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Preface

his book is somewhat immodestly tided The Complete Guide to Executive
Compensation, for that was its objective from the beginning. It is to be a book that
compensation professionals, members of management, and directors of the boards
can use to find useful information for understanding the issues involved in com-
ing up w1th a sound executive compensation package that effectively blends salary, benefits,
perquisites, short-term, and long-term incentive, while taking into account government regula-
tions, tax law, organization and exective needs, and the rewarding of performance.

I was fortunate to have input and suggestions from a number of outstanding people who are
listed in the acknowledgments. While I have made every attempt to be accurate and current, it
is important to realize this is not a book that professes to provide expert information on account-
ing, SEC, tax, or other professional service matters. For that, you need to seek appropriate coun-
sel. Nevertheless, I believe the material in this book provides a good understanding of most exec-
utive compensation issues and will help you formulate good questions for those discussions.

While I've made every attempt to avoid errors in this book, I regret if any exist. [ am very
interested in comments and suggestions that will make the next edition more useful and come
closer to really becoming the complete guide to executive compensation. Send these to me in
care of the publisher at Two Penn Plaza, New York, NY 10121.

ACKNOWLEDGMENTS

First, and foremost I wish to thank three people without whom this book would never have
happened: my editor, Mary Glenn, for her faith in me from the very beginning and helpful assis-
tance all along the way, Cathy Catalano who, with her wordprocessing skills, converted my
illegible scribblings into an electronic manuscript, and, once the book was written, John Woods
and his team at CWL Publishing Enterprises, who turned it into the book you now hold.

A special thank you to the following for their thoughtful comments and suggestions: Larry
Bickford (SEC), Bob Birdsell (life insurance). Peter Chingos and Fred Cook (long-term incen-
tives), and Wally Nichols (performance management). Thank yous also to the following for
input on the history of executive compensation: Larry Bickford, Lou Cheek, Peter Chingos,
Fred Cook, Bud Crystal, Mike Davis, Ed Goff, Tim Haigh, Vic lannuzzi, Les Jackson, Ira Kay,
Jim Kuhns, Greg Lau, Fred Meuter, Pearl Meyer, Wally Nichols, Alan Ritchie, Sandra Sussman,
Nat Winstanley, and Gordon Wolf.



And thank you also to John England for encouraging me to do this book by updating my
earlier book on executive compensation.

Several people were very helpful to me early in my career, one that resulted in a strong pas-
sion for the field of compensation. They include: the late Professor Alton Johnson, who got me
interested in the field of compensation while at the University of Wisconsin, the late Bill Stuart,
who hired me at Pfizer and lived the values of business partner and employee champion, the
late Don Lum who followed Stuart as Vice President, Personnel and was my boss and big sup-
porter while there, Chairman and CEO Ed Pratt, who gave me the top HR job at Pfizer (the third
in the company's history) and made it enjoyable while demanding, and Bill Steere, who contin-
ued to make my job challenging and very rewarding,

Thank you all!

And while Brucell and other proper names in the book are fictitious some bear a striking
similarity to members of my family.
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Chapterl

Executive Compensation
Framework

s the title of this book suggests, this is a handbook or reference tool on executive
compensation. You can read it cover to cover, chapter by chapter, or access it selec-
tively for definitions and examples of various programs. It is intended to be useful
to several different audiences: executives, approvers of executive compensation
programs, designers, and administrators of executive pay delivery systems, and those who write
and report on executive pay. Each group will understandably have a different degree of interest
as well as different perspectives.

Executives, as the recipients of pay plans, will find this book useful both in describing what
they don't have and for reviewing plans in which they participate. Approvers of executive pay
plans will not only find valuable definitions and descriptions of various type plans, but also use-
ful insight as to the conditions under which they might be used. Thus, this book offers inde-
pendent input to that provided by the recommenders of the pay plan. Hopefully, designers and
administrators will find details and examples that will trigger their own creativity; and for those
who report about executive pay plans, this book will not only provide useful background, but
also help form a better understanding of the topic.

Having defined how various readers will find the book useful, it is important to indicate what
the book does not purport to do. Specifically, you should not rely on accounting, tax, Securities
Exchange Commission, or other potentially legally binding statements in this book. Seek appro-
priate professional counsel for such guidance. The statements made in this book are offered as
illustrations to help readers understand principles and practices. You should consult with
appropriate counsel before making any binding decisions.




The Complete Guide to Executive Compensation

WHoO Is AN EXECUTIVE?

For the purposes of this book, it is important first to define the executive I will be covering. My
definition of executive is not that provided by the Fair Labor Standards Act, which exempts
from overtime pay those supervising at least two full-time subordinates in a position customar-
ily requiring the exercise of independent judgment and discretion. We can define executive by
one of six methods: salary, job grade, key position, job title, reporting relationship (organization
level), or a combination of two or more of these methods.

Salary

Using salary to identify eligibility is fairly simple, once the appropriate salary level is identified;
however, it has several drawbacks. First, it gives a false degree of finiteness to eligibility, for
example, $100,000 and up “yes” vs. $99,999 and below “no.” Second, considerable pressure
will be exerted to move people above the magic cutoff. Third, the cutoff must be adjusted annu-
ally in relation to compensation adjustments; otherwise, the size of eligible candidates will con-
tinually increase.

Job Grade

The use of job grade to determine who is an executive—like salary—also has a misleading
degree of precision. The rationale is simple: the value of a job to the organization was already
determined when each job was placed in a job grade. The approach is superior to use of salary
in that it relates to the job, not to the person’s earnings. However, it places a similar pressure on
the compensation program—pressure to upgrade positions into the eligible group.

Key Position

Using the key position approach means examining each job for appropriateness (e.g., only those
positions with “bottom-line” responsibility). Or it may be restricted to include only corporate
officers or insiders as defined by the SEC. Administratively, this practice has two drawbacks.
First, it is possible that two jobs in the same job grade will be treated differently. Second, it will
be necessary to review the list of eligible candidates on almost an annual basis for appropriate
additions and deletions. This approach is generally more prevalent among smaller organization
than larger ones. When used, it normally results in staff jobs being included.

Job Title

Eligible candidates could be determined by job title (e.g., vice presidents and above). The prob-
lem with this method is that the lowest-level vice president may have less responsibility than
the highest-level director. It also raises the issue of organizational comparisons. For example,
are divisional vice presidents as important as corporate vice presidents? Or even, are vice pres-
idents in Division A as important as vice presidents in Division B? This might lead to a multi-
tiered job title list as shown in Table 1-1.

Reporting Relationship

Reporting relationships are used by some to determine who is an executive (e.g., the top three
organization levels in the company). The problem is the inclusion of “executive assistants” and
“assistants to” whose degree of importance to the position is better represented by their job
grade than their organization level.
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Table 1-1. Example eligible executive titles by organizational unit

Combinations

Because each of these five approaches has one or more disadvantages or shortcomings, the best
approach may be a combination of two or more definitions. For example, using the definition
of anyone in Grade X or higher within the top three levels of the organization takes pressure
off job re-grading and the need to include “assistants” and “assistants to.”

How MANY ARE EXECUTIVES?

For many, an executive is probably an individual in the highest-paid two to three percent of the
company’s total employee population or the highest-paid five percent of the exempt portion of the
workforce. However, these percentages are only rough guidelines. The percentages would proba-
bly be lower in centralized companies and higher in decentralized organizations. The relative per-
centage of executives to the company’s total employment is compared and contrasted with size and
type of organization in Table 1-2.

One might expect a higher percentage of executives in a capital-intensive than a people-
intensive organization because equipment rather than people dominate the lower levels of the
organization. In people-intensive companies, decision-making has to be pushed further down
in the organization; otherwise, the company will be a slow plodding bureaucracy.

= g8 ST S T

Table 1-2. Percentage of executives to total employment relative to revenue and structure

Table 1-3 is a generalization contrasting the percentage of executives to total employment in
centralized and decentralized capital-intensive and people-intensive organizations. As one would
expect, the lowest percentage would be found in centralized, people-intensive organizations (i.e.,
large workforces but all major decisions made by a handful of executives at the top of the organ-
ization). Whereas a decentralized, people-intensive organization would have a moderate per-
centage of executives relative to total employment because executive decision-makers would be
at all levels, with a relatively small workforce. With a centralized, capital-intensive organization,
there would be fewer executives and, therefore, a moderate ratio. Moving from a people-inten-
sive to a capital-intensive organization, the number of executives decreases more slowly than the
non-executive population. The reverse is also true in moving from a capital-intensive to a peo-
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Centralized Moderate Low
Decentralized High Moderate

Table 1-3. Percentage of executives in centralized and decentralized vs. capital-intensive and
people intensive organizations

ple-intensive organization. This generalization will not apply in many situations because of the
various definitions used for executives—some being more liberal than others.Nonetheless, capi-
tal-intensive vs. people-intensive is a factor in determining the weighting of executives to non-
executives in an organization.

WHAT Is COMPENSATION?

Extrinsic vs. Intrinsic Compensation

It may be easier to think of pay as a form of extrinsic compensation while work environment,
type of work, learning, developmental opportunities, and extent of recognition form intrinsic
compensation—often called psychic income. Other forms of intrinsic compensation include
autonomy and power. Combined, extrinsic and intrinsic compensation constitute the total
reward structure.

Organizations that are visibly successful may be providing some intrinsic compensation to
their executives (i.e., a pride in membership). Since such organizations usually pay at least com-
petitively, the intrinsic pay reinforces the retention capability of direct pay. Conversely, less suc-
cessful organizations, which may be unable to afford fully competitive pay, place additional
pressure on the pay package since intrinsic compensation may actually be low to negative and
must be offset to retain the individual.

As shown in Figure 1-1, all jobs have a combination of intrinsic and extrinsic compensa-
tion. I believe that to the extent the job does not have a desired level of intrinsic compensation,
an offsetting level of extrinsic compensation is required. This could explain why garbage col-
lectors earn almost as much pay as some college professors. No one will ever mistake garbage
collecting for a job with high levels of intrinsic compensation. Conversely, the intrinsic appeal
of being a college professor or a prominent politician (e.g., U.S. senator) explains why the
extrinsic pay in these professions seems low as compared with other jobs.

Executives are somewhere in the middle of the curve, either shedding intrinsic needs due
to positive pay-performance situations (e.g., for-profit sector) or increasing searches for high
intrinsic compensation because the direct pay-performance link is not sufficiently strong (e.g.,
non-profit sector). In addition to seeking a position that has sufficient extrinsic compensation
to meet ego and other needs, most are looking for work that is high in intrinsic compensation—
personally meaningful and satisfying. Executives more than others in the corporation usually
have sufficient flexibility in organizational issues to be able to organize their work, at least in
part, to meet their intrinsic needs; however, their accountability may be in areas of low interest.
The empbhasis in this book is on extrinsic compensation, although even extrinsic pay has intrin-
sic aspects.
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Pay-Value Combinations

Extrinsic

Intrinsic
Figure 1-1. Extrinsic vs. intrinsic pay

The Compensation Elements

There are five basic compensation elements: salary, employee benefits, short-term incentives,
long-term incentives, and perquisites. As shown in Figure 1-2, only salary and employee bene-
fits are a factor at the lower portion of most organizations; however, all five are present at the
CEO level—each of the other three being phased in at different points in the organization.

Salary

The objective of the salary element (Chapter 5) is to reflect extent of experience and sustained
level of performance for a job of a particular level in importance to the organization. Many times
it is also the basis on which the other four elements are determined. Salary is the income level

Total Compensation
Perquisites
Long-Term Incentives
Short-Term Incentives
Benefits
‘—// m
Job Value

Figure 1-2. Total compensation (five element curves)
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that will allow the executive to meet some, but not ail, of his or her lifestyle objectives. A more
extensive and expensive lifestyle can be supported through the short- and long-term incentive
plan payouts. The latter keeps the executive “at risk.” Essentially salary is a no-risk form of pay
since it is rarely if ever reduced. However, since incentives are essentially nonexistent in some
industries and in non-profit organizations, the salary program takes on added importance in ade-
quately reflecting short- and long-range contributions to the organization. When this is true, it is
important that salary be competitive in the marketplace with annual cash compensation (i.e.,
salary plus annual incentives) at levels comparable to similar positions in other companies.
However, the extent to which a company chooses to be directly competitive on salaries is a func-
tion of the degree of risk/reward it wants to build into its program.

Employee Benefits and Perquisites

The employee benefits (Chapter 6) element deals with providing time off with pay, employee
services, awards (other than performance), health care, survivor protection, and retirement cov-
erage to all employees in the organization. Cost effective to both the organization and the exec-
utive because of economies of large-scale coverage, employee benefits meet many needs the
executive otherwise would have to pay for from his or her own pocket. The extent of coverage
is typically determined by years of service and/or level of pay. Also covered in Chapter 6 are
perquisites, namely, employee benefits that are designed only to apply to executives and, there-
fore, also called executive benefits. In some instances, they merely supplement employee benefit
coverage (often that limited by law), in other instances, they provide coverage that does not
exist in the employee benefit program. Some executive benefits take the form of intrinsic or psy-
chic income (e.g., a large, well-furnished office).

Short-Term Incentives

Short-term incentives (Chapter 7) are designed to include both downside risk and upside
potential, rewarding the extent of accomplishment of a short (normally, yearly) target. Typically,
the amount of payment goes up and down each year in relation to performance, thereby lower-
ing costs to the organization when performance is low while providing the executive an oppor-
tunity to attain significant rewards for achieving or exceeding objectives. An example of the
degree of risk identified in the salary element above is shown in Figure 1-3. The more darkly
shaded area represents the short-term incentive opportunity. As risk increases, salary (the lighter
shaded area) decreases, but it is more than proportionately replaced by incentive opportunities.
Objectives may be group and/or individual in nature and should be tied to annual business
targets in a way that provides clear line-of-sight (i.e., one should not have to look around cor-
ners in an attempt to see the connection). Financial results are typically major components of
short-term plans. Incentive pay increases as a percentage of salary as salary increases, thereby
providing ascending reward opportunities. Some identify this as the progressivity principle.

Long-Term Incentives

This element (Chapter 8) is similar to short-term incentives in objective except the performance
period is multi-year in nature (typically three to 10 years). Normally, there is no individual per-
formance component in long-term incentives, only some definition of group. The incentive
award (which is typically significantly larger than the annual incentive) by definition means the
executive has a portion of pay placed “at risk” with degree of attainment of business objectives.
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Competitive
Pay-Level

No Low Moderate High
Risk Risk Risk Risk

Figure 1-3. Risk/reward relationship to market data

Not meeting the expected target calls for no payment or a low payment—a form of punishment
short of termination of employment. The multi-year nature of long-term incentives provides
some holding power over the executive if the payout will be significant later on. The progres-
sivity principle defined in short-term incentives also applies here. Pay is typically based on share-
holder value and/or financial performance of the defined unit (e.g., company, sector, or division).

Combinations

As depicted in Figure 1-2, but perhaps more clearly in Table 1-4, these elements of compensa-
tion take on different empbhasis at different pay levels in the organization.

For example, salary might be 75 percent of total compensation at the $100,000 level but
only 20 percent at the $5-million level. Conversely, long-term incentives might only be 2 per-
centat $100,000 total pay but 50 percent at the $5-million level. Table 1-5 converts these per-
centages to dollars. Thus, at the $500,000 total-pay level, the 40 percent salary shown in Table
1-4 reflects $200,000 as reported in Table 1-5.

Saary T50% | S50% 400% 30.0% 200%
T M U0 b W A B o B
,!ni«iﬂi:’%'i’l."c"'.fj<l'i;' : 8.0% 7 13.0% 16.0% 180% | n@;
mue?m 20% 200% 34.0% 420% 500%
Total —— 4’ 100.0% 100.0% s "

Table 1-4. Possible compensation distribution (total pay = 100%)
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Element $250,000
Salary $75,000 $137,500
Employee
Benefits $15,000 $27,500
Perquisites — $2,500
?QSJ‘:" $8,000 $32,500
bl e $50000 | $170000 | $420000 | $2,500,000
lncm 'y A i i
Tml $ ] “,m 3250,000 ss“,m s ] 'm'm ss'm' m

Table 1-5. Possible compensation distribution in dollars

At higher levels of total compensation, decreasing empbhasis is applied to salary and bene-
fits, whereas an increasing emphasis is given to short-term incentives, long-term incentives, and
perquisites. The reason for the decreasing emphasis on salary at the expense of short- and long-
term incentives is that it is more advantageous to the company to relate reward to performance,
and, in some cases, it is more advantageous to the individual to receive the reward in a form
other than cash.

The limitations imposed in many benefit plans (e.g., maximum pension) and the non-
income-related programs (e.g., medical and dental insurance) account for the decrease in ben-
efits as a percentage of total compensation as that figure grows. In many situations, however,
this decrease is offset by perquisites (e.g., chauffeured car, financial counseling, and supple-
mentary pensions).

One further variation of the relationship is shown in Table 1-6. There all elements are
expressed as a percentage of salary.

Employee benefits are often expressed as a percentage of salary; however, this is frequently

Employee

Banel 20.0% 20.0% 20.0% 20.0% 20.0%
Perquisites — 1.8% 5.0% 13.3% 30.0%
Short-Term .

i 10.7% 23.6% 40.0% 60.0% 100.0%
Long-Term

s 2.7% 36.4% 85.0% 140.0% 250.0%
Total 133.4% 181.8% 250% 333.3% 500%

Table 1-6. Percentage relationship of elements to salary



