CEO Incentives:

The article argues that there were serious problems with CEO compensation in early 90s.  It is not about how much CEOs are paid, but rather how CEOs are paid.  Authors evaluate data covering 2,505 CEOs in 1,400 public companies from 1974 to 1988 and they argue that on average top executives in corporate America are paid like bureaucrats and CEO pay level are just catching up to where they were in 30s.

In their study authors report the following findings:

· Annual changes in compensation do not reflect changes in corporate performance;

· Compensation for CEOs is no more variable than compensation for hourly and salaried employees;

· CEO compensation is less and less tied to performance (CEO holdings as a percentage of corporate value declined over 15-year period under consideration);

· Third-parties (press, politicians, etc.) influence compensation committees and constrain the types of contracts that can be written between companies and managers, thus eroding the relationship between pay and performance.

These guys were quite serious, they applied full-blown regression analysis to 15 years of data to estimate how changes in corporate performance affect CEO compensation and wealth.  Research estimates that on average $1000 change in corporate market value corresponds to two-year change in CEO salary and bonus of less than a dime during the period studied.

Authors argue that in order to align interests of individual executives to those of shareholders:

· CEOs should own substantial amount of company stock, measured as shares outstanding.  

Example:  Employees of Morgan Stanley own 55% of firm’s outstanding equity.

· Cash compensation should be structured to provide rewards to winners for great performance and meaningful penalties for poor performance.

Example: Cash compensation for Disney CEO is ten times more sensitive to corporate performance than the median CEO in our sample.

· Make real the threat of dismissal.  Executive’s “human capital” is specific to the company and if fired CEOs are unlikely to find new jobs that pay as well.

However authors discovered totally different picture across corporate America:

· Hardly any CEOs of big companies own sizeable stakes in those companies (for giants like IBM, GM owning big stake in a company may not be possible at all, which create “growth problems” for these companies).

· Boards of directors ignore CEO stock ownership when structuring incentive compensation plans, thus reducing the strength of pay-for-performance link;

· On average CEOs (screened in the study) give up their titles only after reaching normal retirement age.

As such authors conclude that CEO compensation is independent of business performance.

One of the other main reasons the compensation structure is so inefficient is because of disclosure (making executive salaries public) of CEO compensation, as compensation committees react to the agitation over pay levels by capping the amount of money the CEO earns.  

There is a very good example in the article comparing performance-linked compensation in Bear Stearns before and after the company went public, which shows that the company lowered its bonus pool from 40% to 25% of pretax earnings after going public.

Level of pay is still important in order attract good managers to organization.  That’s why many of b-students at FECBUS pursue careers in I-banking and consulting as they want to be compensated on the basis of individual contributions made and at comparatively high level.

Authors also argue that surveys that simply report average compensation across industries do little more but inflate salaries as everyone tries to get above average and they often emphasize size and growth over performance and value.  These surveys still focus on how much CEOs are paid instead of how they are paid.  

These guys obviously state upfront that their methodology is the best one, as they focus on who is paid the best that is whose incentives are most closely aligned with the interests of shareholders (please refer to exhibits in the text).  

Authors conclude by stating that no CEO with substantial equity holdings makes (their) list of low-incentive CEO and that the major contributors to pay-related incentives are stock options and PV of the change in salary and stock.

