Assessing Executive Compensation

Executive compensation takes many forms. It can include:

· salary 

· bonus 

· perquisites (or "perks") and other personal benefits; 

· stock
· stock options: Stock options: An agreement, or privilege, which conveys the right to buy or sell a specific security or property at a specified price, by a specific date
FACTS ABOUT INCREASE IN CEO COMPENSATION:

· $15,700,000 Average income of Fortune 100 CEO’s in 2002

· In 1981 average pay for top 10 CEOs was $3.1m   In 2001: $155m

· CEO compensation increased 571% from 1990-2004
· From a multiple of 20x more than worker to 500 times more

· Worker would today earn 120,000 instead of 24,600, for example

· Lower level managers pay has stayed in sync with workers raises

· Options as a portion of executive pay increased from   27% to 60%

· if the minimum wage, which stood at $3.80 an hour in 1990, had grown at the same rate as CEO pay over the decade, it would now be $25.50 an hour, rather than the current $5.15 an hour.

· CEOs of firms that announced layoffs of 1,000 or more workers this year earned about 80 percent more, on average, than executives at 365 top firms surveyed by Business Week.  The layoff leaders earned an average of $23.7 million in total compensation in 2000, compared with a $13.1 million average for executives as a whole. 

· Gender Gap: The 30 highest-paid women in the corporate world earned average total compensation of $8.7 million, as compared with $112.9 million for the 30 highest-paid men, a ratio of 1 to 13  www.FairEconomy.org/CEOPay

Typical Examples which make people upset:

· Dennis Koslowski $71 comp while under indictment, 75,000 fee not waived

· Jill Barad fired by Mattel and given 3.3 mil + 4.2 debt forgiveness

· Fastow (Enron) opposed accting which would save company money but hurt his own compensation

· Reduced financial target so Eisner could get his $5 million bonus

Arguments for high pay:

1. Rewarding executives with stock options has a positive effect on share value over time.  

Executives used to be underpaid for their contribution, responsibility.

2. American executives jobs are more complex, and risk more, since their pay is connected to performance of company.

3. The need to provide performance incentives since likelihood of moving up is less as you go higher up in management (don’t want lazy 3rd or 4th rung managers)

Critical Responses Against arguments for high pay:

Against shareholder value argument:

A. Isn’t the compensation out of proportion to the value added?  And just how much of that increase is due to executive performance?  Couldn’t the results be achieved with less compensation?  
B. Are increases of the 90’s due to CEO work, or just to the markets rising?
C. We may question the notion that increasing shareholder value is socially beneficial—this compensation formula leads to short-term maximization for potentially bad long-term social utility.  How are CEO’s compensated for being concerned about stakeholders beyond the shareholders??  

Social Welfare Consequences: Who suffers under current practices?
1. Shareholders: dilution effect on their holdings. (7.89-16.3%)

--CEO pay is often set by board of directors, made up of other CEOs

--often CEO pay is not connected to performance

2. Firm suffers because it encourages political maneuvering and aggressiveness, without concern for team, firm, etc.

3. Economy: Potential for perverse incentives among CEOs—not concerned with long term
4. Employee morale 

The Relative Fairness of Executive Compensation: Contribution and Risk

Against Contribution: Mitigated practices (repricing options) guarantees executives benefit even if stocks go down  b. Boards sometimes shift compensation from equity to cash in declining equity markets   
Against Risk: Golden Parachutes

IF Risk was the basis for increased pay, workers pay should have increased dramatically.

