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A call to action for corporate boards and compensation committees.

Without question, the past two years
have been rough. Few remain untouched
by the ripple effect emanating from a
wave of accounting scandals, bankrupt-
cies, and sliding stocks. In search of
answers, however, one may well ask
whether today’s problems can simply be
pinned on a few bad apples in the bar-
rel—or to the fact that the barrel itself
suffers from systemic flaws and struc-
tural deficiencies?

Rise of Options

Let’slook at the facts. Throughout cor-
porate America, the compensation sys-
tems we have widely adopted for our
executive teams and other employees
have become increasingly lopsided and
overly dependent upon generous stock
option grants.

Over thelast 10 years, option grantsto
CEOs and other executives have more
than quadrupled, according to our
research. Many companies are granting
15 percent to 20 percent of their out-
standing stock in options (up from 3 per-
cent to 5 percent 10 years ago).

Thisastounding increase was driven by
an explosion in the stock market, a short-
age of management talent, and by the
belief that optionswould lead executives
to think and act like shareholders, mak-
ing decisionsthat werein their best inter-
ests. Compensation expertsand directors

thought that if afew options were good,
then vast quantities must be even better.
We were wrong. Instead of giving man-
agement anincentiveto think and act like
sharehol ders, we gave them an incentive
to think and act like option holders—a
much higher risk and shorter-term per-
spective.

As the size and scope of option plans
grew over the past decade, a number of
serious repercussions became readily
apparent. The options granted were
rarely tied to performance goals and sel-
dom evaluated by the board for either
their true cost or the return on investment
they may or may not generate for the
company and its shareholders.

In addition, it seemsthat holding avast
number of stock options led many exec-
utives into extremely risky strategies.
Contrary to our hopes that CEOs would
think and act like shareholders, they
instead behaved like option holders—
often highly motivated to make rash

decisions that might spur a quick rise
in the stock price. With a vast sum of
optionsin hand, even asmall elevation
in price could pay off handsomely.

But with the fallout from such actions
becoming clearer every day, it may
finally be time to rebuild the compen-
sation barrel and give all of the presid-
ing “apples’ afighting chanceto do the
right thing—for employees, sharehold-
ers, and the business in general.

Conference Findings

To address these and other important
issues surrounding stock option plans,
the International Accounting Standards
Board (IASB) and my company recently
co-sponsored agroundbreaking confer-
ence in New York focused on “Solving
the Stock Option Problem: Not Whether,
But How.”

Participantsin the conferenceincluded
many highly respected thought leaders,
including Financial Accounting Stan-
dards Board Chairman Bob Herz, share-
holder value advocate Joel Stern, Nobel
Laureate Myron Scholes (co-originator
of the Black-Scholes Option Pricing
Model), and Phillip Ameen, Controller
of General Electric and aleading mem-
ber of the Financial ExecutivesIngtitute.

Some key ideas and proposals from
the conference are summarized below:

» Options can be greatly improved as
an incentive for executives or employ-
ees if they have specific performance
features and/or are combined with stock
ownership.

» Creating an expense for options
should increase creativity in corporate
incentive programs, but will likely
decrease their use as an incentive for
rank and file employeeswho havelittle,
if any, direct impact on share price.
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A recent conference explored the downside of
options and urged solutions. Responding to the problem
requires directors who ask the right questions about
costs and results, and pay packages that provide the
right incentives, tying options to performance goals,
and adding performance-based restricted stock and
stock to the package. »
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» An expense for options should be
based on the fair value of the option at
the date it is granted. Option pricing
models such as Black-Scholes and bino-
mial are acceptable methods to deter-
mine this expense.

» Start-up and private companies
should not be immune from expensing
options, athough an alowance may be
made to account for their lack of mar-
ketahility.

Within afew days after the conference
concluded, thel ASB metin London and
made the unanimous decision to move
ahead with arecommendation to expense
options. The Financial Accounting Stan-
dards Board (FASB), which determines
standards for all publicly traded U.S.
companies, is considering asimilar rec-
ommendation and will likely follow the
lead of the IASB.

Though many pockets of dispute
remain, the pendulum now appearsto be
swinging in favor of expensing options.
In recent weeks, a number of notable
companies have adopted this position,
including Coca Cola, General Motors,
Bank of America, and General Electric.
By mid-September 2002, more than 100
companies had elected to take the
expense. (See box on p. 13.)

Many companies are not only taking
this opportunity to revamp their account-
ing practices, but they are also taking a
closer look at their corporate governance
policies. Making the connection between
corporate responsibility and executive
compensation, the GE board announced
their decision to expense options in a
press release issued on July 31st and
stated, “The company’s board of direc-
tors has approved actions that enhance
governance and financia disclosure, and
further align senior management’s per-
sonal interests with the long-term inter-
ests of shareowners.”

The Problem Defined

The problem with most stock option
plans is that they are not linked to per-
formance goals or corporate objectives.
Most plans reward stock price growth,
but they reward absolute rather than rel-
ative performance—providing (through
sheer size of the number of options) big
rewards for any price improvement, no

matter how small. (Of course, options
also provide even larger gainsfor higher
stock price growth, which iswhat agood
incentive is supposed to do.)

Historically, there has been minimal
discussion at the board level about how
to make such option plans healthier and
more performance-oriented. This short-
coming stemsless from negligence than
from afailure of the system. The mis-
alignment between option grants and
actua performanceisaquandary that has
actually been encouraged by today’stan-
gled web of accounting rules and by the
very nature of this unmeasured, imbal-
anced, and overused incentive.

The True Cost of Options

The accounting expense for optionsis
only the tip of the iceberg. For starters,
the expense that most companies are
adopting, and that is recommended by
both the IASB and FASB, is the “fair
value” of the option at the date it is
granted. While this makes sense for
accounting purposes, it is by no means
the total cost of a stock option. The real
economic cost of an option to share-
holders is the total spread between the
exercise price and the market price on the
date it is exercised. This is critical
because the board must be responsible

The expense that most
companies are adopting is
the “ fair value’ of the
option at the date it is
granted. While this makes
sense for accounting
purposes, it is by no means
the total cost of a stock
option.

for monitoring the total cost of options
to shareholders.

Boards felt they were doing the right
thing by authorizing enough option
sharesto keep pay packages competitive
and allow companies to attract, retain,
and motivate the best executive talent
available. Their questions of managers
and consultants focused on making sure
their company’s practices were within
competitive norms.

But benchmarking is not enough. With
option grants escalating at alarming rates,
boards need to ask more insightful ques-
tions. They should ask, “What isthetrue
total cost of our stock option and execu-
tive compensation package?” (See“ True
Cost” box below.)

TRUE COST

r example, if an option is granted with an exercise price of $10 and a
vesting period of five yearswhen the market priceisalso $10, the “fair
value” will be between $3 and $5 for most companies (using the Black-

Scholes or another option pricing model). Likely accounting ruleswill require
this fixed expense to be amortized over the option’s vesting period—con-
trasting sharply with the true cost to sharehol ders.

If, in five years, the company’s stock is trading for $50, and the executive
exercises the option, he has purchased a $50 stock for $10—a $40 benefit to
the executive and a $40 cost to the shareholders. (Tax law recognizesthisas
the actual cost and requires the executive to record $40 of taxable income,
and the company to record a$40 deductible expense as of the date the option
isexercised.)

The company sold a share of stock for $10 that it could have sold in the
market for $50, and must now produce returns on a $50 stock for which it
only has $10to invest (plusthe benefit of a$40 tax deduction from the option
EXercise).

Someone hasto be responsible for this $40 cost, and for ensuring the com-
pany and shareholders see areturn on thisinvestment. If the company isonly
taking a$5 expense, then the board must see that the rest of the cost istracked,
accounted for, and that the executives receiving this benefit are returning at
least that much to shareholders in improved performance. » pon Delves
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How much is the total
executive pay package for
all executivesasa
percentage of net profits?

Directors should not simply settle for
the cost of thisyear’s grants, but for the
total cost of the entire package over a
three-to-five-year time horizon. Fur-
thermore, the cost should include not
only the Black-Scholes value of the
options at the date they are granted, but
the total amount of wealth transferred
from shareholdersto executives, and the
total that could be transferred in the
future as the result of option and other
plans.

Once sdtisfied asto the true cost, direc-
tors should then ask, “What return are
we getting on this investment for the
company and shareholders?’ The answer
should not bein terms of increased stock
price, since management cannot fully
take credit for what the market does, but
should relate to improved financial per-
formance and achievement of strategic
objectives.

If these questions are asked and
answered, with management actively
engaged in the discussion, corporate gov-

ernance and executive pay will become
much healthier and more accountable
than it is today.

Compensation and
Risk Management

Executive compensation should be
considered as part of a company’s risk
management program. How incentives
are structured has adirect impact on the
level of risk an executive is willing to
take, and consequently, on the overall
risk profile of the company.

An executive whose incentives are
based on achieving specific long-term
financial results may make decisions
very different from those of an executive
who can reap substantial rewards if the
stock price temporarily rises by a few
dollars.

In the first case, the executive has a
stake in long-term company perfor-
mance, and will not make decisions that
could put that performance at risk. Inthe
latter case, the executive has no such
restraints on hisor her behavior. Indeed,
the option may reward highly risky deci-
sions in which the company, not the
executive, bearstherisk.

Fortunately, the solution is not com-
plicated.

Per for mance-
Based
Options

Stock
Options

REBALANCING THE PAY SCALES

Options Only

Multiple I ncentives

Per for mance-
Based
Restricted
Stock

Stock
Owner ship

Solutions

What can the board do to rectify this
situation? Plenty. There are three main
things acorporate board member can and
should do:

» Reconsider and re-think the total
executive compensation package. Once
we have an expensefor options, and they
lose their specia “free” status, the door
will be open to more effective incentive
plans.

» Start asking more probing questions
about how much CEOs and other exec-
utives should be paid. Management,
boards, and their consultants have con-
tented themselves for too long with
“competitive data,” basing their decisions
amost solely on what other companies
do. Boards must demand more thought-
ful and rigorous analysis demonstrating
the value generated by executives, and
the return on the amounts they are paid.

» Ask tough questions about the true,
total cost of stock options and the rest of
the executive compensation package, and
what return the shareholders are receiv-
ing for that investment—and get answers.

We need to create pay plans that com-
bine incentivesin away that:

» causes executivesto pursue goasthat
are in the long-term best interests of the
company and its shareholders, and

» gives the board a way to ensure that
pay is being delivered in exchange for
specific performance, with ademonstra-
ble and measurable return on the total
cost of executive compensation.

This can be accomplished by aug-
menting performance-based incentives
with stock ownership. For example,
instead of 100 percent plain-vanilla
options (exercise price equal to market
price at date of grant), a company may
grant a combination of performance-
based options and a performance-based
cash incentive plan.

Performance-based options. Two
methods for making options more per-
formance-based are:

» performance-vesting options—op-
tions do not vest and become exercis-
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able until specific long-term financia
targets have been achieved, and

» accelerated exercise price options—
options with an exercise price that
increases over time—either with the
stock market, or at some rate of interest
(liketherisk freerate or the cost of cap-
itd). Thisrequiresthat the company earn
aminimum return for investors before
options pay off.

Another way to help balance a com-
pany’sincentiverisk profileistorequire
that executiveshold all or aportion of the
shares acquired from exercising their
options. If executives cannot easily cash
out their option positions and have to
hold the stock they acquire, they will
have alonger-term risk orientation than
with traditional options.

Performance-based cash incentive.
Thistype of plan is nothing new, but has
long taken a back seat to options except
at privately owned companies. Thisis
basically along-term bonusthat pays out
arange of awards for achieving a range
of specific financial (or non-financial)
goasover athree-to-four-year period. It
can pay out in cash or stock. The pointis
that it requires management to set and
quantify specific long-range goals, and
be held accountabl e to them by the board.
It sounds simple, but many companies
have avoided such simplicity in favor of
the illusive magic of stock options.

Pay Levels

Many consultants will say it isnot a
question of “how much” but “how” exec-
utives are paid that matters—but there
must be more deliberative thought
around this aspect. Merely looking at
competitive datato gauge executive pay
only exacerbates the problem. Sincevir-
tually all companies want to pay at the
median or better, the bottom half are con-
tinually leapfrogging to the middle, or to
the upper half, without really looking at
relative performance.

Relative pay levels should be based on
relative performance. If performance is
at the 25th percentile, then pay should be
aswell, and vice versa. To their credit, a
number of companies make this calcu-
lation and follow it. However, they tend
to be above-median performers.

In addition to looking at relative per-
formance, boards should also establish
standards for the total cost of executive
pay relative to the company’s financial
performance. How much is the total
executive pay packagefor all executives
as a percentage of net profits?

Thisisnot adifficult question. For the
answer to be meaningful, though, we
need abasisfor comparison—some way
of establishing anorm. We can begin by
making comparisonsto other companies,
by establishing norms in various indus-
tries, or for different stages in a com-
pany’s evolution.

Whilethereisnoidea databasefor this
information today, we would have one
quickly if boards began asking for the
information. The calculations are not dif-
ficult. Someone just needs to start mak-
ing them.

Lastly, the notion of optimal relative
pay levels within a company has been
around for along time. Originaly attrib-
uted to Plato, the concept of anideal mul-
tiple of CEO pay to that of the average or
lowest paid worker may have some merit.
Whileit sounds socialistic and un-Amer-
ican, it may be a good measure of the
overal health of acompany, and of how
well a company spreads responsibility
and accountability throughout the orga-
nization. Again, we do not know if wedo
not make the calculations—and the cal-
culations will not get made unless board
members start asking for them.

Needed:
Better Data and Analysis

This point cannot be over-emphasi zed:
The executive compensation field is
sorely lacking in sophisticated study and
anaysis.

Companies and universities spend far
more money developing new products,
technol ogies, and computer systemsthan
in figuring out how to reward and moti-
vate their leaders. In fact, significantly
more attention is given to the science of
getting more production from factory
workers than getting more from corpo-
rate executives.

The vast majority of analyses com-
missioned from consulting firms are tra-
ditional competitive pay studies per-
formed the same way for the last

30 years. Universities and business
schools have not brought their resources
to bear either, and there is no separate
discipline dedicated to studying this sub-
ject. It fals in the cracks between
finance, accounting, and corporate gov-
ernance, touched by all, but fully
addressed by none. Again, this would
change if boards started demanding in-
depth, critical analysis and creative
thinking on executive pay.

How we evaluate, motivate, and pay the
leaders of our country’sbusinessesisone
of the most important issuesin our econ-
omy. It isan arearequiring our best and
brightest mindsto examinetheissue and
propose new solutions. And it is Amer-
ica's board members that will drive the
inquiry by asking tough, penetrating
questions and demanding thoughtful,
well-researched, cutting-edge answers. »

Don Delves, CPA, MBA, is the president
of the The Delves Group, a consulting firm
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effectiveness and performance of their
people by assessing and redesigning the
way they are organized, directed, and
rewarded. He has over 20 years of con-
sulting experience advising management
and boards on compensation, perfor-
mance measurement, and val ue creation.
Hewas recently commissioned to writea
book on this subject by McGraw-Hill. He
ison the board of theWright Institute and
is the president of the Chicago Compen-
sation Association. He can bereached at
ddelves@del vesgroup.com.

TRACKING A
CORPORATE TREND

By mid-September 2002, more than
100 companies had adopted the posi-
tion of expensing options. Following is
apartial list of companies:

Amazon.com General Motors
American Express Goldman Sachs
Bank of America J.P. Morgan
Bank One Chase & Co.
Citigroup Inc. Merrill Lynch
Coca Cola MetLife Inc.
Computer Morgan Stanley
Associates Wal-Mart
General Electric ~ Washington Post
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