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Abstract 

 

 
In the middle of the financial turmoil, many managers are blamed by journalists or 
politicians to be responsible for the crisis. For unknown reasons, this crisis born 
elsewhere than in large quoted companies, has struck top executives and CEOs, accused 
by an angry public to benefit from excessive compensations. However this wave of 
protest has highlighted the field of executive compensation and sparked the academic 
debate regarding the determinants of executive pay, with a particular focus on the relation 
between pay and performance. 
 
In this paper we discuss the role and attributes of executives, their remuneration schemes 
and the trend evolution in terms of package components and overall amounts. To delimit 
our study, we focus on the Anglo-American model only; the most criticized one, 
especially because of the important part covered by stock options. We conduct a theory 
review to provide a clear understanding of what executive compensation is and the 
impact it can have on the performance and long-term value creation. To help us achieve 
this, we use the agency theory, explaining the relationship between the agent, being the 
executive, and the principal, being the shareholder. We aim at determining whereas there 
is a un-balance in the power distribution, linked to a managerial power increase. Trough a 
case study about Bank of America, we study the protests around executive pay, before 
concluding and questioning ourselves about the economic sense of compensation 
packages. 
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1) Introduction 
 

“One legacy of the recession will be more meddling. Not just by a vastly expanded 
government and regulators embarrassed into furious activity, but from investors burning 
with desire to clamp down on rewards for failure. High protest votes against 
remuneration at Xstrata and BP in the UK have given others, including Shell, a taste of 
what to expect at their forthcoming annual meetings” 

 
      Financial Times May 6, 2009 
 

This first part is aimed at introducing the subject to the reader, as well as presenting the 
main elements that have brought the author to study this particular research field. The 
background of the subject will be presented in order to explain why this particular topic 
plays an important role for the knowledge of the corporate world. This will then lead us 
to the presentation of the research question and the purpose as well as the delimitations of 
the paper. 
 

1.1) Background  
 
Executive compensation is currently under an intense debate, and this quote from the 
Financial Times shows us that this is one of the hot topics of the year. There have been 
many issues concerning the amount top executives should receive for their work, as well 
as the so called golden parachutes that have helped in association with lingering corporate 
scandals, to hurt the image of the corporate world. However, a growing number of top 
executives have to justify their benefits in order to remain credible in front of the 
shareholders and the public. Certainly, executive compensation is the result of a long 
process; compensation committees have the mission to create optimum compensation 
packages to ensure performance and long-term value creation. However, the doubt 
remains, especially to justify the gap between CEO and top executive incomes from the 
one of other employees.  
 
Executive compensation has been a research topic fueled by many studies since the mid 
1930’s, but the number of publications and the interest has rapidly grown during the last 
two decades ( Frydman, Saks,2005). Compensation in term of value has gone through 
three distinct periods. During the Second World War, executive compensation suffered a 
heavy decrease. After the world conflict, remuneration followed regular but weak 
increase until the 1970’s. The period thereafter and up to today saw executive 
compensation follow a rapidly increasing growth rate (Frydman, Saks, 2005). During the 
same period, the structure of executive pay also evolved, with reduced base salary and 
increasing variable remunerations such as stock options.   

 
The choice of the author for this subject is directly linked to the current financial 

situation and the repercussions on executive pay. Even though it is difficult to determine 
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with exactitude how the credit market crisis started, we could identify its beginning in 
august 2007. At that time, the bad news reported by BNP Paribas; they suspended 
operations of three funds because of the deterioration of the U.S. mortgage market; 
provoked a raise in credit costs and gave the opportunity to the finance community to 
realize how critical the situation was. However, the origins of the problem appeared 
further back in time and are directly linked to the mortgage lending sector in the United 
States, which saw banks lending high risk loans to people without sufficient credit 
history. We cannot argue that executive compensation is responsible for this crisis, 
however, it have been blamed as being an aggravating factor. It is at least the financial 
crisis that brought such a large interest around executive compensation. 

 
Since public announcement of the amounts earned by executives has become 

obligatory for most large quoted companies worldwide, there are neither more secrets nor 
mysteries around executive pay. It only remains some delay in the public reaction, and in 
many cases people react and oppose afterwards to previous contracts, and have the 
impression of being fooled.  The concept of transparency is gaining growing importance and 
at the same time has brought a special interest to the topic from media, politicians and the 
public, in particular through associations of minority shareholders. This particular attention 
finds its foundation in financial scandals such as Enron, and the growing anger following 
announcement of generous severance packages given to under-performing managers. The 
recent SEB; a major Swedish bank; “case”, which announced increased base salaries under a 
downward economical trend immediately launched a general protest movement, and 
eventually board members took the step back. The fact that it had such an important effect 
showed that the boundaries of the field no longer belong solely to the corporate world, but is 
the base of a profound social debate. These events sparked the interest of the author to 
discover in depth the theoretical knowledge of executive compensation and the big amounts 
at stake.  

 

1.2) Research problem 
 
In many firms, it is common that a special committee constituted of board members has 
the responsibility of fixing executive pay. It is even mandatory in quoted firms. Those are 
usually named compensation committees. In the United States, between 84% and 99% of 
the companies have such a committee (Fisher, 1991). Silberman (1991) determined three 
main roles attributed to the compensation committees. The first role is to propose 
attractive packages to attract and retain the best candidates. The second is to link pay with 
performance. Finally, the committee must be capable of justifying the compensation vis-
à-vis the shareholders, the employees and other stakeholders such as investors, clients, 
media and the public. This responsibility is crucial for the firm’s future, because choosing 
a CEO determine the company’s long-term strategy and value. Both actors play an 
important role in the determination of compensation package, and the intention of the 
thesis is to make a review of the existing theory and thereafter determine the coming 
trend in executive compensation. Our research questions is: 

 
 



 6 

� What is the economic sense of compensation packages that CEOs of large 
groups receive? 

 

1.3) Purpose 
 
The purpose of the paper is to give a synthetic review of theoretical knowledge in the 
field of executive pay. I want to understand how executives are paid and what link their 
remuneration can have with performance. I want to understand why generous 
compensation policies were profitable and more or less admitted by the firm’s 
stakeholders during quite a long period, and why suddenly, the public opinion has 
changed position and is putting a number of executives under pressure to abandon these 
packages. Furthermore, I want to give a viewpoint of the upcoming trend based on the 
recent financial studies and the growing political aspect of executive pay. Even though it 
is difficult to predict what will happen in the near future and in the long-term, I will try to 
depict the trend within executive compensation. 
We can split our purpose in three steps: 
 

� What types of compensation do compensation committees mainly use to 
build optimal packages and are they successful? 

� The current trend has followed an upward spiral since the 1980’s. Can we 
consider that we are currently facing a change in trend? 

� What are the roles and necessary attributes of executives linked with their 
compensation? 

 
 
 

1.4) Delimitation 
 
Executive compensation is a large field of research. Therefore, we must delimitate the 
research to specific areas. Focus will be put on larger companies, i.e. quoted firms. 
Because even though family owned or smaller companies also face executive pay issues, 
they do not have the same financial arguments to design complex compensation 
packages. The complexity of these packages makes it difficult to deal with all 
remuneration types and we will therefore focus on the major compensation tools most 
commonly used. As there are international differences in how to build compensation 
packages, we will focus on the modern Anglo-American model launched in the 1980’s in 
order to determine whether this model is now starting to decline. 
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1.5) Disposition 
 
It is with those questions in mind that this paper has been written. In the first part we will 
do a theory review to understand what executive compensation is and give a clear picture 
of the subject. A special focus will be brought to stock options as this type of 
remuneration is in the middle of the current polemic in many mature international groups. 
Then we will go more in depth to understand how executive compensations are built and 
on which factors. The next part of the paper is aimed at analyzing recent figures to 
determine a probable future trend. A case study about Bank of America is aimed at giving 
us a view of reality based on a real case study, before drawing the conclusions. 
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2) Methodology 
 
In this section, I will present the information related to the method used to perform the 
study. This includes the scientific ideal of the author, as well as the method and technique 
used. This is of high importance, because the approach to science, have multiple 
implications that could influence any work. This influence can be seen as coming from 
the assumptions that each approach is holding ( Neuman, 2000, p 71)  
 
 

2.1) Scientific ideal 
 
The author has assessed a variety of sources for the purpose of finding a theoretical 
framework that will support his study. In order to be able to research meaning, and attach 
meaning to the conclusion, the author has to explain the perspective that will design the 
theoretical framework of the study. There are three main approaches to science: 
positivism, interpretivism, realism (Saunders et al. 2003, p 83). In the following 
paragraphs, the author will present the different approaches and explain which one he 
will follow.    
 
The point of view of positivists rely on the belief that reality is stable and can be observed 
and explained in an objective manner (Levin, 1988), which implies no interfering with 
the studied phenomena. The study should isolate the studied phenomena with possible 
repetitions of observations. “Positivism has a long and rich historical tradition. It is so 
embedded in our society that knowledge claims not grounded in positivist thought are 
simply dismissed as a-scientific and therefore invalid” (Hirscheim, 1985, p33). However, 
positivism requires manipulating reality with the variation of one element to identify 
some of the constituent elements of the social world. As we believe that executive 
compensation involves the observation of changes in various components, we will not use 
positivism. 
 
The foundation of realism lies in the belief that a reality exists. This reality is 
independent, especially from human influence (Saunders et al. 2003, p84). Even though 
the author is aware that certain social forces exists and influence executive compensation, 
for example the public pressure. It is also believed that the actors involved in the process; 
mainly the executive and the shareholders or compensation committee: are aware of these 
phenomenons but the way they perceive the world should not be affected, they just need 
to adapt. Even though the author share some views related to realism, it will be explained 
underneath why the author’s scientific ideal is closer to interpretivism. 
 
 Interpretive social science deals with the way people construct meaning and the 
interaction between them ( Neuman, 2000, p78). In this sense, interpretivism criticizes 
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positivism because it does not deal with the meaning of people and their ability to think 
(Neuman, 2000, p83). Because in the field of executive compensation it is hard to 
determine absolute laws by theorizing, the interpretive way of thinking is suitable for this 
study. The uniqueness of every company and its environment makes it very difficult to 
generalize models aimed at determining optimal compensation packages. However, in the 
interpretative approach, the generalisability is not of crucial importance. Furthermore, the 
trends and variations in executive compensation makes it hardly possible to precisely 
determine what the future will be made of, thus rending generalisability even less 
valuable ( Saunders et al. 2003. p84). Interpretivism tends to study situational details to 
understand the reality behind them. This objective is derived from the willingness to 
explore the subjectivity behind the individuals’ decision making. As every actor is acting 
subjectively, it is interesting to study the relationship between executives and 
shareholders. The author believes that this relation is crucial in the field of executive 
compensation, as each actor should be looking for its own best interest, thus interpreting 
their environment to take advantage of it.        
 
  

2.2) Research approach 
 
 
Because executive compensation is not an exact science, two studies using comparable 
material and sources will not always have the same conclusions. The author believes that 
it is difficult to make generalizations in the field of executive compensation, because 
there is much more than the financial amounts involved. Paying a high salary to a skilled 
manager does not provide guaranteed success. This is why I will not find “answers” 
applicable to any firm. Corporate culture, the environment, national culture, are as many 
reasons to be cautious when studying executive pay. However, studying past and present 
trends can give hints about future evolution. To perform the study, it is important to have 
a clear approach, this means either a deductive one or an inductive one. The first is 
usually tied to positivism whereas the latter is linked to interpretivism. As developed in 
the scientific ideal, my interpretive vision should lead me to use an inductive approach, 
however, this can be discussed and linking one ideal to one approach is not a strict rule 
and can be misleading (Saunders et al. 2003, p84) 
 
Deductive method is a way of thinking built on deductive arguments. This means that 
conclusions are a natural consequence of the premises. This poses a problem for our 
study, because any “truth” included in the conclusions cannot be guaranteed by the 
premises. Because of the variety of factors capable of modifying any conclusion, an 
absolute truth based on prior arguments cannot be attained for this study about executive 
compensation and a strict deductive method is therefore not recommended. 
 
The inductive method has for objective of building the theory. As we mentioned earlier, it 
is usually linked to interpretivism, the scientific ideal of the author. This would mean that 
the inductive approach is suitable for this study. The inductive approach is moving from 
specificities towards the general. As we want to determine a trend, this approach seems 
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suitable, especially when we are using a specific case study. The fact that induction also 
seeks to get a deeper understanding of the way the actors interpret their world aligns with 
the interpretivism philosophy (Saunders et al. 2003, p87). This deeper understanding is 
what we are looking for in the study; however, I do not intend to build a theory because 
of reasons mentioned above regarding “truth” in the field of executive compensation. 
This leads us to a more flexible research approach, combining the two main one; this is 
called the abductive method. Strictly using the deductive or inductive approach is not 
obligatory, it can even be advantageous to combine those (Saunders et al. 2003, p88). It is 
through observations formulated based on the data collected that the author will study the 
relation between executives and shareholders, as well as determining the economic sense 
of the executive compensation packages. Not strictly choosing a certain approach will 
allow more freedom and flexibility in assessing data that is often not measurable 
mathematically, because the environment and social interaction between the main actors 
is crucial.     
 

2.3) Research technique 
 
To use data collected, there are two main approaches: The quantitative and the 
qualitative. The first approach is based on the study of material that can be measured by 
using numbers; these measurements reflect objectivity and can be used by other 
researchers as an objective data (Hancock, 1998). The study of executive compensation 
can either be conducted under quantitative or qualitative method. Our choice is the latter, 
as we are doing a theoretical review based on scientific articles and studies. Furthermore, 
in the attempt of determining a trend, based on volatile factors such as political press or 
culture issues, measurements are difficult to quantify. Because our research is aimed at 
increasing our knowledge and understanding about executive pay, as well as 
understanding why people, especially board members and executives, act the way they 
do. Executive compensation will here be based on the relationship between the two main 
actors mentioned above.  
 

2.4) The meaning of a case study   

To conduct a study, there is a variety of techniques that can be used. In a quantitative 
research, the researchers can design a questionnaire and then analyze the data to 
formulate a mathematical model. In this study about executive compensation, we want to 
know more about the economic sense of it. This means that the author will assess a 
variety of data to get a deeper understanding of the subject. In addition to that, it is 
important to investigate and study the characteristics of real-life events (Yin, 1994) such 
as the current financial crisis and its impact on executive compensation. The case study is 
particularly useful when a “why” question is asked regarding a current event over which 
the author has no control ( Yin, 1994).  The case study is a tool to help us understand the 
implications of protests around executive compensation, as well as getting a better 
understanding of the relationship between performance and pay.   
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The selection process for the company to study was delimitated to two “nationalities”: the 
American because of its central position in the economy and its high exposure, the French 
because of the cultural background of the author. The company to study needed to have 
some particular attributes. First it had to be a large quoted company to fit in the purpose 
of the study. Second it had to be a company with executive compensation issues, with 
diversified executive compensation packages to get a broad view of remuneration types. 
Finally the author wanted a company linked to the financial crisis and the rescue plans 
governments have putted in place. The final choice was Bank of America. The main 
reason for that is that the company is one of the most helped by the US government. A lot 
of protest has also aroused around the company because of the executive pay strategy. 
Finally, data is quite easy accessible, making it easier for the author to get different 
sources.  

The case study is a form of empirical research; however it is often seen as less valuable 
than other forms of research such as surveys or experiment (Yin, 1994). One explanation 
for that can be the level of bias in a case study. As the investigator draws conclusions and 
descriptions that can be highly subjective, the case study can be interpreted as incomplete 
and not representative. However, the author is aware of the bias, and the case study must 
help get a better understanding of executive compensation, not determine a mathematical 
model. For this reason, and with the time allowed, the case study solution seemed to be 
the most suitable to study this topic.       

  

2.5) Data collection 
 
The material necessary for this paper was gathered through different sources. It was 
crucial to get many scientific articles to create our own understanding of the subject, as 
there are many contradictory researches. Moreover, research being very active in the field 
of executive compensation, it was important to limit the number of sources and choose 
them carefully, which means mainly using well recognized studies. The time frame of the 
data was also important, because executive compensation has evolved quickly in the last 
decades, making certain study’s obsolete, for example; an older study from before 
the1970’s; dealing with compensation package would be irrelevant for us to study stock 
options and their evolution in executive pay. 
 
To find suitable documents, I mainly used the online service of the Umeå University 
library. That gave me access to different databases such as Web of Science, Academic 
search Elite or SCIRUS. I used the business premier and emerald databases for articles 
specialized in executive compensation. When searching scientific articles, I used search 
words such as “executive compensation”, “executive pay” or “link compensation 
performance”. Internet was also used, especially the sites of business newspapers. A few 
literature books from previous courses were used, however, none of them dealt with 
executive compensation. The decision to use scientific articles was linked to the quality 
of previous research published. For that reason we also used figures and tables from 
specialized consulting firms, such as Equilar, as they provide very useful information.     
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However, it must be noted that there are many contradictory studies and articles creating 
a sense of confusion that arises especially in terms of optimal compensation schemes 
construction. Therefore, even if the data used for the study came from well respected 
scientific journals, the many references included in these articles where not verified 
because of time constraints, which means that the author relied on data he had to consider 
valid.   
 

2.6) Preconceptions 
 
The author’s preconceptions have an influence on how information is gathered and 
analyzed; furthermore the values of the author can influence his faculty of judgment and 
create a certain bias (Bryman, Bell, 2007). The author is European and from France, his 
view on economy is closer to liberalism, which is important to note because of the 
amounts at stake. This means that there is no moral judgment about how much executives 
are paid. The author believes that prices should be fixed by the market, depending on 
supply and demand. However, he also believes that the perfect market does not exist, and 
especially in the field of executive compensation, because of the information asymmetry 
and the power distribution issues between executives and shareholders.  
 It is important to be aware of these preconceptions to conduct a study as objectively as 
possible. There was no aim of writing this paper to criticize executive compensation 
because there have been so many recent protests against compensation packages. The aim 
was to understand the reasons why shareholders, and more specifically compensation 
committees, have increased executive pay while at the same time company profits were 
growing much slower. However, because the study is qualitative based, the author is 
conscious that a certain bias degree is possible caused by the fact that results are not 
arising from mathematical measurements but on the assessment of secondary data.   
 

2.7) Perspective 
  
The perspective used during the study is the one of a board member. The reason for that 
is simple. The responsibility of the compensation packages design is attributed to board 
members, shareholders and compensation committees. Therefore using the perspective of 
the one responsible for the upward trend is interesting to understand why they have acted 
in this particular way, sometimes quite illogically for their very own interests. Using a 
CEO perspective would have biased the study as it would have induced a willingness to 
act in favor of the continuation of the upward trend.  
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3) Theoretical Framework  
 
In this part we will review the theory behind executive compensation that we will use to 
study the subject. This includes describing the role of the executive as well as studying 
the components of executive pay. Their special role implies different expectations than 
other employees could have:  

� Decisions taken by CEOs have an important influence on the company’s short-
and-long-term results, so their performance requirements are more demanding 
that those of other employees. 

� They could have, or intend to attain an ownership position in the company 
� Their high compensation creates issues for them relatively to employees benefit 

plans 
� They usually play an important social and representative role for the company and 

are seen as leaders  

Differences in the design of executive compensation packages can be explained using the 
agency theory. With this theory, the company is regarded as a succession of interactions 
between the principal, here the shareholder or compensation committee member, and the 
agent, here the executive (Jensen, Meckling, 1976). The principal make an agreement 
with the agent and is dependent of the latter’s decisions. This agreement includes the 
rights of each actor as well as the objectives and their evaluation. This means that this 
agreement has certain costs: agency costs. For example if the agent fails to favor the 
principals’ interests, then it would be considered as a cost. The same thing applies for the 
cost of controlling the executives work. 

3.1) The agency theory 
 
The agency theory must help finding solutions for two main problems, first the conflict of 
interest between the agent and principal, and then the inability for the principal to control 
the work and actions of the agent, and therefore know if the agent is acting for the best 
interest of the principal. Another important issue is the relation towards risk that both the 
agent and the principal hold. If the risk profile differs among them, then it will be 
complicated to attain a harmonious relationship ( Eisenhardt, 1989). It is with these 
problems in mind that we will study executive compensation considering that optimal 
result can be attained under certain circumstances only based on relationship and profile 
issues between the agent and principal. 
 
For our topic, the principals are the shareholders and the agents are the executives. The 
major concern here is that no agency problem; such as conflicting interests; occurs 
between the owners and the executives and that they share the same goals. In terms of 
executive compensation, the agency theory suggests a link between compensation and 
company performance (Jensen, Meckling, 1976). This can be considered as positive, 
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because it gives more freedom to the executive because he is not under permanent control 
of the shareholders but still knows exactly what he is expected to do. This link is 
supposed to minimize agency problems. If the agency theory was not originally 
concerning executive compensation, agency problems within executive compensation can 
be considered as an extension of the theory. According to Ross (1973), the principal 
proposes a remuneration contract that allows the executive to return a maximum utility. 
Then the aim was to develop a compensation contract that would tie the principal and the 
agent on a long-term relation based on similar objectives (Lazear, 1979). 

 
Different models have been created to study this link between compensation and 
performance. In the model created by Holmstrom (1979) the principal is risk averse and 
uses a risk avert agent. If the performance of the latter can be evaluated, then the 
principal will attempt to minimize fixed compensation to prevent himself from risk. 
Parallel to that, the agency theory can introduce a higher non-fixed income for the agent. 
Not only does it reduce the risk for the principal, but it also allows reducing control costs 
associated as variable remuneration creates an indirect control on the agent’s work 
(Lazear, 1986). 

 
For the agency problem, we can determine two distinct views both considering the link 
with executive compensation. Most of the time, specialists see the compensation as a 
solution to the agency problem (Bebchuk, Fried, 2003). With this design, the 
compensation committee has to come up with models to give enough incentives to the 
executives to maximize their efficiency as well as the value for shareholders. The role of 
the committee is to attain the optimum point where compensation will be maximized in 
terms of return on investment. However, this model can only work if there is a total 
freedom of decision for the compensation committee without any political barriers that 
can arise, especially during low conjecture or recession where governments tend to be 
attentive to high compensation schemes not related to past performance (Jensen, Murphy, 
1990).  

 
Another way to study executive compensation is to concentrate on another link between 
the agency problem and compensation. The “managerial power approach” presented by 
Babchuk and Fried (2003), shows that the executive compensation could very well be 
part of the agency problem. As it has been determined, it happens that the executive 
compensation scheme is more a reflection of personal enrichment rather than an efficient 
incentive for performance (Yermack, 1997). Therefore, an important attention must be 
given to the link between the power allocated to the manager and his level of 
compensation. The danger lays in the influence that the executive could have over his 
very own compensation, leaving the corporate performance as a secondary objective. 
Both views can be seen as realistic because not only does compensation committee’s tend 
to maximize the compensations to attain an optimal efficiency from the executive, but the 
executive himself is influencing his own income scheme. This can lead to conflicts 
directly linked with the agency problem, which must be resolved to ensure that the 
company’s performance is always the number one priority. 
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3.2) Research problematic 
 
This section will expose the problematic in the research around executive compensation, 
then it will be explained why it is difficult to present executive compensation. 
 

3.2.1) The context of the research : the debate on executive 
compensation 
 
In the current context of weak salary increase, the rapid growth of executive 
compensation is a subject that fuels a debate between different actors: executives, board 
members, researchers, institutional investors, journalists, governments, the regulatory 
authorities and the public. Many researchers have tried to identify the determining factors 
of executive pay (Gomez-Mejia, 1995; Murphy 1999). Most studies about executive 
compensation have been conducted by either accounting or finance specialists, and there 
are two reasons for that. First, the variable compensations distributed to executives often 
use criteria’s based on financial information. Second, public announcement of executive 
pay is nowadays compulsory for most quoted companies. As a result, the experience and 
interest of researchers specialized in accounting for public announcement of executive 
pay is a natural extension of the research field as it is linked with budgetary issues.  
 
Executive compensation is a popular topic in magazines and newspapers. Salaries and 
massive bonuses received by top executives worldwide are regularly published. The large 
amounts provoke criticism among political, social and economical actors. Some 
observers consider that the compensations are excessive compared to the performance 
accomplished. For example, Gittniz (1992) has proved that in the United States, the 
growth rate of executive pay is three to five time superior to the profit growth rate. 
Another foundation for criticism comes from the growing difference between the growth 
rate of top executive pay and the growth rate of employees, as well as the CEO pay to 
worker pay ratio ( Figure 5). An example of this criticism lays in this quote: “ Executive 
pay is out of control. CEOs never look down to see what the average worker earns. They 
never look behind to see where they come from. They only look forward to see what the 
others earn because they want to make more money than them” 
  
Other researchers such as Jensen and Murphy (1990) or Rappaport (1999), have written 
about the virtually inexistent link between executive pay and performance and the fact 
that executives do not have a riskier compensation than the average employee. Other 
authors argue that executive pay is fair and even insufficient due to their contribution to 
the company’s performance and value creation. For example, some researchers argue that 
executive pay and performance are directly linked (Hall, Liebman, 1998). Other even 
compare executive pay and the income of professional athletes, arguing that the latter 
earns relatively more. According to Milkovich (1991), the market requires compensation 
committees to allocate generous compensation packages to attract and retain the most 
talented managers and leaders.  
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All these different point of views shows that the debate surrounding executive pay is 
intense. Are the amounts involved in executive compensation justified? To clarify this 
question, we could move the debate in the direction of shareholders interests. After all, 
executives are supposed to serve their long-term interests, which imply a steady long-
term growth of the stock price. Therefore, compensation packages should be built with 
incentives serving this willingness of creating long-term value creation. Up to now, 
research has been based on this postulate to study executive compensation. 
 
 

3.2.2) The difficulty to explain executive compensation. 
 
Despite the very large number of studies published around the executive pay topic, it is 
amazing how difficult it remains to explain executive pay. Gomez-Mejia (1994) have 
studied this through a theoretical review and concluded that even though researchers 
observe similar points on the markets, the results are surprisingly incoherent.  
 
Various theories have been used to study the subject, the principal being the agency 
theory. Based on this theory, the two major components of executive compensation have 
been determined: Company size and organizational performance. According to a study by 
Gomez-Meija (1998), the size explains 54% of the executive’s income and the 
performance 5%. However, it is interesting to note that these two factors have been 
observed long ago before the apparition of the agency theory. We could consider that the 
agency theory has given the theoretical foundations to the researchers but have not 
succeeded in determining new major components of executive pay. To summarize, we 
could say that the basic economical theories have explained an important part of the 
determinants of executive compensation, but it still remains limited. The research results 
have a significant importance but have not yet taken in consideration all the components. 
Considering the relatively weak explanation brought by the agency theory, alternative 
authors suggest observing executive pay under a new angle. Already in 1990, Jensen and 
Murphy suggested that non-economical factors could help explaining executive pay. 
Therefore, it would be interesting to take other factors in consideration. The turn of the 
century could also have been a turn in this research field, because the theoretical models 
such as the agency theory have not given full satisfaction. Other perspectives such as the 
political one could be of a major interest. If the agency theory suggests that executive pay 
is determined depending on the executive’s accomplishments, the political perspective is 
based on the power distribution and balance between executives and board members.  
 

 

3.3) Executive compensation: Why? 
 

We should start here by giving a definition of who an executive is and what his 
missions are. An executive is a person appointed and given the responsibility to manage 
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the organization and its employees, as well as given the authority to take decisions within 
specific boundaries (www.businessdictionary.com).  

 
The Executive creates, manage and develop a company or organization that builds 

on a service or product answering to a customer need. He also defines the strategy of the 
company and deals with the different resources of the organization: economic, financial, 
human or scientific. (Dubois, 2008) This is a short summary of what type of missions an 
executive could encounter in his duty: 
 
Development strategy 

� Follow the economical model of the company to ensure short-term as well as 
long-term profitability. 

� Make sure to know the market, for example with specific market research to 
synchronize any idea with the potential market.  

� Make sure to have an efficient monitoring system to follow the evolution of the 
markets and the performance of the company, specifically compared to the 
competitors.  

Financial development 

� Look for the adequate funding method for the company’s development. 
� Always be aware of the financial results and forecasts. 
� Proceed to the investments necessary to the development of the company : 

recruitment, new office or production site, R&D investments, new communication 
system  

Organizing the human resources  

� Determine the organization of the company and its organigram. 
� Ensure that everyone is following the same goals and that teams collaborate 

efficiently.  
� Make an evaluation of the work with the help of division managers. 
� Recruiting the new employees. 

 

 
 
 
Internal and external communication  

� Develop an internal communication system that allows quick and efficient 
teamwork. 

� Communicate with the outside : media, specialized newspaper, give an adequate 
image of the organization 
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3.3.1) Evaluation and performance 

These missions are of course a sample of what the executive could do. However, if the 
missions are varied, we must keep in mind that what is asked from executives is to 
perform. Therefore, the criteria of performance are important and all these missions must 
be evaluated. 

More and more popular among board of directors, the evaluation of executives is 
necessary and in the interest of every actor. For the council appointing the CEO, the 
evaluation can lead to a profound reflection about performance and ways to improve it, 
for example by linking performance and executive pay. This thinking is directly tied with 
the one about strategic objectives. Because in order to give clear requirements in terms of 
performance to the executives, the board or compensation committee members must 
know exactly where they want to go. For the executives, evaluation gives them the 
opportunity to prove their performance. It also allows avoiding misunderstandings or 
frustrations for both parts. It also gives tools to negotiate future compensation. The 
committee must make sure the evaluation process is adapted. There are a large number of 
possibilities and techniques, most of them building around three main steps (Orlikoff et 
al.1996): Fix the objectives, monitoring the results permanently, annual evaluation and 
the consequences in term of compensation. 

� Definition of the initial goals: starting from the strategic plans, the executive 
propose his personal yearly objectives to the board, as well as the 
implementation plan. This proposal is the starting point for the debate 
associated with the companies objectives, and is then presented to the board 
for approval. 

�  Monitoring the results: the executive is much more exposed than the board 
members to the realities associated with implementing the objectives and 
dealing with environmental changes. Therefore, there should be an ongoing 
discussion about the results and the eventual modification of the objectives, 
which, if they are necessary, should be done as soon as possible. 

� Yearly evaluation: To perform an efficient evaluation of the executives’ 
achievements, it can be better if the executive present a self-evaluation. This 
will allow board members to develop a deeper understanding of the 
successes and failures.   

The success of the evaluation depends on the coherent signals the board sends to the 
executive (Orlikoff et al.1996). The main threat to this coherency is attached to 
compensation: an evaluation showing strong weaknesses linked with a high bonus would 
retrieve any credibility to the process. As a consequence, the evaluation should be included in 
the determination of packages by the compensation committee. In the case the evaluation 
shows complete failure, it is crucial that the board discusses and consider dismissing the 
executive. Determining the missions of the executive is crucial, but evaluating them is also 
extremely important. In the following parts we will look closer at executive compensation 
and the personal attributes of the executive.  
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3.3.2) The personal attributes of the executive. 
 
It is interesting to study what kind of attributes is generally necessary to take the 
responsibility of a top managerial position. And how it relates to the compensation.  
There are of course no absolute truth about who can or cannot succeed as an executive, as 
there are so many factors influencing success, however many researchers have attempted 
to determine optimal profile. One attribute is however crucial, it is adaptability. Because 
a top manager should be able to adapt to various situations, such as unpredicted events or 
cultural clashes. 
 
Usually, young inexperienced managers do not hold top managerial positions. The 
experience is a valuable asset as it gives to a person the tools to take the right decisions 
when a familiar situation arises. Studies have shown that the more experienced the 
executive is, the higher the compensation he can expect. There is a direct link between 
experience and compensation level (Mincer, 1975). This can be explained by the fact that 
experience is considered as an intangible asset that can only be acquired with time. It also 
seems natural that income increases during a career. The market also have had the time to 
evaluate and recognize the attributes of an experienced executive, which represents a 
lower risk because he has showed abilities that a younger manager has not, and can 
therefore allow higher salary level.  
 
To some extent linked with the experience, the flexibility and mobility of an executive 
also plays a role on the compensation he can expect. Because usually when a manager 
moves from a company to another, he expect a better compensation scheme as an 
incentive to leave the company he works for. It is also true that an internal promotion is 
not as value creative for an executive as an external promotion in another company ( 
Deckop, 1988). However, it can be questioned whether during a compensation 
negotiation, external experience could have the same weight as experienced acquired 
inside the company. 

 
In the agency theory, it is argued that it is possible to tie the agent with the principal in 
order to have the first one act in favor of the latter. If the executive possesses a large 
number of stocks, then he will not require performance linked incentives as he is already 
tied to the performance through his stocks and the dividends associated. However, even 
though studies have been conducted on the subject, the results are contradictory and it is 
difficult to evaluate whether the number of stocks that an executive has can have a direct 
effect on his compensation.   

 
Surely, the profile and personal attributes of an executive has a link with his level of 
compensation, but it is difficult to measure to what extent which attribute can have a 
positive impact. Still we can suppose that it has a greater importance for base salaries 
than for variable compensation ( Gomez-Mejia et al., 1995). 
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3.4) Executive compensation: How? 
 

Even though there are many different ways to compensate an executive, most of the time 
the package includes four types of remuneration (Murphy, 1999): the base salary, the 
bonus, stock options and incentive plans that can be short term or long term. That does 
not mean that other types of compensation, such as supplement retirement packages, 
benefits for executives, perquisites, and even provisions for severance pay are less 
important, but it is crucial to focus on the most common compensations. The pyramidal 
graphic below shows us the importance of these four types of compensation, with the 
most stable income being the base salary. However, if it is the most stable, it does not 
have to be the most important in terms of value, as the other compensations such as an 
annual bonus will often represent a larger amount than the base salary itself. If we look at 
figure 1, we can immediately see that there is hierarchy in compensation types, however, 
each company has its own strategies. For example, Walt Disney’s CEO Robert Iger had a 
variety of different compensations for 2008, whereas Jack Fusco, CEO for Calpine, 
received a small base salary only coupled with options. This figure shows that executive 
compensation depends on the company’s own specific strategy, and it certainly shows us 
that base salary is far from being the most important incentive.  

 

 

Source: www.carlsondettmann.com 

We will now review the different types of compensations that we mentioned earlier, 
because it is necessary to fully understand the different components of executive 
compensation in order to understand a compensation scheme. 
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3.4.1) The base salary 
 
The base salary is the most common component of executive compensation. Almost 
every executive benefits from a base salary. These salaries are most of the time 
determined by using so called competitive benchmarking, based on salary surveys 
(Murphy 1999). The comparison is often based on the performance and size of the 
organization as well as its activity sector. It is also important to note that there is a 
relation between the size of the organization and compensation (Rosen, 1992). Most of 
the time the higher level of responsibility in large companies coupled with stronger 
financial possibilities gives the executives higher compensations than they could expect 
in smaller organizations.  
  
However, and especially since the beginning of the 1990’s, the base salary does not cover 
the same importance in the compensation negotiations. This decrease can be explained by 
three factors (Gomez-Mejia et al., 1995). First reason is the development of incentive 
plans, as their appearance created a decrease in the relative importance of the base salary. 
We can see in figure 1 that some CEO’s only have a symbolic part of their compensation 
coming from the base salary. Another factor is the modernization of the hierarchical 
layers of the company and therefore fewer differences in base salary, which allows giving 
performance a greater role in compensation schemes. Finally, the low inflation rates tend 
to complicate salary raises based on that. It is also simpler to use more complicated tools 
such as options to make the compensation less transparent and more difficult to evaluate. 
This is especially helpful to prevent protest from the public or the shareholders.   
  
Nevertheless, this decline in base salary has not the intention to “erase” or “eliminate” 
this type of compensation. It remains important and even crucial to some executives that 
are not willing to be dependent on unfixed incomes only. Other factors such, as pension 
money is also crucial, because the executive also have to prepare for his own and his 
family’s future.  
 
 
 

3.4.2) The bonus 
 
The bonus is very often related to finance employees and traders making millions based 
solely on the performance of one year. However, the bonus is a form of compensation 
that is quite usual, especially amongst executives. The bonus is usually paid annually and 
is based on the past years performance. The bonus is also often calculated on a 
percentage of the base salary; which again shows why this salary is still important for 
executives; therefore, the higher the salary, the higher the bonus. Here we can also 
determine three types of bonuses (Gomez-Mejia et al., 1995). The bonus can be based 
upon a financial goal setting, for example reaching a certain revenue or profit. The 
amount of the bonus can also depend of how the objectives are reached. If the result is 
even better than forecasted, then the bonus can be greater. With the same idea, if the 
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goals are not attained, the bonus could simply be cancelled. The bonus can also be 
valuated based on qualitative objectives, such as integrating a new team after a fusion.  
  
Another type of bonus can be based on a variety of objectives to avoid strong focus solely 
on the most attractive and lucrative objective. This can help the executive to work on 
different goals without prioritizing too much. Company’s can also use formulas to 
determine what the executive has to reach in order to receive his bonus.    
  
The third type of bonus is not directly related to specific goals, but can be obtained for 
example for good general results. As it is not specifically goal-related, this bonus does 
not have to be regular and can occur when the executive has positively influenced the 
organization’s performance.  
 

  

3.4.3) The stock options 
 
Stock options have become very popular recently as a part of a compensation package. 
This “product” represents contracts, which gives the executive the right to purchase a 
share at a pre-fixed price for a specified term. Executive options can be exercised over 
time, which mean that a certain percentage become “vested” after a pre-determined time 
(Murphy, 1999). It is obvious that stock options are an incentive that “ties” the executive 
to the company, and it is in his best interest that the stock price rises so that he can benefit 
from the stock options. However, stock options should not represent too much of a 
compensation package, because it could have as a side effect a total focus on stock prices, 
leaving aside other important aspects of a company that are not reflected in stock prices. 
Following the trend in executive compensation packages, stock options became very 
popular in the 1980’s and 1990’s, and even though there is no particular study about that, 
stock options have been a very good way to directly linking performance and 
compensation. Of course, that is functioning when the financial markets follow an 
upward trend. We will come back to this later to link stock options directly to the current 
crisis. 
 
 

3.4.4) Long-term incentive plans 

 
We have reviewed above the regular compensations (base salary), as well as the bonuses 
and stock options. To complete the presentation of the four main remunerations included 
in compensations packages, we shall discuss long-term incentive plans. These plans are 
usually based on an average of past performances, cumulated on three or five years 
(Murphy, 1999). Around 27% of the most important USA companies CEOs had long-
term incentive plan in their compensation package in 1996. As presented in Figure 2, in 
2008, 38% of the companies were offering long-term incentive plans. That is less than the 
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stock options, offered by 59% of the companies. But those figures are to be taken with 
precautions, because the trend is showing that stock options have fallen in the recent 
years and the current financial situation should not allow any changes in that trend in the 
coming years.   
  
The long-term incentive plan ties the executive’s compensation with long-term strategic 
objectives. This means that as opposed to the stock options, the “LTIP” are not 
necessarily tied with the stock price. Usually, executives can be granted free shares after 
the agreed time. Special terms can apply, such as staying in the company during that 
time, or achieving specified goals. This system has the advantage to tie the executive for 
a longer period as he cannot get any benefits during the first years, whereas stock options 
can be exercised after one year. As a result, LTIPs are more a long-term tool than stock 
options are, and are interesting to fully involve executives in the development and the 
performance of the company. 
 
These four types of compensation play an important role in the design of compensation 
packages. To summarize, we could say that there are many ways to compensate an 
executive, however the four most common are: Base salary, Bonus, Stock options and 
incentive plans. The base salary should be high enough to attract the best candidates, but 
if it is too high, it might be less motivating for the executive to perform. The bonus is 
performance tied and should strictly remain so, giving a bonus after poor results would be 
giving negative signals. Stock options can be a very good tool to motivate executives; 
however it should be used wisely as it can influence the risk taking. The incentive plans. 
Especially the long-term ones are very good to tie the executive on long-term objectives. 
However, it is important to add short-term incentives as well to keep the motivation high. 
We will now focus on the compensation tool that has most certainly been the most 
criticized recently: Stock options. 
 
 
 

3.4.5) A focus on stock options 
 
Stock options have recently acquired a bad image. They are sometime depicted as one of 
the symbols of the current financial crisis and compensation committees are now more 
cautious in attributing those options. We should ask ourselves the question, have there 
been too many stock options given to executives as an incentive? 
 
In a process of finding the optimal relation between efficient incentive and cost 
maximization, compensation committees have “tied” executives to the company and its 
performance by using stock options. These stock options have grown in importance and 
often represent an important part of compensation packages (Murphy, 1999). Has this 
large proportion of stock options led to higher involvement and greater performances?  
 
In a contract and compensation package, the objective is to give incentives to the 
executive so that he will be fully concerned with achieving the goals of the shareholders. 
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For the executive to make the right decisions and work on performance, it is crucial that a 
part of the compensation is performance-based. However, this is not sufficient. It is also 
important that the income in time does not differ too much between executives and 
shareholders. Indeed, the income time horizon of the executive plays an important role on 
his willingness to take risky actions. Moreover, this risk attitude is linked with the way 
the executive is paid, but also with the risk profile of the shareholders that has to be 
similar to the one of the executive for efficient collaboration (Danthine, Donaldson, 
2008). The more the income of the executive is diversified, the more he will be willing to 
take risks, as he does not depend solely on one income type. At the same time, the 
compensation must include some part of “guaranteed” income so that the executive does 
not act overly cautiously to protect his income.  
 
This trend of mixing fixed and variable compensation, and especially stock options, 
began to become very popular in the 1980’s and continued during the 1990’s (Rappaport, 
1999). The compensation packages had for objective to tie strongly the executive to the 
performance of the company by using shares giving the right to dividends, and even more 
important to the stock performance by using stock options. Today, we can see that the 
base salary is often small relatively compared to other types of income (Figure 1). 
According to Equilar (Graph below); company specialized in executive compensation 
consulting; over 80% of executive compensation was constituted of stock options in 2006 
for high-tech companies. This shows how important this type of compensation has 
become, even if figures are becoming more reasonable recently (Figure 2). That trend is 
clearly shown on the graph below. 
 
 

 
Source: www.equilar.com 
 
It is especially concerning as the link between the income level of top executives and 
corporate performance is not proven. Furthermore, stock options have given huge gains 
to executives whose performance has been below average (Rappaport, 1999). That brings 
us to a crucial question. Has the relative decrease of base salary created an imbalance that 
creates an un-optimal performance based compensation program?  
  
This big difference between base salary and stock option in favor of the latter could be 
the cause of differences in views between management and shareholders. The owners 



 25 

want to push performance and development, whereas executives might not be open to 
high-risk level actions as a very large part of their compensation is at stake. If the 
executive turns out to be more risk avert than expected, using a large part of variable 
compensation would only strengthen the manager’s prudent attitude. Therefore, it is 
important to adapt compensation to the risk profile of the executive even though going 
back to the old system used in the 1970’s where high compensation was not linked with 
stock performance is not recommended because the shareholders were not rewarded 
equally compared to the executives. This situation is indeed problematic, as high base 
salary means high income even in the case of low profits, which can be a reason for the 
manager to act in a way that is contrary to the willingness of the shareholders. So if the 
trend was clear during the80’s and 90’s it seems that changes are about to become more 
and more common in compensation schemes. So what will happen next for the many 
stock options and the allocation of new ones? 
 

With the financial markets, and more globally the economy, facing much turbulence, 
there is an inevitable question. How will executives be able to re-price their stock 
options? Indeed, with many stocks plummeting the stock options become so called 
“underwater”. This means that the exercise price of an option is higher than the market 
price of the stock. This results in a situation where holders of options cannot exercise 
them and have to wait until the stock price rises in order to regain hope for profit. That is 
a problem as options are supposed to be an incentive, and here there is absolutely no 
short-term profit to be expected. But the problem becomes even more complicated when 
new executives arrive in the company and receive stock options as part of their 
compensation package, because these options are based on the new price of the stock and 
are therefore much more valuable than older options held by executives arrived prior to 
the decrease in value of the stock price. Of course, this is a dangerous situation because 
the long-term managers can feel that they are disadvantaged. A simple answer to this 
problem is the re-pricing of the old options using one of the two following (Bachelder, 
2001):  

� The “underwater” option‘s price is reduced, usually to the same amount of the 
current market price. 

� The cancellation of the old option with a direct replacement with a new 
option, also in adequation with the market price. 

This method is vulnerable to criticism, because it implies that somehow, executives are 
almost always certain to make a profit with options, which is not respectful of the original 
aim of options: link executive compensation with stock performance. This is the reason 
why shareholders and other persons are often criticizing this kind of method.    

Therefore, if stock options do not play their role of motivating executives to maximize 
the utility of shareholders, they loose their original sense. We can determine two 
problems occurring with many stock options models that can both have implication on 
the decision process of the executives (Finkelstein, 2009).  
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As we have seen above, stock options are risk free for the executive, as they do not risk 
losing money. With re-pricing, they are in some cases even assured to make a profit. So 
for executives, there are not really any disadvantages apart from the risk of having a 
lower income if the stock price does not rise. That of course should help executives to 
take more risks, as if they make the right choices, they can end up with a huge “prize 
money”. On the other hand, it holds a risk that the managerial style being riskier; the 
financial figures of the company can vary quickly and have strong vicissitudes instead of 
a regular development. This is a problem, because if the executive is not risking his own 
wealth, then he might not act in the company’s best interest. If good decisions should be 
rewarded, bad decision should have financial consequences for executives too. Therefore, 
it can be positive to include more shares in the compensation package so that the 
executive really loses money if the stock price was to decrease.  

Another issue that is quite important is the lack of link between the allocation of stock 
options without taking in consideration the performance of the competitors ( Finkelstein, 
2009). So in a market with strong growth where almost all stock prices rise, executives 
will make profits with their options even if they have under performed compared to their 
competitors (Rappaport, 1999). This is of course a critical issue, as underperformance can 
still lead to high profits for executives. How could this be resolved? Well if the variable 
compensation is tied with, not only performance, but also with performance compared 
with the main competitors, then it will not be possible for the executives to take a “free 
ride”.    

We have seen in this section that stock options have been very popular and were launched 
during the takeover period launched in the 1980’s. However, there is nowadays a public 
protest against this method of compensation and we will discuss later in the section about 
future trends if stock options are still the number one incentive. That is questionable, 
because as we have seen above, with the re-pricing model, stock options are too often a 
profit only incentive including no risk for the executive. For example, if we take the 
opposite example, that is that the option is not “underwater, but instead the stock price is 
much higher than the option, then the executive can make a huge profit at any time, as a 
result the option is not working as an incentive any longer because it has already obtained 
its goal. An answer to this is to tie stock option granting with relative performance, as 
well as increasing the number of shares received and diminish the stock options so that 
executives both get rewarded for good performance, and financially hurt if incorrect 
decisions are taken.  

3.4.6) Cultural differences 
 
Before going further, we will here study how differences in executive compensation can 
occur if we compare what pay philosophy is applied in different countries. The first thing 
that strikes us when we look at Figure 4 is that there is no homogeneity in how much 
CEOs are paid depending on which country they work in. The United States offer the 
highest income for CEOs by far, with more than the double of non-American CEOs, and 
that can be understandable considering the fact that the USA is the greatest country in the 
world in terms of economical power. Nevertheless, there are many very successful 
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companies that are not American and still the executive compensation does not reach the 
same value as in the USA, so the question we are asking ourselves here is why? Why are 
there such big differences in the way executives are paid depending on the country.  
 
Of course, the first criticism that could be brought when looking at graphs such as Figure 
3, is that comparing solely the income in dollars does not give us a realistic image of 
what the situation is, because other factors tend to affect that remuneration. A very 
important one is the taxes. However, things such as purchasing power and other benefits 
that can vary from country to country should also be taken in consideration (Abowd, 
Bognanno, 1995). These authors made a comparative study between twelve developed 
countries using these figures as well as the pay itself, and the results showed that USA 
executives received a much higher compensation than the others did.  An other 
remarkable finding that came out of the study was that the differences in pay level 
applied to top CEOs only, and those executives at lower level did not make more money 
in the USA than in other developed country. We can link this finding with Figure 3, 
where we can see the comparison of remuneration between different countries. At the 
CEO level, the differences between compensation are very clear between the USA and 
any other country, whereas for engineers or human resources directors, the difference is 
not as big. We could consider cultural reasons to why American top executives receive 
such high compensation. Due to a philosophy where money takes a central place, 
performance is rewarded at a higher rate than in other countries, where such differences 
in salaries and compensation is not completely accepted. We can see in Figure 5 that the 
ratio of CEO to worker pay is also the highest in the USA, showing that differences in 
compensation is as high inside the USA as it is with other countries. 
  

Although these differences between developed countries are clear, there is a lack of 
studies to show us why there are such important differences at CEO levels. Other studies 
have instead showed that there are also many similarities in executive compensation 
between various developed countries. One interesting similarity is the correlation 
between Executive turnover and performance (Kaplan, 1997). It has also been observed 
that there is a relation between compensation and the stock price, and that in all 
developed countries. So we could believe that the major difference between the USA and 
other countries is mostly due to higher base compensations, as Americans do not get 
relative higher compensation based on performance. However, we should note that one 
main difference remains in terms of incentives, and that concerns the level of stock 
options used, much higher in the USA than anywhere else (Abowd and Bognanno, 1995), 
but once again this system might have come to an end or at least is slowing down 
strongly recently. The future system could include more relative-based options, which 
value is indexed on the stock market (Larcker,2003). More regulations such as the time 
the stock must be held could also evolve. Options could be used more cautiously by 
compensation committees as their justification regarding executive pay will increase. 

Although real differences exist, the systems between developed countries are quite 
similar (Abowd, Kaplan, 1999). In addition, we could even anticipate that differences 
might diminish in the future following a trend launched by the globalization of world 
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economy. As financial borders are only virtual and talented executives evolve on a world 
market, there could be a convergent trend for top executive compensations. For example, 
when a European company buys an American one, it has to accept the compensation 
scheme in place. The same idea can be applied to American companies outside the USA, 
as they have higher executive compensation, it could put a certain pressure on 
competitors that could raise their compensation level to remain competitive. Therefore 
we think that globalized markets will also bring globalized compensations and this trend 
has already started. 
 
The cultural issue is interesting regarding the evolution of stock options within executive 
compensation. An answer could be found in the four dimensions developed by Hofstede 
(1980): 

� Power distance (small to large) 
� Collectivism versus individualism 
� Femininity versus masculinity 
�  Uncertainty avoidance 

 
Together they form a four-dimensional model. Here we could link the stock option 
practice with the power distance dimension. Because the power distance can be defined 
as follows: “as the extent to which the less powerful members of institutions or 
organizations within a country expect and accept that power is distributed unequally” 
(Hofstede, 1980). If we use this model and transpose it to the corporate World we could 
consider that the stronger impose their system to the weaker. For that reason, the Anglo-
American model has been of great influence. However this is to relatives, because the 
Anglo-American model is not applied everywhere, for example this practice is not very 
developed in Japan (Kaplan,1997).  
 

3.4.7) The French example 
 
A few years ago, there was a huge gap between French and American top executives 
paychecks. However if the difference remain important as we can see in Figure 4, there 
has been a dynamic growth on French top executives salaries. A study from the 
consulting firm Hewitt associates revealed that the average salary for the most important 
CEOs in France amounted to 1,7 millions euro. From which a bit more than half of it 
came from “fixed” income. The study revealed how the compensation was divided 
between fixed and variable income: 
 

� 34% base salary 
� 6% Pension  
� 2% Other cash compensation 
� 3% Fringe benefits 
� 23% bonus 
� 27% stock options 
� 4% participation 
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The first thing that we can see here is compared to other figures we have seen earlier in 
the paper, this study shows that the part of the compensation attributed in stock options is 
not as important, and is even lower than the base salary. The first explanation is that 
European companies do not use stock options as much as American ones. A second point 
is that the compensation is well balanced between fixed and variable income. In France as 
in other countries, the Enron scandal had an important impact on corporate governance 
and there is more prudency to prevent financial or ethical scandal. Of course, there are 
some similarities between the French and American system, but also differences, 
especially in terms of risks. French executives tend to be more protected from the 
shareholders, and it is not as common that a CEO is dismissed, because it is not part of 
the French culture. Furthermore, French executives do not bare the same judiciary threat, 
because their personal responsibility is not as exposed. If the risks are not the same, 
corporate governance issues are similar, and one of the current very critical subjects are 
the severance agreements, which we will study, in a future paragraph.  
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4) Corporate Governance issues 
 
Executive compensation has recently been in the middle of many public debates. The 
announcement of SEB in Sweden to increase the salary of its top executives immediately 
created much protestation from the employees but also from the media and the general 
public. This counter power has an influence showing that boards are observed and 
executive compensation can become a matter of criticism. Therefore, boards are forced to 
face critical issues concerning corporate governance and must deal with these with the 
greatest attention. The special attention that the compensation committee’s are receiving 
has given the word “transparency” a whole new meaning (Nemec, 2006). 

 
Corporate governance represents all the rules, processes, laws and institutions that 
influence directly on the management and control of the company. Of course, within 
corporate governance, the subject that interests us here is executive compensation. As we 
said above, transparency is required from boards and “clean” corporate governance is 
therefore recommended. That means essentially two things. First, that the executives 
paying process and methods are clear and that certain independence is proved. 
 

4.1) Corporate governances’ influence on executive 
compensation 
 
The role of corporate governance mechanisms in the determination of compensation 
packages is a quite recent research field. I will describe three of them as following: 
Shareholder structure, Compensation committee and Managerial Discretion. 
 

� Shareholder structure: A large number of studies have examined the 
shareholder structures’ effect on executive compensation. In general the 
results show that the holder of a large number of shares (over 5%), influences 
the executives’ pay in the best interest of all shareholders. Another result 
developed by David et al (1998) is linked to the nature of the investment. 
They show that investors with a vertical dependency do not have the same 
impact as independent investors. The latter tend to diminish executive 
compensation and increase the part of long-term incentive plans.   

 
� Compensation Committee: The role of the committee is of course crucial 

because their members determine the compensation package. As explained by 
Daily et al (1998), CEO’s can have an influence on compensation committee  
members, if these members lack independence vis-à-vis the CEO, they will 
tend to allow generous compensation packages. With the same idea, Westphal 
et al (1994) have discovered that the board of directors can be manipulated by 
executives to announce the adoption of long-term incentive plans even though 
these are not actually used. This political maneuver can be seen as a signal 
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sent to shareholders indicating that there is no agency problem but executives 
seek to keep a less risky remuneration.   

 
� Managerial discretion: Another research field is focusing on the dampening 

effect managerial discretion, i.e. their freedom in decision making; can have 
on the link between performance and pay. For example Gomez-Mejia et al 
(1995) showed that in banks, the link between performance and pay is greater 
in the context of high managerial discretion. So here it could be argued that 
the more freedom a manager has, the better he will perform. However, this is 
not proven and could also add disadvantages, such as a loss of control on the 
executives by the shareholders.   

 

4.2) The influence of environmental context on 
executive pay 
 
The contextual or environmental characteristics described by Barkema et al. (1998) are 
the determinants used to estimate and valuate the impact of managerial discretion. 
Several studies have worked on the combined effect of the different determinants of 
managerial discretion: Strategy, R&D investments, market growth, the instable demand 
in products and services, regulations, national culture and legislative system. However, 
some studies have emphasized certain aspects only, which will be discussed underneath.   
 

� Investment and growth opportunities: The link between investment and 
growth opportunities could have a direct impact on executive compensation. 
Some results developed by Clinch (1991), brings some explanations. He found 
that there is a statistical link between investments in Research & Development 
and executive pay. Smith et al (1992) went even further. They studied the 
impact of growth and investment opportunities on the funding policies, 
dividend policies and executive pay policies. Not only do the authors find 
links between these policies, they also show that the determination of 
executive pay packages is influenced by the investment and growth 
opportunities of the organization: if there are many important opportunities, 
the companies tend to utilize more stock options. This would confirm that 
there is a stronger link between performance and pay when the company has 
big investment opportunities. Moreover, in order to align executives and 
shareholders interests, companies tend to favor stock market indicators to 
judge performance, rather than using other types of indicators.  

 
� Business sector or activity: In sectors with high growth, companies offer 

higher remuneration to their executives and use more stock options (Smith et 
al.1992). However, there is no significant difference for other types of 
remuneration. One finding is very interesting, according to Sanders et al 
(1998), companies that are highly internationalized allow a higher 
remuneration and more linked to long-term performance.    
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4.3) Benchmarking 
 
Companies are paying their executives more and more, and as we have seen earlier, the 
amount paid does not have an automatic link with performance. Virtually, there is no link 
between compensation and performance (Rappaport, 1999). So why is there a constant 
grow in compensation on the long-term? One explanation is that the transparency of the 
compensation with public announcement, allows everyone to compare the compensations 
the competitors give to their executives. This of course encourages benchmarking, as no 
executive wants to be underpaid compared to its peers. Moreover, if a company gives a 
low compensation, the market could take it as a lack of confidence in the manager, 
causing a bad image. Therefore, companies are trying to remain competitive also on the 
“paycheck” market. The information being accessible to the market and to all 
shareholders, there is a better balance between the managerial power and the shareholder 
power. The fact that executive compensation is public in quoted companies can also help 
the executive to take its responsibilities. As a counterpart for high compensation, 
shareholders are looking for attributes that will help them attain maximum utility. Of 
course benchmarking is one factor to explain compensation evolution, but factors such as 
the size of the company, the sector or the constituency of the shareholders are also 
important factors.  

 
4.4) Golden Parachutes 

 
One of the recent, issues that boards have faced within corporate governance are golden 
parachutes. A golden parachute is an agreement between an employee, usually a top 
executive or CEO, and the company. This agreement states that in case the contract 
would be terminated, the executive would receive cash compensation or stock options or 
a combination of different benefits. Those parachutes usually represent a large amount. 
That is exactly what comes out of the table below, as average severance pay for CEO’s is 
65 times larger than the severance pay of an average worker. A good example of these 
golden parachutes is the amount that Mr. McKinnell, and Mr. Nardelli, respectively 
former CEO’s of Pfizer and Home Depot received: 200$ millions each even though they 
had not performed well.  

 
Average Worker vs. Average CEO Severance Pay 

    
Who Weeks of Salary for Each Year Worked 
Average CEO ousted in 2006  170 
Average CEO without a contract  18 
Average Worker  2 

Source: “Has the Exit Sign Ever Looked So Good,” The New York Times, 4/8/2007.  
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That is probably the point that has created the strongest protests. The fact that an 
executive can be responsible of the bad performances of the company and still receive a 
big paycheck if he leaves has been the reason for growing anger of the public. Therefore, 
corporate governance must be extremely cautious when preparing the compensation 
package.  
 
 

4.5) Summary 
 
Corporate governance and executive compensation plays an important role in creating an 
efficient corporate model and image. The CEO and more generally top executives have a 
direct impact on the performance of all employees. The larger the company, the larger the 
responsibility for the executives, and it is therefore understandable that high 
compensations are allocated. Moreover, high salaries and benefits can also give 
confidence to the market as it shows that the shareholders give their confidence to the 
management.   
  
Benchmarking also shows that compensation committees have difficulties to know what 
amount can lead to an optimum. And more than the amount, the repartition between fixed 
and variable benefits. Can high compensations be justified? In the globalized world 
market, the pressure on the companies with international comparison is greater. This 
internationalization has also brought tougher competition, which has given more 
importance to corporate governance. This is why executive compensation is in the middle 
of an intense debate. As competition requires strong signs towards the competitors, 
executive compensation can be one, paying high compensation can become a sign of 
power. And as the shareholders want to have an experienced and skilled executive, it is 
implicit that he deserves a good compensation.      
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5) Analysis of the CEO compensation 
trend 
 
“The compensation of top executives increased by 6.8 percent per year from 1980 to 
2003” (Frydman, Saks, 2005). This fact shows that the upward trend in the last decades 
has been constant. If we look at the figure below, we can even see that between 1990 and 
2000, CEOs pay increased by 400%. The burst of the internet bubble had a direct 
consequence on executive compensation, but even after that crisis, the CEOs pay have 
been multiplied by four in fifteen years. Those figures are impressive, even more so if 
they are compared to the other numbers. The S&P 500 rose by 141% during the same 
period of fifteen years. The corporate profits have not known the same growth as CEO 
pay, which means that the shareholders had to pay for the increase in executive 
compensation. It is difficult to compare the production worker’s pay, as their number is 
not comparable with CEOs. 
 

 
Source: www.cache.consumerist.com 

 
After the turbulence that have badly shaken world economy and the growing anger 
coming from the public and putting pressure on the politics. It is more than interesting to 
study the trend of current and future executive compensation. We have seen in prior 
paragraphs many elements explaining how the compensation packages are constituted 
and the importance they can have on corporate finance. So after the burst of the dot com 
bubble, CEO pay has suffered, will it be same now after the subprime crisis? But will it 
be a simple correction or will the long-term growth launched in the 1980’s continue? Of 
course we cannot provide an answer as the future is unpredictable, but after studying the 
trend we will come up with a hypothesis. 
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According to a study about S&P 500 index CEO’s, their average compensation 
diminished between 2007 and 2008. The decrease is around 6%, and median income 
amount to 7.7$ Millions, down 0.9$ millions. However, another study shows that there 
was a raise in income for the average income of the CEO’s of 200 major corporations. At 
the same time, the WSJ published a study where the median executive income declined to 
7.55$ millions. It is difficult to get figures to determine exactly the trend, but it is clear 
that executive compensation is seriously slowing down. An indicator strengthening this 
idea is shown on the graphic below: The peak in difference between CEO pay and 
Worker pay was attained in 2000 before the bubble burst. Since then it is constantly 
diminishing even though the economy was still satisfactory until the financial crisis 
cataclysm.     
 

 

 

Of course, the decline of the financial market and the bad economic situation has a direct 
impact on the financial wealth of big companies, as we can see with the American motor 
industry.  The financial crisis could also bring positive factors for compensation 
committees in the form of a warning that high compensation is not the ultimate key for 
achieving success. Executive pay consultant, who runs an eponymous consulting firm, 
describes a sea change in attitudes toward executive compensation: “The American 
people and their elected representatives won’t support companies putting their 
executives’ self-interests ahead of the company’s” (Frederic Cook, compensation 
consultant.) This quote is linked with the political willingness to stop extravagant 
compensation when companies are facing major losses. A major step taken by the 
American government to protect its financial sector was the introduction of the Troubled 
Asset Relief Program (TARP). This rescue and help program does not seem to affect all 
financial institutions, as three banks helped by the government still have their CEO in the 
top 200 best paid: Citigroup, Bank of America, Capital One Financial. This is a signal 
that the legislative actions may not always have the expected outcomes, as firms that 
benefited from TARP has shown no effect on executive pay (The Washington Post).  

If we analyze the CEO pay study published by Equilar for the New York Times 
(appendix 6-10), we can get a clearer understanding of how the trend is evolving 
depending on the business sector. To examine these trends, Equilar conducted a review of 
the annual pay packages for CEO’s at large American companies. The study gather data 
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for 200 CEO’s at the biggest firms, studying their income. As we can see in Figure 6, all 
major sectors are represented with a majority of firms from the consumer goods industry 
and the service industry. From 2007 and 2008, most sectors saw the CEO’s pay decline 
except for the technological sector with a 10% raise. The median total income declined 
by over 9%. It is important to note that the study only includes CEO’s with at least two 
years of as top executive. The financial sector is not surprisingly the one with the 
strongest decline, 40%; this is the result of the financial crisis that has been brutal. The 
symbol of this crisis has been the bankruptcy of the bank Lehman Brothers, one of the 
most respected one in Wall Street. The financial services also suffered in terms of bonus 
distribution, with a 100% decline, due to a fiscal year with major losses.  

If we make different groups of executives, then we can say that the winners, or at 
the least the one who suffered less, are the CEO’s from the healthcare, industrial and 
technological industries. But from the figures, we can depict a trend that is down ward. 
However, it is too early to know if the decline is a real trend or a slow down in the 
upward trend started in the 1980’s.  

If it is difficult to determine a trend to know whether executive compensations will 
decline in the next few years or not, it is highly probable that compensation committees 
may change the way executives are paid. Mr. Chun, CEO of Equilar, specialized in 
executive compensation, has noted that:” more companies are using a mix of different 
types of equity compensation awards compared to the recent past where many companies 
used options exclusively”. This would be a major change as American companies have 
been using options excessively in the past years, forming an un-balanced situation 
between the executive and the shareholders, the latter endorsing a greater risk.   

 These changes show us that the responsibility to change executive compensation 
culture is held by shareholders and the compensation committees that they have elected. 
Even if there is a pressure coming from the public and the politics, it is up to the owners 
to rebalance the power distribution by launching a new dynamic in the field of executive 
compensation. It is not only necessary for the companies, but also for the general 
economy. It is hard to believe that a new down ward spiral will appear suddenly, but in 
the long term, executive compensation will most certainly evolve.  

The changes to come won’t only regard the level of remuneration, including the bonuses, 
but probably mostly the detailed structure of the compensation packages. When the 
performance criteria’s are fixed, companies will have to take more into account the 
interests of the shareholders and verify that pay is actually linked to performance. Two 
tendencies could be presented, the orientation towards long-term rather than short-term 
and the higher consideration of risks. The differed bonus could be a solution as well as 
systems where underperformance would lead to reduced income for the executives.  
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6) Case Study: Bank of America 
This case study is aimed at studying the particular case of the Bank of America. Focus is 
put on executive compensation, especially CEO pay. The interest of this case is the fact 
that Bank of America is in the middle of the financial turmoil and much protest has been 
expressed from both shareholders, media and public. We will first study the background 
including a historical summary. Then we will study executive compensation in the 
company before analyzing the observations. 

6.1)  Background 
 
Bank of America is the largest American bank. The headquarters is located in Charlotte, 
North Carolina. The bank was founded in 1929 after the fusion between Amadeo’s 
Giannini’s Bank of Italy and Bank of America in San Fransisco. After World War II 
California was the state with the strongest growth rate. To face the large number of 
banking transactions, Bank of America invested heavily in technology information and is 
considered as the inventor of the modern centralized bank transactions 
(www.associatedcontent.com). The bank expanded outside of California in 1983 with the 
acquisition of Seafirst Corp. In the following years the bank continued its expansion 
through other acquisitions. In 1998, NationsBank Corporation acquires Bank of America 
for $64,8 billions, the largest bank operation in history. The new group kept the name of 
Bank of America but the headquarters remained in Charlotte. In 2001 Hugh McColl, 
CEO, quitted and Ken Lewis was appointed CEO. This stops the expansionist strategy of 
the group to focus on financial performance. The 15th January 2009, in the context of the 
Paulson Plan, the United States Department of Treasury injected $20 billions more in 
addition to the $25 billions injected since October 2008 (AFP). The US government has 
also guaranteed $118 billions of toxic assets. 
 

6.2)  Executive compensation  

In 2006 Bank of America CEO Kenneth Lewis posted a $91 million gain after exercising 
options and vesting stock awards. This gain was divided between $77 million from stock 
options and $14 million from stock awards vest  That income came as an addition to a 
$23 million package (www.reuters.com). The package was designed as follows: a base-
salary of$ 1.5 million, $14 million stock and option award, $6.5 million of incentive 
awards and $220,000 of other benefits, for example the utilization of a corporate airplane 
(www.reuters.com).     

The compensation package of Kenneth Lewis is constituted of as base-salary, a bonus, 
stock options and other awards as well as incentives and perquisites. We can immediately 
observe that the compensation package is typically representative of the Anglo-American 
model. To compare these figures from 2006 we will use the graphic below, showing the 
compensation package and the income related for year 2008. The graphic shows two 
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different calculations, the first one originated from the Stock Exchange Commission 
(SEC), the second from AFL-CIO ( America’s Union Movement). 

 

Source: www.aflcio.org 

We can note that the base-salary has not changed, remaining $1.5 million. Stock and 
option awards combined represent slightly over $7 million. Finally earnings and other 
compensations represent respectively $854,256 and $275,125. The first observation is 
that between 2006 and 2008 the total income from the compensation package has 
decreased heavily, from $23 million to less than $10 million. This change is due to 
changes in the variable remuneration, composed of stock and option awards. To 
summarize, we can observe that the part of base-salary in total compensation is small, 
most income resulting from variable compensation components. 

 

6.3) The cause for protests 
 
As we observed above, Bank of America have received financial help from the Troubled 
Asset Relief Program (TARP) amounting to $45 billion, as well as a guarantee of $118 
billion of its assets. The bank faced losses of almost $2.4 billion during the fourth quarter 
of 2008. However, the help provided by the state will not avoid a dismissal plan to 
eliminate around 35000 jobs in the coming three years (New York Times). During the 
same time, as observed above, the CEO received slightly under $10 million which 
represents over four hundred times the average yearly income of an average bank 
employee (US bureau of labor statistics, 2007). This particular situation of important 
losses combined with CEO pay remaining high has awaken protests from various persons 
and groups. Some groups, such as the CTW Investment Group have even invited Ken 
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Lewis to leave. The CEO is blamed for his strategic decisions, including the acquisition 
of two fragile companies: Countrywide Financial Corp and Merrill Lynch. “He has made 
some pretty big mistakes over the last couple of months and as conditions inside that 
bank worsen, he’s going to come under more and more pressure.” (New York Times). 
  
The protest is aimed at the design of the compensation package. This package is 
considered to be to risk-oriented, influencing Lewis to lead an acquisition wave. The 
scandal and increased protest was fueled by the acquisition of Merrill Lynch. After the 
deal was closed, the losses of Merrill Lynch turned out to be far more important than 
expected (www.aflcio.org). The use of tax payer’s money to help Bank of America and 
the lack of transparency constituted a new reason for protests. Especially because Bank of 
America executives new the real amounts of the Merrill Lynch losses. These actions have 
strengthened the general feeling that executive compensation has little or no link with 
performance. Bank of America’s 2008 net income is down 73% from 2007’s net income 
and its market capitalization down 62 % to $70 billion at the end of 2008 from $183 
billion at the end of 2007 (www.aflcio.org). These bad results combined with general 
protest against excessive executive pay seems to finally have influenced the bank’s board 
members: Bank of America announced in early 2009 that the CEO and other top 
executives will not receive any bonus. 
   

 6.4) Analysis 
 
The observations mentioned above shows that high executive pay has resisted up to now, 
but the pressure from politics, media, shareholders and general public have influenced the 
compensation committee. Based on our method, we can note that the result is not 
automatic, because in previous years Bank of America faced losses but executive pay did 
not suffer from that. We can mainly observe that the structure has changed. If we look at 
the table below, we can see the figures for 2005. During that year, the base salary is the 
same; however, we can see that the bonus is important, almost six times greater than the 
banking median. Recently, following the consequences of the financial crisis, bonuses 
have simply been cancelled, forcing compensation committees to change the structure of 
the compensation packages. This was important for companies like Bank of America, 
because after using tax payer’s money, it would be difficult to explain bonuses that 
should be linked to performance. There is no doubt that the public do not trust the current 
system and a growing number of people ask for more transparency. There is a real 
problem in explaining executive compensation. The biggest problem probably being the 
unclear link between pay and performance as it has been the case for Bank of America.  
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Kenneth D Lewis's Compensation  Vs. Banking Medians  
 

Salary ($thou) 1,500 920   

Bonus ($thou) 5,713 1,200   

Other ($thou) 195 387   

Stock Gains ($thou)  0 

       

 920   
 

Total Compensation ($thou)  7,408  5,540  

Source: www.forbes.com 

 The agency theory must help finding solutions for two main problems, first the conflict 
of interest between the agent and principal, and then the inability for the principal to 
control the work and actions of the agent, and therefore know if the agent is acting for the 
best interest of the principal. We believe that this relationship is crucial because the 
performance of the agent determines the utility of the principal. That means that 
shareholders and executives share a close relationship and are tied with common 
objective as well as they encounter problems when the information is asymmetric and 
incomplete. This agency problem is a danger for corporate performance and for that 
reason; common interests must be attained by using the correct incentives as well as 
keeping a balanced power distribution. In the case of Bank of America this objective was 
not reached, because of a virtually inexistent link between executive pay and 
performance.  

 
In designing executive compensation schemes, compensation committees must balance 
executive pay requirements coupled with other elements: 

� Motivate, attract and keep talented executives in concordance with the owners and 
shareholders long-term interests 

� Make sure that executive pay is balanced with the required risk for performance 
� Use accounting taxes and other regulations with a direct link with the objectives 

of executive pay 
� Be aware of the influence of executive pay on other compensation schemes, for 

example employee compensation 

In the case study above, the compensation committee failed to maximize shareholders 
interests through executive pay. One of the advanced reasons could be the shares that 
Kenneth Lewis owned. In the table below, we can observe that he owns a very little part 
of the company, especially if we compare it to the median of the banking sector. Thus, 
rending the strategy overly aggressive based on dangerous acquisitions that brought 
instability to the company. As we have mentioned earlier, if the executive owns a larger 
part of the company he will tend to be more cautious and focus on long term growth, here 
it seems that this was not the case, as the strategy has showed. This could have played a 
role in the relationship between CEO and shareholders, creating a certain un-balance.  
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Kenneth D Lewis's Ownership Of Bank of America  Banking 
Medians 

 

Stock Owned (% of Co) 0.04 0.21 
Stock Owned 74.0 43.2 
  

Source: www.forbes.com 

 

We can make the assumption that there has been a un-balance in terms of power 
distribution between the shareholders and executives, due to managerial power actions. 
Bank of America has granted many stock options to Ken Lewis which we believe 
influenced the managerial style of the CEO. Aiming at short-term value creation, the 
long-term value creation was not prioritized. We can conclude that the unbalance in the 
compensation package with too many short-term incentives had a direct link with the 
CEO decisions making. Creating an excessively risky strategy not in line with the 
shareholders interests.   
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7) Conclusion 
Here I will conclude on the subject by answering the questions from the purpose as well 
as the research question.  

7.1) Conclusion of the purposes  

� What types of compensation do compensation committees mainly use to build 
optimal packages and are they successful? 

As we saw, there are many ways to reattribute an executive. We described four important 
types of remuneration: the base salary, the bonus, stock options and incentive plans. If the 
base salary is the most basic type of remuneration, shared with employees at all levels of 
an organization, it is also the most stable. It is the guarantee for the executive to have an 
income. Even if it is relatively less important, it is still a crucial component almost always 
included in a compensation package. The bonuses have represented an important part of 
the remuneration. Theoretically tied to performance criteria’s, these bonuses have often 
failed to prove this relationship. Recently and as a direct consequence of the crisis, 
bonuses are under more control. In the financial industry, those bonuses have almost 
disappeared. The stock-options are supposed to tie the executive to the performance of 
the stock. This tool has been very popular for the last two decades; however it has been 
criticized for not being so efficient. In many cases there has been repricing of options or 
cancellation and issuing of new ones. This has led to a situation where the options are 
very valuable for executives and do no represent a risk for them. The incentive plans, 
especially the long-term ones, tie the executive to the company for a longer period, 
typically for three or five years. These plans are good for stability; however, they can 
have the effect of overly cautious attitude from the executive and should therefore be 
balanced with other types of remuneration. 

It is difficult to say if compensation packages have been successful. However it has been 
shown that the link between performance and pay is difficult to see. The problem could 
come from the asymmetry of executive pay. They make a lot of money when the 
economy is strong and financial markets are raising, but they do not loose money when 
results are bad, which can lead to inconsiderate risk taking.  

� The current trend has followed an upward spiral since the 1980’s. Can we 
consider that we are currently facing a change in trend? 

Since the burst of the dot com bubble in 2001, we can observe a certain stabilization in 
the executives’ remuneration. With an increased interest of the public and politicians, the 
focus on executive compensation will most certainly lead to changes. It is possible that in 
the next few years long-term incentive plans will gain importance and reflect a stronger 
link between performance and pay, so that executive compensation can be explained with 
more logic. The trend will maybe not change as much in the level of the remunerations, 
but more in the structure of the compensation packages. 
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� What are the roles and necessary attributes of executives linked with their 
compensation?  

We have presented the roles and attributes of the executives earlier in the thesis. Of 
course there is no perfect profile and each situation or company can require different 
skills. However, we could say that these skills or attributes are remunerated, but it is 
difficult to attach an amount to each attribute. What is worth what? We could say that 
experience is probably the attribute that will affect compensation the most, because it 
gives more credibility to the executive and shareholders would give more trust to 
experienced managers.    

7.2) Answering the research question 
� What is the economic sense of compensation packages that CEOs of large 

groups receive? 
 
Executive compensation is a complex subject difficult to explain. One of the reasons to 
that is the virtually inexistent link between performance and pay, making it unclear what 
economic sense compensation packages have. The members of the compensation 
committees, responsible for fixing the CEOs’ compensation, have the tendency to copy 
what competitors do. This benchmarking method has no direct relation with performance, 
but has greatly influenced the upward trend. Shareholders should require a compensation 
determination process based upon their interests, depending on the specificities of the 
company rather than follow the practice of other organizations. Another point explaining 
the rise of executive income not following an economical sense is the public 
announcement of executive pay. This practice, supposed to protect abuse by informing 
the shareholders, resulted in a global increase of executive compensation, paid by 
shareholders. This is not a surprise, as it is in the USA; where public announcement of 
CEO pay has been obligatory for decades; that executive pay is the highest in the world 
(appendix 4). Criteria’s such as recruiting the best CEO on an extremely competitive 
market has brought in other aspects than just economical ones. But the public being more 
concerned, has difficulties to understand criteria’s not linked to performance and for most 
people, executive compensation is excessive. Government does also have a responsibility 
in the field of executive compensation. They can stop or at least reduce the upward trend, 
by voting new laws. This was for example the case in 1993 when section 162(m) was 
voted, giving fiscal and tax incentives to companies if they kept the base salary 
underneath one million dollars. Unfortunately, such action often does not have the 
expected results. The law described above, had as a consequence an increase in global 
executive compensation, with a strong increase in the use of stock options. 

7.3) Final discussion 

The aim of this paper was to give a synthetic knowledge of executive compensation. 
Many studies and articles, using empirical methods until the 1970’s and then using the 
agency theory have enriched the knowledge of the subject. However, we could very well 
be at a turning point that could bring profound changes in executive compensation. The 
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economic crisis coupled with recession has forced governments to take action against 
executive compensation as anger is growing among the public. The congressional 
oversight panel has given recommendations to reform CEO compensation so the short-
term profit expectations do not induce dangerous high-risk actions. It is suggested that 
stock options holds an excessive role in executive pay. Governments want the 
compensation committees to propose pay packages aimed at long-term value creation and 
performance instead of concentrating on short-term profits. Barack Obama announced 
that CEO pay would be caped for companies receiving help from the state. However, it is 
a change in mentality from board members that is required, but the situation resembles a 
vicious circle and it will be difficult to inverse the spiral. Executives may have taken a 
certain advantage and gained high managerial power over time, but it is up to the 
shareholders to act for change. Currently, many compensation schemes are overly 
generous and not necessary to attract talented managers. The international competition 
has also increased the pressure on boards that come up with packages far away from the 
optimum, creating a situation where top executives are rewarded on a short-term basis, 
forgetting to protect the long-term interests of the firms, the owners, employees and more 
generally the economy. 
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Figure 2 

TType of  
Long-Term Incentive / Equity Plan 

Percent of Companies  
Offering  

STOCK OPTION PLAN                                                                      59% 
Non-Qualified Stock Options (NQSOs)                                                 44% 
Incentive Stock Options (ISOs)                                                              28% 
Restricted Stock Plan                                                                            51% 
Restricted Stock Shares (RS                                                                    32% 
Restricted Stock Units (RSUs)                                                                22% 
Performance-Based LTI Plans                                                             38% 
Performance Cash Awards                                                                      20% 
Performance Share Awards                                                                     18% 
Performance Units                                                                                     5% 
Other LTI and Equity Plans                                                                 15% 
Stock Purchase Plans (ESPPs / MSPPs)                                                  15% 
Stock Ownership Plans (ESOPs / KSOPs)                                               11% 
Stock Appreciation Rights (SARs)                                                           11% 
Phantom Stock                                                                                            8% 
Unrestricted Stock Shares                                                                           2% 

   Source: www.culpepper.com 2008 
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Figure 3 
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Figure 4 
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Figure 5 
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Figure 6 : Sector repartition  
 
 

 
 
 
 
 

Figure 7 : CEO Pay  
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Figure 8 : CEO Earnings  
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Figure 9 : Bonus payouts  
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Figure 10 : Median bonus  
 

 


