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Abstract

This paper was written as a response to the “The Kay Review of UK Equity
Markets and Long-Term Decision Making”. First, we utilise a career perspective
to outline the apparent disconnect between executive directors’ pay and company
performance. Second, we explain why this disconnect emerges despite the fact
that current contracts specify a very high proportion of ‘at-risk’ remuneration
for directors in the form of bonuses, share options and long-term equity-based
incentives. Last, we propose two items for reform that we believe will improve
long-term decision making in the boardroom: a) that companies report the total
remuneration realised to date by each director, juxtaposed against the change
in shareholder wealth over the same period; and b) that at-risk remuneration is
delivered through the vehicle of “career shares” which vest on, or after, the date
that a director exits the company.
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1 The Problem

1. Currently there’s a disconnect between career pay and performance. While the pub-
lic in general and business analysts in particular express concern regarding the level of
executive remuneration in Britain’s boardrooms, it is this apparent disconnect between
company performance delivered and remuneration received that provokes most concern

regarding the effective long-term outlook of executive directors !.

2. Table 1 illustrates just why some concern might well be justified. Using all executive
director careers starting and ending in the FTSE350 between 1996 and 2008, the top
panel reports the distribution of total remuneration realised over these careers (in £m)
- both through direct cash payments and gains realised on equity-linked long term in-
centives (options etc.). Individuals are grouped according to whether the shareholders
were better off (value creators) or worse off (value destroyers) at the end of the career
period in question. It can be seen that the upper quartile of value destroyers receive a
reward at least as great as the typical (median) value creating executive (£2.4m versus
£2.1m). 1% of directors in our sample (21 directors) left their companies in a worse
state than when they started and yet took home in excess of £14.6m each. The lower
panel in Table 1 presents the pay-performance sensitivity that is estimated both across
the whole sample and separately by value creators and value destroyers. Higher esti-
mates describe a stronger link between directors’ pay and company performance. The
difference in treatment between the two categories is again clear, with the value-creators
being subject to a pay-performance elasticity of 0.182 compared with the much lower

sensitivity of 0.048 for the value destroyers.

3. The benefit of adopting a career perspective can be seen by contrasting these elastic-

IThis is a footnote.



ities with those presented in the final part of the Table which result from a year-on-year
approach. Here the estimated pay-performance sensitivity appears as 0.143 (versus
0.069 in the career estimates). The difference is almost entirely due to the annual
estimates allowing under-performers to appear more reasonable than they might, as
occasional less bad years offset poor years. Thus, for value creators it is 0.187 (versus

0.182), as opposed to 0.0928 (versus 0.0484) for value destroyers.

4. It is also known that there is a clear disconnect at the market level. The BIS (2011a)
report, “Executive Remuneration”, highlights the disconnect by comparing the mean
total CEO pay in the FTSE 100 versus the annual variation in the FTSE 100 perfor-

mance index over last 10 years (BIS, 2011, Fig 3, p11).

5. Yet there is ample evidence that contracts have a very high proportion of at-risk or
performance-dependent pay (see Fig 2, p9 in the BIS paper). Indeed, qualitative stud-
ies of the decision processes within remuneration committees generally paint a picture
of well intentioned independent directors striving to craft remuneration arrangements
that are both competitive in the executive market place and stretching in terms of per-

formance linkages, e.g., Main et al. (2008), Main (2011), Main et al. (2011).

6. So where does the relationship break down? It could be that there is indeed a strong
linkage between performance and remuneration, but that commentators observe and
compare the outcomes in a way that masks this relationship. For example, when pay is
observed in a particular year but the total remuneration realised in that year pertains
to performance over not only the current year but also (thanks to long-term incentives)
to performance over the past three years. Similarly, total remuneration awarded is,

in part, contingent on performance over the coming three years. However, the career



perspective analysis described above avoids such timing pitfalls and, nevertheless, con-
tinues to reveal a major disconnect. The reason we believe, lies in long term incentives

belying their name and not, in fact, being sufficiently long term.

2 The Reason

1. The histogram below uses data on FTSE 350 executive careers starting and ending
between 1995 and 2008. It contrasts the distribution of total remuneration enjoyed over
each of these careers (in 2008£m) with the performance of each executive’s respective
company measured over the same period (measured as total shareholder return). There
is an unambiguous “heads-I-win” and “tails-you-lose” aspect (Sanders, 2001) about
these results. Pay is right skewed - at worst, the career is brief and only moderately
rewarding, but at best it can be long and richly rewarding. Shareholder returns over
these same careers, on the other hand, are markedly more symmetric - while sharehold-

ers can gain much, they also stand to lose it all, with past gains being easily swept away.

2. The emphasis over recent years on designing executive remuneration arrangements
that are characterised by high pay-performance-sensitivity (PPS) serves to skew pay
further to the right. This has enhanced the potential for a big disconnect between an
executive director’s experience over his or her career and the long-term outcome for
the shareholder. An argument could be made that in extreme circumstances the PPS
aspect as currently implemented further increases the left skew in shareholder returns

by encouraging CEOs to “bet the house” (Bebchuk and Spamann, 2010).

3. Hitherto, most research in this area has been structured around the connection



between the expected value of the observed annual award of executive pay and the
performance of the company in that year or in the previous year. While expected value
has the advantage of being forward looking, hence relevant for decision making, its
calculation on an annual basis can hide the career pay-performance sensitivity (or lack
thereof) - so-called long term incentives notwithstanding. Just one terrible year can
destroy the pay-performance sensitivity link on a career basis. In the Figure 1 below,

“Banker 1”7 and “Banker 2”7 are highlighted as illustrations of this phenomenon.

4. Figure 2 uses the actual reward from long-term incentives as received by one executive
director during his time on the board (“Banker 3”) to demonstrate the power of Career
Shares to focus executives on the long term. At each point where the annual Directors
Remuneration report recorded a payout (vesting) of long term incentive (either through
a deferred bonus scheme or a performance share plan) that cash amount is contrasted
with what would have been resulted had the proceeds been used to purchase company
shares which are held through to the end of the executive’s boardroom career with the
company. The ability to take money out of the company (as under current arrange-
ments) leaves the executive markedly better off. “Banker 3” was a value destroying
executive and the consequence of being forced to share the shareholder experience has

a negative impact on the executive’s wealth - as many might think appropriate.

5. To a certain extent, Figure 2 compares apples and pears, as the value realised at
each point in the career is contrasted with the worth of the shares at career end. If,
however, the proceeds of the realised “long-term” incentives are assumed invested in
the FTSE-All-Share index over the remaining part of the career, then the comparison
can be made in £2009. Behaving opportunistically and taking realised gains out of the

company to invest elsewhere results in a total of £7,161,076 compared to a share val-



uation at £672,082. Had the executive been even more prudent and invested realised
gains in government bonds, the present value in 2009 would have been £10,243,208.
Executives such as “Banker 3” may voluntarily refrain from cashing out their vested
long term incentives and elect to continue to hold company shares. The contractual
nature of a Career Shares arrangement, however, clearly provides a much more robust

long-term incentive.

3 The Solution

Pointers to a possible solution are present in the recent ABI Guidelines (2011):

“To avoid payment for failure and promote a long-term focus, remuneration
structures should contain a careful balance of fixed and variable pay. They
should include a high degree of deferral and measurement of performance
over the long-term. Structures should also include provisions that allow

the company to implement malus or claw-back arrangements.” (ABI, 2011,

v(d))

Our recommendation is that remuneration committees be encouraged to put these prin-

ciples into practice through the adoption of two key changes in current practice:

1. The Directors Remuneration Report should record a single figure for the remuner-
ation realised by each director in that year. Furthermore, it should contain a report
for each executive director of both cumulative realised pay and cumulative company
performance over each year spanning the period of office to date. This captures the

total amount of pay the executive has received against the delivered performance over



the equivalent period, and so prevents one-off periods of under-performance being for-
gotten. Failure to adopt this perspective makes the process vulnerable to a form of
ratcheting wherein the executive gains when the company prospers and fails to lose
when the company’s performance falters or reverses. The scope here is demonstrated
in Figure 3 which contrasts the cumulative versus annual PPS for executives found at
their first, second, third, etc. year of tenure on the board. The cumulative approach

more effectively reveals value destroyers (upper-right quadrant of Figure 3).

2. To reinforce the diagnostic tool of reporting over the cumulative career of each
executive, companies should be encouraged to move away from incentive programmes
that are reliant on annual bonuses, or three-year-vesting option and performance share
plans, towards career shares (Bebchuk and Fried, 2010), (?) which lock the executive’s
reward into the truly long term performance of the company by inhibiting the cashing
in of any vested option and performance share rewards until the end of the executive’s
career - indeed, preferably until a year or so after the executive has left office. In this
way there is an automatic claw-back of any reward delivered for early promise that
was subsequently unfulfilled. The introduction of cumulative reporting would naturally

encourage this and the two go naturally hand in hand.
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Figure 1: Distribution of Career Pay and Performance

1. Distribution of CEO pay and returns
2. Excludes careers commencing prior to 1st January 1996
3. Careers less than 2 years dropped



Figure 2: Banker 3: Realised Reward from Share Options and LTIPs vs Career Shares
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Figure 3: Cummulative vs Annual Pay-Performance Sensitivity

1. Pay — Performance Sensitivity (PPS) is recovered as the estimated coefficient on the per-
formance variable under nine seperate OLS regressions of executive directors’ pay, by their rolling
tenure. They describe the £M increase in pay from a £100M increase in AShareholder Wealth.
Value Creators are directors who’s TSR is positive over their career. Annual Pay is total
compensation realised during the financial year in Dec 2008 £M. Cumulative Pay aggregates
Annual Pay from appointment to date. Annual Performance is A Shareholder Wealth as de-
fined by TSR multiplied by the firm’s year-end market capitalisation. Cumulative Per formance
captures A Shareholder Wealth from appointment to date, multiplied by the firm’s average market
capitalisation over this period.

2. Excludes careers commencing prior to 1st January 1996 and executive’s with less than two years.
3. Tenure rounded up or down to the nearest year.
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