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) (The following is-a lecture delivered by Dr.. |-
" Richard M. Cyert; President Emeritus and’

. .'lMargarei §. Cyert; Professor of Economics

1 and Management at Carnegie' Mellon

' 3.‘Umverszty, at Latrobe Pennsylvania, on"

| -October 29, 1997 as the 39th leciurer in the

: '_:A!ex G. McKenna Eco.nOmzc Educatwn

:iSerzes ) : s

T recent. y’ears'ihere has been a'loud.outery -
about . the size’ of executive compensation,
: ;'parucularly the - compensauon of .chief
-executive. ofﬁcers - ‘More" genera]]y,'
B ma.nagement compensauon has beena topic’
‘of_public interest since, Berle and, Means
" pointed out the problems that arise from the -
':separatmn of ownérship and control, whichis -
" the essence: of - the; modern corporatlon
*Because. of this. separanon ‘executives can " |
.. control vast resources of which they are only - |
. partial ownersatbest. Executivesarerewarded
.. for-this. control by diréctors who are elected
e by the owners These d!reetorsdetermme the
o compensanon thattheexecunvesrecewe The "~
';"seemmglyh:ghlevel of compensatmn andits
E aIleged weak relatlonshlp with’ performance, R BT
- have caused a furor and have excited pubhc Eo
‘ interest generally : '
i There are a number -of- theorles in the -
N 11terature on the determmauon of fop -
) managementcompensanon In the £CONOMICS
literature there is the margmal productivity
‘theory and morerecently, agencymodels. In- -
“'the prganlzational theory llte;atu;’e_,_top o
- managemient cornpensation has heen related
- £0-the number of levels in the orgamzatlonal- .
g hlerarchy AlI of these have | glven mterestmg 3
. and enlightening insights into the problem.’

“";None, however, getmto theproeess bywhich © {+ =
| CEO, compensation ,is ‘determined. .In " {
T ﬁ_,‘;pnnmple the stockholders (:e the owners) N E
:§' - detérmine compensation.. In:practice, the |

| ishareholders, delegate: the decision-making |~ '
1. authonty to the board of directors (BOD), Tn |-

turn, the BOD de]egates to a compensatmn

Thereasons forvestmg thiS discretmnary
power in the board are fairly- obv;ous

| - 'Uncertainties of the business environment® | - | ‘ ON I RO » I i RS i
make it d1fﬁcultto antlmpatefuturedecxsmns o N -

| ‘and the circumstances in which they will have .- |
o be_rnade. ,"I_fhe,CEO:eannotkretum,;o_the_ |

SR

ie i
' committee, thhu]tamateapproval remamlng B ¥
'.W1th the BOD SIS Y B




“shareholders on'a-continual basisto get their
' _approval of. decrsrons "Even if such direct " |
|- participation of shareholders were feasible, . .

© there is'no obvious. mechanism by ‘which
- thousands of shareholders could collectively - |’

make complex business decisions of the firm.

- Thus, it is ¢lear that the personal interaction

| " between the members of the' BOD .and the:-
1 execiitive will likely influence compensation

. apart from producnvrty and mcentlve

. constderanons

This interaction can be v1ewed askindof
A bargammg relationship. between the CEO .
.and the'members of the BOD. While I do not -

 fully agree with this concept, T will go along

| withitand will critiquetheconceptafteﬂh_ave ,
glven some of the’ empmcal results. - Omne .,
‘ hypothes1s denvedfrom vtewmgthe settingof . | ¢
compensation this way is that there should be - . '
" ‘an inverse relanonsmp between the CEO_

_compensatior and the size of the equity

. holdings of the compensatlon comimittee of
", the BOD, Ifhe hypothesrs_ is denved\from the :

fact that increases’in compensation are a cost

 to the shareholder.  Of course, the inceritive |
| benefits of i mcreasmg compensation with: the.
- -resulung benefits to the shareholder also have .
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- to be recogmz.ed <
“ - Wehave attempted to test this hypothes1s by .-
a'lab experimént as-well as statistically with'a *
new poolof datawhich will be described shortly. - '

| -First, we ‘will, discuss the. experrmem ',_
A Expenmental economics has come along way, .|
- and, withp proper des:gn expenments can throw .-
hghtonanumberoflmportantquestlons Inthis™
particular case,-a business game was designed.

“ 'I‘here were ﬁve ﬁrms each operated by aCEO
‘[, The firm was z comptiter program. In addmon P
therewas astockmarketc:onslstmgoftentraders O
: Some investors also served as directors for the” -
- firms. All part1c1pantseamedgamedo]lars(G$) R
* o' the ‘basis of their own-as well as others’ -
actions. In order to induce rational behavior, & -f
: game dollars were converted to real dollars at:
theendoftheexpenment atapre- specrfredrate '
|- and paid out in cash to the participants. The- -
| curréncy used was named game dollars (G$).
| “Cash. mcentrves were used to ensure rattonal |
o behavror : o
" The game consrsts of a number of penods In~
’ each penod the following actions occur:
|- 12 Directors are appointed, one to a firm, -
2. CEO compensatron 1s detcrmmed by the

dlrector

1 3. CEOS make.productlon dECISIOHS and pay |
“dividends. - .

4, Shareholders trade shares of the ﬁve t‘ 1rms.

1-'5.-CEOs announce earnmgs and cIosmn capttal
| of the firms. :
A number of hypotheses were tested wrth thls o
: -gameby Amsh Shah for his Ph.D. thesis. Wewﬂl .
‘riot go into detail about ‘the -game ‘but. will - |-
1 lconcentrate on the work that tested the hypothe51s oI
re]atmg to compensatron and stock hold.mgs of

_the drrector.s In the first case, each CEO .

appoints one of the ten’ shareholders to serve .-

" as the director ‘of his/her firm.without -
_-knowledge of the number of shares the director . |-+
.. holds in the company. In. thesecond case; the. |

director is picked by-the game admmlstratorr

. on the basis of the number of sharesheldinthe -
* fitm, More specifically, the largestsharcholder "

is picked as the diréctor, “The same procedure’ |
. for picking a director is repeated at the™ |:.
i begmmnv of each period, Each experiment B

consists of 8 to 10 periods. At theend of an .

-expenmental ‘rin, the results can be'=

summarized.  The: resu]ts .on CEO

- compensation were rather startling in the two "
. versions of the expetiment. In the case where :
~the CEO appointed the director, the average ' | = .
- compensation for the five firms overthe periods | -
- played was G$3.752." In he ‘second case,” | .

where\the largest shareholder is appomted__the )
director, the average compensation is G$882,
aratherspectaculardifference Compensation - |

* is over four times as great when the director is '

appointed by the ‘CEO as when the’ [argest _

" shareholder is: the drrector One cannot draw
... inferences directly from’ such aresultdcvelopcd .

inartificial conditions, but it certamly increases
the desire to sechow the hypothe51s fares w1th :

- data from the real world

- The. bargammg approach also suggests an'_ )

. mterestmg link between the tenure ofthe CEC -
“and the level ‘of equity-based and cash based

. ‘compensation. If the CEQ has produced a - | .
. .good performance record over time, he orshe.. '}

has accumulated goodwill w1th the ‘board.

More generally, working togetherbnilds good -
~ feelings between the BOD and the CEQ. A~ [

friendly atmosphere-is clearly a factor that | | '
- ‘may lead ‘to larger. CEQ compensauons .
everythmg else bemg cqual
environment, it is also natural to éxpect soine_ -
weakening of the link rclanonsmp betweeni .

pay and performance Good performance is-
givena stron_g_wclght_m g even in the fae of a

“current poor performance.  Thus, reasoning [ .-
from this basis, we can hypothesize that the = | :
+ level of total compensation, is an mcreasrng'

- function of the tenure, bt the'levél of equity- ;-
“ " based compensatton does not increase wrth'
T :Ionger tenure of the. CEO:. '

Two factors that are consu;lered 1mportant:

- ]by a number of writers;in determmlng CEO ;.

compensatlon are’ the business risk of the”

. firm and the growth opportunities. “Thus, wé -

have four determining factors  of ‘CEO’

| - compensation; namely, firm size, equity =
. ownership of the BOD and the CEQ, risk and - -
. growth opportunities: We have to consider

these four-jointly when. we, do the statistical
-_Jtestmg, becanse the four are significantly. .

- correlated. Forexample flrmsmelsmverselyf" i
 related to-the stock ownershlp of both the *
CEOand the BOD as well asrisk and growth | :
" .opportunities. On the'other hand, risk varies: -

Giver' this "}




these four” factors while controlhng for the
‘others. -

|- performance sensitivity using a new database
onmanagerial compersation with a sample of

firms, we examine a cross sectmn of over
. from $1.6- ml]llon to; $164 billion in total

cof all u.s. pubhc compames Second; our
_“definition of executive compensation is more

. ‘sectional studies.
" restricted prior’ mvestigatlons to relatively

small samples or. fo-‘analyses where

o -plus cash bonuses. Stock options have become

-packagc . will . emphasize -different

| useful ‘to isolate ‘the' behavior of each
component. SEC requiréments on disclosure

‘series of data because the SEC's regulations
- | ondisciosure of executwe compensatlon took
e effect in 1992 :

.Program part:mpauts included, from Ieft Mrs. ChrlstmeM Dumm,
Program Manager, Center for Economic and Policy Educatjon;
| "Fr. Paul Taylor; Director of Admissions and Financial Aid, Saint
- Vincent College; Mr, William H. Isler, member, Saint Vincent

_College Board of Directors; Dr. Richard M. Cyert; Dr. Gary M.
"] Quinlivan, Executive Director, Center for Economic and Policy
_Education; Dr. Andrew R. Herr, Fellow in Econom}cs and Pohcy, )
' Center for Economlc and Policy Educatlon

directly with growth apportunities and share
.. ownership. But with the proper $tatistical ’
" tools, we can -isolate ‘the impact of éach of .

- We- analyze’ top management pay-wﬁ_

~.over, 2,000 firms for the years 1992 and 1993;.
. Various charactéristics of our data allow-usto
'shcd new. light on compensatlon questlons 'k

* First, while most prior studies focus on Jarge -’

1 7OOIargeandsmallf1rms withsizes ranging -
| assets, a'ndwithindustryproﬁlérepresént'ative'. :
: comprehenswe than that used in prior cross- -
Data: availability has
% compensatlon is computed using only salary .
" increasingly significant in executive .
| compensation and must be’ mciuded in any

: studyofthearea Third, since a compensation
compensatlon ‘vehicles for each firm, it is -
- 'makenposmbleto 1solatethebehav1orofthe_ :

‘compobnents in'a reasonably accurate manner, ..
- Unfortunately, we'cannot observe alongtime-

DATA AND SUMMARY STATISTECS

The sampie is drawn from 5368 pubhc '
: compames listed on' the New York Stock
: ,-Exchange(NYSE) theAmer[canStockExchange .
(ASE) and the NASDAQ) National Market System :

(NASD) After removing 503 firms for various
TEasons, mciudmg being a non-U.S. firm, we

. solicited proxy reports for the fiscal years 1992
_-and 1993 from the remaining 4,865 firms in the
'database Roughly 86percentoflhesef:rms ie.,

4, 193 fin irms, responded to dur request, Since out

e study requires CEQ compensat[on data from at
" least two consecutive years, we excluded fu‘rns_

that provided proxy reports_for only one year.

CWe further removed 70 flrms for & variety of ‘

Teasons re!atmg to data con31stency Our sample,

.‘4therefore consists of 2,006 firms that provided
“-:pIOXY statements for two full years We further

removed 263 firms for various reasons of data
" availability, leaving the final sample sizeat 1,743
' fihﬁs.:Forequsitionp_urpbses Wew’i]ldesignétc =

these firms as-the “sample” and refer to the

* original 4,865 firms as the * populatlon

"The rheasure of firm SIIZC is defined 1o be the

book value of total assets. 1f the distribution of - -
“firms. were evenly distributed in'the populanon
we would expect tohave 10 percent of the firms
“in ‘each of the ten divisions. for the sample;
‘however, thesample is somewhat skewed toward
]_a_rgcrfirms,bﬁtstillcoﬁtainsasig’nificantnumbef'- .

of small firms, that is, firms smaller than the

. median (43.6. -percent of the: sample)
. Distributions for exchange listing-(i.e., NYSE, . ‘|-
" -ASE, and NASDAQ) and industry claSSIflcatlon

- indicate thatthe sample is similar to the population
.along these dimensions aswell. |~ «

" usage:

Students who greeted Dr. Cyert (third from left) included, from left, :
Troy A. Ovitsky, a junior ecomnics major from M¢t. Pleasant; Ann
" Marie Lund, a senior political science major from Gibsoniz; Ryan
Kist, a senior political science major from Blairsville; Efizabeth
Mary Appel, 2 junior business finance major from Venetia; and
Robert C. McBnde, a _]umor bxology maJor from Melmoth, South -
’ Afru:a ’

. For our saﬁ}plé firm_s,‘ the CEQ’s z_werage: .
age is 55 and has served as CEQ for about

~eight years. “Table 1" indicates fiscal 1993
~ distributions for compensation components.

Since 1992, proxy statements contain’ '
itformation that permits the decomposition -
of executive-compensation into five distirict *
components: salary, bonus,. long-term
incentive payout, value of stock options and

" restricted stock granted during the year and g

“other compensanon such as automob11e:;<=

“Themean] basc sa]ary is $358 000 about
35 percent of average total compensatlon of

$1,012,600. Cash bonuscs of $190,300 are -~
“about 19 percent of total compensation. and

about 53 percent of the base. They were -

| - awarded by 67 percent of the fir_ms'in-199_'3. w
* Stock options are about 31 percent of mean. -’

compensation and were awarded by 2bout 52

percent of the firms; although 92 percent of 7
* the firms in the sample have stock option - :
“plans. If we consider just the firms that ..

awarded stock options and donot includethe

48 percent who did not; the average size of

the stock option would be- about one half of. _
the mean total- ccmpensatlon _'
" There are at least two points worth
no_ting' about _tﬁe d_is'tribﬁtio’n of the .
compensation . components,  First, three.

- . components.(namely, base salary, bonuses,
andstock optaons)domlnatethecomposmon :
-~ of the total compensation package. Second,
dlstrabutmns of each of the components are
- skewed-—the median is typically smallerthan
* the mean. In other words, one-half of the _'
firms are below the average, which means,
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' *relatlonsh;p bctwccn
. components and firm size, The sample is
-} divided into 10 size’ categorxcs One
-} " observation that stands out is the inverse. _
1 relation between size and stock holdings of .
. the CEO and the BOD. . For the ‘smallest 10
- percent of U S: public firms, the mean CEQ
1 stock ownershlp is about L1-percent and only

1 thatthelarge flrrns are 51gn1ﬁcantly affectmg‘ _

the average It is “also the cage that the

R vanatron in stock options is rnuch greater
camong the flrms lhan for any othcrf
' _‘”’component

The average shareholdmgs of CEOs in

: dur sample is about $28 million which is 7.9
- percent of the firm’s equity and seventy times
" the 1993 salary and borius.-Again, the data are

skewed with the ‘median stock ownership
being significantly less than the mean and

only 7.6 times the salary and bonus. Insiders,
“including the. CEQ, - directors. and othcr
" corporate officers, hold substanual portions:
. of the firm, an average of 17.9 percentanda
- medtan of 11.2 percent.

TableZ provides. an overview of the

..compensation

last column shows that CEQ compensation varies

. COMPENSATION ($) °
Mean © | ‘Median | :Std. deviation
(1) Salary .- 358,000 . | 300,000 236300 |
'thBénus . L S Tl LT
-a!l ohservatlons - ' 190,300 - . - 72,900 411,400 .
. - positive. observations onIy 282,800 1 158,100 474,400
(672% ofsample) : ' s -
'(3) Stock Optmn ' B . _
- all observations - 316,700 . © 1,022,000
- positive observations _only 610,000 - 1,354,000 |
- (51.8% ofsampltj,) : ST
(%) Restricted Stock P R R
- -all observations - - 43300 o0 s 290200 - |
_pOSItwe observatlons only 444,100 - © 217800 7 |+ 830,200
-(9.7% ofsample) ' S . o ‘
(S)Long Term lncenhvePayouts (LTIP) “ B BRI : S
. - all observationis ' - 35,700 .6 - ..348,000
- positive observations onl_y 546,500 |- 220,500 1,259,300
{65% ofsample) I S S
(6) Other compensatmn : L g e P
- - all observations - S 68,4000 S 11,800 - 475,400
- p031t1ve observatlons 01113r 81,300 - 16,8000 - po: 516,600
(843% ofsamp!e) o L RN
To Compensaton | 101200 | 3500 | 10

2 percent for the largest 10 percent, Fmally, the

*. from less than 0.1 percent of the firm's equity for -
large firms to more than 2 percént of small firms.

Bcfore we look atthe spec1ﬁc tests of our o
hypotheses and the influence of the variables

we have specified, itisinformative toexaminé b

“the basic problem that has aroused somic of ~

" the controversy:in executive compensation, - |23

and that is the relationship between pay and - -

. performance. Performance is measured in - -
: terms of stockholder retuin. It is sharehiolder -

value in most people’s cyes that measures:
performance. Past studies that attempted to
measure ‘pay-performance sensitivity have

- ‘used data that did not include stock options, . . '

since these data were not available in proxy °

- statements until 1992. Since we are ableto. |
‘include stock options in our ana]ysts itismot o}
- surprising that we geta stroncer relatlonship :

Qur estimate of the pay- performance’

_sen51t1v1ty of total managerial compensationi | .
with respect to shareholder value js about 0.4, ]

"This measure implies that on average CEO -
total compensation mcreases by 4 percent for

a 10 percent increase in shareho}der valug. |

This striking 1mpact of mcludlng stock .
based .compensation _on. pay _performanc_:e-; )
sensitivity is related to the overall importance -

‘of stock-based: components in’ top-. -
- management compensatton In our samplé, |
the non-cash’ compOnent of mcentwe”-f'
"‘:ompensat:on—such as ‘stock .options :and " ‘|-
- restricted stocks—ison average twiceaslarge |

as the cash bonus, even for small firms. In
fact, the sample mean value of the 'stock:

options granted in 1993 are 90 percent of the - s

mean salary

RESUL'I‘S S
“The first stnkmg result is the Impact of -
the share holdings of the compensatlon

*‘committee. The estimates show a negative . - -
. relationship between the fraction of the equity. '

held by the compensation comemittee and the -

- level of CEO compensation. In other words,

theresults of the experiment descrlbed earlier
are confirmed by the statistical tests on the | -
data of our large sample. The higher'the .|~

About the Ser;es S '

"“The Alex G. McKerma Economzc Educanon'_:' ol
Series is presenited by the Center for - :

. Ecohomic and Policy Education at Saint’
" Vincent College. These periodic lectures

are open to the general public and their: .

- -purpose is to explore the role of free
. markets in solving many of the social .
problems confronting the United States and "

the world today. Dr. Gary M. Quinlivan,

: profe.ssor of economics at Saint Vmcenl

directs the senes

" The Alex G. McKenna Economtc Educanon j

‘Series is made possible by grants from the
Alex C. Walker F cundation, Massey - -

Charitable Trust Conimtittee, and the Phtl:p ) o

M McKenna Found’arzon, Inc




1993 CEO COMPENSATIOI;I AND STOCK HOLDINGS BY FIRM SIZE DIVISIONS

Table 2

‘fraction of the ﬁrm 8 equ:ty held by the

S e Do]]ar valucs rounded up to the nearest hundred dollars : : ORI )
B b Opuon values are bascd on the Black- Scholes ([973) method ad_[usted for eaﬂy exermse Llsmg the algomhm by Hemmer Matsunaga and Shevlm (1994)

g compensat:cm comrmittee, the lower the level.

of CEO compensanon Share holdings of
N ms:ders other than the CEO also exert a
_ downward pressure on total CEO

2 compensauon but not nearly as strong as the |

*: pressure..from. compensation committee
" holdings, -
='compensat10n 1s strongly positive for total
S compensauon In other words, the CEO is

Second, the relation of risk-and | :

~ base’

Equity - Comp | | comn
Sl L ST . based . CEOQO "} ‘Cbmm- Insider as% '
. Total "Base. | * -Mean | compen- | . Total Stock § - ittee's . Stock BRI '.of_tc?t_a}" -
Assets” | Salary | . Bonus | - sation ~|Compensation | Holding § Holding Holdmg ‘i%‘:g .
(bmil) - ® $ (9 S® s C® . ® gy
1R - 01260 01 169,700 | 33,700 220,200 | . 465,100 | 1145 883 2738 | . 217
S20g 2620 | (191,900 . 44,900 | 154,700 | 405,200 1257 & 612 127390 133
3.9 4550 10227000 | 46200 |- 199,900 | 488300 | 1069 § - 679 - | 24020 [ 123 -
4§ 705 | 236800 | 87400 | 142300 | 439,500, [ 1070 500 [ 2070 ovicsg
S5O0 11840 10284700 | 1256007 [ 230,700 | 675200 | 987 f v s | o2m17 ) - 86
6.8 2008 | 318900 | '123,200. | 370,700 | 845500 | - 9.78 333 . 1889 1756
ST 03534 1 358,800 | 168,700 | - 501,900 | 1,106,600 7.11 3.73" 1549 a2
8 675.0° .| 442,900 | 269900 | 335500 | 1136800 | - 592 q 420, | 1520 | 350
9 ¥ L7675 507,100 .| 310,900 447900 | 1554300 | 333 253 1004 | as
10 145870 | 632 500'; 497,800 775400 | 2:200,600 | o222 134 6,4_4 S a0

rewarded for taking risks. The greater the
variation in stock ‘price, the measure of risk

~used, the larger the total compensanon of the * -
CEQ, Puttitig it another way, itis necessaryto. ..

offer hlgher total compensation to a CEQ that
ismanaginga ﬁrm with great volatility than to

one ‘managing & firm in a fairly stable
environment,” Third, the estimates for tenure

" suggest that, as the CEO’s tenure increases, -

' (other. -

:.sa]ary' and 'perqu_i'sitels_

{ on equity,:

: ‘compensat;on) increase: but’ thc cqulty,;"; _
- component does not. Flrmsarchkelytooffer A
smaller equlty based mcennvcs as: tenure'= o

increases. ~ o
Our’ ob]ectlvc is to estlmate CEO]’”

‘compensanon byutillzmgstandardstanst:cal o

techniques of regression analysm, with the -
following " explanatory .. “variables:
compensation, firm size, stock retum, return
CEQ’s

risk, growth opportunity, CEQ tenure, and:

CEO age. Most of these variables have been o
" mentioned, but it will be useful to descr;be Ly
how someof these willbe measured, Sizé will "
- be measured in terms of net total assets.. The ' |
* stock return will'be measured in terms of the -

- capital gain, plus dividends forthe year, Retomn
on Equity (ROE) will be computed by dividing
net income for the year by the book value of
theequity. Al of the stock holdings—CEQ’s,

compensation comimittée’s, insiders’ —:'wiil'='_
... 'be measured as:a percentage of
"ontstandmg shares, The measurement of risk |
. s difficult.. Wetakctheamountofvanatmnf :
" in the returns on stock over the previous sixty 7]
Tn other words, the greater-the |
_variation, the. greater the risk. Growth R

months.

opportunity. is also a little. more difficult to

- measure, We use the total matket value, total |

shares ‘outstanding ‘multiplied by the -price’

plus the book value of debt, divided by the: |.
book value of the company The higher the .-
- ratio, the greatems the growth potenual of the .

. firm. ‘The tenure'and | agé are clear.
In the case of opportumues and risk, ©
compensauon__has apositive r@Ianqnsh:p The

©_gredter the risk, the higher the compensation’ " |- -

~Tot.

stock’ holdmgs - :
'compensatxoncomnuttee sstockholdmg, fim: -

total |




L ”'greater the cornpensatlon » AS :
/i -tenure -increases, base salary. and perqulsltes 1

" -andthe "gi'eater the "grOth'r'oppertunit'ies, the .

~(other compensation) ar¢ likely to increase but -

b not the’ equlty incentive .components. Instead

firms are likely to award smaller-equity-based - -

| incentivesas tenure increases. The age variable |

actsin much the same way. The interpretation
of the effects of age needs some cautionbecause ™ -
) of the close correlation between age and tenure. -

CONCLUSIONS
~ 'We can row step back and assess these.

compensatron committees in & number ofx'
o dlﬂ"erent mdustnes—from investment bankmg B
- firms tosteel products—and 1 think Iunderstand
- the compensatlon setting process There is no :
_question in my mind that compensation and

‘ relationship is notasrmple oneinthe sense that
_thc compensation ‘gach year is. set by the -
N performance ofthe previous year. Whena CEO
. has.performed well for.a number of years, a°’
' 'stock ‘of goodwill is ‘buill. A" compensation

i:.:'hn_nte,d_ degree, but. that relationship ‘is also -
- usually based :in ‘quality -performance. It is ..
difficult for a poor €EO to maintain, for any -

_length’ of time, a: close relanonsh]p wrth the -~ ‘
’ compenksatxo_n‘cqmmnteememb_ers_orthebpard‘ 1

_in general. Each. board member realizes that .
~ ultimately he or she is personally responsible
- for decisions that affect the profit of the firm. '
Lawsuits .against directors have become .

| comimon when afirm failsor performsbadly for *'|

“a period. Fnendshlp and perks g0 out the- -

< owindow when one’s repurat:on_and Tésources

-are at stake., Much of the controversy that has
-| . . been’stirred up.over CEO compensation has

the CEQ’s |

:been strmu]ated by stock optrons, parncularly
~ when a CEO exercises some optmns thathe or.
she may have held for a number years. Thenet
" ‘amount is treated by the press.as compensatlon

for the year and can be an astronomical number -
for an annual income. What is overlooked is*

. that funds should be averaged over the years
" held and not treated as theyear s income: fthe
"company has’had a bad year, then the argument
" that compensatlon doesnotrelateto performance .

becomes a media scandal. -Also overIooked is -
- that the only way the: CEO can benefit from
. i : stock options is by enriching the stock holders
-1 results. I'have been on at least ten different - |

So my. overall view is that there may be poor

- ?Judgments made by sorne compensatron
committees; but in general, Ihe systemishealthy .

" and performance and compensation are closely
- telated. The' stansncal tests I have descrrbed
L certalnly bear out rny expenence

- performance are: highly. correlated. ‘The | . : e Sl
0 *The research for this talk relies on research

that has been done by my colleagues Sok-Hyon

- Kang,meaeKlm, Praveen Kumar (now at the
- University of Houston), Anish Shah (Bam & -

_ ~Co) and Shyam Sunder

.|~ committee is unlikely to penalize a CEO that e .

:[i has done we!l over 2 a flve-year penod for one O
"+ bad ryear.. i

- personal re]atronshrp affects compensauon tod |
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