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Giving boards new
tools to construct more
effective executive

compensation

by Donald P. Delves
Principal, The Delves Group

At atime when boards are increasingly concerned about
doing a more effective job of governance, directors are
realizing that perhaps the most powerful tool at their dis-
posal is executive compensation. Indeed, nothing affects a
company—influencing everything from the priorities that
are set and the risks that are taken to the corporate culture
itself—as much as compensation.

Mostboards, driven either by a desire for positive change
or by legislative mandate, are taking more responsibility for
their duties as stewards in the realm of executive pay and
performance. Another impetus for change is the proposed
new accounting rules that will require an expense for
executive stock options. As a result, many companies are
backing away from option grants. At the same time, the
decline of the stock market over the past few years has
tarnished the appeal of these derivative securities in the eyes
of many executives. Clearly, a door of opportunity has been
opened for companies and their boards to explore new and
better ways of designing and implementing executive com-
pensation.

To be the most effective, directors need to be equipped
with new techniques, methods and metrics to take on this
complex job. This requires boards to break the patterns of
the past, in which the governance process often involved
little more than reviewing and approving management’s
compensation recommendations and the competitive analy-
sis provided by consultants hired by management.

While the design, structure and administration of com-

pensation programs are still the purview of management
and the chief executive, boards are beginning to define
their role more clearly and undertake more comprehensive
oversight and review of compensation. This means that
boards are making sure that shareholders are getting what
they are paying for and reaping a good return on their
investment in management.

Board responsibility

Board members who need further convincing of their
changing role in compensation might consider the recent
controversy at the New York Stock Exchange, which
sparked the resignation of Richard A. Grasso as chairman
and chief executive officer. Grasso, who was to receive
$139.5 million in deferred pay and retirement benefits
accumulated over 36 years of service, had been widely
praised for his accomplishments and leadership. In this
case, the individual receiving the pay package, rather than
the individuals who gave it to him, drew the initial volleys
in the fire of public criticism. Thus, we have the bizarre
conundrum in which Grasso had to step down because the
board thought so highly of him that they paid him ex-
tremely well. Despite Mr. Grasso’s punishment for
accepting the NYSE board’s largesse, it is that board that
was in the sharp and critical eye of public scrutiny and
has been disbanded by interim NYSE CEO John Reed.

The Grasso incident begs the question: How much
responsibility for the pay package rests with the board? I
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tion. Virtually all infor-
mation on executive
compensation  was
spoon-fed to boards by
management and by consultants hired and paid by manage-
ment. The fact that many of these same consultants also
hold lucrative consulting contracts with management for
other services, raises the issue of how “independent” the
opinions of these advisors really are when it comes to
appropriate compensation levels. This long-entrenched pat-
tern is slowly beginning to change. Boards are acting more
independently, asking tougher questions and even hiring
their own consultants and advisors. What’s needed now is
a prescription for how boards can do a far better job of
governance with respect to executive compensation.

Breaking the tyranny of the median

One of the most widely used tools in executive compen-
sation assessment is the competitive compensation survey.
The surveys report statistics from several hundred other
companies on how much each pays its executives. The
median pay level for a particular position is then cited as the
competitive market level for that job. Most companies
naturally want to pay at the median or above it. The
problem, however, is that by definition half the companies
in the group are going to be below the median and half will
be above. This creates a leapfrogging effect that continu-
ously raises the median.

When it comes to evaluating compensation packages,
boards do not have to abandon what they’ve done well.
There is no reason to stop doing a thorough job of competi-
tive analysis. But it should be part of a broader study of
executive pay that also takes other comparative and com-
petitive factors into consideration. Itis critical for boards to
examine the performance of the companies they serve
relative both to the market as a whole and to select groups
of peer firms. Boards have to be willing to pay below the
median for below-median performance. This means that
half of all companies will pay less than the median if their
performance is below the median. This does not require a
vast degree of sophistication and measurement, just
discipline, acknowledgement of the truth and a willingness
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to do what is fair and rational.

One of first steps in changing the way compensation is
viewed and analyzed is to take a longer-term perspective.
Compensation is not an annual event, particularly when it
comes to long-term or equity-based incentives like stock
options or restricted stock. Recognizing this, some boards
are beginning to change the status quo of executive pay by:

» Taking a multi-year perspective of at least three to five
years. For option grants the perspective is even longer—
five to ten years.

* Considering how many options were granted over a five-
to ten-year period. How many were exercised and how
many are still outstanding? When options were exercised,
how many shares were retained and how many were sold?
How much money was made on the stock transactions?

* Determining the size and shape of each executive’s equity
interest in the company. How many shares of stock and
options does each hold, and to what degree are the
outstanding options in or out of the money? What is each
executive’s “wealth sensitivity” to changes in the
company’s stock price? If the stock price goes up by ten
percent, how much does each executive’s wealth change?
This wealth effect may have a far greater motivational
impact on the executive than annual salary and bonus.
Also, if an executive’s wealth sensitivity is significant
enough, he or she may not need any additional stock
option or restricted stock grants regardless of what the
competitive data indicates.

* Comparing compensation over a specific time period
with performance using a variety of measures such as
change in profit and revenue, return on invested capital,
and some measure of economic value added (EVA). How
sensitive has total compensation been to changes in per-
formance? How sensitive is compensation likely to be in
the future to changes in performance? Is this relationship
balanced, appropriate and effective?

Return on management

The Holy Grail of executive compensation is to develop
adefinitive answer to the question of How much pay for how
much performance. For decades we satisfied ourselves by
saying whatis important is zow executives are paid, not how
much. That rationalization no longer suffices, and boards
are beginning to demand an answer to the question how
much. This elusive prize can be attained.

The first step is to calculate the total cost of management,
moving away from looking at compensation exclusively on
a position-by-position basis. The issue is what is the total
cost of managing the company.
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The second step is to compare that total cost of manage-
ment to performance. What tangible results and improve-
ments in performance have been delivered in return for
shareholders’ investment in management? This allows us
to calculate a return on management. For example:

* How does the increase in earnings compare to the total
cost of management over the last three years?

¢ Or, how much economic value has been added relative to
the total cost of management over a similar time period?

The third step is to compare the return on management to
that of other companies, including peer companies and to
the market as a whole. If we can develop standards and
ranges for return on management, which will likely vary by
industry and type of company, we will begin to grasp the
heretofore elusive but profound issue of how much execu-
tives should be paid.

New tools for board members

With this fresh perspective on executive pay and the
return on management, boards can begin to look more
closely at how compensation packages are structured. Spe-
cifically, how can equity incentives—in addition to cash
compensation—be used to make pay more reflective of and
responsive to performance? With equity incentives, execu-
tives are given the opportunity to be rewarded and rewarded
richly when performance criteria are met or exceeded. By
the same token, when the criteria are not met, there would
be a significant downside consequence as well.

Here are some of the ways that equity incentives can be
used to make pay more performance-based:

* Grant options or restricted stock based on performance.
The better the performance, the more options/restricted
shares granted; the lower the performance, the fewer
granted.

* Grant restricted stock or options that vest based upon
performance. Rather than having time be the only vari-
able, specific performance criteria would have to be met
in order for the restricted stock and/or options to vest.

* Accelerate vesting of options or restricted stock based on
performance. If certain earnings or other financial targets
are met, vesting is accomplished sooner, such as after
three years instead of five or seven.

 Utilize indexed or variable-priced options. The exercise
price of the options moves up and down along with the
stock market or another benchmark. If the benchmark
rose by ten percent, the exercise price of the option would
also increase by ten percent. Similarly, if the benchmark
fell by ten percent, the exercise price of the option would

also fall by ten per-
cent. Another alter-
native is to have the
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stock performance
that mustbe exceeded
before the options
have any value. A
third alternative is to grant options at premium prices,
with exercise prices fixed at intervals above the current
stock price.

e Establish required holding periods for stock once the
options are exercised. Requiring executives to hold a
portion of their stock once the options are exercised will
help to align their interests more closely with those of
shareholders and eliminate the temptation to “pump and
dump”—getting the stock price up temporarily in order to
exercise options, sell shares and reap the windfall.

Board members would also be well advised to reconsider
and/or enforce stock ownership requirements for execu-
tives. While incentives such as options and restricted stock
help induce executives to think and act like owners, there’s
nothing like real “skin in the game” through significant
outright stock ownership to align executives squarely with
shareholders.

Golden parachutes and stealth compensation

In addition to addressing more direct forms of
compensation—base salary, bonus and long-term incen-
tives—boards in the US and Europe are receiving very
strong messages from shareholders concerning excessive
severance packages and other forms of what I call stealth
compensation. I call it stealth compensation because it is
not fully and regularly disclosed in proxy statements or
annual reports. This allows these compensation elements to
fly under the radar until an event triggers their disclosure,
exploding the details of these excessive packages onto the
front page.

Now at least one element of stealth compensation—the
golden parachute—is hitting shareholders’ radar screens.
According to the Investor Responsibility Research Center
(IRRC), a total of 322 resolutions on executive compensa-
tion were presented by shareholders for the 2003 season, up
200 percent from 106 for all of 2002. Many of the proposals
seek to limit excessive severance packages, often called






