
Executive Compensation and Incentives

In this chapter, we examine   executive compensation and incentives. Executive 
officers develop the corporate strategy and business model, and they oversee daily 
management of the firm. Like other employees, executives require monetary com-
pensation for their work.1 Compensation packages must be sufficient in terms of their 
level and structure to attract, retain, and motivate qualified executives to create share-
holder or stakeholder value.

The compensation committee and the independent directors on the board 
approve the compensation program. In theory, this should be a simple exercise. The 
“right” amount of compensation to be paid is the minimum amount it takes to attract 
and retain a qualified individual. After all, this is the same calculus that goes into 
setting compensation for all other job functions. However, several factors complicate 
how this works in practice. As we discussed in the previous chapter, the labor market 
for chief executive officers does not appear to be highly efficient. Because of potential 
imbalances between supply and demand and the difficulty in evaluating the quality 
of candidates, it is not always easy for boards to identify the appropriate executive or 
the market wage necessary to attract this individual. Moreover, some board members 
might provide insufficient oversight (because of a lack of independence, insufficient 
engagement, or a lack of power relative to the CEO) during the compensation-setting 
process. These factors have the potential to distort executive compensation packages 
in terms of both size and structure.

Further complicating the process is the large amount of scrutiny this issue 
receives from the media and Congress.2 Although some of this attention is merited, 
the intensity with which many observers have established their position has influenced 
the tone of the debate, making it difficult to arrive at a reasoned decision about how 
much compensation is appropriate.
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The Controversy over Executive Compensation

Executive    compensation has long been a controversial topic in corporate America. 
In the 1930s, economic depression coupled with enhanced disclosure laws mandated 
by the Securities and Exchange Commission (SEC) stoked popular outrage over some 
executive compensation packages. Particular ire was reserved for the compensation 
paid to executives of the industrial and financial powerhouses of the time, including 
 Bethlehem Steel,  General Motors,  American Tobacco, and  National City Bank, 
who each received compensation in excess of $1 million. The sentiment of the era is 
perhaps best encapsulated by Justice Thomas  Swan of the Circuit Court of Appeals, 
who wrote that “no man can be worth $1,000,000 a year.”3

However, the debate was more muted in the decades following World War II. 
This is primarily because executive compensation grew at more modest rates between 
the 1950s and 1970s, well below those of inflation and general wages.4 High marginal 
income tax rates (more than 70 percent for top earners) helped to lower the overall 
size of executive salaries. Few executives received compensation more than the 
psychologically important $1 million mark.

However, the trend reversed in the 1980s. During a period characterized first by 
high inflation and then by rapid economic growth, executive compensation ballooned. 
The trend coincided with a compensation shift away from fixed salaries and annual 
bonuses toward variable pay tied to long-term performance targets and stock options.5 
Several executives received generous payouts. For example, in 1987, Charles  Lazarus 
of  Toys R Us, Michael  Blumenthal of  Unisys, and Lee  Iacocca of  Chrysler all received 
bonuses in excess of $10 million.6 Investment bankers, Wall Street traders, and private 
equity partners saw similar increases in pay.

In the 1990s and 2000s, the widespread adoption of stock options accelerated the 
trend. Exploding corporate profits and a strong bull market enabled several executives 
to profit handsomely. According to the Wall Street Journal, 16 executives of major 
corporations received total stock option compensation in excess of $500 million 
between 1992 and 2005, including William  McGuire of  HealthSouth ($2.1 billion), 
Larry  Ellison of  Oracle ($1.5 billion), Sandy  Weill of  Citigroup ($980 million), and 
Michael  Eisner of  Disney ($920 million).7 Furthermore, total compensation figures 
were increased by supplemental payments (those made beyond salary and bonuses) 
that were not always transparently disclosed to investors. Examples included deferred 
compensation, golden parachutes, and supplemental executive retirement plans 
(SERPs). The most famous payouts were made to Robert  Nardelli of  Home Depot 
($210 million), Hank  McKinnell of  Pfizer ($83 million), Lee  Raymond of  ExxonMobil 
($405 million), and Dick  Grasso of the New York Stock Exchange ($187.5 million), all 
in conjunction with their retirements.8
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Executive compensation levels tapered off during the financial crisis of 2008 and 
the subsequent recession. The change was most notable among bank executives, such 
as Jamie  Dimon of  JPMorgan Chase, whose total compensation decreased from $28 
million in 2007 to $21 million in 2010, and Kenneth  Chenault of  American Express, 
whose total compensation decreased from $34 million to $17 million over the same 
time period.9 New rules, including a requirement under the Dodd–Frank Act that 
companies grant shareholders an advisory “say on pay” vote, were intended to stem 
the tide of rising compensation. However, when the recession ended, downward 
pressure on executive compensation waned, and pay levels reached new heights.

Critics believe that current CEO compensation levels are not justified based on 
performance and value creation but are instead indicative of a market failure. Bebchuk 
and Fried (2006) succinctly expressed this view:

Flawed compensation arrangements have not been limited to a small number 
of “bad apples”; they have been widespread, persistent, and systemic. 
Furthermore, the problems have not resulted from temporary mistakes or 
lapses of judgment that boards can be expected to correct on their own; rather, 
they have stemmed from structural defects in the underlying governance 
structures that enable executives to exert considerable influence over their 
boards.10

Is this true? To find out, we review the size and structure of compensation packages. 
We consider the incentive value of certain compensation elements, including annual 
bonuses and equity-based pay. We also evaluate the relations between compensation, 
performance, and risk. We end with a discussion of shareholder perspective on 
executive compensation and disclosure.

Components of Compensation

The   compensation committee of the board of directors recommends the 
compensation of the chief executive officer and other senior executives. This work is 
typically performed in consultation with the human resources and finance departments 
and third-party compensation consultants. Compensation packages are approved by a 
vote of the independent directors of the full board of directors. A vote of shareholders 
must generally approve equity-based compensation plans (such as stock option plans 
and restricted stock awards).

The details of the compensation plan—including those that require shareholder 
approval and those that do not—are described in the annual proxy. This includes 
the “fair value” of the total compensation awarded to the chief executive officer and 
other named officers in each of the previous three years, and values realized by these 
individuals through the exercise or vesting of equity-based grants. The SEC requires 
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that corporations also include a   Compensation Discussion & Analysis (CD&A) section 
in the proxy. The CD&A includes information that might be useful to shareholders 
in evaluating the compensation program, including the company’s compensation 
philosophy, elements of the pay package, total compensation awarded, the peer 
groups used for comparative purposes in designing compensation and measuring 
performance, performance metrics used to award variable pay, pay equity between 
the CEO and other senior executives, stock ownership guidelines, pledging activity by 
officers and directors, clawback policies, severance agreements, golden parachutes, 
and post-retirement compensation.11

A compensation plan serves three primary purposes.12 First, it must attract the 
right people—those with the skill set, experience, and behavioral profile necessary 
to succeed in the position. Second, it must be sufficient to retain those individuals; 
otherwise, they will leave to work at another organization that offers more appropriate 
compensation for their talents. Third, it must provide the right incentives to motivate 
them to perform appropriately. This includes encouraging behaviors that are consistent 
with the corporate strategy and risk profile of the organization and discouraging self-
interested behavior.

The executive compensation package generally includes some or all of the 
following elements:
 • Annual salary—  Fixed cash payment made evenly during the course of the 

year. Section 162(m) of the Internal Revenue Code limits the tax deductibility 
of executive compensation greater than $1 million unless such compensation 
is performance driven. The fixed salary is typically set at the beginning of the 
year.

 • Annual bonus—   Additional payment, usually in the form of cash awarded if the 
yearly performance of the company exceeds specified financial and nonfinancial 
targets. The size of the bonus is commonly expressed as a percentage of base 
salary and might include a guaranteed minimum and specified maximum.

  The bonus computation might also include a discretionary element. This can 
be desirable because all aspects of performance cannot be forecast perfectly 
(for example, reasonable targets might be impossible to achieve when 
macroeconomic or industry factors change in a negative way). The board 
might want to reward executives for their efforts if they do well in a year when 
economic conditions impact their performance relative to what was expected 
when the goals were first established.13 However, discretionary elements 
can have negative consequences if they reward executives without regard to 
performance. In this case, discretionary bonuses might indicate that the board 
has been coopted by management. The compensation committee must make 
the important choice of a formulaic versus subjective bonus plan, which is a 
necessary disclosure in the CD&A. Furthermore, a discretionary cash bonus 
requires disclosure through Form 8-K upon adoption.14
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 • Stock options—  The right to buy shares in the future at a fixed exercise price, 
generally equal to the stock price on the grant date. Stock options typically 
have vesting requirements (that is, they are “earned” in even batches over time 
or in blocks, such as 25 percent at the end of each of the next 4 years) and 
expire after 10 years (with 7 years being the next-most-popular term). Some 
companies adopt “hold to retirement” or “hold past retirement” requirements 
for equity awards. These features encourage long-term equity ownership and 
are intended to align the interests of executives with those of shareholders. 

 • Restricted stock—  An outright grant of shares that are restricted in terms of 
transferability and are subject to a time-based vesting schedule. When vested, 
they are economically equivalent to a direct investment in company stock.

 •   Performance shares (units)—Equity (or cash) awards granted only after 
specified financial and nonfinancial targets are met during a three- to five-year 
time period. Performance shares and performance units work the same way 
except for how the final award is paid—in stock or in cash. The size of the 
award is generally based on a percentage of base salary, similar to the method 
used to calculate the annual cash bonus. The maximum award is usually 200 
percent of the target. In many ways, performance plans are simply a longer-term 
version of the annual bonus plan. The performance criteria generally include 
some type of profit measure (such as earnings-per-share growth or return on 
assets) or total shareholder return. According to Equilar (2014), 64 percent of 
companies in the S&P 1500 include long-term performance awards in their 
CEO compensation package, compared with 57 percent restricted stock, and 
50 percent stock options.15

 • Perquisites  —Other amenities purchased or provided by the company, such as 
personal use of a company car or airplane, club memberships, or a home or an 
apartment.

 • Contractual agreements  —Other cash or stock payments stipulated in the 
employment agreement, such as severance agreements, post-retirement 
consulting agreements, and golden parachutes (payments made upon a change 
in control).

 • Benefits—  Other benefits provided with employment, such as health insurance, 
post-retirement health insurance, defined contribution retirement accounts 
(401[k]), supplemental executive retirement plans (SERPs), life insurance, 
payment for the use of a personal financial planner, and reimbursement of 
taxes owed on taxable benefits.

The compensation package might also be subject to certain contractual restrictions:
 • Stock ownership guidelines—  The minimum amount of stock that an 

executive is required to hold during employment, generally expressed as a 
multiple of base salary. Among the Fortune 100 companies, 84 percent have 
stock ownership guidelines, typically of an amount equal to five or six times 
base salary.16 (Executive stock ownership guidelines are discussed more fully in 
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Chapter 9, “Executive Equity Ownership.” Director stock ownership guidelines 
are discussed in Chapter 4, “Board of Directors: Selection, Compensation, and 
Removal.”)

 • Pledging restrictions  —The use of shares as collateral for a personal loan, 
margin loan through a brokerage account, or other type of financial transaction. 
The Dodd–Frank Act requires companies to disclose pledging activity by 
officers and directors. (We discuss pledging in Chapter 9.)

 •    Clawbacks and deferred payouts—A contractual provision that enables the 
company to reclaim compensation in future years if it becomes clear that bonus 
compensation should not have been awarded previously (see the following 
sidebar). Section 304 of the Sarbanes–Oxley Act enables companies to reclaim 
bonuses from the CEO and CFO if it is later determined that the bonuses 
were awarded on the basis of manipulated earnings.17 The Dodd–Frank Act 
broadened the use of clawbacks by requiring companies to develop, implement, 
and disclose a clawback policy. According to Equilar, the most common triggers 
of a clawback are a financial restatement, ethical misconduct, and violation of 
a noncompete clause.18 Some companies defer the payout of bonuses until 
sufficient time has elapsed to determine whether the payment is economically 
justified. 

Clawback and Deferred Payout Provisions

 ExxonMobil

“[Annual cash bonus payments] are subject to recoupment in the event of material 
negative restatement of the Corporation’s reported financial or operating results. 
Even though a restatement is unlikely given ExxonMobil’s high ethical standards 
and strict compliance with accounting and other regulations applicable to public 
companies, a recoupment policy was approved by the Board of Directors to 
reinforce the well-understood philosophy that incentive awards are at risk of 
forfeiture and that how we achieve results is as important as the actual results.”19

 Citigroup

“All deferred incentive compensation awarded to any Citi employee, including 
the named executive officers, is subject to the Citi Clawbacks. The Citi Clawbacks 
require the forfeiture or cancellation of nonvested incentive compensation when 
the [Compensation] Committee determines that an employee (a) received an 
award based on materially inaccurate publicly reported financial statements, 
(b) knowingly engaged in providing materially inaccurate information relating 
to publicly reported financial statements, (c) materially violated any risk limits 
established or revised by senior management and/or risk management, or (d) 



8 • Executive Compensation and Incentives 217

Determining Compensation

The    compensation committee and the board of directors are responsible for 
determining the level of compensation paid to the CEO and other officers. They must 
also select the mix of short-term and long-term elements to achieve a payout structure 
that is consistent with the firm’s strategy. In theory, this should be a straightforward 
exercise, with the level of total compensation set to be commensurate with the value 
of services received. The process might work as follows: First, determine how much 
value the company expects to create during a reasonable time horizon (for example, 

engaged in gross misconduct. Citi may also seek to recover previously delivered 
compensation, where permitted by law.”20

 McKesson

“Our executive incentive plans provide that the Compensation Committee may 
also seek to recoup economic gain from any employee who engages in conduct 
that is not in good faith and which disrupts, damages, impairs or interferes with the 
business, reputation or employees of the Company.”21

 Apple

“The named executive officers’ [restricted stock unit] RSU awards are granted under 
the Company’s standard RSU agreements. These agreements require an employee 
to deliver or otherwise repay to the Company any shares or other amount that may 
be paid in respect of an RSU award in the event the employee commits a felony, 
engages in a breach of confidentiality, commits an act of theft, embezzlement or 
fraud, or materially breaches any agreement with the Company.”22

Research suggests that clawbacks can be an effective tool to reduce agency costs. 
Iskandar-Datta and Jia (2013) found that companies that adopt clawback provisions 
in executive compensation contracts experience statistically significant positive 
excess returns on the announcement. They attribute their results to shareholder 
perception that clawbacks reduce financial reporting risk.23

Chan, Chen, Chen, and Yu (2012) found that the adoption of clawback provisions 
is associated with a subsequent reduction in accounting restatements. They also 
found that the auditors of firms that have clawback provisions are less likely to 
report material internal control weaknesses, charge lower audit fees, and issue audit 
reports more quickly. The authors concluded that “managers have lower incentives 
to engage in earnings manipulation when they are subject to clawbacks . . . [and 
that] clawbacks are consistent with real improvements in reporting integrity.”24



218 Corporate Governance Matters, 2E

five years). Then determine how much of this value should be attributable to the 
efforts of the CEO. Finally, determine what percentage of that value should be fairly 
offered to the CEO as compensation. Although many boards may implicitly follow this 
type of approach, it is exceedingly difficult to measure the value creation attributable 
to the efforts of a specific executive.

Instead, most  boards determine compensation levels by  benchmarking their 
CEO’s pay against that of a set of companies that are comparable in size, industry, 
and geography ( peer group). Interviews with compensation consultants reveal that 
companies commonly aim to provide cash compensation (base salary and annual 
bonus) at the 50th or lower percentile of the peer group and long-term incentives 
(primarily equity-based compensation) at the 75th percentile. These figures represent 
the board’s assessment of the market wage opportunity of the CEO and other executive 
officers. The compensation committee also needs to make sure that the level of pay 
suggested by the benchmark has a similar level of risk as the compensation package 
being considered for the executive.

Although benchmarking presumably enables a company to remain competitive 
regarding the level of compensation, it has some obvious drawbacks. First, 
compensation levels might become inflated over time as companies increase pay to 
match amounts paid by peers. When multiple companies within a group try to meet 
or exceed the median, the median itself tends to increase, creating the well-known 
 ratcheting effect. Second, benchmarking determines pay without explicit regard to 
value creation. This might encourage executives to engage in uneconomic behavior, 
such as acquiring a competitor purely to increase the size of the overall organization, 
resulting in a shift in the perceived peer group and, therefore, the CEO’s own pay. 
Third, benchmarking can lead to very different pay packages, depending on the 
specific companies included in the peer group.

According to Equilar, the median peer group includes 16 companies. Companies 
tend to select peers with revenues larger than their own. Nearly two-thirds (64 
percent) of companies had revenue at or below the median of their group.25 Because 
compensation levels are correlated with size of the organization, selecting peers with 
larger revenues tends to increase the pay packages of senior executives.

Researchers have studied whether peer groups are selectively designed to extract 
excess pay. The results of these studies are mixed. Bizjak, Lemmon, and Naveen 
(2008) concluded that peer-group selection is a “practical and efficient mechanism” to 
determine the market wage for executives and that it is not indicative of manipulation 
for personal gain.26 However, Faulkender and Yang (2010) found that companies 
include unrelated firms in the peer group and that the inclusion of these firms 
increases pay.27 Therefore, the process of peer group selection is under considerable 
scrutiny by securities regulators and shareholder activists (see the following sidebar).
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Benchmarking Compensation at Kroger and Safeway

 Kroger and  Safeway are two grocery store chains that are direct competitors and 
fairly similar in terms of corporate strategy. However, they use very different peer 
groups for compensation benchmarking. Kroger has a much smaller peer group, 
composed of mostly retail and grocery companies, but Safeway has a broader peer 
group consisting of department stores, food and consumer product manufacturers, 
and clothing retailers (see Table 8.1).28

Table 8.1 Kroger and Safeway, Comparative Statistics

Kroger Safeway

CEO total compensation $11.1 million $11.3 million

Revenues $96.7 billion $44.2 billion

Net income $1.5 billion $0.6 billion

Five-year stock return (company) 17 percent –41 percent

Five-year stock return (peer group) 39 percent 10 percent

Peer group Costco

CVS Caremark

Rite Aid

Safeway

SuperValu

Target

Wal-Mart

Walgreens

Best Buy

Colgate Palmolive

Costco

CVS Caremark

General Mills

Gap

Home Depot

Kohl’s

Kroger

Limited Brands

Lowe’s

Macy’s

McDonald’s

JC Penney

Staples

SuperValu

Target

Walgreens

Source: The Kroger Company, Form DEF 14A, filed with the Securities and Exchange Commission May 14, 2013; 

Safeway, Inc., Form DEF 14A, filed with the Securities and Exchange Commission April 1, 2013.

It is interesting to speculate which company has the more appropriate peer group 
and why, given that they are in the same industry.
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Compensation Consultants

Another     area of popular concern is the use of third-party consultants to assist in 
the process of setting compensation. In 2014, the most frequently used consulting 
firms were  Frederic W. Cook (16 percent),  Pearl Meyer (11 percent),  Towers Watson 
(9 percent),  Meridian (8 percent), and  Compensia (7 percent).29 At 74 percent of 
companies, the board of directors selects which firm to use, and at 7 percent of 
companies, management makes this selection; 20 percent of firms do not disclose this 
information in the annual proxy.30

Critics claim that a conflict of interest arises when the consulting firm used to 
structure the CEO compensation package is also used for other corporate services, 
such as designing benefits plans or managing pension assets. They allege that such 
consultants are less likely to recommend lower pay, for fear of losing contracts for 
the other services they provide to the company.31 Although conflicts of interest 
should be a source of concern, most academic evidence suggests that compensation 
consultants who provide other services do not allow conflicts of interest to influence 
their determination of executive pay levels (see the following sidebar).

Conyon, Peck, and Sadler (2009) and Cadman, Carter, and Hillegeist (2010) 
found that total CEO pay is higher than predicted by economic determinants among 
companies that use compensation consultants, but they found no evidence that the 
higher pay is associated with governance quality. Murphy and Sandino (2010) examined 
CEO pay levels in a sample of companies that have all used compensation consultants. 
They found that CEO pay increases with the level of “influence” that the CEO has 
over the board, with influence measured by whether the CEO is also chairman and 
whether the CEO has appointed a high percentage of directors to the board. Similarly, 
Chu, Faasse, and Rau (2014) found that compensation consultants retained solely by 
the board of directors are associated with lower pay than compensation consultants 
hired by management.32

A study by Armstrong, Ittner, and Larcker (2012) found that CEO pay is 
determined by the quality of governance at the firm and not by the use of a 
compensation consultant. Companies with weaker governance are more likely to both 
use compensation consultants and grant higher pay levels. Armstrong et al. concluded 
that the difference in pay levels is driven by governance differences of the firms, not 
by the use of a consultant. Moreover, the authors found that pay levels do not vary 
between companies that retain specialized compensation consultants (who provide 
only compensation services) and those that use general human resources consultants 
(who offer a broad array of services). This finding raises some doubt about the belief 
that conflicts of interest facilitate excess pay levels.33
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Compensation Levels

Based    on a sample of 4,000 publicly traded U.S. companies, the median CEO 
receives expected total annual compensation of about $2.9 million. Among the 
largest companies, total compensation is $13.7 million.35 Total compensation includes 
salary, cash bonuses, the fair value of equity-based incentives, pensions, benefits, 
and perquisites (see Table 8.2). Note that the table includes median rather than 
mean average figures. Mean averages are influenced by a relatively small number 
of “outliers,” and for this reason, median average is a better descriptor of general 
compensation levels. It represents the amount awarded at a typical company.

Disclosure on Compensation Consultants

 Symantec

Companies are required to disclose whether they use a compensation consultant, 
the full set of services that the consultant provides, and the total payments made. 
For example, Symantec notes:

“Since fiscal 2004, the Compensation Committee has engaged  Mercer, an outside 
consulting firm, to provide advice and ongoing recommendations on executive 
compensation matters. The Compensation Committee oversees Mercer’s 
engagement. Mercer representatives meet informally with the Compensation 
Committee Chair and the Chief Human Resources Officer and also with the 
Compensation Committee during its regular meetings, including in executive 
sessions from time to time without any members of management present. . . .

“We paid Mercer approximately $203,500 for executive compensation services 
in fiscal 2014. In addition, with the Compensation Committee’s approval, 
management engaged and Symantec paid Mercer and its affiliates for other 
services, including approximately $2.057 million for other unrelated consulting and 
business services. . . .

“Based in part on policies and procedures implemented by Mercer to ensure 
the objectivity of its executive compensation consultants and the Compensation 
Committee’s assessment of Mercer’s independence pursuant to the SEC rules, 
the Compensation Committee concluded that the consulting advice it receives 
from Mercer is objective and not influenced by Mercer and its affiliates’ other 
relationships with Symantec and that no conflict of interest exists that will prevent 
Mercer from being independent consultants to the Compensation Committee.”34
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Table 8.2 Compensation Paid to CEOs in the United States

Firms (Grouped by Size) Median Total Expected CEO 
Compensation ($ thousands)

Median Market Value 
($ millions)

Top 100 $13,713 $104,413

101 to 500 $10,656   $21,710

501 to 1,000   $6,458     $6,086

1,001 to 2,000   $3,981     $2,106

2,001 to 3,000   $2,092        $624

3,001 to 4,000      $900        $144

1 to 4,000   $2,869     $1,143
Total compensation includes salary, annual bonus, other bonus, expected value of stock options, performance plans, 
restricted stock grants, pensions, benefits, and perquisites. In calculating stock option fair value, remaining terms 
are reduced by 30 percent to adjust for potential early exercise or termination. Market value is the value of common 
shares outstanding at fiscal year end.

Source: Equilar, proprietary compensation and equity ownership data for fiscal years from June 2013 to May 2014.

Note also that the calculation for compensation reflects the expected fair value 
of compensation awarded during the year. It does not reflect the value executives 
realized during that year. This is an important distinction. The fair value awarded 
is the value of compensation that the committee intends to pay to the executive in 
a given year. It measures equity-based incentives according to their expected value, 
with restricted stock valued at current market prices and stock options valued using 
an approved valuation method (either Black–Scholes or the binomial pricing model). 
The actual compensation that the executive receives when he or she ultimately sells 
the stock or exercises the options will likely be very different from the expected value. 
Realized compensation is a potentially problematic measure because it often reflects 
the combined value of stock and options granted during multiple years but exercised 
in a single year (see the following sidebar).

What Is the “Right” Measure of Pay?

There are three basic ways to measure executive compensation:

 • Expected compensation   represents the expected value of compensation 
promised to an executive in a given year. This includes the sum value of the 
salary, annual bonus, long-term cash plan, stock option awards, and restricted 
stock awards in the year they are granted. Because some of these elements 
are contingent on future outcomes (such as operating performance or 
stock price), their expected value must be estimated. The accuracy of these 
estimates will vary depending on the type of compensation award that is 
offered.
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 •    Earned (realizable) compensation represents the total value of 
compensation that an executive “earns the right to keep” as cash is delivered 
and vesting restrictions are removed. In most cases, the total compensation 
earned in a year includes compensation elements that were awarded in the 
current year and other elements that were awarded in previous years—such 
as long-term equity awards and performance units. That is, some of the 
money that an executive “earns” today is money that was promised long ago.

 •   Realized compensation represents the total value of compensation that an 
executive takes home as cash in a given year. For equity awards, the realized 
value is the amount of cash received when the executive ultimately sells 
shares or exercises and sells stock options. Like earned compensation, realized 
compensation often comprises pay elements awarded over multiple years, and 
the realized amount is a function of firm performance over this period.

Total compensation figures disclosed in the company proxy rely on a combination 
of these measures. Table 8.3 illustrates the differences.

Table 8.3 Compensation of  Harley-Davidson CEO Keith  Wandell, 2010

Expected Earned Realized Proxy

Salary $975,000 $975,037 $975,037 $975,037

Bonus 0 0 0 0

Stock awards 1,381,199 0 0 1,381,199

Option awards 1,636,681 698,906 0 1,636,681

Performance plans 2,600,357 2,340,090 2,340,090 2,340,090

Pension 0 0 0 0

Other benefits 83,490 83,490 67,289 83,490

Total $6,676,727 $4,097,523 $3,382,416 $6,416,498
Source: Larcker, McCall, and Tayan (2011).

So which of these is the “right” number? Expected compensation is a forward-
looking view of the rewards available to an executive and can be used to assess the 
incentive value of compensation. Earned and realized compensation are backward-
looking views of the rewards that an executive actually received and can be used to 
assess pay for performance.36

In recent years, some companies have taken steps to disclose additional information 
about executive pay. A study of the disclosure practices of S&P 100 companies 
found that 34 percent provided calculations for “realized pay” in 2014, up from only 
9 in 2009; 19 percent provided “realizable pay” in 2014, up from zero in 2009.37
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Company size (along with industrial sector) is a major determinant of executive 
compensation levels. Gabaix and Landier (2008) found that an increase in company 
size can almost entirely explain the increase in executive compensation in recent 
years. For example, they found that although CEO pay increased sixfold between 
1980 and 2003, the market value of the companies they managed also increased sixfold 
during this period. They concluded that “the rise in CEO compensation is a simple 
mirror of the rise in the value of large U.S. companies since the 1980s.”38 Of course, 
demonstrating the correlation between compensation growth and company growth 
does not indicate that the compensation levels themselves are appropriate.

In a related study, Kaplan and Rauh (2010) found that the growth in executive 
compensation is largely consistent with the growth in compensation for other highly 
paid professionals, such as hedge fund managers, private equity managers, venture 
capitalists, lawyers, and professional athletes. The authors calculated that pay among 
these groups all grew by roughly the same order of magnitude during 1994–2005. 
They concluded that CEO compensation has increased because of market forces that 
contribute to general wage inflation among highly paid professionals and that extreme 
compensation growth is not limited to the business world.39

However, examples exist of individual companies that pay their CEOs more 
than the normalized level that might be expected, given their size and performance. 
Research suggests that weak governance systems are correlated with excessive 
compensation. Core, Holthausen, and Larcker (1999) found an inverse relationship 
between the quality of oversight that a board provides and the level of compensation 
within the firm.40 They also found that companies that award inflated compensation 
tend to underperform their peers in terms of subsequent operating performance and 
stock price returns. They concluded that “firms with weaker governance structures 
have greater compensation and that firms with greater agency problems perform 
worse.” That is, governance quality clearly has an impact on executive compensation 
levels.

Ratio of CEO Pay to Other Top Executive Pay

Critics    of executive compensation levels point to two statistics to support their 
position. One is the large differential between the pay granted to the CEO and the pay 
granted to other senior executives (see the following sidebar). The other is the large 
differential between CEO pay and average employee pay.
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Table 8.4 shows that the typical CEO of a publicly traded U.S. corporation earns 
roughly 1.8 times the total compensation of the second-highest-paid NEO.44 The 
second- highest-paid NEO earns roughly 1.2 times as much as the third-highest-paid 
NEO. These figures do not vary considerably by company size.

Table 8.4 The Ratio of Pay among Senior Executives

Firms (Grouped by 
Size)

Ratio of Pay: CEO to 
Second-Highest-Paid Executive

Ratio of Pay: Second- to 
Third-Highest-Paid Executive

Top 100 1.75 1.16

101 to 500 2.11 1.22

501 to 1,000 2.07 1.23

1,001 to 2,000 1.96 1.21

2,001 to 3,000 1.80 1.20

3,001 to 4,000 1.58 1.19

1 to 4,000 1.83 1.20
Based on median total compensation.

Source: Equilar, proprietary compensation and equity ownership data for fiscal years from June 2013 to May 2014.

C-Suite Pay Differential

 Abercrombie & Fitch

In 2008, the  Connecticut Retirement Plans and Trust Funds, which manages 
pension assets on behalf of state and municipal workers in Connecticut, filed a 
shareholder resolution at Abercrombie & Fitch that would require the company to 
adopt a policy to encourage greater pay equity between the CEO and other named 
executive officers (NEOs).41 According to State Treasurer Denise  Nappier:

“Large gaps in pay between the chief executive officer and other NEOs may signal 
that the CEO is earning an excessively large share of the compensation paid to top 
executives or that the pay is not tied to performance, and this is rightly of concern 
to shareholders. It may also be a red flag for inadequate succession planning, as 
wide pay differentials sometimes reveal significant differences in contribution and 
ability, and this, too, is troubling.”42

During fiscal year 2006, Abercrombie & Fitch Chairman and CEO Michael  Jeffries 
earned total compensation of $26.2 million, compared with total compensation 
of between $2.4 million and $4.3 million for the other NEOs of the company.43 
After negotiation with Nappier, the company agreed to enhance disclosure on the 
compensation paid to their CEOs relative to other NEOs, and the Connecticut 
Retirement Plans and Trust Funds dropped its shareholder resolution.
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Several factors might contribute to pay inequity within the executive suite. 
From a purely economic standpoint, the relative pay packages might simply reflect 
the different levels of value creation within the organization. The success of a very 
complex company might more heavily rely on the efforts of the CEO, so it might be 
appropriate to have a greater pay differential to attract a qualified leader.

Furthermore, large pay differentials might also reflect competitive dynamics 
within the organization. This explanation, known as  tournament theory, was 
proposed by Lazear and Rosen (1981), who pointed out that senior executives not only 
serve a current operating function but also compete in a tournament for promotion.45 
According to the authors, pay inequity serves as an incentive for executives to compete 
more aggressively for promotion. If they are successful, they receive a large payoff in 
terms of compensation. As a result, the executive’s current salary is not his or her only 
incentive to perform. The potential for promotion is itself an incentive, and the value 
of this incentive is reinforced by a large pay differential between the current and 
potential positions.

However, pay inequity might indeed signal real problems within the company. 
Large pay differentials might indicate  management entrenchment (the ability of 
management to shield itself from market forces and pressures to perform from the 
board, shareholders, and stakeholders).46 In this way, large differentials might indicate 
that the CEO is able to engage in rent extraction, which the corporate governance 
system has not adequately controlled against. Pay inequity might also be a source of 
discouragement for executives who believe they are not fairly compensated. If this 
is the case, talented senior executives might become unmotivated, which leads to 
higher turnover, reduced productivity, and a decrease in shareholder value. Finally, 
pay inequity might reflect a lack of talent development within the organization. That 
is, the NEOs of the company might simply receive low compensation because they 
have lower talent levels. If this is the case, the company might be at greater risk of a 
failed transition because it lacks a viable successor when the current CEO eventually 
steps down.

Research evidence on pay inequity is mixed. Kale, Reis, and Venkateswaran (2009) 
found that tournament incentives are positively correlated with firm performance, 
measured in terms of operating returns and market-to-book values.47 Bebchuk, 
Cremers, and Peyer (2011), however, found that pay inequity at the senior level is 
associated with lower firm value and greater risk of agency problems.48 Kini and 
Williams (2012) found that tournament incentives are positively associated with firm 
risk, measured in terms of leverage, operating focus, and reliance on research and 
development expenditures. They concluded that “while the design of a promotion-
based incentive system can be employed to induce senior executives to expend greater 
effort, it can also be used to shape the amount of risk taken by them.”49
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To reduce the potential for negative effects due to internal pay inequity, some 
companies place limits on the ratio of CEO compensation to compensation of named 
executive officers. For example, healthcare information technology company  Cerner 
Corporation limits the cash compensation of the CEO to no more than three times 
that of the second-highest-paid NEO. The board must approve exceptions to this 
policy in advance.50  DuPont has also instituted “pay equity multiples” that limit total 
annual compensation of the CEO relative to that of the other NEOs. CEO cash 
compensation is limited to between two and three times the cash compensation paid 
to the other NEOs, and total compensation (which includes long-term incentives) is 
limited to between three and four times.51

Ratio of CEO Pay to Average Employee Pay

Critics     of executive compensation also point to the large differential between the 
compensation paid to the CEO and the average employee. According to one critic: “If 
the CEO is going to be paid more than 100 times the average worker, we want to know 
why. . . . We are trying to get at the notion of economic injustice in what the CEO is 
making compared to the average worker. It’s bad for the long-term performance of 
a company because it breaches the trust between top management and people who 
work for them.”52 The Dodd–Frank Act requires companies to disclose the ratio of 
CEO pay to average employee pay in the annual proxy.

Because of delays implementing the rule, broad descriptive statistics are not 
available. However, recent estimates have pegged this ratio between 200 times to 
500 times.53 Differences in methodology and sample selection contribute to the 
disparity. Results vary depending on whether the researcher uses mean or median 
compensation figures; mean averages can skew results by overweighting outliers. 
Results also vary depending on whether the researcher uses expected or realized pay; 
realized compensation can overstate CEO pay in a given year if it includes grants 
awarded in multiple years but exercised in a single year. The ratio is also influenced by 
a company’s industry, size, location, workforce composition, and measurement period.

For example, Crawford, Nelson, and Rountree (2014) calculated the CEO-to-
employee pay ratio among commercial banks using a sample of 10,581 firm-year 
observations between 1995 and 2012. They found the mean (median) ratio to be 16.6 
(8.4) times. At the 90th percentile, the pay ratio was still only 32.8 times. Only at the 
largest observation did the ratio rise to 821 times.54

Still, some companies worry that internal pay inequities can be harmful to the 
corporation and therefore seek to limit CEO pay. For example, Whole Foods limits 
the cash compensation of any employee (including the CEO) to no more than 19 
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times the average annual wage of all full-time employees. The company explains that 
its compensation programs “reflect our philosophy of egalitarianism.”55

Compensation Mix

In addition   to determining the level of compensation, the compensation committee 
must decide how to structure the compensation package to ensure that it provides 
incentives that are in line with the company’s objectives. Ultimately, this is done by 
arriving at a mix of cash, equity, and other benefits with appropriate performance 
targets to attract, retain, and motivate qualified executive officers, across both short-
term and long-term horizons.

Table 8.5 shows that the average company pays roughly 29 percent of the CEO’s 
compensation in the form of salary, 20 percent in bonus, 14 percent in stock options, 
32 percent in restricted stock and long-term performance plans, and 6 percent in 
pension and benefits. One interesting statistic is that smaller companies appear to 
reduce bonuses and performance-based compensation in their compensation and 
increase the proportion from salary. This might be driven by personal consumption 
(that is, because the compensation packages are smaller, the executives need a higher 
mix of cash to support their living expenses).

How appropriate are these compensation mixes? Do they encourage behaviors 
that appropriately balance risk and reward in pursuit of the corporate strategy? When 
should the board think about using a different mix of compensation?

Table 8.5 Mix of Compensation Paid to CEOs in the United States

Firms 
(Grouped 
by Size) Salary Bonus

Stock 
Options

Restricted Stock and 
Long-Term Awards

Change in Pension 
and Other

Top 100 18.9% 23.4%   8.6% 38.8% 10.3%

101 to 500 14.3% 20.5% 14.8% 43.3%   7.2%

501 to 1,000 16.1% 21.1% 14.1% 42.1%   6.6%

1,001 to 
2,000

21.1% 22.0% 13.2% 38.4%   5.3%

2,001 to 
3,000

30.4% 19.7% 15.6% 29.5%   4.8%

3,001 to 
4,000

46.9% 15.9% 14.5% 16.0%   6.8%

1 to 4,000 28.5% 19.6% 14.3% 31.5%   6.0%
Source: Equilar, proprietary compensation and equity ownership data information for fiscal years from June 2013 to May 

2014.
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Short-Term Incentives

Short-term      incentives offer an annual payment (usually cash) for achieving 
predetermined performance objectives. The size of the bonus is expressed in terms of 
a  target award. Most companies define the size of the target award as a percentage 
of the base salary (for example, the target award might be equal to 200 percent of 
the base salary). The actual payment that the executive receives might be limited by 
upper and lower bounds, in which case a minimum award and a maximum award are 
established. (The minimum award might be equal to 50 percent of the target and the 
maximum award equal to 200 percent of the target.) As a result, the executive stands 
to receive a cash payment with a payoff that increases in a stepwise function, with 
bounded upper and lower limits (see Figure 8.1.)

The bonus payment is awarded if certain performance criteria are achieved 
during the year. The compensation committee determines the performance 
criteria. As discussed in Chapter 6, “Strategy, Performance Measurement, and Risk 
Management,” one way to select the measures used to award compensation is to use 
those that were identified during the business modeling process as being correlated 
with success in the corporate strategy. In general, these include a mix of accounting 
measures (such as economic value added, earnings-per-share growth, and return on 
assets), stock market measures (such as total shareholder return), and nonfinancial 
measures (such as customer satisfaction, product defect rates, and market share). As 
such, bonus plans provide executives with an explicit monetary incentive to improve 
the short-term performance of the firm by achieving operating targets that are known 
to be correlated with increased shareholder value (see the next sidebar).

Proper alignment of target
performance and payouts is crucial
to incentive plan success

A
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Threshold performance levels are
typically very achievable (85%-90%
chance of achievement)

Target performance levels are more
difficult to achieve (~60% chance of
achievement)

Maximum performance levels are
“stretch” goals, and very difficult to
achieve (10-15% chance of
achievement)

Maximum
(200%)

Threshold
(85-90% chance
of achievement)

Target
(~60% chance

of achievement)

Maximum
(10-15% chance
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Source: Michael Benkowitz, Mark A. Borges, and Thomas G. Brown, “Mastering Performance-Based Equity: New 

Frontiers in Executive Pay,” Compensia, Inc. (2008). Accessed May 5, 2015. Available at: http://www.compensia.com/

events/breakfastbriefingpres_111208.pdf.

Figure 8.1 Minimum, target, and maximum awards for typical short-term bonus plans.

http://www.compensia.com/events/breakfastbriefingpres_111208.pdf
http://www.compensia.com/events/breakfastbriefingpres_111208.pdf
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One potential concern with bonus plans is that annual performance targets might 
not be very difficult to achieve. According to a 2005 proprietary survey by a major 
compensation consulting firm, on average, companies pay bonuses equal to 103 
percent of the target level. Only 20 percent of executives receive a bonus less than 75 
percent of target levels. That is, bonus plans do not appear to be based on “stretch” 
goals. Research studies arrive at similar conclusions. Merchant and Manzoni (1989) 
found that internal budget targets used to award performance bonuses are met 80 
percent to 90 percent of the time.56 Indjejikian, Lenk, and Nanda (2000) found that 
performance targets are achieved 60 percent of the time.57 As such, it is not clear 
that average performance hurdles are difficult to achieve or encourage above-average 
performance. It is important for the board to assess whether the performance targets 
are sufficiently difficult to attain so that what is termed a “performance-based” bonus 
is not actually some type of “disguised fixed salary.”

In addition, bonus plans have the potential to produce a variety of undesirable 
executive behaviors. For example, the annual nature of bonus plans can give rise to 
excessive focus on short-term accounting results at the expense of long-term value 
creation. One example is delaying the investment in important projects with positive 
net present value to improve current-period net income. This is of special concern 
when an executive is in the final few years with the company and is therefore unlikely 
to see the economic benefit of a long-term investment in his or her annual bonus.58

Similarly, the practice of bounding annual bonus plans with a stated maximum can 
also encourage inappropriate behavior. Healy (1985) and Holthausen, Larcker, and 
Sloan (1995) found that executives are more likely to manipulate earnings downward 
after they have achieved their maximum bonus payment.59 They do so to defer 
corporate earnings to a later period because they no longer contribute toward their 
current bonus.

Finally, it is plausible that bonus plans can provide incentives for managers to 
manipulate accounting results to achieve targets that they would otherwise miss. (We 
discuss this topic in greater detail in Chapter 9.)

These are all real concerns for the board of directors to consider, given the 
important role that the bonus plays in the overall compensation package. Fortunately, 
compensation committees also grant a variety of long-term compensation awards that 
can mitigate these potential problems.
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Annual Incentives

Northrop Grumman

In 2013,  Northrop Grumman used the following financial performance metrics in 
calculating the annual performance bonus for the CEO and other named executive 
officers of the company:60

 •  Pension-adjusted operating margin is calculated as operating margin rate 
(operating margin divided by sales) adjusted for net FAS/CAS pension income 
or expense. The net FAS/CAS pension adjustment is the difference between 
pension expense determined in accordance with GAAP under Financial 
Accounting Standards (FAS) and pension expense allocated to the business 
segments under U.S. Government Cost Accounting Standards (CAS).

 • Free cash flow conversion is calculated as free cash flow provided by 
operating activities before the after-tax impact of discretionary pension 
contributions divided by net income from continuing operations.

 • Awards (book-to-bill) represents the total new contracts awarded to the 
company during the year, net of backlog adjustments, divided by sales during 
the year.

 • Pension-adjusted net income is calculated as net income adjusted for net 
FAS/CAS pension income or expense after tax.

The company also used the following nonfinancial performance metrics, noting 
that nonfinancial metrics can only reduce and not raise the bonus:

 • Customer satisfaction, measured in terms of customer feedback

 • Quality, measured using program-specific objectives within each of our 
sectors

 • Engagement, as reported by employees in a company-wide engagement 
survey

 • Diversity, measured in terms of improving representation of females and 
people of color in mid-level and senior-level management positions

 • Safety, measured by recordable injuries and lost work day rate associated with 
those injuries

 • Environmental sustainability, measured in terms of reduction of greenhouse 
gas emissions, solid waste, and water utilization

This is a complex annual bonus plan. Are the large number of financial and 
nonfinancial measures in this annual bonus plan really necessary? When does a 
plan become too complicated?
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Long-Term Incentives

Long-term      incentives are added to the compensation mix to encourage executives 
to select long-term investments that increase shareholder value. Long-term incentives 
extend the time horizon of the executive and mitigate the natural tendency of a risk-
averse executive to reject risky investments. In Table 8.5, we saw that the value of long-
term awards (in the form of stock options, equity, and performance plans) is equal in 
size to the value of short-term awards—46 percent versus 48 percent at the average 
company. As such, long-term incentives can help mitigate short-term gamesmanship 
by refocusing the emphasis on long-term performance.61

For example, as executives approach retirement, they might be expected to 
reduce a company’s investment in research and development to hit earnings targets 
that increase their own annual bonus. Because the annual bonus (along with salary) 
is a key input in calculating their pension benefits, the CEO will benefit by receiving 
larger annual payments throughout retirement. This is part of the reason firms put 
“hold until or past retirement” features in stock option and restricted stock programs. 
That way, if the CEO rejects valuable research and development to boost the value of 
his or her pension, the executive will, in theory, be punished through a corresponding 
loss in the eventual value of options and shares owned.

Stock options are an important compensation element that many companies use 
to create this longer-term horizon for value creation. Options have several desirable 
features that can help align the interests of executives with those of shareholders. 
First, options increase in value as the stock price increases. This motivates executives 
to add corporate value by identifying and implementing investments with  positive net 
present value (NPV). Second, options increase in value with stock-price volatility. This 
motivates executives to accept risky, positive NPV investments that might otherwise 
be rejected if the compensation program were instead mostly fixed salary or short-
term incentives. Third, because of vesting requirements, options have deferred 
payoffs that encourage a focus on long-term results. As such, stock options tend to 
be used in companies where there are substantial investment opportunities that are 
associated with considerable risk. Stock options will attract highly skilled executives 
with moderate risk tolerance who want to share in the value created by their work. 
Whether the company wants this type of employee depends on the firm’s strategy. A 
firm operating in a stable and predictable environment might use more fixed salary 
and annual bonus compensation, but a company in a highly dynamic and risky industry 
might place greater emphasis on long-term equity-based compensation.

On the other hand,   stock options can offer capricious financial rewards to 
executives when broad market factors cause changes in stock price that are not the 
result of the executive’s individual effort. During much of the 1990s, a rising market 
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tended to reward most executives who received options, regardless of the firm’s 
operating performance. Conversely, most stock options granted in the late 1990s 
expired with zero value because of significant market declines, even in cases when 
some sort of payout was merited based on relative performance. This concern has 
motivated some companies to replace stock options with restricted stock grants and 
long-term performance awards.

Some evidence suggests that stock options encourage the investment in new, risky 
projects. (Risky projects are desirable to shareholders when they are consistent with 
the strategy and business model of the organization and when such investments have 
expected positive net present value. They are negative when they are inconsistent 
with the company’s business model or are unlikely to bring rewards that compensate 
for the associated risk.) Rajgopal and Shevlin (2002) found that stock options are an 
effective tool to encourage risk-averse managers to invest in higher-risk, higher-return 
investments. Executives understand that the expected value of a stock option increases 
with the volatility of the stock price, and they tend to respond to stock option awards 
by investing in riskier projects to create this volatility.62 Sanders and Hambrick (2007) 
found that executives who receive stock options are more likely to increase investment 
in risky research and development, capital expenditures, and acquisitions. In addition, 
total shareholder returns at these companies are more likely to be extreme in their 
outcomes (extremely positive or extremely negative). Unfortunately, the authors 
found that results are more likely to be extremely negative than extremely positive. 
They concluded that “high levels of stock options appear to motivate CEOs to take 
big risks . . . to ‘swing for the fences.’”63 The issue of whether stock options might be 
related to excessive risk taking is an important consideration that we will consider in 
greater detail in Chapter 9.

Another tool that companies use is   performance awards. Performance awards 
tie the value of long-term compensation to the achievement of predetermined goals 
or performance metrics. In recent years, performance awards have come to be a 
significant portion of the compensation mix. Along with restricted stock, performance 
awards represent 32 percent of a typical company’s CEO compensation program.

de Angelis and Grinstein (2014) examined the use of performance awards among 
S&P 500 companies. They found that all companies that grant performance awards 
use at least one accounting-based metric; market-based measures are used less 
frequently—30 percent of the time; 40 percent of firms use nonfinancial performance 
measures. Among accounting measures, 87 percent are income based (for example, 
earnings per share or net income growth), 39 percent are based on revenue, 37 
percent on return metrics (for example, return on equity or assets), 23 percent on 
cash flow, 9 percent on margin, 6 percent on cost reduction targets, and 5 percent 
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on economic value added (EVA). More than half of the sample used between two 
and four different measures. The weighted-average performance horizon taking into 
account both short-term and long-term performance awards was slightly less than 
two years. In addition, the authors found that the size of discretionary bonuses (not 
tied to predetermined targets) was not correlated with performance awards and 
concluded that these bonuses were granted for reasons other than performance (such 
as retention purposes).64

Benefits and Perquisites

The CEO      compensation package generally includes a mix of benefits, perquisites, 
and other contingent payments. The value of these awards is not negligible. On 
average, they constitute 6 percent of the total compensation (see Table 8.5). In some 
of the more extreme cases cited at the beginning of this chapter, they can ultimately 
prove to be quite valuable.

The research evidence on the incentive value of these payments is quite mixed. 
Rajan and Wulf (2006) found that companies consistently use perks as a means to 
improve executive productivity. They found that perks such as use of aircraft and 
chauffeur drivers are predominantly awarded to executives who stand to benefit the 
most from free time.65 Sundaram and Yermack (2007) argued that defined benefit 
pension plans (which are a fixed claim on the firm similar to salary) can be seen as a 
risk-reducing form of compensation that offsets the risk-seeking incentives of equity 
compensation.66

However, other researchers argue that these perquisites and benefits are a form 
of “ stealth compensation” that enriches executives at the cost of shareholders. As such, 
they can be seen as the very agency costs that corporate governance systems are meant 
to preclude. To this end, Yermack (2006) found that shareholders react negatively to 
disclosure that an executive is allowed personal use of company aircraft.67 Grinstein, 
Weinbaum, and Yehuda (2010) found that the reported value of perquisites increased 
by 190 percent following enhanced SEC disclosure rules in 2006. They also found 
that the reduction in shareholder value following the disclosure significantly exceeded 
the actual value of the perquisites, indicating that shareholders saw them as value 
destroying. They concluded that perquisite disclosure “conveys a more fundamental 
negative signal about the agency conflicts in these firms.”68 Perquisites might not be 
an especially large dollar amount relative to the market capitalization of the firm, but 
they might provide a window into the workings of the board and governance quality 
of the firm.
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Compensation Disclosure

As the     preceding discussion suggests, the typical executive compensation program 
is quite complicated. In recent years, the SEC has taken steps to improve the quality of 
information disclosed to investors in the annual proxy. The most significant of these is 
the inclusion of a   Compensation Discussion & Analysis (CD&A) section that explains 
in detail the company’s compensation philosophy, the elements of the compensation 
program, the total compensation offered, performance metrics used to award variable 
pay, and other details of the company’s compensation program. The SEC intended 
the CD&A to provide a “plain English” discussion of these items.

Subsequent research, however, suggests that companies have considerable room 
to improve the clarity of disclosure about executive pay. Beucler and Dolmat-Connell 
(2007) found that the median disclosure length is nearly five times longer than the 
SEC envisioned (4,726 words versus an expectation of 1,000). They concluded that 
current disclosure is not very accessible to the average investor.69

Survey data also finds that institutional investors are dissatisfied with the quality of 
information they receive about executive compensation in the annual proxy. According 
to a study by RR Donnelley, Equilar, and the Rock Center for Corporate Governance 
at Stanford University (2015) fewer than half (38 percent) of institutional investors 
believe that executive compensation is clearly and effectively disclosed in the proxy. 
Responses are consistently negative across all elements of compensation disclosure. 
Sixty-five percent say that the relation between compensation and risk is “not at all” 
clear. Forty-eight percent say that it is “not at all” clear that the size of compensation 
is appropriate. Forty-three percent believe that it is “not at all” clear whether 
performance-based compensation plans are based on rigorous goals. Significant 
minorities cannot determine whether the structure of executive compensation is 
appropriate (39 percent), cannot understand the relation between compensation 
and performance (25 percent), and cannot determine whether compensation is well 
aligned with shareholder interests (22 percent). Investors also express considerable 
dissatisfaction with the disclosure of potential payouts to executives under long-term 
performance plans.70

The fundamental complaint about proxies is rooted in a perception that companies 
are not communicating candidly with owners. Shareholders want corporations to 
explain information rather than disclose it (see the following sidebar). Investors view 
corporations as using the proxy as a vehicle to meet disclosure obligations without a 
willingness to provide information in a format that is clear and understandable to a 
typical—or even sophisticated—owner.
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Say-on-Pay

Say-on-pay     is the practice of granting shareholders the right to vote on a 
company’s executive or director compensation program at the annual shareholder 
meeting. Say-on-pay is a relatively recent phenomenon, having first been required 
by the United Kingdom in 2003 and subsequently adopted in countries including the 

Shareholder Engagement on Pay

Amgen

 Amgen has implemented a unique method for soliciting shareholder feedback on 
executive compensation. The company’s proxy invites shareholders to fill out a 
survey to provide input and feedback to the compensation committee regarding 
executive compensation.71

The survey asks questions such as:

 • Is the compensation plan performance based?

 • Is the plan clearly linked to the company’s business strategy?

 • Are the plan’s metrics, goals, and hurdles clearly and specifically disclosed?

 • Are the incentives clearly designed to meet the company’s specific business 
challenges, in both the short term and long term?

 • Does the compensation of senior executives complement the company’s 
overall compensation program, reinforce internal equity, and promote the 
success of the entire business enterprise?

 • Does the plan promote long-term value creation, which is the primary 
objective of shareholders?

 • Does the plan articulate a coherent compensation philosophy appropriate to 
the company and clearly understood by directors?72

Each question allows for an open-text-field response and links to a pop-up box 
where shareholders are given expanded information.

This type of survey raises a variety of important questions. Do shareholders have 
the necessary information to make a correct judgment about these issues? What 
happens if shareholders indicate that they do not like some part of the compensation 
program? When does the board have a “duty” to make changes? What type of 
investor relations activity is needed to support this survey?
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Netherlands, Australia, Sweden, and Norway. The use and terms of say-on-pay vary 
across nations (see Table 8.6)

Table 8.6 Say-on-Pay around the World

Country
Year 
Adopted

Directors or 
Executives

Binding or 
Advisory

Frequency
Required or 
Voluntary

United 
Kingdom

2003 Directors Advisory Annually Required

The 
Netherlands

2004 Executives Binding Upon changes Required

Australia 2005 Directors Advisory Annually Required

Sweden 2006 Executives Binding Annually Required

Norway 2007 Executives Binding Annually Required

Denmark 2007 Executives Binding Upon changes Required

United States 2011 Executives Advisory
Annually/ 
biennially/ 
triennially

Required

Switzerland 2014 Directors Binding Annually Required

Germany None Executives Advisory Annually Voluntary

Canada None Executives Advisory Annually Voluntary

Note: Because the CEO usually serves on the board of directors, a “say-on-pay” vote on director compensation 
implicitly expresses shareholder opinion on CEO pay as well as director pay.

Source: Authors.
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The U.S.  adopted say-on-pay in 2011, pursuant to the   Dodd–Frank Act. 
Under Dodd–Frank, companies are required to hold an advisory (nonbinding) 
vote on compensation at least once every three years. At least once every six years, 
companies are required to ask shareholders to determine the frequency of future 
say-on-pay votes (with the options being every one, two, or three years but no less 
frequently). Advocates of say-on-pay contend that the practice of submitting executive 
compensation for shareholder approval increases the accountability of corporate 
directors to shareholders and leads to more efficient contracting, with rewards more 
closely aligned with corporate objectives and performance.

Despite anticipation that shareholders would take advantage of their right to 
vote on executive compensation to register dissatisfaction with pay levels, voting 
results have not conformed to this expectation. Among approximately 2,700 public 
companies that put their executive compensation plans before shareholders for a vote 
in 2011, only 37 (1.4 percent) failed to receive majority approval. Support levels across 
all companies averaged 90 percent. Results in 2014 were little changed: Only 60 out 
of approximately 2,600 companies (2.4 percent) did not receive majority approval, 
and the average support level across all companies was 91 percent (see Figure 8.2).73 
Say-on-pay voting results have held steady despite the fact that average compensation 
levels continue to rise. According to Equilar, median CEO compensation rose by 25 
percent between 2010 and 2013.74

Research provides mixed evidence on whether say-on-pay leads to improved 
compensation practices. Ertimur, Ferri, and Muslu (2011) examined the impact of 
“vote no” campaigns and compensation-related shareholder proposals in the United 
States. They found that support for shareholder initiatives restricting compensation 
is higher among companies with above-average CEO pay. Furthermore, they found 
that vote-no campaigns are associated with a subsequent reduction of $2.3 million in 
CEO pay—but only when institutional investors initiated the proxy proposal.75 Cai 
and Walkling (2011) examined shareholder returns following the passage of say-on-
pay legislation by the U.S. House of Representatives. They found some evidence that 
share prices for firms with high excess compensation reacted in a positive manner to the 
regulatory announcement.76 Ferri and Maber (2013) found that say-on-pay regulation 
in the United Kingdom had some impact on the level of severance pay awarded to 
CEOs. It also reduced stock option “retesting,” in which a company extends the time 
period of a performance-based grant to give the executive more time to meet the 
performance threshold. These effects began to show up when at least 20 percent of 
shareholders voted against the plan. However, the authors did not find  evidence that 
say-on-pay reduced overall pay levels in the United Kingdom.77 Larcker, Ormazabal, 
and Taylor (2011) found evidence that capping or regulating executive pay results 
in less efficient contracts and negatively affects shareholder wealth in firms that are 
likely to be affected.78
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Notes: As of December 31, 2014. The 2014 sample includes companies that had an Annual Meeting and Say on Pay vote in calendar year
2014. Year over year data presented in this document does not reflect a constant sample given turnover in the Russell 3000 used for each
year as well as differences in how frequently companies hold votes.

For FY 2014, Russell 3000 sample effective as of June 28, 2013.
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Figure 8.2 Say-on-Pay Vote Results (2011–2014)

Shareholders, too, express skepticism that say-on-pay leads to improved 
compensation. According to the survey cited in the previous section, only 58 percent 
of institutional investors believe that say-on-pay is effective in influencing or modifying 
pay.79

Finally, proxy advisory firms, including ISS and Glass Lewis, have considerable 
influence over say-on-pay voting. Their ability to sway voting outcomes influences 
corporate decisions on CEO pay levels and design. We discuss this in greater detail in 
Chapter 12, “Institutional Shareholders and Activist Investors.”
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