the executive compensation program, the popula-
tion covered by the philosophy, the company’s fundamental pay principles and 
goals of the executive compensation program, discussion of the types of peer 
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companies used for pay and performance comparisons, and the role of each pay 
element in achieving the stated goals. 

4. annual Calendar

an annual calendar of items to be covered at meetings throughout the year 
should be developed prior to the beginning of the annual compensation cycle to 
allow committee members ample time to prepare and formulate questions in ad-
vance of meetings. The calendar should be developed jointly with management, 
and if appropriate, with the independent compensation consultant to ensure all 
relevant matters are included and that meeting agendas are contemporary with 
emerging trends and needs of the company.

5.  Meeting agendas

Meeting agendas should be developed jointly between management and the 
committee to ensure that all matters requiring the committee’s attention are 
covered. ideally, the agendas for several upcoming meetings should be shared 
with the committee in advance of meetings to allow time to modify the agendas 
as necessary, work with an outside advisor to prepare any relevant analyses or 
materials (particularly if any items were not anticipated at the time the annual 
calendar was developed), and prepare for upcoming meetings. 

6. Pre-Meetings with Committee Chair

Management should plan to meet in advance of scheduled committee meet-
ings with the committee chair to review agenda items and proposals, as well 
as discuss any controversial topics. Best practice is to schedule the pre-meeting 
with the committee chair at least two weeks in advance of the committee meet-
ing (preferably longer for more substantive matters) to allow the chair to review 
proposals, ask questions, socialize key issues with other committee and board 
members, request modifications, and review revised materials. in some cases, 
several pre-meetings may be required.

7. advance Mailings of Materials

The meeting agenda and associated materials should be sent to committee 
members at least one week in advance of meetings to allow committee members 
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sufficient time to review and formulate questions. For more substantive meeting 
agendas, materials should be mailed as far in advance as practical (e.g., at least 
two weeks in advance of the upcoming meeting).

8. Time Management

committee meetings should be scheduled so that all items on the agenda 
may be covered and that adequate time is provided to discuss each item fully 
and to the satisfaction of the committee. ideally, significant proposals should 
be scheduled to be presented over multiple meetings (e.g., initial presentation at 
one meeting with subsequent refinements and approval at a second and/or third 
meeting). 

9. Regular Distribution of executive Pay Program Information

Executive compensation information should be provided as reference mate-
rial at each meeting in which executive pay programs or pay levels are discussed 
(e.g., as an appendix to the committee book). information should include a 
summary of the compensation philosophy, program design summaries, pay/
performance analyses (such as realizable pay), individual total compensation 
profiles (“tally sheets”), executive biographies and pay histories, share owner-
ship levels and any other relevant information identified by the company or 
committee. 

10. executive sessions

The committee should hold regularly scheduled meetings at which non-
management directors and selected other individuals (e.g., compensation con-
sultants) are invited to participate (“executive sessions”) to permit private and 
candid discussions of relevant issues. 

11. Minutes Taking and Distribution

Detailed minutes should be taken at every meeting to record the committee’s 
deliberations and provide a summary of conclusions/recommendations. any 
materials presented during the meeting should be referenced in, and attached 
to, the minutes. Minutes should be drafted promptly after meetings and distrib-
uted to participants in a timely manner, well in advance of subsequent meetings.
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12. executive Compensation Consultant

The committee should have sole authority to retain and terminate an in-
dependent compensation consultant3. ideally, the consultant should attend a 
majority of committee meetings (preferably in person, but phone participation 
may be necessary in certain instances) and be available to the committee chair 
as needed.

The committee should establish terms for the engagement, including author-
ity for retaining and terminating the consultant, independence standards for the 
consultant, process for how the consultant is to work with management in the 
normal course of providing advisory services to the committee, process for de-
livering sensitive materials, how the consultant is to respond to ad hoc requests 
from management, and the performance review process of the consultant.

13. Regular Review of executive Compensation and Market Trends

The committee should regularly review executive compensation levels and 
delivery to ensure the program remains aligned with business and compensation 
objectives. competitive pay reviews should include an assessment of company 
performance, both in absolute and relative terms. Equity plan share usage and 
dilution should also be reviewed on a regular basis to monitor the dilutive im-
pact of the program. generally, competitive pay reviews should be conducted 
annually, but may be conducted every other year depending on the pay practices 
of the company.

Pay trends, regulatory updates and governance developments should be 
reviewed on a regular basis to ensure committee members stay current with 
prevailing practices and so that any potential impact on the executive com-
pensation program may be addressed in a timely and thoughtful manner. 
 

3 included in the rules released by the SEc on June 20, 2012, were amended proxy disclosure rules regarding the 
use of compensation consultants and related conflicts of interest. The amended rules require that compensation com-
mittees of listed companies may select a compensation advisor only after consideration of certain factors regarding 
the independence of the advisor. The rules provide that listed companies must give the compensation committee the 
sole authority to retain a compensation consultant or other compensation advisor (e.g., independent legal counsel) 
and to provide funding to the committee to do so. in addition, listed companies must disclose any conflicts of 
interest of any compensation consultant advising their compensation committee. For details of the amended proxy 
disclosure rules please see The Federal register, volume 77, no. 124 dated June 27, 2012.
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14. new Member orientation and Continuing education

The company should provide a new director orientation program to facilitate 
the assimilation of new members onto the board and committees. orientation 
should include meetings with senior management and selected board members 
as well as briefings on the company strategy and operations and board processes. 
Directors should be encouraged to attend relevant conferences and participate 
in continuing education opportunities to continue to develop their skills and 
understanding of executive compensation matters. to facilitate the continuing 
education of directors, management should provide a listing of programs that 
will be held during the year that directors may attend.

15. Committee annual Performance evaluation

The committee should review its performance annually. The self-appraisal 
should be documented and include a comprehensive review of key functions of 
the committee, including committee structure and operations (e.g., adequate 
size, independence, qualifications, selection process, etc.), meeting process (e.g., 
annual calendar, time management, etc.), committee effectiveness (e.g., fulfill-
ment of responsibilities), management support (e.g., advanced mailings, orien-
tation/continuing education), and individual committee member performance 
(e.g., attendance, participation, knowledge, etc.). aggregated findings of evalu-
ations should be shared with the committee and/or chairman of the board to 
determine if any corrective action is required.

concLuSion

The responsibilities associated with service on a compensation committee are 
greater than ever before. a clear understanding and statement of these responsi-
bilities and adherence to a few “best practice” procedures can help the commit-
tee effectively and responsibly execute its duties. 
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CHaPTeR seVen

Does eXeCUTIVe PaY onlY RIse 
VIa ‘RaTCHeT/laKe WobeGon’ 
effeCTs?
by Ira T. Kay

tHE ratcHEt EFFEct: DoES cEo Pay onLy riSE? 
arE aLL cEoS PaiD aBovE avEragE BEcauSE tHEy 
arE aBovE-avEragE ExEcutivES?

“Pay has escalated dramatically over the past two decades, significantly out-
pacing shareholder returns in most years.” [“What is a cEo Worth? Don’t 
Look to Peers,” by charles M. Elson and craig K. Ferrere, Directors and Boards, 
third quarter 2011]. charles Elson, an expert in corporate governance and a 
longtime critic of cEo pay, attributes a purportedly ineluctable, permanent rise 
in cEo pay to the “ratchet effect” that comes from compensation committees’ 
supposedly being slaves to market data. He argues that this presumed effect re-
sults from companies’ chasing ever-rising median market pay levels at best, and 
75th- and even 90th-percentile pay levels at worst. to be clear, a company that 
targets the 90th percentile wants to give its executives pay opportunity above 
the opportunity of 90% of its peers.

Elson’s theory, echoed by many critics, states, “… [i]f every board aims for 
the 50th percentile or higher, this has the effect of ratcheting up general pay lev-
els by double-digit levels each year. a rising tide floats all boats. in other words, 
all cEos are moving [pushing] up the median. obviously, every time a cEo 
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moves [pushes] up the median, the median goes up, ‘ratcheting up’ executive 
compensations. That is where the tremendous growth in executive compensa-
tion is coming from” [“The answer to Excessive Executive compensation is 
risk, not the Market,” by charles M. Elson, Journal of Business & Technology 
Law, no. 2, 2007, page 406]. John Bizjak, a meticulous economic researcher, 
has drawn a similar conclusion, although he has found that large companies are 
highly discriminating in their peer group selection and thus have reduced the 
ratchet effect [“Does the use of Peer groups contribute to Higher Pay and Less 
Efficient compensation?” by John M. Bizjak, april 2003].

We think this is significantly overstated. First, as shown in the charts below, 
executive pay rises and falls with the stock market. This is true of pay opportu-
nity, but it is especially true of realized and realizable pay. Second, if there were 
not a market for executives, they could not command these pay levels. if there 
were no alternative employment opportunities, boards would not be worried 
about losing executives because of pay levels. as we discussed earlier, although 
the number of cEos who quit their companies for cEo jobs at larger or high-
er-paying companies is low, this is because they are locked into their current em-
ployers via unvested shares and various other retention devices. again, the low 
number of quits is an outcome of deliberate policy reactions to a robust market 
for executives. it is incorrect to conclude that the low number of quits demon-
strates that there is no executive market and thus no need for competitive pay.

The theoretical ratchet effect cannot exist in isolation. Saying executive pay 
has this problem is economically identical to saying that there was a ratchet ef-
fect in housing from 1995 to 2007. There was an upward ratchet precisely until 
a downward spiral began. There are thousands of historical examples of markets 
that might have been tainted with the ratchet effect, when in reality the in-
creases reflected true supply and demand shifts or, ultimately, were averaged out 
by substantial corrections. These markets have included tulip bulbs, gold, silver, 
artwork, coins, tokyo real estate, oil, natural gas, tech stocks and many other 
assets and items. What appears to be a “one-way ratchet” is in fact a temporary 
phenomenon. For meaningful analysis, we must have a long enough time pe-
riod. Most, if not all prices, including the price of cEos, move up and down. 
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as we showed earlier, executives are paid via a reasonably efficient but somewhat 
imperfect labor market. Hence, ratcheting is an outcome, not a cause. 

Many critics and the public believe that cEo pay only rises and never falls. 
This is categorically incorrect. The following charts from Forbes.com demon-
strate that, while cEo pay has generally risen over the past 20 years, it clearly 
both rises and falls proportionately with the stock market, specifically, the Dow 
Jones industrial average. 

Further, because of corrections, cEo pay moves both up and down. We 
demonstrate this using two very different definitions of cEo pay: one showing 
total compensation using the realized value of stock incentives, and the other 
showing total compensation including the grant-date value of stock incentives 
(including stock options). chart 7.1 shows a peak in realized pay in 2007, and 
chart 7.3, a peak in grant-date value in 2000, when tens of billions of dollars 
in value in stock options (using a hypothetical value derived from the Black-
Scholes options pricing model) granted at high-tech companies ended up being 
worthless, i.e., had no realized value.

*Source: Forbes.com, 4/4/12. (Salary + Bonus + other + Stock “Gains” (exercised stock options, vested 
stock) 1989-1999 top 800 companies, 2000-2012, top 500 companies.

CHART 7.1

CEO Pay 1989-2012 ($ million) - Realized Pay*
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CHART 7.2

CEO “Pay” Increases 1989-2012 compared to movements
in the Dow Jones Industrial Average (DJIA)

*Source: “Executive Compensation: Where We Are, and How We Got There’” Kevin J. Murphy, forth-
coming in the Handbook of the Economics of Finance, working draft, August 2012

CHART 7.3

Median Grant-Date Compensation for CEOs from
S&P 500 Firms, 1992-2011
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We used Forbes.com data for “realized cEo pay,” as it covers the longest 
period of pay data that we could find and is arguably one of the best pay metrics 
along with realizable pay. We also confirmed that the results for 1989–2012 
results would be very similar for the S&P 500, so it is certainly incorrect to say 
that gains in cEo pay, using realized pay, outstripped market gains (chart 7.2). 

Similar results come from examining grant-date values of stock grants rather 
than realized value. These results are shown in chart 7.3, which reflects the 
findings of a major study by Kevin Murphy.  While cEo pay opportunity has 
also generally risen over the past 20 years, there is clearly a cyclical element to it 
that tracks the stock market. Thus, there is no ratcheting per se.

These charts show that:

cEo pay, as valued using realized pay (including the exercised value of stock 
options plus vested stock) moves significantly up and down over the years, pri-
marily due to stock market volatility and the exercising of stock options.

it is incorrect to say that cEo pay has moved up “more rapidly than the stock 
market.” as chart 7.2 clearly shows, over the full period of the data (1989–2012 
proxies), the stock market as a general matter rose more rapidly than the cEo 
pay market — a 476% increase in the DJia, compared to a 320% increase in re-
alized cEo pay. We chose three periods: the longest period and the two periods 
between the 2000 and 2007 peaks and 2012. other periods would show similar 
results. importantly, the size of the companies grew after 1999 when Forbes.
com changed its methodology to cover only the 500 largest companies, not the 
800 largest. This means that cEo pay for the first 10 years of the survey was al-
most certainly higher, thereby reducing the demonstrated growth in cEo pay. 
The Murphy data show a 200% increase cumulatively over the past 20 years.

it is widely known from economic research on executive pay that increas-
ing the size of the company — sales, market cap, assets, etc. — and improving 
performance (total shareholder return, profit growth, roE, etc.) of companies 
will yield an increase in pay. The larger and more complex the company, the 
greater the human capital needed by the cEo and other executives to manage 
it. This is true of both pay opportunity and realized pay, which is shown in the 
bar chart. Thus, the strong overall growth and performance of these corpora-
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tions has placed valid economic upward pressure on the compensation packages 
of these top executives.

These charts put the well-known criticism of the high and rising cEo pay 
multiple (of average/median employee pay for the broad u.S. labor market) in 
an important, and limiting, context. The critics wonder why cEo pay has risen 
so rapidly at a time when average wages and salaries are relatively stagnant. The 
logic of the critics is that cEo pay packages, and thus the multiples, have risen 
as part of a self-dealing, crony-driven corporate model, and that this is unfair to 
the “median” employee. 

The arithmetic of the multiple is indisputable; that is, cEo pay has clearly 
gone up much faster than employee pay. This may be a sociological problem 
regarding income inequality, but no board of directors can solve that problem. 
However, as we discuss below, as a matter of economics, there are excellent 
reasons — including increases in the scale and performance of the companies 
and thus the return on executive human capital — to believe that these are two 
separate labor markets that cannot be compared to each other, as employees are 
not substitutes for executives. Hence, this multiple carries limited policy impli-
cations for cEo pay. 

Most critics argue that the supposedly flawed executive compensation model 
is created, or at least enabled, by cronyism between the cEo and the board 
members. This is primarily because the cEo chooses the board members, or be-
cause the cEo is also typically the chairman of the board. The charts disprove 
this theory (see Kaplan and Helmstrom) because all three periods included ma-
jor improvements in corporate governance, including fuller disclosure, more 
independent directors, more companies separating the cEo position from the 
chairman of the board (coB) role, more lead directors, nominating commit-
tees selecting directors rather than the cEo/coB, more director and executive 
stock ownership, and many other factors unrelated to executive compensation 
(e.g., reduction in the use of two classes of stock).

There also are tremendous variations in cEo pay levels, even for execu-
tives in the same industry working at similar-size companies. Depending on 
the particular industry involved, the variation from lowest- to highest-paid can 
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be 100% to 300% or more in pay opportunity. When evaluating realized or 
realizable pay, including the value of in-the-money stock options, the disparity 
between the lowest paid and the highest paid could be several thousand percent. 
For example, there are industries where the lowest-performing company had a 
cEo earning a few million dollars and the cEo of the highest-performing 
company earned more than $100 million, while the shareholders made billions. 
Thus it is clear that, when properly evaluated, not all cEos are paid “above the 
average.”

iS tHE LaBor MarKEt For cEoS “riggED,” or iS it 
coMPEtitivE?

The fundamental pertinent economic question is whether the labor market 
for top executives is truly a competitive, or reasonably competitive, market. is 
there a semblance of supply and demand that follows most of the economic 
rules of arm’s-length transactions? This requires basically independent parties 
to negotiate in good faith to balance competing interests and situations where 
the “answers” — specifically, the amount of pay opportunity and the structure 
of the pay package — are highly similar, irrespective of the type of company, 
whether it is public, private, family-owned, private equity, bankrupt but emerg-
ing, restructured, etc. This is because the executives and the boards all face the 
same pressures and competition for executive talent, and they all use the same 
publicly available pay data from proxy statements representing the top-executive 
labor market. There are logical reasons why u.S. cEos are paid more than 
their counterparts in other countries — the larger size of u.S. companies and 
the greater proportion of at-risk compensation in u.S. pay packages [Fernandez 
and Murphy]. or is it a rigged game, characterized by inside deals, managerial 
power, rent-seeking executives and crony capitalism?
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TABLE 7.4

Is the Executive Labor Market “Competitive”?

1. Buyer (“bidder”) Cattle ranch Company Homeowners

2. Seller (“asker)” Corn farmer Executive Utility

3. “Arms length” 
transaction (Parties 
are independent 
and equal footing)

4. Infinite buyers 
(demand) and 
sellers (supply)

5. Regulatory and 
Company Policy 
interventions in 
Marketplace 
impacting 
transactions and 
pricing

6. “Judgment” by 
experts impacts 
pricing

7. Zero entry and 
exit barriers 
(supply)

8. Perfect factor 
mobility

Yes a. Annual 
Pay/Contract 
Renewal: 
somewhat

b. Promotion: 
Board has 
negotiation power 
also

c. External hire: 
yes

No, but quite a few 
potential 
employers and 
fairly broad supply

Yes-sec, tax, SOX, 
Dodd Frank, plus 
company policies 
to reduce turnover 
(vesting, pensions, 
etc.)

Yes, but many 
facts, much 
experience, expert 
opinion and 
market indicators 
and parameters 
“frame” the 
bid/ask

Yes-free labor 
market encourages 
supply (changing 
jobs), subject to 
restrictive 
covenants

Mostly yes; can 
switch among 
public, private, 
private equity, etc. 
employers

No

Yes Yes – buyers
No – seller 
(monopoly)

Yes-EPA, safety, 
nuclear 
regulations, etc.

Yes-Regulators 
apply judgment 
based upon 
facts, history, 
expert testimony 
and experience

No - Large 
barriers, due to 
capital 
requirements

No - no 
alternative use 
for transformers

Yes-ethanol

No

Yes

Yes

Attributes of a
Competitive Market

Type of Market

Corn Executive Labor Market
Regulated electricity

distribution
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The preceeding table shows a comparison between the executive labor market 
and the attributes of a competitive market. We also show a clearly competitive 
market — the commodity corn — and a market that is clearly not competitive, 
namely the regulated industry of electricity distribution.

This table indicates that while the executive labor market may not be as per-
fectly competitive as a commodity, it certainly has enough of the same dynam-
ics to invalidate the claim that it is a “rigged” market.

9. Perfect 
information on 
quality and prices

10. Zero transaction 
Cost

11. Profit 
maximization 
(supply)

12. Homogeneous 
Products (supply)

13. Supply 
substitutes

14. Alternative 
Demand sources

No, but interviews, 
social events, 
business trips, 
search firms, 
references help a 
great deal on 
quality and proxies 
on price

Depends: 
executive search 
fees; unvested 
stock; reputational 
risk; stock market 
uncertainty both 
sides face

Effectively yes, 
subject to 
transaction and 
reputational risk of 
changing jobs too 
often

No, but differences 
can be discerned 
and compensated 
for

Yes-other 
executives and 
directors at other 
companies

Yes-other large 
companies; private 
equity, etc.

Yes-construction; 
new appliances

Yes

Yes

N.A. (monopoly)

Yes

Yes

Yes

Yes

No

NoYes-other grains

Yes-ethanol

Attributes of a
Competitive Market

Type of Market

Corn Executive Labor Market
Regulated electricity

distribution
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FactorS DEMonStrating a coMPEtitivE anD 
rEaSonaBLy EFFiciEnt cEo LaBor MarKEt

We believe that another concept in support of the competitive market is that 
in cEo new hire/promotion/contract renewal/pay negotiations, the terms “bid 
and ask” are explicitly used. These are competitive market/auction terms, where 
the “ask” is what the executive — the supplier or the seller in the auction, the 
owner of the goods, in this case labor — is initially requesting for the package 
in terms of pay levels and terms and conditions. The board or buyer who wants 
to purchase the labor is the bidder. a negotiated agreement somewhere in the 
middle is usually the outcome.

However, although the primary explanation for the rise in executive pay is 
a rise in the return on executive human capital due to global competitive pres-
sures, there are some temporary bubble aspects, as the charts above show.

another fact that contradicts the ratchet effect theory embraced by critics of 
the u.S. model is the size of the pay increases at cEos’ promotions and recruit-
ments. as a general matter, newly promoted internal cEos are paid less — in 
our experience, sometimes much less — than their predecessors. We have seen 
numerous examples where the board thought that the current cEo enjoyed 
more-than-comfortable pay opportunity, but there was little that could be done 
because he was the incumbent. The cEo promoted from within was paid 20% 
to 30% less. 

By contrast, outside recruits are frequently paid more than their predeces-
sors, especially if they are already the cEo of another company. a recruiting 
premium of 25% relative to their current employment package — to make the 
new position attractive and viable — frequently yields a premium to the prior 
cEo’s package, especially when the buyout of unvested equity is accounted for. 
However, there has recently been a medium-size shift in the labor market for 
newly recruited cEos, where the company sets out to find a subsidiary head 
who is excited to be the cEo of a public company and may therefore be willing 
to sign up for less than the prior cEo was earning. This has many advantages 
from a cost and shareholder/iSS perspective. While this can yield a lower pay 
package, it is not without its own risks. as discussed previously, the percentage 
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of outside cEo hires has declined from around 40% to 20% over the past 10 
years, as companies have substantially improved their management succession 
planning processes. While many believe this is a major enhancement to corpo-
rate governance and the cEo pay process, even the 20% outside-hire premium 
can influence the overall labor market significantly.

Thus, again, the pay packages can go up and down; an examination of inter-
nal promotions and external hires confirms this.

nevertheless, as a matter of corporate policy, and in the spirit of good gov-
ernance and the business judgment rule, we endorse the principle that boards 
should try to approximate the median of pay opportunity and then let stock and 
financial performance drive realizable pay up and down. research shows that 
aiming much higher or lower than that target is a problem.

HaS tHE rEturn on HuMan caPitaL For cEoS 
riSEn ovEr PaSt DEcaDES?

a supplemental competitive labor market theory explaining how/why cEo 
pay has more often risen than fallen over the past few decades follows:

1. academic research and corporate experience demonstrates that 
the return on cEo human capital has risen over the past few 
decades due to many factors, including global competition. given 
today’s economic challenges, the cEo position, as well as all 
managerial positions, is more important than ever;

2. Hence, cEo pay opportunity at public companies would rise in 
an economically appropriate way, given the size and competitiveness 
of the markets and the labor market alternatives for this human 
capital in private equity or investment banking; 

3. This cEo pay increase would have been appropriately faster 
than gDP growth (as were the prices of housing, gold, corn and 
many other goods for a while); 

4. Stock market returns have been high over the last 20 years, 
with indexes rising faster than gDP as companies have become 
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more efficient due to many factors, including cEos highly 
motivated to cut costs and to grow revenues and to make other 
strategic changes due to their cash and stock incentives. Thus, in 
a competitive market, pay opportunity, realized pay and realizable 
pay could rise faster than gDP.

in many years, it would appear that cEo pay moves inexorably up due to 
the targeting of pay to the median or any point in the range of the company’s 
peer group. in those years, the median would indeed tend to increase. Further, 
this increase, which is by no means inexorable, is an outcome of human capital 
returns, rather than a cause of rising pay.

This series of events has occurred while Say on Pay was being implemented 
and other corporate governance features were improving dramatically and be-
coming far more widespread, and while the media and regulators were putting 
enormous pressure on boards and corporations to reduce executive pay.

in the unlikely event that the basic corporate model were to no longer require 
cEos possessing  a high level of human capital (as is currently the case at some 
corporations in other economies),  returns from human capital would decline, 
reducing cEo pay packages.
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CHaPTeR eIGHT

eXeCUTIVe CoMPensaTIon 
GoVeRnanCe
by John SInKular and Ira T. Kay

SuccESS iS aBout Pay-For-PErForMancE anD 
taLEnt outcoMES

in today’s Say on Pay environment, it is critical for compensation committees 
to establish a solid corporate governance foundation for designing, implement-
ing and administering executive compensation programs. ultimately, however, 
a committee’s success will not be assessed by this foundation, but by the sound-
ness of compensation programs built upon it. This structural integrity is mea-
sured by outcomes:  the degree of alignment between total realizable executive 
pay* and corporate financial and shareholder returns on the one hand and the 
motivation of the executive team on the other. 

Since each company’s circumstances are unique, the governance process used 
may vary. yet a focus on achieving results through outcomes-based analysis 
should be universal. as companies achieve results, delivering their pay-for-per-
formance promises in the short and long terms, they should make shareholders 
aware of this fulfillment through clear, concise communications in public fil-
ings and other available venues. 

Scrutiny of executive compensation programs has never been more intense 
than in the current environment of seemingly endless views on “best,” “right” 
and “wrong” pay practices. accordingly, the need for appropriate corporate 
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governance practices and an objective approach to managing pay programs is 
greater than it has ever been. Though there have been high-profile governance 
breakdowns at some large corporations, the reality is that most companies in 
the u.S. already possess the attributes necessary for successful compensation 
governance.

There is no single correct approach. as with a company’s business strate-
gy and operational footprint, the governance system used must be a good fit 
and flexible enough to evolve over time with the company. yet all companies 
have some common compensation governance needs. These include the need 
to incorporate and consistently apply pay-for-performance criteria, to use a dis-
ciplined process, and to conduct analytical reviews to assess pay/performance 
outcomes. 

StEPS For SuccESS

in the end, success in compensation governance is measured by pay-for-per-
formance results. Here are some key steps for success and some of the critical 
considerations involved:

1.  assure that fundamental compensation governance elements are in 
place, i.e.:

•	 A	compensation committee composed of independent board 
members with diverse expertise and perspectives

•	 A	 board	 charter	 that	 details	 the	 committee’s	 primary	
responsibilities

•	 An	annual	meeting	calendar	that	sets	the	dates	for	a	minimal	
number of meetings annually — four, for example

•	 A	business	strategy	that	is	clear	about	financial	and	operational	
priorities over the short and long term

•	 An	 executive	 compensation	 philosophy	 that	 documents	 the	
targeted market positioning and primary role of each pay element 
and design principle
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•	 Incorporation	 of	 the	 company’s	 talent-evaluation/succession-
planning framework into the executive compensation program

2.  follow a well-defined process to focus discussion and decision-mak-
ing at each committee meeting.

•	 Present	 materials	 that	 explain	 key	 considerations	 and	
recommended courses of action (with supporting details relegated 
to appendices).

•	 Distribute	 and	 review	 these	 materials	 well	 in	 advance	 of	
meetings.

•	 Ensure	that	discussions	are	led	by	an	active	chairman.	

•	 Seek	 support,	 as	 appropriate,	 from	an	 independent	 executive	
compensation advisor and outside legal counsel.

•	 Hold	executive	sessions	without	management	present	(with	or	
without the presence of outside advisors).

•	 Provide	materials	after	each	meeting	that	summarize	decisions	
and set the agenda for the next meeting.

3. Gather and analyze facts. The centerpiece of discussions should be the analy-
sis of facts concerning past and potential pay/performance outcomes, incorporating 
relevant internal data and relative market comparisons. 

a.  Benchmark compensation and set goals to establish the context for an-
nual pay decisions. Market data, while important, should not be the sole driver 
of target-setting. rather, it should be one of numerous factors that committees 
should consider in determining pay opportunity, i.e.:

•	 Selecting	 peer	 groups	 composed	 of	 direct	 competitors,	
companies in the same industry or a broader sector group, using 
criteria that ensure relevance and unbiased comparisons

•	 Using	benchmarking methodologies and design practices that 
are consistent with the company’s pay philosophy, design principles 
and competitive market ranges
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•	 Analyzing	the	achievability	of	different	levels	of	performance	
to determine relative degrees of difficulty. Such analyses use 
historical and prospective performance data from the company 
and its peer group to determine the probability of achieving a 
range of performance levels for each measure used.

b.  assess the historical alignment of pay with performance and manage 
compensation-linked risk by conducting:

•	 Pay-for-performance	 analyses	 looking	 at	 multi-year	 total	
realizable pay relative to financial results and total shareholder 
return (tSr)

•	 Value-driver	analyses	to	identify	financial	measures	that	have	
the strongest correlation with value creation as measured by tSr

•	 Risk	assessments	of	compensation	practices	and	policies

4. Consider relevant perspectives. In discussing current practices and alter-
natives, committees should focus on internal considerations while ensuring that prac-
tices are within the competitive market range, taking shareholder perceptions into 
account, i.e.:  

•	 Talent	 needs.	 Evaluate	 data	 on	 executive	 turnover, retention 
and recruiting.

•	 Say	 on	 Pay	 advisory	 votes	 on	 compensation	 programs,	 held	
annually by most companies  

•	 Shareholder	 value	 creation,	 as	 defined	 by	 several	 financial	
measures and tSr over various time periods

•	 The	range	of	best-	and	worst-case	performance	scenarios	and	
assessments of whether resulting pay outcomes for each would be 
commensurate

•	 “Analyses”	by	proxy	advisory	firms

•	 Various	 analyses	 of	 outcomes	 to	 demonstrate	 the	 correlation 
of pay with performance. if this correlation is not strong, a clear 
course of action should be charted to strengthen it.
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•	 Pay	 tally	 sheets	 that	 include	 accumulated	 wealth	 and	
compensation from historical and recent compensation 
opportunities

•	 Full,	transparent	disclosure in proxy statements

5. Make pay decisions. Ensure that salary levels, actual and target incentives 
and other pay elements are aligned with the business strategy, talent needs and com-
pensation philosophy. 

•	 Review	 and	 approve	 performance	 results	 and	 corresponding	
payouts for incentive performance cycles that closed at the end of 
the previous year. 

•	 Make	any	necessary	changes	in	program	design.	

•	 Determine	base	salaries,	incentives	and	other	pay	levels	for	the	
coming year.

•	 Set	incentive	goals	and	corresponding	award	opportunities	for	
ensuing cycles. 

6. fully and clearly disclose pay program details. Engage in dialogue with 
shareholders, participants and other interested parties.

•			Provide	participants	with	total	compensation	statements,	plan	
summaries and periodic updates regarding recent performance 
and its implications for pay.

•	 Issue	 a	well-written,	 transparent	proxy	 statement	 that	 clearly	
presents the company’s pay-for-performance story in the context 
of recent performance, business strategy and talent needs.

•		Provide	an	executive	summary.

•	 	 Present	 analyses	 of	 single-	 and	 multi-year	 pay/performance	
relationships.

•		Proactively	disclose	all	material	pay	practices	and	provide	context	
pertinent to hot-button issues of external parties.

•		Be	clear	and	specific	about	plan	design,	pay	levels	and	performance	
outcomes. anticipate objections to any features that have brought 
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criticism in the past and proactively present a compelling case for 
them, providing context to establish the rationale. 

•		Reach	out	to	major	shareholders	to	discuss	the	company’s	pay-
for-performance story.

concLuSion

compensation committees should be aware of external views on what con-
stitutes good governance. yet what ultimately matters is that their actions are 
appropriate for their companies’ business strategies and talent needs. Execu-
tive compensation governance is about substance, not form. This substance is 
weighed by outcomes in the relationship between pay and performance and in 
the motivation and retention of highly qualified executive talent. critical to 
success is a willingness to incorporate into the pay-setting process considerable 
fact-based analyses and to perennially make refinements that reflect dynamic 
economic and business conditions and changing needs for talent.
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CHaPTeR nIne

TeRMInaTIons, seVeRanCe 
anD VolUnTaRY TURnoVeR — 
WHaT aRe THe faCTs?
by Ira T. Kay 

Win or LoSE, cEoS arE criticiZED

Being a cEo is a well-compensated, highly attractive, powerful and yet very 
challenging job. it also is a highly dangerous job from a career reputation, eco-
nomic, human capital and public relations/stigma perspective. The reality is 
that cEos are excoriated for failure and, occasionally, for success. Many are 
criticized for high levels of pay and reward even when they are successful and 
create billions in market capitalization for the shareholders and millions — and 
in some cases billions — for the employees. and of course, they are especially 
highly criticized when they “fail,” their stock price suffers and they are paid 
severance.

Even a hugely successful company such as apple has been targeted by the 
media, with questions such as “is any c.E.o. worth $1 million a day?” [“a rich 
game of Thrones,” by natasha Singer, The new york Times, april, 8, 2012]. 
The article discusses the 2012 proxies on the 100 very large companies that had 
already published their proxies containing the 2011 cEo pay levels. The article 
generally finds that pay levels were flat from 2010 to 2011 precisely proportion-
ate to the their stock prices, but focuses on the new cEo of apple, who received 
a 1 million-share grant of stock upon his promotion to cEo during 2011. The 



108 tErMinationS, SEvErancE anD voLuntary turnovEr– WHat arE tHE FactS?

grant was worth more than $300 million when it was made. ironically, the value 
of that stock had nearly doubled since grant, again reflecting the spectacular 
profit performance of apple as a company and the impact of those profits and 
growth on its stock valuation. The article also makes it clear that the sharehold-
ers are delighted with the stock price appreciation, and have overwhelmingly 
endorsed the apple pay levels and models via their Say on Pay vote. Therefore, 
why the populist and inflammatory headline?

There have been countless examples of highly criticized companies over 
the past 20 years that were extraordinarily successful and had highly talented 
cEos, who, yes, did indeed become wealthy. These criticized companies in-
clude a “Who’s Who” of corporate america, including Disney, goldman Sachs, 
coca-cola, Hewlett-Packard, att, occidental, Exxon Mobil and dozens of 
others.

on the other side of the ledger are the unsuccessful companies whose boards 
terminate their cEos and then search for a turnaround successor. For these 
executives, it is their severance packages — cash and stock payments that are 
made at termination, some previously vested and others newly vested — that are 
controversial. However, severance for these top executives is usually essential, or 
at least very helpful, to ensure that the executives take the long-term perspective 
on their companies and their careers. if an executive is worried about being fired 
over the short term and not being compensated for that, they may not make the 
proper long-term investments. Further, severance makes the termination and 
management succession process much smoother and easier, and less embarrass-
ing for both the company and the executive, and it avoids lawsuits that can be-
come public. it also is essentially impossible to recruit and promote a new cEo 
without some type of severance protection, both for a regular termination and 
for one after a change in control.

We present some ideas in the next chapter for balancing the tension between 
executives and shareholders regarding severance plans as well as in factoring 
in public perception — e.g., sunset on cash severance, caps on cash severance 
based upon the size of the equity gain, etc. But whatever the size or the nature 
of the severance, it is also true that these terminated cEos do indeed suffer 
reputational and human capital damage, and of course direct economic damage 
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in the form of losing their jobs and all their future compensation, despite the 
severance payments. 

Severance at a change in control, where the company is bought or merged, 
is also a very helpful tool to ensure that the top executives have a balanced per-
spective on the deal in terms of maximizing shareholder value and facilitating 
a smooth deal and ownership/management transition process during the nego-
tiations and after the close. Many executives, especially the cEo and cFo at 
the target or purchased company, do indeed lose their jobs, and many of them 
are unable to find other top jobs given their ages and, frankly, their interests. 
if there were no accelerated vesting at termination, these executives might have 
lost parts of three years’ worth of equity grants, which are a significant portion 
of their pay packages and probably their net worth. it does indeed seem fair to 
have those shares pay out. now in the context of a large equity gain, these extra 
shares can seem to be superfluous, but the executive did indeed earn the shares 
and these were contractually committed to at grant. 

These executives at taken-over companies are not generally considered fail-
ures, as is the case for executives terminated due to poor performance. Quite 
the contrary, target executives almost always sell their companies for substantial 
premiums — in the range of 25% to 50% — to their recent stock prices, and are 
thus effectively “heroes” to their shareholders. Whether a cEo who has made 
$100 million at the cic is entitled to additional cash severance is a legitimate 
corporate governance question that the board should discuss, but these execu-
tives do not deserve to be excoriated in the press. and indeed there have been 
examples of this, where the cEo was the leader in creating billions or even 
tens of billions of total shareholder values, yet was criticized for his large separa-
tion package, the preponderance of which was due to stock appreciation on his 
watch. gillette, Mci, georgia Pacific and many other companies are examples 
of this type of second-guessing.

Extra severance, however, especially at a change in control of the company, 
in the forms of excise tax gross-ups, cash severance for an already wealthy cEo 
and “single trigger” accelerated stock vesting, is considered by many to be un-
friendly to shareholders, as we will discuss later (because it is expensive and 
makes it harder to retain the management team of the acquired company, etc.). 
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Boards are starting to manage the severance process as part of good governance 
and responding to shareholders. Further, thanks to shareholder pressure, and 
especially pushback from iSS in their SoP recommendations, many of these 
severance features are being reduced in prevalence. 

The original theory for the 280g “gross-up” was to neutralize a federal excise 
tax of 20% on “parachute payments,” i.e., large severance payments of cash and 
stock (via a highly complex calculation). This excise tax, created in 1984, was 
intended to reduce executive severance payments by taxing the executives them-
selves for these types of payment and by having the company forfeit its corpo-
rate tax deduction. it failed at reducing the severance payment. The gross-up is 
where the company paid the excise tax and the income tax on the excise tax on 
behalf of the executive, saving the executive (and thereby costing the company)  
millions of dollars, typically two times the actual excise tax. The prevalence of 
this gross-up was approaching 80% of executives at various points over the past 
decade. The theory of the gross-up was to make the executive “neutral” to the 
takeover. as a general matter, the concept of severance is successful at that, but 
one wonders whether an additional gross-up is necessary to have the executive 
pursue a transaction at a major premium, thereby already yielding many mil-
lions of dollars of stock payments. in any event, shareholders are adamant about 
eliminating these, and we predict they will be dramatically reduced in one gen-
eration of executives.

We have been involved in eliminating the gross-up for more than five years 
now. one of our technology clients eliminated its gross-up in 2007, long be-
fore it was fashionable. The cEo believed that was the right thing to do. We 
also have been involved with several major severance reductions in the middle 
of a takeover battle. in these instances, we were advising the target, and after 
the board saw the total “walk away” value, they asked their cEos to forgo 
the gross-up and cash severance. in one instance the forgone value was more 
that $40 million, and in another, more than $100 million — in both instances 
around 25% of their total packages. This trend toward reduced severance, es-
pecially for successful cEos at a cic, could be a positive development. This is 
because severance and other shareholder irritants (or at least iSS irritants) are a 
distraction from the main event — mainly, whether these executives are paid 
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commensurately and proportionally to the performance of their companies, as 
typically measured via stock price or total shareholder returns.

irrespective of any payments for either success or failure as a top executive, 
it is important to remember that cEos do lose their jobs, and do ultimately 
stop being paid. This is another very important aspect of the labor market for 
executives, as it demonstrates that the demand for a particular executive can fall 
to zero, as does their compensation. But what are the facts about termination?

Do cEoS LoSE tHEir JoBS?

another important manifestation of a competitive labor market that allo-
cates executive resources effectively is whether the top executives, especially the 
cEo, periodically and appropriately lose their jobs due to poor performance. 
Some critics believe that, unlike regular employees from the shop floor to upper 
management, cEos and other top executives are rarely if ever fired due to their 
individual and company performance. Thus executives, these critics believe, are 
“entrenched” in their jobs for very long periods of time, because they appointed 
all of the board members, who are therefore beholden to the executives, and 
thus the board members are their business and social “cronies.” This meme fur-
ther says that the board members serve the executives, instead of the other way 
around. 

as a result of this alleged special treatment, the executives can keep their 
jobs as long as they want at high and rising pay, irrespective of their individual 
and company performance. These critics recognize that occasionally a cEo 
is terminated, but usually maintain that the board waited way too long to act 
under prudent corporate governance protocols, and only responded to outside 
pressure from shareholders and the media, and that additional shareholder value 
was destroyed. Further, they say, these failed cEos were paid excessive “golden 
parachutes” beyond what they deserved.
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WHat arE tHE MytHS anD rEaLitiES oF 
ExEcutivE tErMinationS?

as with most mythologies, there are some truths in here, but as a general 
matter, this is grossly exaggerated [See “outrageous cEo Pay revisited,” by 
Holman W. Jenkins, The Wall Street Journal, october 2, 2002].

Here are the facts: 

1. Board members at major companies are being chosen independently of 
the cEo, and acting accordingly; 

2. cEos are indeed fired for poor corporate performance [note: Being fired 
for poor performance is not the same thing as being fired for cause, which is 
usually defined as relating to some type of misconduct — violating the ethics 
rules, expense account abuse, accounting irregularities, felony conviction, etc.]; 

3. it does legitimately take a few years to measure their performance, and 
even then it is difficult due to confounding variables; 

4. Their average tenure is only five or six years due to their age at accession 
as well as the challenges of the job, and the desire by the board to have fresh 
perspectives and strategies every few years; this average tenure has declined over 
the past 10 years;

5. When an executive is fired for poor individual or corporate performance 
— typically a declining stock price — their cash severance is typically two years 
of cash compensation, and some but not all of their outstanding unvested eq-
uity grants will have accelerated vesting, with the rest forfeited. These packages 
are higher than the severance for regular employees, as it is argued, with some 
legitimacy, that the stigma of being fired at the executive level is significant and 
damaging to future job prospects. nevertheless, those amounts are declining; 

6. and boards are in fact showing strong corporate governance in this area of 
cEo supervision and are intrinsically sensitive to the viewpoints of shareholders.

obviously, being fired means the company and board no longer require the 
services of the executive, and it is the ultimate pay cut and commentary on 
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individual and corporate performance under an executive’s stewardship. Many 
resignations are really just another way for the committee or board to change 
leadership in a discreet but nonetheless accelerated, fashion. These accelerated 
transitions often include resignations that might be labeled as “voluntary,” es-
pecially where the replacement cEo has not already been recruited, plus other 
orderly/formal cEo succession processes and even some retirements. Even in 
the common circumstance where the cEo has had a long and successful career, 
is pension and/or retirement eligible, and has organized a smooth succession 
process, the board may accelerate the process for many reasons, including:

•	 Being	ready	for	the	next	corporate	chapter,	

•	 Organizational	fatigue	by	both	the	board	and	the	CEO,	

•	 Trying	to	keep	the	preferred	internal	CEO	candidate	from	leaving,	

•	 Wanting	the	next	phase	of	strategy,	organization	and	leadership	to	begin.	

We have seen examples of all of these circumstances.

Pensions plus scheduled and/or accelerated vesting of stock can make these 
latter types of transition processes very smooth and friendly for all cooperat-
ing parties, when in fact they are part of the board’s strategy to change leaders 
sooner rather than later. These payments also can avoid expensive and disruptive 
lawsuits. These are clearly shareholder-friendly transitions and soothing to the 
stock market.

our consulting experience clearly shows that the best-performing cEos — 
or, more precisely, the ones who work for successful companies — are rewarded 
best on average by the use of realizable pay as the pay metric and by their having 
the long tenures and successful careers. it clearly appears to us and the boards of 
these companies that the weakest-performing cEos at the weakest companies 
are paid less in realizable pay, and are the most likely to be terminated or retired 
early. The big-picture results clearly endorse these findings of reward for success 
and punishment and accountability for failure. 

While there are always mistakes, disagreements and errors in judgment — 
mostly where an unsuccessful company retains its cEo longer than others 
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deem appropriate or correct — the board members clearly act in good faith 
and try to act in the best long-term interests of the shareholders. The number 
of lawsuits where the shareholders sue the board for keeping an allegedly failing 
cEo too long is essentially nil. 

again, there is a robust academic and professional literature on this topic that 
supports the latter big-picture observations, namely whether cEos are fired at 
all, and that the reason for the termination is usually poor performance (typi-
cally stock price). in reviewing our own experiences plus a number of articles on 
this topic, we identified these issues:

1.  are Ceos fired or are they entrenched? a number of studies find that 
between 2 and 2.5% of major company (typically S&P 500) cEos are forced 
out each year [Sources: Spencer Stuart and the conference Board]. There are 
many examples where the boards at well-known companies, with well-known 
cEos, terminated the cEo, or the cEos lost their jobs due to colossal failures, 
bankruptcies, forced mergers and the like. These include tyco, aig, Merrill 
Lynch, Hewlett-Packard, Mattel and many Wall St. firms, in cases of bankrupt-
cies and many other circumstances.

2.  are Ceos at poorly performing companies fired? yes, these termi-
nated cEos typically work at underperforming companies in underperform-
ing industries, demonstrating that boards are in fact highly sensitive to overall 
corporate performance. one study [“cEo turnover and relative Performance 
Evaluation,” by Dirk Jenter and Fadi Kanaan, Stanford university, 2008] evalu-
ated 1,627 cEo turnovers of all types from 1993 to 2001. They found that 
the total shareholder returns for the prior 12 months for the companies with 
the nearly 400 forced-out cEos was -18%, compared with positive returns for 
voluntary turnover (retirements, etc.), at +12%, and nearly + 30% where the 
cEo was retained. other studies have found similar results. [“How Has cEo 
turnover changed?” by Steven n. Kaplan and Bernadette a. Minton, uni-
versity of chicago, 2008; “The 2011 cEo Succession report,” Spencer Stuart 
cEo transition research and the conference Board]. These findings that the 
tSr for the retiring cEo was lower than the returns for the retained cEos are 
consistent with our view that even smooth succession processes and retirements 
have some “organizational fatigue” associated with them.
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3. Is the Ceo termination rate too low? Some critics believe that this rate 
of terminations is too low and that many boards act too slowly to terminate 
their cEos because of the “crony” effect. The theory is that the boards have 
been “captured” by the cEo due to his role in recruiting them and given their 
social and business relationships. While there may have been some truth to this 
in prior generations, there is very little of this currently at major companies 
in light of numerous factors, including SEc disclosure requirements, nySE 
independence rules, the media, Say on Pay votes and numerous other enhance-
ments to corporate governance. These governance enhancements have been well 
documented.

Furthermore, there are a myriad number of complexities of measuring “suc-
cess and failure” for these major jobs at gigantic, complicated companies, com-
bined with the risk of economic and organizational damage from acting too 
soon/precipitously. Therefore, there are valid governance and economic reasons 
for moving conservatively. There also is fear of moving from the devil you know 
to the devil you don’t know. With billions of dollars of market capitalization at 
stake, these are not minor considerations. 

4. are boards moving too slowly to terminate poorly performing Ceos? 
The criticism that boards move too slowly is not consistent with our personal 
experience, and we are not aware of any academic studies that support it. “… 
[i]t is not clear what rate of forced cEo turnover we should expect from a well 
functioning Board. it is therefore difficult to judge whether the observed 2% 
rate is low or high. if it is indeed too low, it is not clear how much shareholder 
value is being destroyed” [“Why are cEos rarely Fired? Evidence from Struc-
tural Estimation,” by Lucian taylor, Journal of Finance, 2011].

5.  What impact have these terminations had on average Ceo tenure? 
Further, according to the conference Board, the average tenure has dropped 
around 20%, from 10 years to eight years, over the past 10 years. We view this 
as further indication that the cEo position is very challenging and risky. (note: 
The conference Board uses a different methodology for tenure than Spencer 
Stuart.)



116 tErMinationS, SEvErancE anD voLuntary turnovEr– WHat arE tHE FactS?

6.  How does the termination rate for Ceos compare to other employ-
ees? The termination rate for cEos is still most likely lower than the termina-
tion rate for the broader employee population. While some may criticize this, 
there are some logical reasons for it, including the governance issues referenced 
below, plus the fact that very high-achieving and performing employees are 
selected as cEo after winning many “sub-tournaments.” 

These “winners” thus are highly motivated as individuals — and by their pay 
packages — to succeed. in addition, their impact on the performance of the 
company can be very difficult to discern and isolate over a given short period 
of time from historical, economic and industry factors. after the fact, strategic 
errors in pricing, acquisitions, divestitures, expansions, research, etc., are easy 
to discern. Determining who should have known what beforehand is very dif-
ficult, and thus the board is protected from Monday-morning quarterbacking 
by the business judgment rule. However, boards do indeed try to hold their 
executive team, and especially their cEo, accountable for the results of the 
company, but there are valid reasons why the termination rate for cEos would 
be relatively lower. 

nevertheless, we estimate the comparable termination rate for all employees 
is around 4% to 5% per year, not that much higher than the pure cEo rate, 
and possibly the same or even lower if all of the sundry euphemistic reasons are 
factored in. The general employee population also has risks in its employment 
stability, as employees face layoffs where the company is cutting costs, having 
little or nothing to do with the individual performance of the employee. as a 
general matter, top executives are rarely terminated for such a reason. [note: We 
used BLS data showing that for 2011 there were approximately 21 million ag-
gregated “layoffs and discharges” (BLS does not have the ideal microeconomic 
data to separate layoffs), which represents around a 15% rate on the 140 million 
employed. However, layoffs are for economic reasons where the company faces 
reduced demand for its products or other reasons to cut costs dramatically. We 
estimate that around 75% of this total was layoffs based upon the difference 
between the BLS data on layoffs and discharges and other government data on 
new claims for unemployment insurance. This leaves around 4% for being fired, 
including performance and misconduct.]
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7.  Why are boards careful in removing a Ceo? While there is a low but 
perceptible probability that a cEo will be terminated in any given year, there is 
very good reason for the board to be conservative as to when and how it reacts 
to a few years of weak stock price and other performance indicators. First, it is 
very hard to be sure what the accountability of the cEo is for the performance 
of the company, or whether it is for exogenous reasons, although clearly at some 
point the cEo “owns” the problem. 

8.  That having a Ceo change is highly disruptive to the company and 
shareholders and that it  something that the board and company have to live 
for several years after making that change. one study [Luke taylor, Wharton 
School, reviewed in Board Works, February 2011] indicated that firing mistakes 
in both directions are made — namely, that some boards wait too long and oth-
ers act too quickly — and second, that it is very expensive to make a change, in 
the neighborhood of $1 billion-plus in intrinsic and extrinsic costs.

9.  What is the total amount of Ceo separations/successions in a given 
year? at an additional 7% to 8% of those companies during 2011, the cEo 
retired, was replaced during a planned succession, or left for other reasons, for 
a total of around 10% transitions in 2011 (Spencer Stuart research, cEo tran-
sitions and the conference Board, “The 2011 cEo Succession report”). as 
described above, most of the cEos in these transitions have had highly suc-
cessful careers with strong shareholder value creation. nevertheless, the board 
was desirous to move on to the next chapter for the company. We estimate that 
1 to 3 percentage points of the 7% to 8% really include cEos who had had 
performance issues, but the company was able to have a very smooth succes-
sion process where the performance issues were masked by other events and 
compensation plans, e.g., pensions. Thus, approximately 3% to 5% of cEos are 
terminated annually for the weak performance of their companies.

The notion that many cEo transitions are performance-related is support-
ed by research by the conference Board (“2011 report on cEo Succession”). 
The board found that, irrespective of whatever face-saving label companies 
may put on cEo successions/transitions, the facts show that many of them are 
performance-based.
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10.  What about turnaround situations? it can be very challenging for an 
outsider, even a sophisticated investor or shareholder, to distinguish between a 
poorly performing cEo and a cEo in the middle of a turnaround of a chal-
lenged and underperforming company. it all depends upon whether the board, 
with its enormous information advantage, has confidence in the cEo and his/
her ability to fix the company. We have all seen many situations where the cEo 
was in charge of the company during a market or industry correction and the 
stock lost 90% of its value. and then, through enormous effort, the cEo, the 
board and the management team turned the company around and achieved a 
tripling of the stock price, but still well below its pre-crash high. is that cEo a 
hero or a goat? Experts disagree.

11. Where do Ceo candidates come from? according to the Spencer 
Stuart study, around 80% of new cEos in 2011 were promoted internally, 
and thus around 20% were recruited from the outside. This is a fairly dramatic 
change since 2004, when only 64% of  new cEos were internal promotions. 
Most governance experts consider internal promotions to be best practice as the 
internal candidate understands the culture and of course is already an expert in 
the company and the industry (firm- and industry-specific human capital). of 
course, the trade-off for that archival knowledge is that the external candidate 
brings a fresh perspective from other companies and industries and does not 
have any “sacred cows” to fear. The jury is still out on whether the corporate 
governance experts are in fact correct that internal candidates are superior to 
external candidates. clearly iSS has a bias against outside candidates, and others 
think that they are too expensive. nevertheless, companies need to do what is 
right for their situation, culture, strategy and board desires.

12. How do the pay packages for internally promoted Ceos compare 
to the packages for external hires? regarding compensation, the annual pay 

TABLE 9.1

Company
Performance

Top Quartile

Bottom Quartile

Average rate of CEO transitions from
2000 to 2010 (% of all CEOs)

10% (range: 7-12%)

14% (range: 1-22%)
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target packages of both internal and external candidates tend to be very similar. 
However, because most, but not all, external candidates need to have their un-
vested equity from their prior employer “bought out,” it is very expensive, and in 
fact very risky, to bring in an outside cEo. Kevin Murphy [“Explaining Execu-
tive compensation: Managerial Power vs. the Perceived cost of Stock options,” 
university of Chicago Law review, 2002] argues that any premium paid for out-
side candidates, including these buyouts, demonstrates that executive pay rises 
in general due to labor market phenomena, and not because of crony capitalism 
or captured boards. How could a board be captured by an outside candidate?

one strategy we have seen utilized with good success is to recruit a “retire-
ment eligible” candidate whose stock has fully vested. naturally, a candidate 
who is eligible for retirement may not have sufficient runway left to have a suc-
cessful career at the new employer. We have also seen successful recruitments 
where the new cEo had lost the cEo “horse race” at his/her prior employer. 
Those executives, however, are more likely to have large amounts of unvested 
stock that needs to be replaced, thus dramatically increasing the cost and risk 
of hiring them.

13. Have Ceo transitions increased or decreased during the recent 
economic crisis? The total has decreased, despite the economic volatility and 
the increased emphasis on good governance. in 2004, the total transition rate 
— including retirements, normal successions, resignations, ousters, etc. — 
tracked by Spencer Stuart was around 13%. For 2011, that rate was 9.5%. This 
is fascinating, given how many companies had major stock and profit declines 
in 2009, and then major recoveries. This is a major endorsement of the top ex-
ecutives at hundreds of companies, indicating that their boards think that they 
are the right teams to lead in this time of crisis and challenge. in reading the 
proxies of hundreds of companies, it is obvious that boards truly believe this, 
given how many of them comment on the extraordinary performance of their 
cEos and their teams during the economic adversity. it also says that for all of 
the media and governance pressure on boards, they still have the fortitude to do 
what they think is in the best long-term interests of the shareholders, whether 
that is exhibiting confidence in a cEo of a struggling company or terminating 
that cEo and starting afresh.
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With these facts as context for cEo terminations, the next chapter presents 
the evolving best practice in executive severance in a Say on Pay world that is 
characterized by more shareholder activism.
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CHaPTeR Ten

elIMInaTInG seVeRanCe 
Plans as a sHaReHolDeR 
IRRITanT WHIle beInG faIR  
To eXeCUTIVes
by JacK marSTeller and John ellerman

in the current economic environment, as discussed in the prior chapter, there 
is a significant probability that a cEo or other senior executive will not serve 
until retirement or perhaps even for as many as five years. in fact, some research 
shows that the average tenure of a cEo has declined to between five and six 
years owing to the frequency of performance-based firings, mergers and acquisi-
tions, and private equity buyouts. The tenure of other senior executives has also 
declined in recent years for the same reasons plus the tendency of new cEos 
brought in from the outside to bring in new senior executive teams. Thus, in 
many cases the board will need to make critical decisions about the treatment of 
pay and benefits at the termination of a cEo or other senior executive whether 
in company plan provisions (equity, retirement, severance) and employment 
agreements, or ad hoc at the time of termination. 

Severance and change-in-control benefits are a hot-button issue with major 
institutional investors and their advisors. The value of severance or exit pay-
ments to executives terminated for poor performance is increasingly challenged 
by investors as “pay for failure” and not in the interest of shareholders. in addi-
tion, the value executives realize upon termination following a change in control 
is often challenged as excessive and adding too high a cost to shareholders for 
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the transaction. Defenders of prevalent severance and change-in-control ben-
efits argue that they are aligned with the interests of companies and their share-
holders in encouraging executives to join a company that is facing significant 
problems and risks, to take appropriate risks in the business, to consider fairly 
offers to acquire their company or to take it private, and to leave without a fight 
when it is deemed by the board to be in the best interests of shareholders. 

in response to these growing pressures, more and more companies are break-
ing from past practices and employing new approaches in an effort to strike a 
more appropriate balance between legitimate company needs and shareholder 
concerns. This chapter provides a thorough discussion of severance issues and 
provides guidance for boards of directors in attracting and motivating the key 
talent required while reducing or eliminating practices that are increasingly 
considered unacceptable to major investors.

tyPES oF SEvErancE BEnEFitS

Cash severance. Severance is generally understood to be an additional cash 
payment made by the company to a departing executive. The payment repre-
sents a continuation of cash compensation, typically .5 times to three times an 
executive’s annual cash compensation (base salary and average or target annual 
incentives), which is intended to enable the executive to meet her or his financial 
commitments until another job can be found. Such severance benefits are com-
mon given the risks associated with executive positions if company performance 
falters or a new cEo arrives. in exchange, companies typically obtain a waiver 
of claims against the company, which essentially eliminates legal risks and costs 
associated with the termination. The severance benefits also assure continuing 
executives of fair treatment so they can stay focused on the tasks at hand. Be-
cause most employees receive health care coverage through their employer, often 
companies also pay for continuation of health care benefits for the same period 
of time represented by cash severance. Some companies also continue supple-
mental executive benefits such as disability or life insurance for similar reasons.

equity and Retirement benefit acceleration. The second type of exit ben-
efit involves acceleration of vesting on incentive awards and retirement plans 
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where vesting is tied to future company service or achievement of performance 
goals. The rationale advanced for accelerated vesting of service-based awards 
and benefits in a change in control is that the event took away the ability of the 
executive to earn the awards or retirement benefit, and hence it is fair to credit 
the executive with the additional service required for full vesting. The same 
logic is often employed for performance-vested incentives, although the basis 
for such vesting may not be strong if the company is being sold due to sustained 
poor performance and dim prospects. Weaker still is the case for accelerating 
vesting on incentives and retirement benefits if the executive is being terminated 
for poor performance, yet cEos and other executives commonly negotiate for 
partial or full acceleration of vesting in their employment agreements.

excise Tax Gross-Up. The third category of severance benefits provides ad-
ditional cash payments to offset excise taxes on excess parachute payments in 
a change in control. Such excise tax gross-ups are a response to a tax law that 
triggers a 20% excise tax if the value of the parachute benefits, calculated as 
prescribed by law and regulation, exceeds three times an executive’s average tax-
able employment income with the current employer over a period of up to the 
last five years. if the parachute value exceeds this excise tax threshold, then the 
value of the parachute in excess of one times the executive’s average taxable em-
ployment income is subject to the 20% excise tax. The calculation of the excise 
tax is often hard to predict given changes in an executive’s taxable income from 
variable incentive payments and stock option exercises as well as changes in the 
parachute value from variations in equity grant types and vesting schedules. 
Thus, since this law was passed in 1984, most large companies provided execu-
tives with this excise tax gross-up benefit as a way to ensure that the executive 
received the intended benefit in a change in control. in recent years, categorical 
opposition to excise tax gross-ups by proxy advisory services has virtually elimi-
nated the extension of such gross-ups to new executives, which has resulted in a 
rapid decline of its prevalence.

other benefits. in addition to the three categories of exit benefits described 
above, a few companies have provided additional executive benefits and perqui-
sites to terminated cEos and executives. common examples are personal use 
of company aircraft, office space and administrative staff, lifetime medical ben-
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efits, life and disability insurance and perquisite allowances. The business jus-
tification for such benefits is hard to sustain, and very few companies continue 
to provide them. a possible exception is where the terminated executive uses an 
office to continue to represent the company in an unpaid capacity to industry 
associations or charitable organizations. of course, this is not likely in the case 
of an executive terminated for poor performance.

WaLK-aWay vaLuE

in addition to the exit benefits described above, the media and other ob-
servers often include the value of vested but unexercised stock options, equity 
owned outright, deferred compensation accounts and accrued pension values 
in their assessment of executive exit packages. of course, these are not benefits 
conferred by the company at termination, but benefits that have already been 
earned by the executive. Deferred compensation consists substantially of the 
executive’s own compensation that was electively deferred. The value of vested 
but unexercised options and equity owned outright at termination are a re-
flection of the executive’s investment decisions, influenced by company share 
ownership guidelines for executives as well. Pension benefits have similarly been 
earned unless additional service was credited at termination. nonetheless, add-
ing these values to the exit benefits provides an “all-in” value that boards should 
understand when making decisions about the level of severance and incentive 
acceleration that is appropriate.

EMPLoyMEnt agrEEMEntS

cEo and executive employment agreements are declining in prevalence as 
companies seek greater flexibility on severance terms. By keeping an executive’s 
employment “at will,” the company can retain control and flexibility over execu-
tive severance plans and provisions on treatment of equity and other benefits at 
termination. This also avoids the need to negotiate with an executive to change 
a benefit already conferred in an employment agreement.
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tHE EFFEct oF Say on Pay

The introduction of a shareholder advisory vote on executive compensation 
in 2011 increased the visibility and stakes involved in maintaining and provid-
ing severance benefits that are unacceptable to investors. Shareholder advisor 
iSS has influenced 15% to 25% of votes cast on Say on Pay among large compa-
nies with substantial institutional share ownership. Their influence has helped 
to move the Say on Pay vote from approval to failure in a number of cases. it has 
also reduced support to levels that place substantial pressure on a company to 
make changes to policies that are unacceptable to investors. not only are there 
shareholder pressures to change from a failed vote on Say on Pay, but most di-
rectors are sensitive to the reputational harm from being associated with a com-
pany that has been singled out for poor pay practices. in addition, in a number 
of cases failed Say on Pay votes have led to shareholder lawsuits, which distract 
companies, incur unnecessary costs, and further taint the reputations of sitting 
directors on the compensation committee. Thus, iSS policies on severance have 
strong leverage on company practices. 

iSS voting guidelines identify certain “most egregious” pay practices that 
carry significant weight and may in and of themselves result in adverse vote 
recommendations with respect to Say on Pay or other executive compensation 
policies taken to shareholders in the regular annual proxy process. among the 
most egregious and problematic practices that may occur in a severance arrange-
ment that may trigger criticism from iSS include:

•	 Excessive	perquisites	or	tax	gross-ups

•	 Excessive	 or	 single-trigger	 change-in-control	 payments	
pursuant to a merger/acquisition transaction deemed a change in 
control

•	 Tax	 gross-up	 payments	 pursuant	 to	 a	 change-in-control	
arrangement triggered by a merger/acquisition transaction

With respect to other “problematic” pay practices, iSS has also identified cer-
tain adverse practices that are contrary to a performance-based pay philosophy 
and may lead to negative recommendations if they are deemed to be inappropri-



126 ELiMinating SEvErancE PLanS aS a SHarEHoLDEr irritant WHiLE BEing Fair to ExEcutivES

ate or unjustified relative to executive pay best practices. included in this cat-
egory are egregious pension/SErP payouts that credit additional years of service 
not worked and result in significant additional benefits. although it does not 
appear that crediting additional years of service not worked to a pension/SErP 
arrangement will necessarily result in a negative Say on Pay or withhold-vote 
recommendation, such a pay practice typically would be reviewed as part of the 
iSS qualitative analysis if iSS quantitative tests identify a pay-for-performance 
disconnect.

in addition to the advisory vote on executive pay practices, the Say on Pay 
rules also provide for an advisory vote on change-in-control severance arrange-
ments in the proxy filed to approve a change in control. While there is little 
experience with this vote to date, it is likely that a failure would add to the com-
plaints of plaintiffs in a shareholder suit related to the deal (most deals evoke a 
suit from at least one dissident shareholder).

tHE groWing cHaLLEngE to tHE BuSinESS 
JuDgMEnt ruLE

Historically, directors’ decisions on executive compensation have been up-
held by courts under the business judgment rule, which requires that directors 
should be motivated in their decisions by a bona fide regard for the interests of 
the corporation and its shareholders and that they should not do breach their fi-
duciary duties of good faith, loyalty and due care. While the business judgment 
rule continues to prevail in all but the most egregious cases in court, it is under 
increasing attack by shareholder advisors in their Say on Pay vote recommenda-
tions. For example, in 2012, the Best Buy compensation committee was harshly 
criticized by iSS for giving the departing cEo a more lucrative severance pack-
age than that called for in the company’s proxy disclosure. The company dis-
closed in the proxy that a voluntary termination on the part of the cEo would 
yield no severance and no vesting of equity. However, the committee awarded 
the cEo a cash severance payment of $2.85 million and the continued vesting 
(post termination) of 131,876 previously awarded restricted shares including a 
recent “retention” award of 110,000 restricted shares. in describing the reasons 
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for its recommendation against the Say on Pay vote at Best Buy (which the com-
pany failed in 2012), iSS wrote:

“A severance arrangement that far exceeds the disclosed termination 
payments for any of the possible characterizations for this separation 
(for cause, without cause, or voluntary resignation) raises significant 
concerns regarding the Committee’s and the board’s oversight of 
executive compensation. Dunn’s failure to abide by company policy 
yielded, ironically, the vesting of the very awards that were intended 
to retain his services (and illustrate how retention grants without 
performance conditions can break the pay-for-performance linkage).”

BESt PracticES on SEvErancE

as always, best practices are those that are in the best interests of the com-
pany and its shareholders. nonetheless, there are a number of approaches to sev-
erance that directors should consider when making decisions on employment-
agreement provisions and company policies and in termination negotiations. 
Pay governance has advised clients on each of these approaches.

1.  avoid employment agreements. By employing executives “at will,” a 
company maintains control and flexibility over the terms governing treatment 
of pay and benefits at termination. These policies can be maintained in an ex-
ecutive severance plan and in incentive plan documents. By avoiding the need to 
negotiate over such policies, it is easier for a company to end up with treatments 
that are acceptable to shareholders.

2.  Reduce or phase out cash severance for termination without cause. in 
an era where equity grants make up 70% or more of a cEo’s annual pay pack-
age, should a cEo need two or three years of cash severance as a bridge to an-
other job? cash severance standards are declining over time with the median for 
termination without cause currently at two times base and bonus and trending 
toward one times or 1.5 times over time. indeed some companies have attracted 
their new cEo while offering no cash severance. in the case of a cEo or execu-
tive brought in from the outside, there is a rationale for providing a larger cash 
severance for the first few years until initial equity grants have vested and the 
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potential for an unexpected set of problems at the company has diminished. in 
the case of an executive who is at retirement age and who the board knows will 
retire after termination, it also makes little sense to offer cash severance ostensi-
bly intended to bridge the executive until another job is found.

3.  Reduce cash severance for termination following a change in control.  
in the future, only longstanding (grandfathered) executives will have excise tax 
gross-up protection from the company, so it makes little sense to provide three 
times base and bonus cash severance to a cEo in a change-in-control severance 
benefit, which ensures that the parachute payment will be subject to excise tax. 
assuming approximately 45% to 50% federal, state and local income taxes plus 
a 20% excise tax, that puts the executive’s marginal tax rate on excess parachute 
payments at 65% to 70% while the company loses the tax deduction for the 
excess parachute payment. Such highly taxed payments are hard to rationalize 
as being in the best interest of the company and its shareholders and not the 
irS. cash severance following a change in control should be informed by mod-
eling parachute values and 280g taxes. in some cases, companies decided to 
eliminate cash severance because the equity values by themselves are a sufficient 
benefit and avoid excise taxes. 

4.  Require a double trigger for equity acceleration in a change in con-
trol. The only practical reason for a different treatment between cash severance 
(which requires a double trigger) and equity acceleration (typically requiring 
only a single trigger) is if the company cannot negotiate conversion of outstand-
ing equity into equity of the acquiring company or in the event the company 
is going private. Many companies in the technology sector have used double 
triggers because (i) their business plan was to be acquired, and (ii) much of the 
value of the company resides between the ears of the company’s executives and 
employees. Providing a big payday by accelerating equity in a change in control 
provides these key employees the financial flexibility to leave the company fol-
lowing the acquisition, which is not in the company’s best interests. given the 
relatively short vesting periods of today’s equity grants (typically three to four 
years), the converted equity would be realizable in a reasonably short period of 
time anyway. 
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5.  avoid equity acceleration in the event of a termination without cause. 
“Pay for failure” is a real issue with investors of all stripes. acceleration or con-
tinuation of equity vesting post termination should be granted only if the com-
pany receives something of equivalent value in return, such as a noncompetition 
agreement (where enforceable) or an agreement to cooperate with the company 
on outstanding regulatory investigations or lawsuits.

6.  avoid the temptation to go beyond plan provisions and boundaries. 
Dismissing a senior executive is always an unwelcome task. too often, there is a 
temptation on the part of the board’s compensation committee or other board 
members to provide “something extra” beyond that which is specified in the 
executive’s employment agreement or the company’s severance policy and ex-
ecutive compensation plans. For example, some companies have provided addi-
tional years of age and credited service to the supplemental executive retirement 
plans of terminated executives as a consideration for the executive’s individual 
circumstances and unanticipated termination. others have gone beyond the 
terms of the organization’s long-term incentive plan and granted agreements to 
fully accelerate all outstanding stock options and/or other equity awards when 
an executive was terminated before expected retirement. in the absence of a 
valuable quid pro quo, boards should expect to be criticized for such discretion-
ary largesse, and perhaps to lose their Say on Pay vote.

Pay for performance is changing the severance landscape. companies would 
be well advised to review and update their severance treatments as appropriate 
in order to avoid undesirable issues with shareholders.
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CHaPTeR eleVen

balanCInG oPeRaTInG/ 
fInanCIal MeTRICs anD 
ToTal sHaReHolDeR ReTURn 
In eXeCUTIVe InCenTIVe 
Plans
by maTT arnold, aubrey bouT and John SInKular

one of the key functions of an incentive plan is to align participants with the 
interests of shareholders; such a pay philosophy has become especially relevant 
in the post-Say on Pay world’s focus on good compensation governance. as a 
result, recent years have seen increased utilization of total shareholder return as a 
specific metric in incentive programs, specifically long-term performance plans. 
The reasons for this increase are many, including greater focus on the impact 
of tSr on incentive payouts and proxy advisors’ increased reliance on tSr 
for assessing the alignment of cEo pay and performance. in many instances, 
however, total shareholder return is not an appropriate incentive plan metric, 
as short-term share prices are increasingly influenced by factors other than the 
company’s performance, including macroeconomic cyclicality, sector rotation, 
market volatility and high-frequency trading. Therefore, companies should as-
sess which metrics best align participants with the interests of shareholders and 
could use a combination of operating, financial and tSr-based metrics in their 
incentive programs as this will help drive long-term value creation.
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PErForMancE MEtric SELEction

But one question remains: When total shareholder return is not an appropri-
ate metric, how can a company determine which other metrics best align incen-
tive plan participants with shareholders? one method is the statistical concept 
of correlation, which measures the dependent relationship between two vari-
ables, or how well the two move together. correlations vary between positive 
one, when the two variables move in lockstep (termed perfect correlation), and 
negative one, when the two move perfectly in opposite directions; when two 
variables have no noticeable relationship, the correlation is equal to zero. as 
financial markets internalize company, industry and macroeconomic variables, 
there is no metric that correlates perfectly with shareholder return. in addition, 
the unique factors facing each firm and its respective industry means there is no 
one best metric for all companies. rather, boards should consider correlation 
analyses to calibrate incentive plan design with the value drivers that best align 
with shareholder interests. 

given the volatility in market performance over the past few years, no cor-
relation analysis should be conducted without a robust sample of data. Such a 
sample includes performance from multiple companies over a long period of 
time. a larger sample of companies minimizes some of the impact arising from 
the company’s unique circumstances, and the long history validates the strength 
of the relationship implied by the correlation over the business cycle. in general, 
a 10-year history from a company’s compensation peer group is sufficient. How-
ever, it should first be confirmed that the companies considered are in a similar 
industry and stage of growth, have similar business models and customer bases, 
and generally move together in the business cycle.  

PErForMancE MEtricS anD tHE BuSinESS LiFE 
cycLE

recent research from Workspan has found that “understanding where a 
company is in the business life cycle is the most important consideration when 
selecting performance metrics for a company’s incentive plans.” Start-ups have 
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relatively low revenues, and are focused on efforts that will increase future in-
come streams. Meanwhile, mature companies are flush with cash, and have 
more predictable and steady growth prospects. These results were borne out not 
only in the correlations between the metrics and tSr, but also in practice in the 
incentive plans at the companies themselves. Early-stage companies were found 
to focus on research and development and operating profit in their incentive 
plans, whereas later-stage companies focused more on EPS and revenue growth. 
These metrics were generally found to have the highest correlation with tSr in 

CHART 11.1

Typical Business Life Cycle (Workspan)

Hyper
Growth

High
Growth

Maturing Matured Renewal/
Decline

Revenue/Market
Capitalization

STAGE BUSINESS

TABLE 11.2

Overall findings of Metric Correlation to TSR
by Industry (Workspan)

Industry

Medical Devices

Biotech/Pharma

Software/Services

Tech Hardware

Semiconductors

Early-Stage /
Hyper Growth

EBITDA, EBIT

BVPS, EBIT

CFPS, EBITDA, EPS

EBITDA, CFPS, BVPS

Revenue, BVPS, EPS,
Return Metrics

Midstage /
High Growth

EBIT, Revenue, EPS

BVPS, EBITDA, EPS

EBIT, CFPS, BVPS,
EPS

EBITDA, BVPS, EPS

EPS

Late-Stage /
Maturing

EBIT, CFOPS,
CFPS (1)

EPS, CFPS, BVPS

EPS, BVPS,
Revenue (2)

EBITDA, EPS,
Revenue, CFPS

EPS, Revenue
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the respective industries, indicating that most companies already identify value 
drivers and include them in incentive plans.

1. The most common performance metrics among 10 large-
capitalization medical-devices firms were found to be EBit, EPS, 
cFoPS, cFPS (Workspan, Figure 4).

2. The most common performance metrics among 10 large-
capitalization software and services firms were found to be EPS, 
EBitDa, revenue, cFPS (Workspan, Figure 5).

not surprisingly, earnings metrics tend to correlate highly with tSr among 
companies in all industries and growth stages. The only industry where earn-
ings were found to be less relevant was early-stage biopharmaceuticals, where 
tSr was more highly correlated with book value per share (which included 
goodwill, patents, etc.) and expenditures for research and development.  While 
this makes intuitive sense, it does not necessarily imply that BvPS or r&D are 
appropriate as the sole incentive plan metrics, as both have the potential to lead 
to malinvestment by participants. However, this is a clear indication that the 
efficient-market hypothesis is in effect — the market internalizes the investment 
expenditures undertaken by these companies, despite a lack of earnings, and 
the respective share prices are revalued based on the probability of long-term 
payout.  

Mitigating riSK in incEntivE PLanS

correlation analyses can also help mitigate some risks in incentive plans. 
two metrics may be found to be highly correlated with tSr as well as each 
other (termed multicollinearity). For example, revenues and net income are cor-
related with each other (i.e., larger companies in an industry tend to have larger 
net income), because large net income is generally dependent on large revenues. 
improperly set goals could result in less profitable increases in revenue simply to 
drive higher incentive plan payouts. However, it is not uncommon for incentive 
plans to include both top- and bottom-line growth measures; boards simply 
need to ensure such risks are mitigated in the goal-setting process (see Bout and 
Lane, chapter twelve). For example, net income growth in excess of revenue 
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growth — stated alternatively, an increase in the profit margin — may reduce 
or eliminate the risks associated with using both revenue and net income in the 
incentive plan.  

While correlation analyses are an important part of the incentive plan design 
toolkit, they are not a panacea. additional care should be taken to minimize 
inappropriate risk-taking and undesirable behaviors associated with the plan. 
ultimately, the purpose of incentive plans is to encourage positive behaviors 
and reinforce the long-term goals of the business. correlation analyses are ad-
ept at determining appropriate financial metrics that appropriately align with 
shareholder return, but may miss out on non-financial or other relevant metrics 
that are difficult to measure. it is therefore important that companies consider 
these non-financial factors in the incentive plan, provided they are viewed as 
furthering the long-term business plan or company philosophy.  These metrics 
tend to be more industry specific, such as customer satisfaction in the services 
industry, or worker safety and environment in the manufacturing and energy 
industries, but could also be company specific, such as exiting bankruptcy pro-
tection within a specified period of time.

caSE StuDy: MaturE rEtaiL inDuStry

a recent Pay governance correlation analysis of 22 mature consumer goods 
retailers corroborate the results of the Workspan study, specifically that earn-
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ings are highly correlated with shareholder return over both the short and long 
term. in addition, some seemingly counterintuitive results were also discovered; 
namely that on a one-year basis, revenue growth, return on invested capital and 
profit margin were not significantly correlated with shareholder return. grant-
ed, most of these metrics were significantly correlated with tSr in at least one 
year over the previous five-year period, however, no significant annual relation-
ship could be found over the long term of the study.

What could cause such a striking result? in general, shareholder return was 
more highly correlated with increases in these growth metrics. This implies that 
shareholders not only expected these retailers to maintain their current rate of 
growth, but that further annual returns were conditional on the company’s ex-
ceeding the prior year’s growth rate.

Still, these results are somewhat astounding. How is it possible that revenue 
growth has no statistically significant impact on shareholder return? in fact, 
when three-year revenue growth is compared against three-year shareholder re-
turn, there is a significant relationship. in any given year, shareholders may or 
may not value revenue increases; in the short term, the major concern is with 
growth in earnings. over the long term, however, growth in earnings cannot be 
sustained without growth in revenues. We would expect a similar relationship 

TABLE 11.4

Correlation with stated metric and 1-year TSR
(correlation is R, Goodness of Fit is indicated by R2)

Correlation

All 1-Year
Cycles

2011

2010

2009

2008

2007

Revenue
Growth

0.02

0.62

-0.05

0.21

0.47

-0.10

0.33

0.55

0.37

0.67

0.89

0.19

0.03

0.35

-0.27

0.60

0.57

-0.33

0.38

0.31

0.41

0.48

0.72

0.41

0.11

0.51

-0.29

0.63

0.12

0.00

0.32

0.24

0.39

0.56

0.61

0.04

Earnings
Growth

Return on
Invested
Capital

Increase in
Return on
Invested
Capital

Profit
Margin

Increase in
Profit

Margin
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with increases in same-store sales, which represent growth in efficient revenues. 
Hence, the results of the three-year correlations tend to be more stable and more 
significant than the one-year.

tHE caSE For tSr in Long-tErM incEntivE PLanS

However, as institutional shareholders become more concerned with the 
long-term alignment between executive pay and company performance, the 
use of other financial metrics in incentive plans, regardless of correlation with 
shareholder return, may not be sufficient. it will therefore be more important for 
companies to monitor tSr performance and to consider whether tSr should 
be a specific measure in their long-term incentive plans.  

Historically, companies have delivered all or most of their long-term incentive 
award opportunity through equity-based vehicles (performance shares, stock 
options and restricted stock). The use of equity awards means that the value re-
alized upon settlement is based on stock price performance (the key component 
of tSr) over the performance/vesting period. Stock settlement ensures that the 
realizable value from long-term incentives is aligned with the interests of share-
holders. With performance shares, which require the achievement of specific 
goals, there is greater alignment with shareholders’ interests because minimum 

TABLE 11.5

Correlation with 3-year average pf stated metric
and 3-year TSR

Correlation

All 3-Year
Cycles

2011

2010

2009

2008

2007

Revenue
Growth

0.30

0.51

0.65

0.35

0.39

-0.16

0.53

0.62

0.85

0.74

0.35

0.12

0.19

0.54

0.63

0.45

0.18

-0.29

0.63

0.20

0.44

0.48

0.13

0.83

0.15

0.49

0.38

0.46

-0.26

-0.05

0.57

0.46

0.58

0.68

0.02

0.78

Earnings
Growth

Return on
Invested
Capital

Increase in
Return on
Invested
Capital

Profit
Margin

Increase in
Profit

Margin
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goals must be achieved for executives to earn shares. companies are increasingly 
considering the explicit use of a tSr metric as part of long-term performance 
plans, which adds a “double leverage” effect if it is part of performance share 
program.

tSr, the stock price appreciation plus reinvested dividends over a period, is 
the ultimate measure of a company’s achievement for shareholders over the long 
term. Higher tSr results in greater capital gains for shareholders, stock price 
appreciation for employee-owners and potential for future success. accordingly, 
tSr is closely monitored by shareholders and executives, as well as by the media 
and proxy advisory services.

The specific inclusion of tSr as part of the officer pay program can provide 
some comfort to compensation committees that awards earned were commen-
surate with tSr outcomes. under the most common tSr design used today, a 
company’s three-year tSr is compared to a comparator group (often a specific 
peer group or a market index). This relative tSr performance comparison may 
be viewed as a type of fail-safe correlation feature that is helpful to compensa-
tion committees in making incentive payouts.

iS tSr an incEntivE For ExEcutivES?

While tSr plans can provide a strong, positive correlation for pay delivery, 
they are not typically a direct incentive to participants. Well-designed incen-
tive plans typically include motivation of participants as a primary objective, 
which is often achieved through competitive award opportunities, transparent 
measures that can be impacted by participants (“line of sight”) and appropriate 
goal setting. The use of tSr as a long-term performance metric diminishes this 
engagement and motivation.

relative-tSr plans can be significantly affected by external factors, includ-
ing economic and market conditions, but not necessarily by financial and op-
erational performance results. relative-tSr plans do not foster insights for 
participants or shareholders into how the company can or will outperform the 
comparator group, which diminishes executive engagement and motivation. as 
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a result, many companies using relative-tSr plans limit their applicability to 
senior executives.

KEy FactorS to aSSESS in conSiDEring tHE uSE 
oF tSr

tSr has become more prevalent, with nearly 40% of large companies now 
using it as a measure in their long-term performance plans. Most companies 
using relative tSr typically also include financial metrics as part of the long-
term performance plan. The increased prevalence in the use of tSr as a specific 
metric is likely to continue, driven by several factors: 

•	 Optics

•	 The	 difficulty	 of	 setting	 multi-year	 goals	 for	 financial	 and	
operational measures

•	 The	absence	of	a	better	financial	measure	that	does	not	overlap	
with annual incentives

•	 Institutional	Shareholder	Services’	focus	on	relative	tSr in its 
cEo pay/performance test

under its cEo pay/performance assessment method for 2012, iSS considers 
tSr at the end of one- and three-year periods (based on single price points), 
relative to a comparator group it selects. companies need to be aware of iSS’ 
approach but, when designing relative-tSr plans, companies should focus com-
parator group development based on their determination of direct peers and 
other comparable companies. 

in contemplating the use of tSr in long-term performance plans, companies 
should consider the following factors: 

•	 Business	strategy

•	 Financial	 measures	 currently	 used	 in	 annual	 and	 long-term	
incentive plans
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•	 The	company’s	ability	to	set	reasonable	performance	goals	for	
its long-term incentive plan — those that management and the 
board feel are balanced (with targets falling into the “challenging 
but achievable” category with a probability of achievement of 
approximately 50%)

•	 The	availability	of	a	reasonable	comparator	group	of	companies	
that could be used for relative-tSr comparisons 

•	 Historic	alignment	of	pay	and	performance

•	 Criticisms,	if	any,	from	large	shareholders	and	other	parties	of	
interest

tSr PLan DESign aLtErnativES

once the decision has been made to incorporate tSr as part of the pay pro-
gram, the appropriate role and specific design needs to be determined. There is a 
wide range of approaches for using tSr, with the majority of companies using 
tSr typically incorporating it into their long-term incentive program using 
relative comparisons.  

in the typical relative-tSr plan, tSr is measured at the end of a three-year 
performance cycle and based on the ending stock price versus the starting price, 
with dividends reinvested during the cycle. The company’s resulting tSr per-
centile performance, relative to that of a comparator group, determines award 
payouts, if any. 

Below we summarize the advantages and disadvantages of the following al-
ternative tSr plan designs:

•	 Relative	tSr, which compares the company’s tSr performance 
to a selected group of companies 

•	 Absolute	tSr, which compares the company’s tSr performance 
to a performance schedule set at the start of the performance 
period, without consideration of the tSr performance of other 
companies

•	 Both	relative	and	absolute	tSr
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•	 tSr modifier, which uses tSr performance to adjust the 
award amount determined by financial or operational metrics

There are company-specific situations in which one of the foregoing designs 
may be better, based on the company’s primary needs and objectives, than the 
other alternatives. The decision of whether to use tSr and the appropriate de-
sign for a company’s long-term incentive plan should consider the company’s 

TABLE 11.6

Payouts are commensurate 
with TSR relative to 
relevant companies

Avoids the need to set 
multi-year internal goals

Assists, in most cases, in 
gaining ISS support and a 
successful Say-on-Pay 
vote

Relative TSR Unless safeguards are in 
place, could result in 
substantive payouts even 
when the company’s 
absolute TSR was negative

May over- or under-reward 
for absolute TSR perfor-
mance

Limited “line of sight” for 
executives

Payouts can change 
dramatically at the end of 
the performance period

May be difficult to set 
appropriate absolute TSR 
goals 

May over- or under-reward 
based on broad market 
TSR performance, since no 
relative component

Does not, in most cases, 
help in gaining ISS support 

May be difficult to set 
appropriate absolute TSR 
goals  

May be perceived as 
complex

Somewhat limited “line of 
sight” for executives

May be perceived as 
complex

Depending on the financial 
goal setting, may still result 
in a disconnect between 
pay and performance

May not receive full 
“credit” from ISS and 
shareholders for the 
explicit use of TSR

 Payouts are commensurate 
with the company’s actual 
TSR 

No awards when TSR is 
negative

Somewhat better “line of 
sight” for executives

Absolute TSR

Payouts are commensurate 
with both actual and 
relative TSR 

No awards when TSR is 
negative

May assist in gaining ISS 
support and a successful 
Say-on-Pay vote

Combination of Relative 
and Absolute TSR

Payouts typically still have 
a strong “line of sight” for 
executives

Final payouts still incorpo-
rate relative TSR perfor-
mance

TSR Modifier

TSR PLAN DESIGN ADVANTAGES  DISADVANTAGES
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primary objectives, the performance metrics it uses in other incentive plans and 
other factors.  

concLuSion

The use of tSr as a performance measure creates a critical, unusual trade-off: 
strong pay delivery alignment, but a weak incentive for executives who cannot 
directly affect the stock price of the company or the comparator group. as com-
panies consider using tSr or changing its weight as a measure in their incentive 
plans, they should bear in mind that the plans they ultimately craft to deliver 
long-term shareholder returns should balance the critical goal of retaining and 
motivating a highly qualified, committed executive team with positive optics. 

in the end, the use of relative tSr is less about the incentive-related effects 
on participants and more about the optics of executive pay delivery. The use 
of relative tSr is likely to increase in prevalence as companies continue to re-
view their executive pay programs to ensure the strongest possible relationship 
between pay and performance outcomes and to minimize potential external 
criticisms. it is the latter point — external views, particularly among proxy ad-
visory groups — that will likely drive the increased use of such plans, as tSr 
may not be an effective incentive in the purest sense because of limited line of 
sight. Fortunately, choosing the right operating and financial metrics, ones that 
have a strong long-term correlation with tSr, and high stock ownership will 
help ensure that executives are truly aligned with shareholders’ interests over the 
long term.
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CHaPTeR TWelVe

DebUnKInG MYTHs of easY 
Goals anD Tools foR 
assessInG THe DIffICUlTY of 
Goals
by aubrey bouT and brIan lane

introDuction

often, in the absence of facts, speculation and mythology fill the void and 
become perceived reality. The majority of the general public and mainstream 
media believes that cEos control their boards, which allows them to reap ex-
cessive pay packages that are not aligned with actual company performance. as 
a result of the perceived imbalance of power, critics have also attacked one of the 
central foundations of performance-based pay design: the setting of sufficiently 
challenging incentive performance goals. The following myths have prevailed:

•	 Myth #1: companies deliberately set low performance goals to 
make it easy for executives to receive higher bonuses.  

•	 Myth #2: companies set internal incentive goals below 
communicated guidance and analyst expectations, so they can be 
assured of large bonuses.

•	 Myth #3: Most companies’ long-term performance share plans 
pay out well above target and there is little correlation to stock 
price performance.
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The authors have conducted extensive research to test whether these myths 
are real or false public perceptions; for the most part, our research has shown 
these myths to be false. However, in a Say on Pay world, boards cannot afford to 
be complacent, and many are increasingly requesting that their independent ad-
visors test the difficulty of annual incentive goals by comparing management’s 
goal to historical company and peer performance and to analysts’ future expec-
tations. Later in this chapter we provide a case study and overview one of these 
“goal difficulty assessments.” 

DEBunKing MytHS oF EaSy goaLS

to test the first two myths, the authors studied S&P 200 companies’ (172 
companies, which had filed proxies by the time of the study, were included) 
goals and financial results over a two-year period (2007–2008). The study re-
vealed that shareholder-friendly pay-for-performance compensation packages 
are alive and well by confirming that companies that set more difficult incentive 
plan goals achieved a higher level of total shareholder return (tSr) and had 
higher price-to-earnings ratios.

companies setting hard goals not only delivered relatively higher returns 
than those that set less challenging goals, they delivered them in spite of the 
stressed financial and macroeconomic environment of 2008. it seems that set-
ting challenging goals may also help companies weather and recover from severe 
economic downturns. in other words, companies and their shareholders benefit 
when executives are successful in motivating and energizing their employees to 
meet challenging goals in difficult economic times. of course, goals that are too 
difficult can be demotivating. The challenge for boards and top management is 
to get the balance right.

acHiEving goaLS LEaDS to a Win-Win For 
SHarEHoLDErS anD ExEcutivES

in an effective pay-for-performance model, actual performance that beats 
predetermined targets should yield higher actual pay relative to target than 



145ExECuTIvE PAy AT A TurnIng POInT

does below-target performance. and further, the above-target payout should be 
shared with shareholders via higher returns for them. 

our historical research finds that 74% of S&P companies (in 2007) met or 
exceeded their annual incentive plan target performance goals, which resulted 
in a median cEo annual incentive payout at 152% of target. By contrast, cEo 
payouts in companies that failed to meet their target goals were just 73% of 
target, as most plans provide some lower payout for performance below target 
but above a preset threshold. For example, a typical cEo who has a $1 million 
salary and a target bonus of 100% of salary, in the case where goals were met, 
would receive a $1.52 million bonus while his/her counterpart at an underper-
forming company receives a $730,000 bonus. Many would agree that a delta 
of $790,000 in bonus payouts validates the occurrence of performance differ-
entiation. More importantly to shareholders, the companies that achieved their 
annual goals had a one-year tSr (2007) of approximately 26 percentage points 
higher than those who failed to meet their goals.

DEFining cHaLLEnging goaLS

The majority of S&P companies set financial performance goals in their in-
centive programs. The question for shareholders is, are these goals sufficiently 
difficult to drive the behaviors that will produce growth and returns for their 
companies and their investments? our research also revealed that the typical 
S&P company sets target goals that have a 53% probability of attainment — 
i.e., the company can expect to meet or exceed target performance about half 
of the time, five years in every 10. This is evidence of rigorous and balanced 
goal-setting policies and processes. if goals were “easy” as purported by many 
critics, we would expect to see probabilities of attainment closer to the 70% or 
80% range or even higher.

But how, exactly, is the difficulty of a goal determined? in our research and 
client studies, the difficulty of performance goals is determined by the prob-
ability of attainment of a particular goal relative to proxy-disclosed peer 10-year 
performance and to the company’s own 10-year performance. The lower the 
probability in percentage terms, the higher the difficulty factor (see table 12.1). 
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cHaLLEnging goaLS DELivEr grEatEr tSr

Layering on the difficulty of performance goals, one would expect cEos at 
companies that achieve more difficult goals to be rewarded with higher pay-
outs than those achieving less difficult goals. our research also supports this 
finding: companies with more difficult goals saw cEo short-term incentive 
payouts at 135% of the total bonus target when these goals were achieved, while 
companies with low difficulty goals paid out 124% for achievement. contrasted 
with myth #1 (that executives set easy goals to gain high bonuses), our research 
presents a counter argument, indicating that to earn a larger bonus than their 
counterparts, executives must set harder goals. in combination, the findings 
that (i) target performance goals are on average attainable only half the time 
(53% probability of attainment) and (ii) that cEos at companies that set more 
difficult goals have higher bonus payouts than cEos at companies that set less 
difficult goals handily refute myth #1.

overall, S&P companies with high-difficulty goals had a one-year tSr 
(2007) approximately 10 percentage points higher than those with low-diffi-
culty goals and a two-year tSr (2007 to 2008) that was 5.6% higher. More-
over, board members and shareholders who want c-suite executives to be held 
to higher goals may now have the evidence they need to push for challeng-
ing growth goals, given that based on the author’s research, it results in higher 
shareholder returns. 

TABLE 12.1

Difficulty Assessment

PROBABILITY OF ATTAINMENT ASSESSMENT

0% to 19%

20% to 39%

40% to 59%

60% to 79%

80% to 100%

Extremely Challenging

Very Challenging

Challenging

Moderately Challenging

Not Challenging
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With respect to myth #2 and whether companies set their goals above or 
below the guidance they communicate to the street, an analysis of a random 
subset of the S&P companies shows that at least 90% of companies set internal 
compensation plan targets at or above Wall Street analyst annual earnings guid-
ance. our experience in boardrooms supports this finding. Myth #2, that a ma-
jority of companies set internal goals below analyst guidance, is absolutely false. 
it rarely happens, as cEos and cFos would lose credibility and boards would 
not tolerate such a practice (see table 12.2). in most cases, it would be very dif-
ficult for a company to pay bonuses above target when the analyst guidance was 
not achieved, which in most cases adversely impacts the stock price. Further, 
investors might take note of the performance differential, above-target bonus 
payments versus a stock price decrease. investors would genuinely be upset as 
management paid above-target bonuses when they did not meet expectations.

anotHEr Strong arguMEnt For DiFFicuLt 
goaLS: HigHEr PricE-to-EarningS ratioS

consistent with higher tSr, another metric positively correlated to difficult 
goals is higher price-to-earnings ratios. companies with high-difficulty goals 
experienced an average price-to-earnings ratio of 19.1 in 2007, compared to 
16.5 for those with low-difficulty goals (see table 12.4). This differential was 
sustained the following year (even in the face of the great recession), suggesting 
that investors reward companies that set hard goals with more favorable valua-
tion multiples in both up and down markets. The level of a company’s price-to-
earnings ratio can be attributed to many factors. This research finding suggests 
that companies with more difficult goals could have higher P/E ratios because 
more difficult goals imply faster rates of growth (relative to industry peers — 

TABLE 12.2

Analyst Guidance vs. Internal Performance Goal

27%

64%

9%

Internal goal is set higher than guidance

Internal goal is same as guidance

Internal goal is set lower than guidance
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i.e., alternative investments). Wall Street typically repays companies that have 
higher growth rates with higher valuations. investors ultimately reward compa-
nies that consistently meet or beat their hard growth goals with higher tSr and 
a more favorable valuation multiple. 

 in sum, consistently setting difficult performance goals in your incentive 
plans appears to be rewarded by investors. However, to be sure, these goals must 
be attainable and perceived as such by incentive plan participants. otherwise, 
you may be facing another spectrum of issues. unattainable goals that rarely or 
never result in payouts come with myriad problems, including employee rela-
tions concerns and retention issues, both of which can ultimately lead to con-
cerns for shareholders. Balance is key.

annuaL anD Long-tErM PErForMancE 
PLan PayoutS corrELatE WitH SHarE PricE 
PErForMancE

as tables 12.5 and 12.6 show, it is generally true that annual and longer-term 
stock incentive plans do tend to pay out at or above target level — on average. 

TABLE 12.4

Price-to-Earnings Ratio

2007 

2008

Year High Goal Difficulty Low Goal Difficulty

19.1

12.9

16.5

12.2

TABLE 12.3

Goal Difficulty, TSR, and Bonus Payout

9.85

5.57

11.00

5.86%

-8.28%

124%

15.71%

-2.71% 

135%

Median One-Year 

Median Two-Year

Median Payout as a Percent of Target

Scenario
High Goal
Difficulty

Low Goal
Difficulty

Difference
(% Points)
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are these target payouts due to strong operating performance that is at or above 
challenging targets? or is it weak performance that is above an easy goal? our 
earlier research has shown that it is the latter — that goals tend to be difficult 
and that it is strong operating performance against these goals that dictates any 
at- or above-target payouts.

Further, when one additional step is taken to examine these payouts against 
performance, we find strong pay and performance alignment. While overall 
payouts are commensurate to target, payouts under cEo annual and long-
term plans at high-performing companies significantly exceeded those at low-
performing companies. The tables below summarize our findings of 2008 and 
2009 payouts for 100 large u.S. companies. 

TABLE 12.5

Annual Incentives vs. One-Year EPS Growth

33

33

66

146%

93%

125%

23%

-23%

1%

36

36

72

119%

21%

95%

18%

-55%

-3%

High Performers

Low Performers

Overall

EPS
Growth

 Actual Bonus
Payout %
of Target  Count

 EPS
Growth

 Actual Bonus
Payout %
of Target  Count

2008  2009

TABLE 12.6

Performance Shares (number) vs. Three-year TSR

18

18

36

99%

89%

95%

2%

-7%

-1%

18

18

36

119%

87%

100%

4%

-9%

-3%

High Performers

Low Performers

Overall

TSR
CAGR

 Actual Perf.
Share Payout
% of Target  Count

TSR
CAGR

 Actual Perf.
Share Payout
% of Target  Count

2006-2008  2007-2009
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tooLS For aSSESSing goaL DiFFicuLty

Boards need to be cautious that they do not push management to set un-
realistic goals that could pressure senior executives, and in turn line manag-
ers, to take excessive risks or compromise ethical standards. Most management 
teams have a very rigorous annual budgeting and strategic planning process 
that feeds into their annual goal-setting process, which in turn translates into 
annual goals for their incentive programs. Most companies employ a combina-
tion of top-down and bottom-up approach for forecasting sales and cost, while 
ensuring that the company is growing profits year-over-year. Most compensa-
tion committees trust that management has employed a thorough budgeting 
process, but are increasingly seeking an outside perspective to help ensure that 
the annual goals are challenging and are turning to their independent advisors 
to test the difficulty of annual incentive goals by comparing management’s goal 
to historical company and peer performance while also comparing the goals to 
future analyst expectations. Most compensation committee members have indi-
cated that they are looking for a broader perspective and our goal-difficulty as-
sessment provides some financial facts using probabilities while providing some 
much needed external perspectives.

While management’s goal-setting process is often very rigorous, with some 
application of judgment, it is critical that the independent advisor review of 
goals is robust and based on facts. in reviewing the level of goal difficulty, we 
start by analyzing the following four perspectives:

1. ten years of historical company performance

2. ten years of historical peer-company performance

3. upcoming-year analysts’ estimates for the company

4. upcoming-year analysts’ estimates for peer companies

after gathering the historical financial data and analyst forecasts for the 
company and its peers, we then analyze the cumulative probability distribution 
for each metric.  
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We provide some highlights of a goal-difficulty analysis we conducted for 
a large global financial services firm (company aBc). in this case study, the 
company uses revenue as one of several financial measures that are part of its an-
nual incentive program. The company’s annual goal was to grow revenue 3.3% 
in that fiscal year. The company has achieved this level of growth or greater five 
out of 10 times over the last 10 years, which translates into a 50% probability of 
achievement, implying that this is a “challenging” goal (refer to table 12.7 for 
a range of probabilities and the corresponding level of difficulty). Similarly, we 
also reviewed the 3.3% proposed growth level versus peer historical growth rates 
and found that this level of growth or greater was achieved 34 out of 50 times 
over the last 10 years, which translates into a 68% probability of achievement, 
and this corresponds to a “moderately challenging” goal.

it is important to observe that increasing the revenue goal to 4.5% would 
make the historical peer part of the analysis a “challenging” goal as the prob-
ability distribution curve is fairly sharp at that level of growth. also, the com-
pensation committee would have to take into account qualitative factors such as 
a slow-growth global economic environment, the regulatory winds that compa-
nies in this industry are facing, and the fact that capital constraints have created 
reduced growth opportunities.

TABLE 12.7

2012 Annual Company ABC Performance Goals

1. Historical
Company ABC
Performance

Assessment of Difficulty* 2012 Revenue Growth
(Internal Goal: 3.3%)

2012 Diluted EPS Growth
(Internal Goal: 6.6%)

2. Historical
Peer Company
Performance

3. 2012 Company
ABC Analyst
Estimates

Probability of Achievement
Pay Governance Assessment
Median Historical Co. ABC Performance

50%
Challenging

3.4%

68%
Moderately Challenging

5.8%

10%
Extremely Challenging

1.9%

55%
Challenging

3.8%

Challenging

60%
Moderately Challenging

8.2%

65%
Moderately Challenging

12%

13%
Extremely Challenging

5.2%

37%
Very Challenging

5.7%

Challenging

Probability of Achievement
Pay Governance Assessment
Median Peer Performance

Probability of Achievement
Pay Governance Assessment
Median Co. ABC Analyst Estimate

Probability of Achievement
Pay Governance Assessment
Median Peer Analyst Estimate

Overall Assessment

4. 2012 Peer
Company Analyst
Estimates
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The strength of this analysis is that future growth expectations are also fac-
tored, since company and peer growth estimates are also analyzed. The com-
pany’s planned growth rate of 3.3% is well above what analysts are expecting 
(1.9% at the median), so this gave management and the committee some com-
fort that the growth rates are safely above analyst expectations for the company 
and were determined to be “extremely challenging.” Similarly, the company’s 
growth is in line with the analyst-expected growth rate for its industry peers, so 
this received a “challenging” level of difficulty.

averaging the results across all categories allows us to conclude that com-
pany aBc’s revenue goal overall was “challenging.”  a similar analysis was con-
ducted for EPS, which was the primary other metric the company used.

in addition to the above four perspectives for determining how challenging 
annual goals are, compensation committees should also consider:

•	 How	 often	 have	 historical	 annual	 bonus	 payouts	 been	 paid	
above target? if the company has had above-target payouts in eight 
out the last 10 years and the stock price has trailed peer share 
price, maybe the annual goals have not been challenging enough.

CHART 12.8

Peer Ten-Year Historical Cumulative Distribution:
Annual Revenue Growth (50 Observations)
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•	 How	 was	 prior-year	 performance,	 and	 did	 they	 beat	 their	
goals? in our experience, we have observed that if a company 
had challenging goals and then beat those goals, the executives 
were typically rewarded with above-target bonuses. We have also 
observed that in these circumstances the company tended to 
outperform peers and tSr is relatively strong.

•	 How	 are	 this	 year’s	 growth	 goals	 compared	 to	 last	 year’s?	
investors and boards typically expect to see year-over-year growth, 
and exceptions are made in rare cases — the growth rates do not 
need to be higher than the prior year but sufficiently challenging 
given the economic environment.

concLuSion

Debunking the myth that companies deliberately set lower goals in order for 
executives to receive higher bonuses not only affirms a strong american work 
ethic at the top, it also paves the way for new executive compensation strategies 
that are good for leaders and shareholders alike. indeed, the public scrutiny 
resulting from Say on Pay demands these approaches. Finally, boards of direc-
tors, the ultimate stewards of the future, can confidently insist that their cEos 
earn every dime of their keep by delivering on the kind of challenging goals that 
drive growth, profitability and long-term share appreciation. 

autHorS notE

Portions of this article are adapted from a fourth quarter 2010 WorldatWork 
Journal article, “The Myths and realities of u.S. Executive incentive goals,” by 
aubrey Bout and ira Kay. The authors and Pay governance would like to thank 
WorldatWork for allowing them to reuse sections of this article.
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CHaPTeR THIRTeen

CoMPensaTIon RIsK 
assessMenTs: a PRoCess foR 
aCTIVe Plan ManaGeMenT 
anD ConTInUoUs 
IMPRoVeMenT
by erIc marquardT and chrIS brIndISI

introDuction

compensation Discussion and analysis (cD&a) sections of public com-
pany proxies contain a statement about pay and risk that typically reads like the 
following:  

“our compensation committee, with assistance from internal risk 
management staff and the committee’s compensation consultant, 
has assessed our compensation programs and concluded that our 
compensation policies and practices do not create risks that are 
reasonably likely to have a material adverse effect on us.”

companies reluctantly make negative disclosures like this (e.g., “our com-
pensation policies and practices do not create risks”) due to concerns over li-
ability. This all-too-common statement in the cD&a about compensation risk 
nonetheless fails to communicate another very important perspective: whether 
management is appropriately incented to balance the size and frequency of po-
tential losses with the potential gains.  
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risk is a necessary part of the process through which a company can create 
value for shareholders. compensation committees can go far beyond merely 
demonstrating a lack of material risk. use of an effective risk-assessment process 
in the management of their incentive programs can also position committees to 
emphasize how their compensation program, with an appropriately balanced set 
of reward opportunities tied to a variety of performance outcomes, contributes 
to creation of shareholder value. 

in this article, we present a set of standards for conducting an effective risk 
assessment. The information gathered in such assessments should enable com-
pliance with required compensation-risk disclosure, enhance the potential for 
incentive plans to produce desired business results and reward management ap-
propriately relative to performance.

DiScuSSion 

an appropriate level of risk is essential for any business to survive and pro-
duce acceptable risk-adjusted returns for stakeholders. Eradicating all risk in 
compensation programs is not desirable or feasible. However, actively managing 
risks undertaken — and understanding their relationship with the executive 
compensation structure and design — is.

The Federal reserve’s guidance on incentive-compensation risk assessment 
is consistent with this view. This principles-based guidance recognizes that no 
single incentive design is appropriate for all organizations. in the Fed’s view, 
incentive arrangements should be:  

•	 Balanced	 regarding	financial	 rewards	 so	 as	not	 to	 encourage	
employees to imprudently expose their organizations to risk

•	 Compatible	with	effective	controls	and	risk	management

•	 Supported	by	strong	corporate	governance

From our recent experiences, most companies have stepped up and elimi-
nated the more obvious types of corporate exposure to imprudent risk-taking 
linked to pay, such as mega-grants of stock options, performance incentives based 
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entirely on top-line growth or significant “guaranteed” severance packages. yet, in 
the areas of controls and corporate governance practices focused on managing 
pay risk over time, there is substantial room for improvement. 

Four specific types of risk are associated with compensation programs: finan-
cial, operational, reputational and talent-related. Sharp focus on each of these 
areas will go a long way toward meeting the Federal reserve standards and 
achieving objectives for managing risk.  

1.  financial. a company’s incentive plans could place an undue financial 
burden on the company or fail to motivate behavior critical to financial success.

These assessments often balance financial impact and potential for risk gen-
eration. The graphic below shows how different incentive plans within an orga-
nization might fall along the spectrum of the combined dimensions of material-
ity and risk.

in this example, the organization has a number of incentive plans in which 
the size of individual payments to participants and the overall cost to the com-

CHART 13.1
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pany are deemed material. in this context, materiality involves a company-spe-
cific definition of the relationship of incentive plan costs to company profitabil-
ity and/or cash flow. (This is not a legal definition.) 

also, none of the plans shown in the example represented more than a mod-
erate risk regarding types of executive behavior and performance scenarios. The 
risk that these plans might pay out significant amounts for undesirable behav-
iors or performance outcomes is limited. 

an example of an executive incentive plan that did, in fact, create signifi-
cant potential for material risk to the business and for payments for undesirable 
performance outcomes occurred at a publicly traded consumer durable goods 
company. The company, a manufacturer/wholesaler, had seen its revenues de-
cline and was facing significant cash payments over the ensuing three years to 
meet debt covenants with its lenders. The board’s compensation committee de-
cided to implement a new three-year long-term cash incentive plan that would 
pay solely for meeting a targeted level of cumulative free cash flow. The plan 
would represent approximately two-thirds of the executive team’s target long-
term incentive value, replacing value previously split between stock options and 
time-based restricted stock. 

using the risk/materiality matrix above, this plan would likely have been 
placed in the box corresponding with high potential for risk and high material 
impact on the company (the upper right-hand box). This risk lay in the variety 
of ways available to achieve free cash flow, unencumbered by any requirement 
in the long-term incentive plan for profitability or returns. 

revenues in the business did not recover during the incentive plan perfor-
mance period, nor did profitability. to meet cash requirements, management 
sold off much of its inventory below cost, creating significant charges against 
income and eventually leading to related declines in stock price. However, the 
free cash flow generated by the unprofitable sales of inventory resulted in a max-
imum payment (200% of target) from the long-term incentive plan. The mate-
riality of the plan proved to be present in cash payouts that were a burden on an 
already cash-strapped business. These payments led to numerous shareholder-
initiated lawsuits that attempted to recoup the long-term incentive payments.
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Risk Management lesson: There is no universal definition of risk potential 
when applied to compensation. company-specific risk factors, many of which 
are used in assessing other business risks, should all be considered when assess-
ing compensation-related risk. These include debt-to-equity ratios, the potential 
for efficient incremental profits and stock beta.

However, incentive plans that (i) reward a single measure of performance, (ii) 
represent a disproportionately large percentage of overall performance incen-
tives, and (iii) have a highly leveraged pay and performance relationship, such 
as the plan described in the above example, will almost always create material 
adverse financial risks.  

Some simple plan changes could have significantly reduced the financial risk 
in the example plan without diluting the emphasis on sustained cash flow per-
formance. a required performance threshold of break-even profitability accom-
panying cash flow goals would have capped the amount of inventory sales at a 
loss that could have been used to generate cash flow. Payment of the incentive 
in shares, rather than cash, would have eliminated the cash flow impact of the 
plan payments themselves. in addition, with payments in shares, the upside tied 
to cash flow performance could have been capped at 150% of target, rather than 
200%.  additional upside would still exist in the potential increase in share 
price during the performance period, but it would require investors to value the 
cash flow achievement in the context of overall business results.   

2.  operational. Processes in place concerning the governance and admin-
istration of compensation programs are not sufficient to mitigate errors in judg-
ment or calculated payments.

operational risk assessments are fundamentally a process review with a fo-
cus on pay governance. Below is a sample operational review of pay risk and its 
assessment.  

The company reflected in this sample appears to have the right organiza-
tional units involved in the audit and approval of the pay-determination pro-
cess. also, the process is not controlled or overly influenced by a single segment 
of the organization, and those who determine pay draw on appropriate internal 
resources for legal, financial and human resources expertise.  



160 coMPEnSation riSK aSSESSMEntS: a ProcESS For activE PLan ManagEMEnt 
& continuouS iMProvEMEnt

a common source of operational risk lies in the rote use of gaaP (gener-
ally accepted accounting Principles) financials in determining incentive plan 
performance without adequate processes or guidelines in place for the compen-
sation committee to exercise discretion in determining the incentives earned for 
financial performance. 

a healthcare supply company, with performance incentives that paid sub-
stantially for net operating profits after tax (noPat), acquired a business that 
was immediately accretive to earnings. at the end of the incentive plan perfor-
mance period that included the acquisition, gaaP numbers for noPat indi-
cated an incentive payment at a targeted level. in fact, but for the acquisition, 
the payment based on noPat would have been zero, indicating the company 
had fallen far short of expectations set at the beginning of the performance 
period for its existing ongoing businesses. Though the authority existed for the 
committee to withhold incentive payments, absent any existing guidelines for 
adjusting gaaP performance and any history in similar circumstances, the 
committee chose to make payments based on unadjusted gaaP results. 

CHART 13.2

Summary of Operational Risk Factors

Finance

Compliance

Legal

Human Resources

Risk management

Executive leadership

Compensation Committee

Define pay plan governance process and involve the right organizational units

Risk Factor
Company
Practice Risk Level Comments

• Approves GAAP earnings measures and results for the 
 Corporate Incentive Plan and payments for the Chairman 
 & CEO and EVPs
• Approve measures, results and payments from the LTIP

• Payouts to non-Officers in the Corporate Incentive Plan 
 are approved by the EVP, Human Resources; the
 Chairman & CEO approves awards for VPs and SVPs in 
 the Corporate Incentive Plan

• Company has Enterprise Risk Management Committee 
 with undertakes periodic reviews of compensation risks

• Incentive measures and results (other than GAAP
 earnings measures) are approved by the Chief Financial 
 Officer or designee

• External auditor does annual audit to test financial results
• Internal audit tests financial results and ensure
 appropriate approvals

• Reviews plan documents

• Designs and administers plans
• Determines appropriate compensation against market

Likelihood of Adverse Risk Generation: Limited Moderate High
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Risk Management lesson:  in general, incentive plans that operate and 
make payments solely by formula are risky compensation plans. it is almost 
impossible to anticipate all contingencies.  Some discretion is needed to mitigate 
operational risks. 

This capacity to be informed by guidelines and exercise discretion in deter-
mining amounts to be paid under formula-based incentives can be an impor-
tant part of executive incentive plan governance. This practice can not only 
minimize the kinds of operational risk described in this example, but can also 
be an important tool for maintaining desired performance accountability and 
fairness in incentive plans.    

3.  Reputation. The design of certain pay programs, while not in violation 
of any regulatory or legal requirements, could draw negative attention from the 
company’s constituents, including investors.

reputational risk assessments will most often be based on evaluation of in-
centive pay in relation to a checklist of items judged externally to be poor pay 
practices. in 2011, for example, the presence or absence of a defined policy on 
clawbacks was on most checklists, as were items such as severance payments for 
non-renewal of executive employment agreements.  

reputational risk should be balanced against the intended business purpose 
of pertinent pay practices. continuing to provide executives with excise-tax pro-
tection may, in itself, pose a serious reputational risk for companies, but an 
alternative may be needed to help ensure that executives are not discouraged 
from objectively evaluating prospective transactions that might trigger this tax.

During 2010 and 2011, following the inception of Say on Pay advisory votes 
by shareholders, many publicly traded companies faced the important business 
decision of whether to maintain existing change-in-control excise tax protec-
tion features in their executive pay programs. Shareholders were focused on 
new or newly amended employment contracts or severance plans with these 
features. For companies choosing to maintain excise tax protection in these 
new or amended programs, they could expect a decrease in favorable Say on 
Pay votes of upwards of 20 percentage points. For many of these companies, a 
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relatively low favorable vote from shareholders, less than 70%, was damaging to 
their reputations as well-governed businesses.   

The reputational risk seemed most difficult for those companies with exist-
ing excise tax protection plans that were not yet the focus of shareholders, but 
still certain to be subject to eventual scrutiny as plans or contracts expired and 
were subject to potential renewal. The question was when to take action. The 
answer revolved around how to balance the reputational risk of maintaining a 
program that was clearly unpopular with shareholders but not yet “required” 
to be changed with the loss of the original business purpose for the excise tax 
protection and the probable strong negative reaction from executives if changes 
were made unnecessarily.

For many companies facing this question, the answer was to “sunset” the 
provision. This meant that a company would, in its cD&a disclosure in the 
proxy, commit to ending the excise tax benefit at a specific date in the future. 
They chose to take a proactive step to maintain their reputation for being well 
governed and responsive to shareholders, while at the same time delaying the 
actual elimination of the benefit until at or close to the time shareholders would 
require its removal.     

Risk Management lesson: retain a principled approach to compensation 
decisions, and use business judgment to determine the relative importance of 
external views in making compensation decisions. 

Shaping pay decisions around a checklist of items judged by external sources 
to be poor pay practices will be, at best, an effective short-term solution to man-
aging reputational risks, and at worst a reflection on the board’s leadership. 
checklists change, and not always for reasons particularly relevant to an indi-
vidual business.  

The sunset approach in our example allowed the company to retain the ben-
efits to the business of excise tax protection until a countervailing and eminent 
risk became present.  

4. Talent. The design or absence of some types of compensation plans could 
result in a loss of critical talent.
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risk of losing talent may stem from simply not paying competitively. But 
more often, it is caused by a weak pay/performance relationship, typically result-
ing from any or all of the following: 

•	 Overly	aggressive	performance	expectations

•	 Insufficient	leverage	in	rewards	for	exceeding	expectations

•	 Excessively	harsh	penalties	for	failing	to	meet	expectations		

•	 No	recognition	for	significant	outperformance	versus	peers

a digital advertising company with healthy profit margins, sustained growth 
in profitability and a strong revenue to market capitalization ratio budgeted 
very aggressively for continued above-market year-over-year growth. The annual 
incentive plan required operating profit performance of at least 90% of budget 
before any bonuses could be paid. at 90% performance, the incentive plan paid 
out at 50% of the target incentive opportunity. Below this level, it paid nothing.

in a year in which the company budgeted for growth in profits at twice the 
expected market rate, two large advertising accounts were lost in the first quar-
ter, making threshold profit performance extremely difficult to attain, if not 
unattainable, even though the expected profits for the year would still be more 
than 85% of plan and would grow faster than those of the company’s peers.

Fearing the risk of loss of key sales executives, and the potential loss of fur-
ther business, the company made two changes to its annual incentive plan. 
First, it chose to extend the payouts in the current year for performance below 
90% of plan, allowing for payments between zero and 50% of target for perfor-
mance between 80% and 90% of plan. in the next year, the company changed 
its annual incentive plan to set the threshold performance at 80% of budget and 
pay 50% of target at that level of performance, and payouts scaling up pro rata 
to 100% of target at plan performance. only performance below 80% resulted 
in a zero payout.

These changes allowed the company to continue to budget aggressively 
without risking loss of talent from non-payment for otherwise strong profit 
performance. 
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Risk Management lesson: Where financial risks are present for overpaying 
executives, significant talent risks may also exist for underpaying executives, 
based on performance. 

regulations expected from the SEc on implementation of the Dodd-Frank 
requirement for annual pay and performance disclosures will make pay and per-
formance assessment part of annual pay program management for most orga-
nizations, and mitigate the potential for problems similar to the ones described 
in this example. in addition, it will become part of many companies’ talent-risk 
assessments.   

in the specific example noted above, institutional Shareholder Services (iSS), 
a division of MSci and provider of investment decision support tools, recom-
mended against the company in its annual Say on Pay advisory vote to ratify 
executive compensation indicating: 

“a vote againSt this proposal is warranted due to a pay for performance 
disconnect driven by the payment of a discretionary bonus when threshold tar-
gets were not met under the annual incentive plan.”

The company, in turn, filed additional proxy materials with the SEc, follow-
ing the iSS recommendation, presenting its business case for alignment of pay 
and performance. Though the company experienced some erosion of sharehold-
er support from the prior year in the Say on Pay voting, the decline was mod-
est, and overall shareholder support for the executive compensation program 
remained above 75%.

in the context of our recommended principles-based approach to risk assess-
ment and the Federal reserve guidelines, below is a set of standards from which 
to evaluate the effectiveness of your company’s pay-risk assessment. Does it:

1. set oversight priorities that identify pay plans relating to the highest-risk 
businesses and positions and ensure that both management and the compensa-
tion committee monitor them closely? 
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2.  Incorporate risk assessment into plan-design philosophy by avoiding 
extremes and by maintaining a balanced mix of fixed and variable pay, short- 
and long-term incentives and corporate and business-unit performance goals?

3. assure that plans are well designed by addressing any red flags raised 
by features that may encourage excessive risk-taking, such as steep incentive 
curves, uncapped payouts, completely formulaic awards and misaligned timing 
of payments — or, if such features are used, assuring that their effectiveness has 
been carefully vetted?

4. Get performance metrics right by carefully evaluating whether an incen-
tive plan’s measures are comprehensive and support the efficient use of capital, 
sustainability of profits and linkage with shareholder value creation? 

5. Define pay-plan governance processes by clearly defining oversight 
roles, ensuring that plans are consistent with both business goals and risk tol-
erances, and stress-testing results under a range of scenarios characterized by 
realistic assumptions about conditions?

concLuSion

The SEc continues to issue comment letters to domestic publicly traded 
companies asking that they not only disclose their conclusions about the ex-
istence of material pay risks, but also describe their assessment processes. (For 
an example of a process disclosure, see Brown-Forman corporation’s DEF14a, 
6-25-2010, p. 36). This particular disclosure, and the company’s identification 
of criteria used in its evaluation, is extremely instructive, as it reflects many of 
the standards by which the implementation of pay philosophy is being judged. 

as pay-risk disclosures evolve, either by company initiative or with a push 
from the SEc, let’s hope that we see a change to something more like the 
following:

“our compensation programs are part of our performance 
culture. They provide balanced reward opportunities tied to a 
variety of performance outcomes that drive shareholder value. The 
compensation committee subjects the programs to continual 
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review with assistance from management and the committee’s 
independent consultant, and has concluded that these plans are 
designed to contribute to our success and reasonably unlikely to 
have a material adverse effect on our company.”
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CHaPTeR foURTeen

Do CoMPanIes WITH HIGHeR 
PRofIT MaRGIns PaY THeIR 
Ceos MoRe?
by chrISTIne o. SKIzaS, maTT arnold and Ira T. Kay

it is well known that larger companies, in terms of revenue and market capi-
talization, provide higher cEo pay opportunity than smaller companies. This 
aspect of executive pay is recognized by boards, shareholders, academics and 
proxy advisors (e.g., iSS).

Motivated by client questions, we decided to examine whether, as a separate 
and general matter, companies and industries with higher profit margins — 
which we define as earnings before interest, taxes, depreciation and amorti-
zation (EBitDa) divided by revenues — have higher pay opportunity1 than 
lower-margin companies. The theory to be tested is whether the “better” business 
model, which yielded the higher margin, would motivate, or at least allow, the 
board to provide higher compensation opportunity to the CEO than companies with 
lower margins.

We set out to answer the following questions:

1. Do companies and industries with higher margins, when 
adjusted for size, have higher pay opportunities?

2. is the pay opportunity differential commensurate with the 
margin differential?

1 Defined as base salary, target bonus/annual incentive award and grant date value of long-term incentive awards.
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3. Do higher-margin companies have higher realizable pay? 

4. Based on the findings of this research, what are the practical 
steps that companies can take to ensure fair and competitive 
compensation opportunity?  

to gather data on compensation and profit margin, we focused on the S&P 
500. We reviewed cEo compensation opportunities, profit margin, EBitDa 

and total shareholder return (tSr) (see table 14.1)2.

 1. Do companies with higher margins have higher pay opportunities?

among both large and small S&P 500 companies, companies in the energy, 
healthcare and it industries have consistently higher margins and consistently 
higher cEo pay opportunity than industrial, consumer staples, consumer dis-
cretionary and materials companies.  

to conduct our research, we segmented the S&P 500 companies. First, we 
identified industries with above- and below-median margins. We then created 
two size-based samples ($5 billion –$10 billion in revenues and $10 billion–$20 
billion in revenues). table 14.2 illustrates these groupings.

We found that, after adjusting for company size and industry, margin is as-
sociated with pay opportunity levels (see table 14.3 below). Specifically, among 
the largest-company sample ($10 billion–$20 billion in revenues), high-margin 
companies provide approximately 46% higher compensation opportunity than 
low-margin companies. The differential for smaller companies ($5 billion–$10 
billion in revenues) is approximately 21%.

2 all data are as of fiscal year-end 2010

TABLE 14.1

Company Size, Pay and Margin Data

1-Year 3-Year CAGR

25th Percentile

50th Percentile

75th Percentile

$6.76

$11.47

$23.33

$3.58

$7.62

$15.85

$822

$1,483

$3,253

14.2%

22.8%

32.3%

CEO Target
Total Pay ($M)1

Shareholder Return
S&P 500
Co. Sample

Market 
Cap ($B)

Revenue 
($B)

EBITDA 
($M)

EBITDA 
Margin

6.3%

20.5%

37.4%

-8.3%

1.2%

6.7%

$5.36

$7.86

$10.94
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However, when size and industry are not accounted for, margin is not cor-
related with cEo pay opportunity across the total sample of the S&P 500. 

importantly, EBitDa and tSr are also not correlated with pay opportunity 
levels in this sample.  

2. Is the pay opportunity differential as great as the margin differential? 

Between high- and low-margin industries, pay differentials are 46% for the 
larger companies and 21% for the smaller companies. The margin differential 
between high- and low-margin companies (as segregated by the median level 
of margin performance) is much greater, between 171% and 47%, respectively, 
for the same samples. This supports the theory that cEos of large companies 
receive a “minimum” level of pay opportunity for the substantial accountabili-
ties of the position. This is similar to the relationship between pay and revenue, 
wherein revenue differentials are much greater than pay differentials. neverthe-

TABLE 14.2

Company Groupings

Companies $5B-$10B Revenues
Industry (Descending Order by Margin) Revenue ($B) Margin CEO Target TDC ($M)

Energy

Information Technology

Health Care

Consumer Staples

Industrials

Materials

Consumer Discretionary

Energy

Information Technology

Health Care

Consumer Staples

Consumer Discretionary

Materials

Industrials

Companies $10B-$20B Revenues
Industry (Descending Order by Margin)

MEDIAN STATISTICS

MEDIAN STATISTICS

$6.14

$7.13

$7.34

$6.71

$6.97

$6.63

$6.07

26%

26%

24%

21%

18%

18%

18%

$8.79

$10.06

$8.62

$7.37

$7.38

$7.59

$7.70

Revenue ($B)

$12.16

$13.97

$12.84

$14.07

$14.47

$13.42

$12.55

Margin

48%

38%

27%

19%

15%

14%

13%

CEO Target TDC ($M)

$12.52

$13.15

$10.34

$7.85

$8.50

$8.53

$7.66



170 Do coMPaniES WitH HigHEr ProFit MarginS Pay tHEir cEoS MorE?

less, this analysis shows that once industry and company size have been neutral-
ized, margin differential has a measurable impact on cEo pay opportunity.   

3. Do higher-margin companies have higher realizable pay3? should 
they?

no. We found that generally speaking, across the entire sample of the S&P 
500, lower-margin companies have higher realizable pay as a percentage of pay 
opportunity than high-margin companies. This could, and probably does, vary 
throughout the business cycle. across the total sample, the difference between 
cEo realizable pay and pay opportunity is primarily a function of share price 
appreciation. 

However, drivers of share price appreciation vary significantly across indus-
tries and market cycles. Larger companies with high margins have higher pay 
opportunity. The efficient-market hypothesis would dictate that these higher 
margins are “baked into” stock price as soon as they are recognized. Thus su-
perior tSr and its impact on realizable pay requires that the higher margin 
companies outperform market expectations. clearly, this does not always hap-
pen. This analysis is consistent with our general research finding that company 
performance has a major impact on actual compensation received by cEos. 
3 Defined as base salary plus the actual cash incentives earned plus the current intrinsic value of long-term incentive 
awards.

TABLE 14.3

CEO Pay Opportunity, Revenue & Margin Differentials

Companies $5B-$10B Revenues

High-Margin Industries

Low-Margin Industries

Differential

Median CEO
Target TDC

($M)

Median
Revenues

($B)
Median
Margin

Companies $10B-$20B Revenues

High-Margin Industries

Low-Margin Industries

Differential

$9.16

$7.56

21%

$6.87

$6.56

5%

25%

17%

47%

$12.00

$8.23

46%

$12.99

$13.48

-4%

38%

14%

171%
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The higher pay opportunity provided by higher-margin companies is not always 
converted into higher realizable pay. rather, it is highly dependent on tSr.

4.  Considering these margin research findings, what practical steps can 
companies take to ensure fair and competitive compensation opportunity?

a. Setting Pay opportunity

companies lacking ideal comparators — those with identical or similar 
business models — or comparable-size industry peers can benefit from using 
margin comparisons to assist in making decisions regarding pay opportunity 
levels. conglomerates could also benefit from factoring in margin when set-
ting pay, depending on the existence of similar-size and similarly structured 
organizations. 

b. industry Differences

companies operating in different industries with different business models, 
and hence different margins, often have different pay opportunities for cEos 
and other senior executives. There are, of course, many reasons why different 
industries offer higher or lower pay packages, including different business and 
talent strategies. Margin may be only one of several factors involved.

c. Size Differences

a margin-oriented comparison can be critically important if a company is 
among the largest or smallest in its industry (or its global industry classifi-
cation Standard group). if pay level competitiveness is assessed using pay op-
portunity levels, which is how summary compensation tables (and iSS) define 
pay, large companies with reasonable revenue-based comparators but variable 
margins may reach incorrect conclusions. For example, if a large company with 
high margins were to compare its pay to that of similar-size industry peers that 
have low margins, it might incorrectly conclude that its pay levels are too high.
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concLuSion 

our research supports the traditional wisdom that company size is the great-
est determiner of pay opportunity. However, our study’s findings also confirm 
the importance of using industry and margin analysis to assess pay competitive-
ness. This is an important factor that should be included in competitive pay 
analyses for executive positions.

Christine Skizas is a partner, Matt Arnold is a consultant and Ira Kay is a man-
aging partner with Pay governance
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