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Towards a Set of Design Principles for
Executive Compensation Contracts

Executive compensation has been controversial for many years. Contro
versies over executive pay have sparked outrage from some sectors and
calls for increased regulation and reform. Yet others argue that knee jerk
reactions to perceived abuses of pay can lead to a host of unintended
and inefficient outcomes. This paper argues that much of this controversy
is due to executives being rewarded via contracts that have weaknesses
in design. We argue that few stakeholders in firms would object to gener
ous compensation for managers whose performance results in abnormally
high long term shareholder wealth creation. We state a set of principles,
developed from a review of the extensive theoretical, regulatory, and
empirical literature, that we offer as fundamental building blocks for
designing executive remuneration systems in public firms, especially where
ownership and control are separated. Our purpose is to generate broad
debate and discussion leading to a consensus as to the principles that
should be present in all executive compensation contracts such that the
interests of shareholders and managers are more closely aligned.

Key words: Design principles; Executive compensation.

CEO compensation is controversial. While some examples of CEO misbehaviour
are quite recent and thus well-remembered,! Murphy (2013) demonstrates that
CEO pay was controversial in the US even before the Great Depression of the
1930s, while Frydman and Sacks (2010) provide historical comparisons of median
CEO pay relative to an average worker for the period 1936-2005.

CEOs of public companies are routinely perceived to be overpaid and their
boards are perceived to provide poor monitoring and control of powerful execu-
tives. There are three elements to these complaints (Kaplan, 2013): (a) CEOs are
overpaid and their pay keeps increasing; (b) CEO pay is not linked to performance;
and (c) corporate boards are ineffective monitors. Bebchuk and Fried (2005, p. 2)

For example, the Enron and WorldCom collapse, the US option backdating scandal of the early 2000s,
high risk lending in the US residential real estate market, and compensation systems that encouraged
excessive risk taking in financial institutions, which led, among many other factors, to the GFC, and
termination payments that were perceived to be overly generous.
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claim that ‘flawed compensation arrangements have not been limited to a small
number of “bad apples”; they have been widespread, persistent, and systemic’.

The US regulatory response to the Enron and WorldCom collapses (among many
high profile failures) was to introduce far-reaching corporate governance reforms in
the Sarbanes-Oxley legislation of 2002, while the Dodd-Frank legislation of 2010
followed the global financial crisis (GFC). Dodd-Frank requires that, among many
other things, all public companies obtain an annual advisory shareholder vote on
top executive pay.” The Australian response to perceived abuses of termination pay-
ments resulted in amendments to the Corporations Act 2001 that restrict giving ben-
efits greater than one year’s base salary on retirement from a board or managerial
office, unless shareholders approve the benefit. Australian remuneration rules were
also recently, and many argue controversially, amended to introduce the ‘two strikes’
rule, which became effective from 1 July 2011.> Under this rule, if 25% of share-
holders at a company’s annual general meeting (AGM) vote against the company’s
remuneration report the first time, directors are put on notice to review their
remuneration policies. The second and final strike is delivered if, at the following
year’s AGM, 25% of shareholders again vote against the remuneration report.
Further, if at least 50% of shareholders present at the meeting vote for a board spill,
directors must face re-election within 90 days.* However, whether these regulatory
reforms will achieve their intentions without severe unintended consequences
remains somewhat clouded. A central theme of Murphy’s (2013) paper is that the
history of regulatory intervention in CEO pay in the US suggests that unintended
consequences abound.

We argue that much of this controversy is due to executives being rewarded via
contracts that have weaknesses in design. We argue that few stakeholders in firms
would object to generous compensation for managers whose performance results
in abnormally high long-term shareholder wealth creation. We state a set of princi-
ples, developed from a review of the extensive theoretical, regulatory, and empirical
literature, that we suggest should be the fundamental building blocks for designing
executive remuneration systems in public firms, especially where ownership and
control is separated. Our purpose is to generate broad debate and discussion,
hopefully leading to a consensus as to the principles that should be present in all
executive compensation contracts such that the interests of shareholders and
managers are better aligned.

Kaplan (2013) shows that top executive pay policies of S&P 500 and Russell 3000 companies received
majority shareholder support in 98% of the Dodd Frank mandated ‘Say On Pay’ votes in 2011.

The Corporations Amendment (Improving Accountability on Director and Executive Remuneration)
Act 2001 (Cth).

Lee and Shan (2014) have a current research project on the two strikes rule in Australia. They find
that, among all ASX listed firms, there were 99 first strikes in 2011, and 124 strikes in 2012. Of these
firms 23 had two strikes in 2012. Their preliminary results also show that the market reaction following
the AGM meeting for a “first strike” in 2011 was negative and significant.
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THEORIES OF EXECUTIVE COMPENSATION

There are two main ‘camps’ in relation to CEO compensation and it is quite clear
that opinions are dramatically and sometimes heatedly divided.” One group of
researchers, the efficient-contracting camp, argues and finds that CEO compensa-
tion is set in a competitive equilibrium with appropriate incentive structures to
motivate managers to maximize shareholder wealth. The other dominant group,
the managerial-power camp, argues that CEO compensation is set through
managers exercising power over ineffective boards of directors. The two groups
engage in robust debate, though occasionally this becomes somewhat inflamed.

Murphy (2013) suggests that any discussion of CEO compensation that ignores
developments in government regulatory and tax policy in relation to the CEO pay
controversy is likely to ignore an important aspect of the way in which executive
pay, particularly in the US, has evolved. Thus a third aspect of executive compensa-
tion considers regulatory issues and, in particular, some of the unintended conse-
quences of regulatory reform of CEO remuneration. Finally, CEOs are subject to
the laws of the land, and these laws spell out the legal obligations of executives of
corporations. It is interesting to note that both Australian and US corporations
law® requires that directors and officers put the interests of the corporation before
their own interests.

Efficient-contracting Theories

The efficient-contracting camp, with its theoretical roots in optimal-contracting the-
ory, maintains that the ‘observed level and composition of compensation reflects a
competitive equilibrium in the market for managerial talent, and that incentives
are structured to optimize firm value’ (Murphy, 2013, p. 214). One often-discussed
benefit of equity-based compensation is that it can reduce agency costs associated
with the separation of ownership and control (see, Berle and Means (1932) and
Jensen and Meckling (1976)) by better aligning the incentives of the CEO with
those of the shareholders. Smith and Watts (1982) describe long-term incentive
plans as a means whereby agency costs can be controlled, in particular, costs associ-
ated with a manager’s risk aversion. Managers have a substantial portion of their
wealth tied up in the firms they manage and hence they hold a portfolio with

5> Bertrand (2009) reviews three main explanations: a principal agent view; a rent extraction view; and a

market based view. The market based view argues that ‘the market has played an increasingly impor
tant role in setting CEO compensation because a growing share of CEOs are externally recruited as
the demand for CEOs shifts away from firm specific skills toward more general skills. This shift has
intensified the competition among firms for managerial talent, resulting in higher equilibrium compen
sation in the CEO market’ (Bertrand, 2009, p. 117). The market based view can be considered part of
the efficient contracting perspective.

® The US business judgement rule specifies that the court will not review the business decisions of

directors who performed their duties: (a) in good faith; (b) with the care that an ordinarily prudent
person in a like position would exercise under similar circumstances; and (c) in a manner the directors
reasonably believe to be in the best interests of the corporation. The Australian Corporations Act 2001
(s 180) contains similar provisions.
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considerable exposure to firm-specific (idiosyncratic) risk. This may cause them to
be risk averse in their investment and financing decisions for the firms they manage.
Shareholders, on the other hand, can easily diversify away from such firm-specific
risks and hence want to encourage managerial risk taking. One way in which this
conflict can be reduced is to tie management compensation to firm performance,
thus motivating managers to make shareholder value-increasing decisions and im-
proving pay—performance sensitivity (see also, Holmstrom, 1979; Harris and Raviv,
1979; Grossman and Hart, 1983; Smith and Stulz, 1985).

Hirshleifer and Suh (1992) argue that option-based managerial compensation can
reduce agency costs associated with both risk aversion and incentives to reduce ef-
fort. Consequently, shareholders would prefer the composition of executive remu-
neration to contain more equity-linked payments than cash payments. However, it
needs to be remembered that the value a CEO places on a share of restricted stock
or the grant of an executive option ‘will be strictly less than the fair market value of
the share’ (Murphy, 2013, p. 229).

Shleifer and Vishny (1997) argue that in the case of incomplete contracting where
managers have more information than outsiders (i.e., analysts and shareholders)
managers have residual control rights that provide incentives for self-interested
behaviour. Long-term equity-based compensation offers one solution to this prob-
lem, so that firm performance is positively affected when managers are granted
equity-based compensation.

Managerial-power Theories

The managerial-power camp argues that both the level and composition of CEO
pay is determined through managers exercising their power over captive boards.
A series of papers by Yermack (1995, 1997, 2006a, 2006b, 2009), Bebchuk and Fried
(2003, 2004, 2006), Bebchuk et al. (2002, 2010) and Bebchuk and Grinstein (2005)
exemplify this view. Yermack (1995) finds that few agency and financial contracting
theories have explanatory power for patterns of CEO stock option awards, while
Yermack (2006a) focuses on a CEO’s personal use of corporate jets, finding that
firms that disclose this managerial benefit underperform by more than 4% annually.
An initial disclosure announcement share price effect of —1.1% is documented.
Yermack (2006b) studies the severance pay of 179 CEOs who left Fortune 500 firms,
showing that more than half receive severance pay worth on average $US5.4
million. A large majority of this severance pay is made on a discretionary basis by
the board of directors, not in accord with the CEO’s employment contract. Yermack
(2009) samples 1,013 major gifts by CEOs to their family foundations between 2003
and 2005 and finds that CEOs make their gifts just before their stock price falls,
maximizing their income tax refunds.

Bebchuk ez al. (2002) and Bebchuk and Fried (2003) argue that managerial power
and rent extraction are likely to have an important influence on the design of
executive compensation contracts, while Bebchuk and Fried (2006) argue a similar
case for managerial capture. Their 2006 book provides a ‘detailed account of how
corporate boards have failed to negotiate with executives and how pay practices
have decoupled compensation from performance, leading to practices that dilute
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manager incentives and hurt shareholders’ (Bebchuk and Fried, 2006, p. 2). They
argue that making board decision making at arm’s length from the power of CEOs
is tortuous and that substantial additional corporate governance reform is necessary
to give shareholders greater scrutiny over boards, and boards greater control over
CEOs. Bebchuk and Fried (2004) show that US boards have been able to camou-
flage substantial amounts of executive remuneration through the use of payments
made on retirement of executives.

Bebchuk et al. (2010) study the timing of CEO option grants, a topic that has been
subject to considerable SEC legal action, resulting in dozens of US CEOs and direc-
tors being forced to resign. They find (p. 2364):

Overall, our analysis provides support for the view that opportunistic timing practices
reflect governance breakdowns and raise governance concerns. In particular, we find that:
opportunistic timing was correlated with factors associated with greater CEO influence on
corporate decision making, such as a lack of a majority of independent directors or a long
serving CEQO; grants to independent directors were also opportunistically timed, and this
timing was not merely a byproduct of simultaneous awards to executives or of firms
routinely timing all option grants; and lucky grants to independent directors were associ
ated with more CEO luck and CEO compensation.

Bebchuk and Grinstein (2005) examine the growth of US executive pay during
the period 1993—2003. They show that pay increased by substantially more than
can be explained by changes in firm size, performance, and industry classification.
Mean compensation in 2003 would have been only about half of its actual size had
the relationships that existed in 1993 been maintained. Equity-based compensation
increased considerably for both new-economy and old-economy firms; this growth
was not accompanied by a reduction in non-equity rewards.

Unintended Regulatory Consequences

Murphy (2013) comprehensively reviews the evolution of executive pay in the US
with a particular emphasis on the role of government intervention. He argues that
the ‘efficient-contracting’ and ‘managerial-power’ camps are not mutually exclusive.
As an example, he argues that a series of papers (Murphy, 2002, 2003; Hall and
Murphy, 2003) show that the escalation of option grants in the 1990s was because
boards and executives (erroneously) regarded option grants as being free. Murphy
(2013) argues that treating the two theories (efficient contracting and managerial
power) of managerial compensation as competing hypotheses has not been produc-
tive, because they ignore critical political, tax, accounting, and other influences on
managerial pay. In Section 3 of his paper, Murphy (2013) develops the central theme
of his study, namely that government intervention has been ‘both a response to and
a major driver of time trends in executive compensation over the past century, and
that any explanation for pay that ignores political factors is critically incomplete’
(Murphy, 2013, p. 249). This review spans the controversy over executive compen-
sation and the regulatory responses from the 30 years before the Great Depression,
during the Great Depression of the 1930s, during the rise (and fall) in the use of
restricted stock options between 1950 and 1969, during the wage and price controls
that existed in the economic stagnation of the US from 1970 to 1982, the
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development of the market for corporate control in the period 1983-1992, the stock
option explosion of 1992-2001, the accounting and backdating scandals of 2001-
2007, pay restrictions imposed during Treasury’s troubled asset relief program
(TARP) recipients during 2008-2009 and the Dodd-Frank Executive Compensation
Reform Act from 2010-2011. Murphy (2013) provides several instances of: (a) knee-
jerk regulatory intervention to isolate perceived abuses in pay having adverse unin-
tended consequences; and (b) reactions to situations where CEOs are perceived to
be getting richer while lower-level workers suffer, giving rise to increased disclosure
rules, limits on the tax deductability of CEO pay and the wide-ranging pay regula-
tions of the 2010 Dodd-Frank Act. Murphy notes (p. 249) that ‘the demands to
reform (or punish) CEO pay are concentrated in “third parties” angry with per-
ceived levels of excessive pay, and not shareholders concerned about insufficient
links between pay and performance’. Murphy (2011, abstract) summarizes the legal
history of CEO pay regulation in the US as follows:
Over the past 80 years, Congress has imposed tax policies, accounting rules, disclosure
requirements, direct legislation, and myriad other rules to regulate executive pay. With
few exceptions, the regulations have generally been either ineffective or counterproductive,
typically increasing (rather than reducing) CEO pay and leading to a host of unintended

consequences, including the explosion in perquisites in the 1970s, golden parachute plans
in the 1980s, stock options in the 1990s, and restricted stock in the 2000s.

Legal Perspective

Australian regulations in relation to employment of executives in the private sector
are contained primarily in the Fair Work Act 2009 and the Corporations Act 2001,
though statutes in relation to discrimination, privacy, and misleading and deceptive
conduct are also of relevance. These legal issues are canvassed in a publication by
Clayton Utz (2012). The Corporations Act 2001 (Cth) requires that a company di-
rector or other officer exercise their powers and discharge their duties with care
and diligence (s. 180). This duty is subject to a business judgement rule that requires
a director who makes a business judgement to:

¢ make the judgement in good faith and for a proper purpose;

® not to have a material personal interest in the subject matter of the judgement;

¢ inform themselves about the subject matter of the judgement to the extent they
reasonably believe to be appropriate;

e rationally believe that the judgement is in the best interests of the corporation.

In addition, directors and other officers of companies must exercise their powers
and discharge their duties in good faith in the best interests of the corporation and
for a proper purpose (s. 181). They are prohibited from improperly using their
position to gain an advantage for themselves or someone else or to cause detriment
to the corporation (s. 182) and are prohibited from using information obtained as a
consequence of their role with the company to gain an advantage for themselves or
someone else or to cause detriment to the corporation (s. 183). These last two
provisions also apply to employees of the company.

The Corporations Act 2001 restricts giving benefits greater than one year’s base sal-
ary on retirement from a board or managerial office, unless shareholders approve the
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benefit.” These restrictions cover anyone who has been a director of a company at any
time during the three previous years and, for listed companies, key members of man-
agement and/or the five highest paid executives over the prior 12-month period. In ad-
dition, Australian Securities Exchange (ASX) Listing Rules in relation to termination
payments apply to companies listed on the exchange. Specifically, a listed company is
obliged to ensure that no officer will be entitled to a termination benefit if a change oc-
curs in the shareholding control of the company (Listing rule 10.18) unless such termi-
nation payments are agreed by shareholders at a general meeting (Listing rule 10.19).

In essence the legal view is inconsistent with agency-based arguments derived
from the economist’s assumption of a ‘rational economic man’. Agency arguments
are based on an assumption that executives will act in their own interests, though
the parties they contract with are aware of these incentives and incorporate bonding
and monitoring arrangements to control the potential conflict. The legal view, how-
ever, states that executives must not act in their own interests and must put the in-
terests of the corporation first.

GLOBAL TRENDS IN EXECUTIVE COMPENSATION

US Evidence

While there are many other papers that describe executive compensation for US ex-
ecutives, we draw on the recent monograph-length paper by Murphy (2013) to pro-
vide graphical representations of the current and historical levels of payment to US
CEOs in S&P 500 firms. Few would doubt the seminal and on-going contributions
that Kevin Murphy has made to the development of executive remuneration, and
hence a reliance on his recent work to ‘paint the picture’ for the US is warranted.
Figure A (Murphy, 2013, Figure 1, reproduced with Kevin Murphy’s permission)
shows mean and median 2011 pay for CEOs of 465 S&P 500 corporations. Several
key statistics are worthy of note.

e Average total compensation is estimated at $11.6 million (based on grant date val-
uations) or $12.3 million, based on realized pay. Median compensations, reflecting
the considerable skew in executive compensation, are $9.6 and $7.8 million
respectively.

e The biggest component of executive compensation is associated with stock awards
(both restricted stock and performance shares). Stock awards now comprise be-
tween 31% and 34% of total mean and median compensation for US CEOs.

e Base salary is between 14% and 18% of mean total compensation, and 11% to
13% of median total compensation.

e Stock options comprise 18% or 19% of mean total compensation, while options
grants represent 16% of median grant-date total compensation.

¢ Non-equity incentive payments, which represent payouts during the current year
for the current year and prior year awards, range between 18% and 24% of mean
total compensation, and 15% to 20% of median total compensation.

Retirement is broadly defined to include loss of office and resignation.
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FIGURE A

2011 PAY FOR CEOS IN S&P 500 COMPANIES
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Note: Figure A is based on proxy statement information compiled in Standard & Poors’ ExecuComp database
for 465 S&P 500 firms with fiscal closings between June 2011 and May 2012, based on ExecuComp’s May 2012
update.

Grant-date Pay:

Base Salary and Discretionary Bonus reflects amounts actually received for the
fiscal year.

Non-Equity Incentives evaluated at target level (or average of minimum and
maximum if target not reported) Stock Options evaluated at grant date using
firm-estimated present value (typically Black and Scholes (1973) calculations).

Stock Awards evaluated at grant-date using firm-estimated present value (typically
grant-date market price), including both time-lapse restricted stock and perfor-
mance shares.

Other Compensation includes perquisites, signing bonuses, termination
payments, above-market interest paid on deferred compensation, and the change
in the actuarial value of pension benefits.

Realized Pay:

Base Salary and Discretionary Bonus reflects amounts actually received for the
fiscal year.

Non-Equity Incentives defined as payouts during the fiscal year (including payouts
on awards made in prior years) Stock Options defined as gains executive realized by
exercising options during the fiscal year.

Stock Awards defined as value of awards vesting during the fiscal year (valued on
the date of vesting).

Other Compensation includes perquisites, signing bonuses, termination
payments, above-market interest paid on deferred compensation, and pension ben-
efits paid during the year.

The pay-composition percentages for Average Compensation are calculated as
the average ratio of each component to total compensation for each CEO. The
composition percentages for Median Compensation are calculated as the median
ratio of each component: median ratios do not sum to 100% (because the sum of
the medians is not the median of the sum).

Figure B from Murphy (2013, Figure 3, reproduced with permission) shows
average total executive compensation for S&P 500 firms for the period from
1970 to 2011 (expressed in 2011 purchasing power) and its division into
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FIGUure B

AVERAGE EQUITY AND NON EQUITY GRANT DATE PAY FOR CEOS IN S&P 500 FIRMS,
1970 2011
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Note: Compensation data are based on all CEOs included in the S&P 500, using data from Forbes and
ExecuComp. CEO total pay includes cash pay, restricted stock, payouts from long-term pay programs,
and the value of stock options granted (using company fair-market valuations, when available, and
otherwise using ExecuComp’s modified Black-Scholes approach). Average (median) equity
compensation prior to 1978 estimated based on option compensation in 73 large manufacturing firms
(based on Murphy, 1985), equity compensation from 1979 to 1991 estimated as amounts realized
from exercising stock options during the year, rather than grant-date values. Non-equity incentive
pay is based on actual payouts rather than targets, since target payouts were not available prior to
2006. Dollar amounts are converted to 2011-constant dollars using the Consumer Price Index.

equity and non-equity components. Several things are worthy of note, in
particular.

e Total pay increased from around $1.1 million in 1970 to $10.9 million in 2011,
down from a peak of $18.2 million in 2000. Thus over this 42 year period CEO
pay for S&P 500 firms outstripped inflation by a factor of approximately 10.

e Non-equity pay, which includes base salaries, payouts from short-term and
long-term bonus plans, deferred compensation and other benefits, increased from
around $1.1 million in 1970 to approximately $4.1 million in 2011. Thus non-equity
pay increases outstripped CPI adjustments by a factor of approximately four.

e The growth in equity-linked pay, which includes the grant date values of stock
options and restricted stock, is far more dramatic. In the period 1970 to 1978 total
pay is almost entirely comprised of non-equity pay. However, by 2011 equity pay
averages around $6.8 million or about two-thirds of average total pay.

e While it is not claimed to be causal, it is interesting to note that just a few years
after Jensen and Meckling’s (1976) paper on agency theory, the switch toward
the use of equity pay as part of CEO compensation starts to emerge. By 1998
equity pay became the majority part of total executive compensation, and this is
maintained in each year through to 2011.

e However, as noted by Kaplan (2013, p. 9), while CEOs ‘earn a great deal, they are
not unique. Other groups with similar backgrounds—private company executives,
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corporate lawyers, hedge fund investors, private equity investors, and others—
have seen significant pay increases where there is a competitive market for talent
and managerial power problems are absent.’

Figure C (Murphy, 2013, Figure 4, reproduced with permission) highlights impor-

tant trends in both the composition and level of median grant-date pay for CEOs
over the years 1992-2011. Of note are the following points.

Median total pay in Figure C in each year is significantly below mean pay,
reflecting the skewness in pay distributions for US CEOs.

Much of the growth in median total pay between 1992 and 2011 is due to an
escalation in stock-option compensation between 1993 and 2001 coupled with a
dramatic shift away from stock option grants towards restricted stock from
between 2002 and 2011.

In 1992 base salaries were about 41% of the $2.9 million median total CEO
compensation package, while stock options accounted for about 25%. By 2001,
base salaries are only about 18% of the median pay package, while options are
more than 50%.

In 2011 about two-thirds of median total pay is in the form of equity-based
compensation.

International CEO Pay Trends
Having reviewed growth in CEO payments in the US, the question of whether US
executives are paid more than their international counterparts naturally arises. This

Ficure C
MEDIAN GRANT DATE COMPENSATION FOR CEOS IN S&P 500 FIRMS, 1992 2011
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Note: Compensation data are based on all CEOs included in the S&P 500, using data from
ExecuComp. CEO grant-date pay includes cash pay, payouts from long-term pay programs, and the
grant-date value of stock and option awards (using company fair-market valuations, when available,
and otherwise using ExecuComp’s modified Black-Scholes approach). Monetary amounts are
converted to 2011-constant US dollars using the Consumer Price Index.
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issue is taken up in a recent paper by Fernandes ef al. (2013). The paper argues,
contrary to widely accepted views in the executive compensation literature, that
US CEOs are paid significantly more than those in other nations (see, for example,
Murphy, 1999; Bebchuk et al., 2002), and that the US pay ‘premium is economically
modest and primarily reflects performance-based pay demanded by institutional
shareholders and independent boards’ (Fernandes et al. 2013, p. 323). International
comparisons of CEO pay are difficult because regulations in relation to pay disclo-
sures are different. An exception is, however, the UK where CEO pay disclosures
have been mandated since 1995. While Conyon and Murphy (2000) show that US
CEOs earn almost twice UK CEOs in 1997 (after controlling for industry, firm size,
and a variety of firm and individual characteristics), Conyon et al. (2011) show that
the pay premium of US to UK CEOs had fallen to 40% by 2003, and this premium
can be further reduced after adjusting for the risk inherent in undiversified CEO eq-
uity portfolios. Fernandes et al. (2013) use data from 14 countries that required de-
tailed CEO pay disclosures by 2006. Their sample of 1,648 US and 1,615 non-US
firms (with revenues greater than $US1 billion) comprises nearly 90% of the 2006
market capitalization of publicly listed firms in these countries. They show that
US CEOs earn an average of 26% more than their foreign equivalents in 2006, far
lower than that documented in prior academic research. Their experiment controls
for ownership and board structure (US firms tend to have higher institutional
ownership and more independent boards) in addition to the usual firm-specific
attributes (size, industry, stock price volatility, and performance and growth oppor-
tunities) and CEO characteristics (age, tenure, education, and past experience).
Figures 1 and 2 from Fernandes et al. (2013) provide the main features of their
findings, which can be summarized as below.

e When controls for only firm size and industry are considered, US CEOs earn
substantially more than non-US CEOs. When additional controls for other firm
characteristics, ownership, and board characteristics are included, US CEOs have
effective parity in pay levels with other Anglo-Saxon nations (UK, Ireland,
Australia, and Canada) as well as Germany, Italy, and Switzerland.

e When the results after risk adjustment using the Hall and Murphy (2002)
approach are considered, again with controls for only firm size and industry, the
US estimated pay using the ‘certainty equivalence’ approach is $2.1 million, and
this is statistically higher than the non-US pay of $1.46 million. When additional
controls are introduced the results show that US CEO pay is significantly less
than in the UK and Australia, and insignificantly different to CEO pay in
Canada, Italy, Ireland, and Switzerland.

Australian CEO Pay

We used the Sirca Limited Corporate Governance database to produce mean and
median pay levels for Australian listed firms for the years 2001-2012, as well as
the average over all years. The results, which are expressed in December 2012
purchasing power units, are in Tables 1-6 and Figures 1-6. Table 1 covers all firms
in the database, a total of 11,282 firm years or an average of 940 firms per year.
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FIGURE 1

MEAN AND MEDIAN CEO COMPENSATION FOR ALL FIRMS INCLUDED IN THE SIRCA
LIMITED CORPORATE GOVERNANCE DATABASE FOR 2001 TO 2012, WHERE ALL DOLLAR
VALUES ARE ADJUSTED TO DECEMBER 2012 DOLLARS USING THE AUSTRALIAN CPI

A ian Mean and Median CEO C sation
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FIGURE 2

MEAN AND MEDIAN CEO COMPENSATION FOR TOP 100 FIRMS INCLUDED IN THE SIRCA
LIMITED CORPORATE GOVERNANCE DATABASE FOR 2001 TO 2012, WHERE ALL DOLLAR
VALUES ARE ADJUSTED TO DECEMBER 2012 DOLLARS USING THE AUSTRALIAN CPI

n ian Mean and Median CEO C sation

2001 e 2003 004 o) W0y 007 008 2009 ;o a1 Farl Fl
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M dian Cash Median Equity Median Totad

Table 2 relates to the top 100 firms by market capitalization each year, while Tables 3
and 4 cover the top 200 and top 300 firms respectively. Table S relates to medium-
sized Australian firms, represented by firms in the top 101-300 by market capitaliza-
tion. Finally, Table 6 covers small listed firms, defined as all firms in the database
other than the top 300. A corresponding figure is provided for each of these tables.
At this stage we have not attempted to control for firm characteristics nor have we
attempted to investigate pay-performance relationships. The Sirca corporate
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FIGURE 3

MEAN AND MEDIAN CEO COMPENSATION FOR TOP 200 FIRMS INCLUDED IN THE SIRCA
LIMITED CORPORATE GOVERNANCE DATABASE FOR 2001 TO 2012, WHERE ALL DOLLAR
VALUES ARE ADJUSTED TO DECEMBER 2012 DOLLARS USING THE AUSTRALIAN CPI

n ian Mean and Median CEO C sation
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FIGURE 4

MEAN AND MEDIAN CEO COMPENSATION FOR TOP 300 FIRMS INCLUDED IN THE SIRCA
LIMITED CORPORATE GOVERNANCE DATABASE FOR 2001 TO 2012, WHERE ALL DOLLAR
VALUES ARE ADJUSTED TO DECEMBER 2012 DOLLARS USING THE AUSTRALIAN CPI

A ian Mean and Median CEO C sation
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governance database captures companies that represent well over 95% of total ASX
market capitalization. The following points summarize the main descriptive statistics
in Tables 1-6 and Figures 1-6.

e Mean (median) total compensation for the CEOs of all companies in Table 1 grew
from $0.714 million to $1.210 million ($0.355 million to $0.644 million) between
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FIGURE 5

MEAN AND MEDIAN CEO COMPENSATION FORTOP 101 300 FIRMS INCLUDED IN THE SIRCA
LIMITED CORPORATE GOVERNANCE DATABASE FOR 2001 TO 2012, WHERE ALL DOLLAR
VALUES ARE ADJUSTED TO DECEMBER 2012 DOLLARS USING THE AUSTRALIAN CPI

n ian Mean and Median CEO C sation
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FIGURE 6
MEAN AND MEDIAN CEO COMPENSATION FOR NON TOP 300 FIRMS INCLUDED IN THE SIRCA

LIMITED CORPORATE GOVERNANCE DATABASE FOR 2001 TO 2012, WHERE ALL DOLLAR
VALUES ARE ADJUSTED TO DECEMBER 2012 DOLLARS USING THE AUSTRALIAN CPI

a ian Mean and Median CEO C sation

2011 Dollar
2
g
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2001 and 2012. Thus CEO pay has grown faster than the Australian CPI. There is
a clear pattern of higher pay for the larger companies. The mean (median)
average total compensation over the 12 years are as follows:

e top 100 firms (large firms in Table 2) $4.180 million and $3.080 million;

e top 200 firms (Table 3) $2.916 million and $1.818 million;

e top 300 firms (Table 4) $2.282 million and $1.281 million;
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e top 101-300 firms (medium size firms in Table 5) $1.333 million and $0.927
million; and

e firms ranked 301 and higher (small firms in Table 6) $0.460 million and $0.341
million.

e Equity-based compensation for all firms in Table 1 is 20.2% of mean total
compensation and 12.2% of median total compensation over all sample years
2001-2012. Again there is a very clear pattern in relation to firm size, with the
proportion of total compensation paid in the form of equity rising as firm size
increases. The mean and median proportions of equity compensation to total
compensation are as follows from Tables 2-6:

e the largest firms (top 100)—mean proportion 23.0%, median 23.4%:;

e the largest 200 firms—mean proportion 21.5%, median 18.1%;

e the largest 300 firms—mean proportion 21.4%, median 20.0%;

e medium-sized firms (top 101-300)—mean proportion 18.9%, median 16.9%

e small firms (301 and up)—mean proportion 17.4 percent, median 10.0%.

Thus the equity component of Australian CEO compensation is much lower than
in the US, where the equity-based component of total compensation has exceeded

50% in each of the years from 1998.

e There is a clear upward trend in the use of equity-based compensation, with
mean (median) proportions in Table 1 for all firms in 2001 being 8.6% (3.9%),
with these rising to 25.1 (17.2)% by 2012, respectively. This growth in the use
of equity-based compensation is more pronounced for the larger firms than
smaller ones. Specifically Tables 2-6 show that between 2001 and 2012 equity
forms of compensation as a proportion of total compensation has increased as
follows:

e Table 2 (the largest firms) the growth is from 9.1% to 30.4%;

e Table 3 (top 200 firms) the growth is from 10.5% to 27.0%;

e Table 4 (top 300 firms) the growth is from 9.8% to 26.1%;

e Table 5 (medium-sized firms) the growth is from 10.7% to 19.5%; and

e Table 6 (small firms) the growth in equity-based compensation as a proportion
of total compensation between 2001 and 2012 is from 5.8% to 23.2%. These
proportions are however somewhat misleading because the average equity
based payment in 2001 to small firms is only $19,226 per firm, and this rose
to $157,936 per firm by 2012. Among the top 100 firms equity-based compen-
sation dwarfs these values with mean equity-based compensation rising from
an average of $234,287 in 2001 to $1,139,360 by 2012.

e Yearly growth figures show that mean and median CEO compensation for all
firms in Table 1 grew quite strongly over 2001-2007, but the GFC has stopped this
trend, resulting in mean CEO compensation in 2012 at approximately the same
level as in 2007. Median CEO pay has continued to show modest growth from
2007 to 2012. The levels of pay for the top 100 firms have, however, declined quite
dramatically between 2007 (where the average total compensation for a CEO of a
top 100 firm was $5.890 million) and 2012 (where the average pay was $3.744
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million). On average a top 100 CEO in Australia is about $2 million worse off in
2012 than he/she was in 2007. Among the top 200 firms the drop in average pay
between 2007 and 2012 is $1.378 million, for the top 300 firms it is $0.985
million and for medium size firms the average CEO salary drops by $0.404
million. Small firm CEO total compensation bucks this trend, rising from $0.518
million in 2007 to $0.680 million in 2012.

e Irrespective of the groupings we form, Australian CEO total compensation (both
means and medians) have outstripped the CPI over the 12 years we summarize.
These trends are clearly evident in each of the figures we provide. The increase
is largely attributable to equity compensation in each group. For example, aver-
age equity compensation in top 100 firms rises by $905,073 meaning that top
100 firms’ total compensation outstrips inflation by almost one million dollars.

EMPIRICAL EVIDENCE ON EXECUTIVE COMPENSATION

There is an extensive literature on CEO compensation with a particular focus on US
public firms (see, for example, review articles by Frydman and Jenter (2010),
Murphy (1999, 2013), Jensen and Murphy (2004), Kaplan (2013), and Ferrarini
et al. (2009). We do not intend to fully canvass this voluminous work. Rather we
attempt to draw out broad trends that emerge from review papers that involve time
series and cross sectional examinations, and then provide a comprehensive review
on the Australian-based evidence.

The Increase in CEO Compensation

The dramatic increase in CEO compensation of US publicly traded corporations
over the past three decades has attracted extensive attention in academic research.
Most studies rely on either the efficient-contracting theories or managerial-power
theories in an attempt to explain the increase. However, as argued by Murphy
(2013), any compelling theory must not only explain the increased level of CEO
pay, but should also explain the explosion in option grants to lower-level executives
and employees, the leveling of CEO pay after 2001 and the emerging dominance of
restricted stock in the early 2000s.

In the efficient-contracting camp, several general equilibrium models are recently
developed by accommodating the shift in the relative importance of general ‘mana-
gerial capital’ or the marginal product of managerial ability as a function of firm size.
One important change in the CEO labour market over the past several decades is
the increased prevalence of newly appointed CEOs being hired externally, jumping
from 15% in the 1970s to nearly one-third in the late 1990s (Murphy and Zabojnik,
2007). Murphy and Zabojnik (2007) and Frydman (2007) therefore argue that the
nature of the CEO job market has changed gradually over recent years and that
the demand for CEOs has shifted away from firm-specific capital (reflecting skills,
knowledge, and experience valuable only within the organization) towards more
general managerial skills. Both papers offer general equilibrium models and attri-
bute the increase in CEO wages to the increased prevalence of outside hiring and
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the intensified competition among firms for managerial talent. The above argument
is further supported by the comparable rise in pay for top talent in other sectors with
active and mobile labour markets, such as athletes, lawyers, investment bankers,
and hedge fund managers during the same period (Kaplan and Rauh, 2010).

On the other hand, Gabaix and Landier (2008) build an equilibrium model and
argue that in equilibrium the most skilled CEOs should be employed by the largest
companies, as managerial talent has greatest effect in larger firms. Accordingly, any
shift in the size distribution of firms will lead to a proportional change in CEO pay.
They show that the dramatic rise in US CEO pay since 1980 can be fully explained
by the simultaneous growth in firm size.

However, as Murphy (2013) argues, while the efficient-contracting theories provide
important insights on the rise in CEO pay, they cannot explain why stock options were
once the preferred form of equity incentives, and why this shifted to restricted stock
after 2001. More importantly, the extensive option grants to employees well below
the executive suite are also contradictory to efficient-contracting theories.

Compared to the efficient-contracting camp, the managerial-power hypothesis is
even less successful in explaining the increase in CEO pay. Under this hypothesis,
CEOs in firms with weak corporate governance and acquiescent boards are able
to (at least partly) determine their compensation, resulting in inefficiently high
levels of compensation. This argument is inconsistent with improved board indepen-
dence in US firms during the 1990s, as evidenced by the increasingly higher percent-
age of outside directors serving on the board and the CEO being the sole insider in
about half of all firms (Murphy, 2013). In fact, it is well documented that most
aspects of corporate governance in US firms have improved since the 1970s, which
in turn largely weakens the influence of CEOs over board members (Holmstrom
and Kaplan, 2001).

In attempting to offer a managerial-power explanation, Bebchuk and Grinstein
(2005) argue that the ‘outrage constraint’ on managerial power largely depends on
stock market conditions and sentiment. The stock market boom in the 1990s weak-
ened outrage and led to a dramatic increase in CEO pay over that decade.
Conversely, outrage strengthened in the bearish market during 2000-2002, resulting
in a reduction in CEO pay and the use of stock options. However, as Murphy (2013)
argues, a fundamental problem with the managerial-power hypothesis, as well as the
Bebchuk and Grinstein (2005) explanation, is that ‘there is no principled way to
refute any trend in pay given the authors’ flexible (and unmeasurable) definition
of both the “outrage constraint” and its importance’ (Murphy, 2013, p. 334).

Besides the efficient-contracting and managerial-power theories, recent research
also offers several explanations, with some success, to understand the increase in
CEO pay from other perspectives, such as perceived costs of options, disclosure
requirements, tax policies, and non-market mechanisms. Hall and Murphy (2002)
argue that the greater use of stock options in the 1990s reflects the fact that many
directors and top executives perceived options to be costless and did not understand
their true economic cost for shareholders. The SEC disclosure rules in place during
that period and the pre-2003 NYSE listing requirement also contributed to the ‘per-
ceived cost’ problem, as the costs of options to be granted were not required to be
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disclosed or approved by shareholders. The perceived cost view may also explain
the decreased use of options since 2002, as many firms voluntarily expensed options
since early 2003 under FAS 123R, which was mandated in 2006 (Murphy, 2013). In
addition, Rose and Wolfram (2002) claim that the tax laws enacted in 1994 effec-
tively made stock options less expensive than cash pay and this partly contributed
to the explosion in stock options.

Piketty and Saez (2003, 2006) propose an explanation based on non-market mech-
anisms, such as social norms or labour market institutions. They document evidence
of a U-shape pattern over the course of the twentieth century for the pay of those at
the very top of the income distribution. They therefore argue that the shift in social
norms towards the acceptability of extreme pay since the 1970s contributed to the
increase in CEO compensation.

Most empirical studies on CEO compensation limit their samples to the post-1990
period, when the Execucomp data are readily available for US firms. Frydman and
Saks (2010), however, offer a unique long-term perspective by hand-collecting and
examining CEO pay in the top 100 (in terms of sales) US firms over the period
1936 to 2005. In line with Piketty and Saez (2003, 2006), Frydman and Jenter
(2010) show that CEO compensation between the end of World War II and before
the mid-1970s is characterized by low levels of pay, little dispersion across top
managers, moderate pay—performance sensitivities, and a weak relation between
pay and firm size. From the mid-1970s to the early 2000s, compensation levels grew
dramatically, differences in pay among CEOs widened, and equity incentives tied
managers’ wealth closer to firm performance and firm size. The long-term perspec-
tive presented in Frydman and Saks (2010) therefore reveals that the recent theoret-
ical advances fail to explain the trend in CEO pay in the pre-1970 period.

CEO Incentives and Pay—Performance Sensitivity

Equity-based compensation is used to align the interests of shareholders and man-
agers (Jensen and Meckling, 1976) because decisions that increase shareholders’
wealth also increase managers’ wealth. To measure CEO incentives, pay-
performance sensitivity is often utilized, which indicates how much compensation
depends on how well the company performs. Jensen and Murphy (1990) conceptu-
alize pay—performance sensitivity as the dollar change in executive wealth associ-
ated with each dollar change in shareholder wealth. They document that for
between 1974 and 1986 the average CEO experiences a change in wealth of $3.25
for each $1,000 change in firm value, and the pay—performance sensitivity decreases
in firm size. The results therefore indicate that CEO incentives are low on average,
particularly in large firms.

The insensitivity of CEO wealth to performance documented in Jensen and
Murphy (1990) is questioned by subsequent research, and alternative measures of
pay—performance sensitivity are proposed (see Hall and Liebman, 1998; Aggarwal
and Samwick, 1999; Edmans and Gabaix, 2009). For example, Hall and Liebman
(1998) argue that the dollar changes in CEO wealth due to typical changes in firm
value are, in fact, not small. They measure CEO incentives as the dollar change in
CEO wealth for a percentage change in firm value. Murphy (1985) and Kaplan
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(1994) recommend the use of the elasticity of CEO wealth to shareholder value,
which indicates the percentage change in CEO wealth for a percentage change in
firm value. Edmans and Gabaix (2009) and Frydman and Jenter (2010) discuss the
advantages and disadvantages of different incentive measures. They suggest that
they are all important and should be considered independently due to the heteroge-
neity of corporate activities CEOs engage in and CEO utility.®

Overall, research on US firms suggests that the pay—performance sensitivity of
CEOs’ wealth surged during the 1990s, mostly due to the use of executive options
(Frydman and Jenter, 2010). Between 1990 and 2011, CEOs were rewarded for
good performance, and penalized for poor performance (Kaplan, 2013). However,
the fractional ownership of most US CEOs in the firms they manage remains low,
and it is even lower today than it was in the 1930s (Frydman and Jenter, 2010).

CEO Pay, Firm Performance, and Corporate Actions

The issue of whether CEO incentives affect firm performance has been quite contro-
versial and there is no theoretical and empirical consensus in the literature. In a sem-
inal study, Morck et al. (1988) document a nonlinear, cross-sectional relation between
managerial ownership and firm valuation. They find that firm performance increases
in managerial ownership for ownership lower than 5% or greater than 25%, but de-
creases in ownership between 5% and 25%. While the results in Morck et al. (1988)
imply that greater CEO incentives are not always better-aligned and tend to be worse
in the 5% to 25% ownership range, subsequent studies present mixed evidence on
the effect of different aspects of CEO equity incentives on firm performance (see
McConnell and Servaes, 1990; Mehran, 1995; Habib and Ljungqvist, 2005).

In contrast, Demsetz and Lehn (1985) and Himmelberg et al. (1999) argue that
observed levels of managerial ownership represent an equilibrium solution to
agency problems. As the complex process of compensation arrangements involves
the CEO, the compensation committee and consultants, the boards, and the exter-
nal labour market of executives, the level of compensation and incentives is/are de-
termined by a large number of observable and unobservable firm and CEO
characteristics. Therefore, the cross-sectional relation between managerial owner-
ship and firm value is spurious. To control for the alleged endogeneity problem,
studies by Demsetz and Lehn (1985), Loderer and Martin (1997), Cho (1998),
Himmelberg et al. (1999), Palia (2001), and Villalonga and Amit (2006) either utilize
simultaneous equations models or employ instrumental variables so as to identify
the causal effects of managerial incentives on firm value. In addition, Coles et al.
(2012) estimate a structural model and show that the documented hump-shaped
relation between managerial ownership and firm value (McConnell and Servaes,
1990) is the outcome of firms having different productivity from physical assets

8 For example, the Jensen Murphy statistic is the right measure for corporate actions where the dollar

effect is not dependent on the size of the firm, such as overpaying for a takeover. The incentive mea

sure suggested by Hall and Liebman (1998) is appropriate for activities where impact scales with firm
size (e.g., a corporate restructure). The elasticity measure is the right one when the effort choice of the
CEO has a multiplicative impact on both firm value and CEO utility.
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and managerial inputs. To assess the effectiveness of standard econometric
approaches to the well-known endogeneity problem, they conclude that fixed effects
and instrumental variables do not generally provide reliable solutions to simultane-
ity bias in testing the effect of managerial ownership on firm performance.

Given the difficulty of convincingly identifying the causal effects of managerial
incentives on firm value, recent research endeavours to connect executive incentives
to a wide variety of corporate decisions and outcomes. The idea behind this is that
incentives influence the decisions managers make, which in turn impact firm value.
For example, Core and Larcker (2002) examine a sample of firms adopting ‘target
ownership plans’ and find that the required increases in managerial ownership lead
to improvements in the firm’s operating performance. Fenn and Liang (2001) and
Brown et al. (2007) find that executives with higher ownership are more likely to
increase dividends, but Fenn and Liang (2001) also show that management stock
options are negatively (positively) related to dividends (repurchases). Denis et al.
(1997) suggest that managerial ownership creates incentives for managers to pursue
value-increasing investments and therefore constrains business diversification and
avoids value destruction.

With respect to managerial risk taking, recent studies recognize the differential
theoretical predictions regarding the relationship between firm risk and the sensitiv-
ity of executives’ wealth to firm risk (vega) and to changes in stock price (delta).
Coles et al. (2006) and Low (2009) document a positive relationship between vega
and firm risk, but provide mixed evidence for delta. Evidence on CEO pay and take-
overs is also mixed. Consistent with efficient contracting, Datta et al. (2001) docu-
ment a strong positive relation between acquiring managers’ equity-based
compensation and merger performance. In contrast, Harford and Li (2007) compare
compensation policies implemented in firms that undertake either acquisitions or
capital expenditures (external vs. internal investment). Consistent with
managerial-power explanations, Harford and Li (2007) find that CEOs are finan-
cially better off from making acquisition decisions, even though these decisions
typically destroy shareholder value (see also Bliss and Rosen, 2001).

Overall, there is ample but often mixed evidence between CEO incentives and a va-
riety of corporate policies and actions. While one may interpret this evidence as empir-
ical validity of the widespread misuse of CEO compensation, an alternative is that the
endogeneity of compensation arrangements makes it extremely difficult to interpret
any observed relation between CEO compensation and corporate outcomes as evi-
dence of a causal effect. A response to such a challenge in recent research is to identify
a natural experiment, such as a regulatory change and unexpected ‘shock’ to the
economy (see, for example, Brown et al., 2007; Gormley et al., 2013).

Australian Evidence

The level of CEO pay and its determinants Early research (before 1999) on
Australian CEO compensation typically examines the association between the level
of CEO cash-based compensation and firm size and performance. This is largely due
to disclosure requirements in Australia before 1998, when information about
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component parts of remuneration is absent and unavailable for research. In addi-
tion, early research tends to rely on a small sample of Australian firms and/or a rel-
atively short sample period, which makes the hand-collection of CEO compensation
data from annual reports feasible and cost-effective. The sample size in these studies
is typically less than 100, with the only exception being Merhebi et al. (2006).°
Although early research on Australian CEO pay generally documents a positive
association between the level of CEO cash-based compensation and firm size, it
typically reports that cash-based compensation and its components are not significantly
associated with prior-year or current-year firm performance measured by either ac-
counting return (such as ROA or ROE) or stock return of the firm. Table 7 provides
a summary of Australian empirical studies on the level of CEO compensation.

For example, Izan et al. (1998) examine the relation between cash-based compensa-
tion, accounting and share price performance, and firm size for a sample of 99
Australian firms with available financial and price data from 1987 to 1992. They find
no evidence of a linkage between CEO cash pay and current period performance, as
well as prior-year performance. They discuss several alternative explanations and con-
clude that Australian CEOs have had, at least compared to US CEOs, a relatively
small proportion of total (cash) compensation ‘at risk’. O’Neill and Tob (1999) examine
49 large Australian firms in 1997. They find that the level of CEO base salary and ag-
gregate pay is positively related to firm size, but there is no significant relation between
CEO pay and firm performance, CEO age, and the number of CEO service years.

Merhebi et al. (2006) conduct a large sample study on CEO cash pay for the Top
500 Australian public firms (based on reported profits) for the period 1990-1999.'°
They find that: (a) CEO pay is statistically positively related to firm size (CEO pay
increases by 2.74% for a 10% increase in firm size, measured as revenue); and (b)
CEO pay is insignificantly related to contemporaneous measures of performance
(return on assets, return on equity, and share price performance).

Two exceptions in early research are studies by Matolcsy (2000) and Holland et al.
(2001), which report either mixed or weak evidence on the relationship between CEO
cash pay and firm performance. Holland er al (2001) examine a sample of 26
Australian companies over 1989-1999 and find a weak positive relationship between
CEO compensation and current period market performance (no statistics are pre-
sented). Matolcsy (2000) tests how business cycles affect the association between changes
in CEO pay and changes in firm performance. Using a sample of 100 randomly selected
Australian firms over 1987-1995, Matolcsy first shows that, on average, CEO cash-based
compensation increased by 13.24% over the sample period. The average growth rate is
higher during periods of ‘Steady growth’ (15%) and ‘Soft landing’ (24%), and lower for
periods of ‘Flat recovery’ (9%) and ‘Recession’ (11%). The results show that the rela-
tionship between changes in CEO cash compensation and changes in financial perfor-
mance is positive during economic growth, but flat during an economic downturn.

°  This is partly because machine readable databases that include information about executive compen
sation have not been commercially available until recently.

19 The data disclosed at the time of the Merhebi er al. (2006) study do not provide details on equity
based compensation.
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Australian regulations and disclosure requirements in relation to executive and
director pay were amended by the Company Law Review Act 1998 (CLRA) as part
of the Corporate Law Economic Reform Program (CLERP). The CLRA amended
provisions of the Corporations Law deal with financial reporting and auditing for
accounting periods ending on or after 1 July 1998. Since then, Australian public compa-
nies have been required, in their directors’ report, to provide detailed information and
discussion on the nature, amount, and rationale of each element of the compensation
paid to senior executives and board directors, including equity-based compensation.
The regulation was further amended in 2004, including the issuance of an accounting
standard (AASB 1046 Director and Executive Disclosures by Disclosing Entities)
prescribing detailed disclosure of executive and director remuneration components,
and the CLERP (Audit Reform and Corporate Disclosure) Act 2004 (CLERP9)
introducing a number of amendments in relation to executive compensation.

Following the introduction of increased disclosure regulations that came into ef-
fect on 1 July 1998, Matolcsy and Wright (2007) provide descriptive evidence on
the structure of Australian CEO pay for the period of 1999-2001. Using firms in
the Top 500 with available data, they find 238 firm-years (34%) where only cash is
paid to the CEO and 458 firm-years (66%) where a combination of cash- and
equity-based compensation is paid. CEO compensation is highest in the cash and
equity-based compensation group of the banking and finance sector where the mean
(median) compensation for the equity-based group is $1.865 million ($1.153 mil-
lion). These pay levels are much lower than in the US where Murphy (1999) reports
median CEO compensation of $US4.582 million for 1996.

Coulton and Taylor (2002) present the first Australian examination on executive
stock options for a sample of 258 Australian firms in 2000. They find that large firms
with better prior-year market performance are more likely to grant stock options to
their CEOs. The percentage of stock options over total compensation is positively
associated with firm size and prior-year stock return, but negatively related to
current-year accounting performance (ROA), CEO ownership, and insider owner-
ship. They conclude that the results are more consistent with the notion that firms
with weak corporate governance are likely to use stock options excessively.

As information about equity-based compensation became more publicly avail-
able, recent research re-examines the association between firm performance and
CEO pay, using total compensation as well as four different components (salary,
bonus, shares, and options). Evidence suggests that the level of CEO compensation
is positively related to current-year ROA (Schultz et al., 2013), changes in ROE
(Lee, 2009), and current-year stock return (Matolcsy and Wright, 2006), as well as
past-year accounting performance (Chalmers et al., 2006; Doucouliagos et al.,
2007). For example, Doucouliagos et al. (2007) explore the relationship between
CEO pay and performance in 10 Australian banks during 1992-2005. They find that
CEO pay is positively related to firm size, prior-year bank performance, prior-year
stock return, and institutional ownership, but negatively associated with board size.

However, evidence on CEO pay and firm performance is somewhat inconclusive. A
number of studies, particularly those examining CEO pay in one particular year or
over a short sample period, report an insignificant association between CEO pay
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and firm performance (Capezio et al., 2011; Cybinski and Windsor, 2013; Heaney et al.,
2010; Walker, 2010). Walker (2010) randomly selected 50 ‘high-growth’ and 50 low-
growth’ Australian firms. She found that performance-based pay is positively related
to firm size and growth, but not significantly associated with current-year ROA, CEO
ownership and CEO duality. Heaney et al. (2010) analyze 1,144 listed Australian firms
in 2006, following the adoption of International Financial Reporting Standards (IFRS)
that resulted in more detailed disclosure on executive compensation. They find no ev-
idence of any significant relation between CEO pay and firm performance (either ac-
counting or market performance) in the prior, current, or future year.

Matolcsy et al. (2009) note that prior evidence on the association between market-
based measures of performance and stock and option-based compensation reveals
both positive and negative effects, and thus they seek to explain these contradictory
empirical results. They suggest that stock-based compensation can be used as a
reward for past performance (in which case the market will view the grant as an
expense) and as an incentive for future performance (in contrast, the market will view
the grant as an asset). If stock-based compensation is a reward for past performance, a
negative relationship is expected; whereas a positive relationship is expected if these
payments are made to provide incentives for future performance. They use 259 firm-
year observations for 1999-2004 disclosures and divide these into ‘reward’ and ‘incen-
tive’ groups using firm prior period return characteristics and the degree of ‘at-the-
money’ of the granted options. An instrumental variables approach is used to control
for the mechanical relationship between the value of a share and the value of an op-
tion. After controlling for endogeneity, the results show a statistically positive associa-
tion for the ‘incentive’ group; however, the ‘reward’ group is statistically insignificant.

Besides firm size and performance, research studies also endeavour to identify a
variety of firm characteristics, CEO characteristics, and corporate governance vari-
ables that explain the level of CEO compensation in Australia. The rationale behind
this is that the determination of compensation arrangements is a jointly-determined
process involving the CEO, the compensation committee and its consultants, the
board of directors, and the external labour market.

For firm characteristics, the level of CEO compensation is found to be positively
related to firm size, the idiosyncratic risk of the firm (Chalmers et al., 2006), growth
opportunities (Heaney et al., 2010; Walker, 2010), Tobin’s Q (Schultz et al., 2013),
and business complexity (Matolcsy and Wright, 2006), and negatively related to
financial leverage (Schultz et al., 2013). For instance, Matolcsy and Wright (2006)
examine the relation between CEO compensation and firm characteristics for a sam-
ple of about 250 Australian firms among the “Top 500’ during 1999-2001. Consistent
with efficient-contracting theories, they find that levels of Australian CEO compen-
sation are associated with the firm’s underlying economic characteristics, which
explain around 41.5% of cross-sectional variation in the levels of CEO pay. The level
of CEO compensation is found to be positively related to firm size, firm complexity
(measured by the number of subsidiaries), and current stock price performance.

With respect to CEO characteristics and governance variables, the level of CEO
compensation is found to be positively related to board size (Chalmers et al., 2000;
Heaney et al., 2010; Schultz et al., 2013) and institutional ownership (Doucouliagos
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et al., 2007), and negatively related to a CEO change (Capezio et al., 2011; Lee,
2009), CEO ownership (Coulton and Taylor, 2002; Chalmers et al., 2006), and
insider ownership (Coulton and Taylor, 2002). There is mixed evidence on the rela-
tion between CEO pay and CEO duality. Heaney et al. (2010) and Schultz et al.
(2013) report a negative relationship, while Lee (2009) and Walker (2010) document
a positive or insignificant association. O’Neill and Iob (1999) find no significant
relation between CEO cash pay and CEO age and the number of CEO service year.

Importantly, prior research finds that the effectiveness of board monitoring is not
significantly related to the level of CEO compensation (Lee, 2009; Capezio et al.,
2011; Schultz et al., 2013). For example, Schultz et al. (2013) do not find a consistent
relationship between the effectiveness of board monitoring activity and CEO
compensation. The proportion of nonexecutive directors and the existence of a
remuneration committee are both positively related to CEO pay, which is at odds
with the notion that greater monitoring afforded by these characteristics would
lower CEO pay. Inconsistent with the incentive effect, there is a negative impact
of CEO duality and a CEO serving on the remuneration committee on CEO pay.

Capezio et al. (2011) use the top 500 ASX firms for the period 1998-2006 and
examine whether board structural independence is an important boundary condi-
tion for the enforcement of CEO pay-for-performance. Employing a system Gener-
alized Method of Moments (GMM), they find that the pay—performance relation is
not significantly different in firms in which the boards are chaired by non-executives
and dominated by non-executive directors (at both the full board and compensation
committee levels). They also find that the level of CEO cash compensation is
influenced by firm size, but not firm performance. They therefore conclude that
the results contradict both efficient-contracting and managerial-power theories,
and argue that policy makers’ faith in incentive plans and the moderating influence
of structural independence per se may be misplaced.

On the other hand, Chalmers et al. (2006) use the enhanced executive remunera-
tion disclosure regulations introduced in Australia on 1 July 1998 to examine firm
attributes that are associated with, and explain differences in, CEO pay levels, and
whether CEO compensation and performance relationships are consistent with
labour demand theory (efficient contracting) or rent extraction (managerial power).
Total compensation is found to be significantly positively related to size, ROA, the
idiosyncratic risk of the firm, and board size, while a significant negative relationship
is found for CEO ownership. When considering different components of CEO pay,
they find the fixed salary and share-based components of compensation are consis-
tent with efficient-contracting explanations, while bonuses and option grants are
found to be consistent with rent extraction (particularly for smaller firms and for
firms with above average performance). The rent extraction is statistically signifi-
cant, though it is economically negligible and short-lived, in contrast to US evidence
where, according to Core et al. (1999), rent extraction is wide-spread, persistent, and
economically substantial.

The trend of Australian CEO pay In its report on executive remuneration, the
Productivity Commission (2009, p. 41) notes that from 1993 to 2009, average
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compensation of ASX100 CEOs increased in real terms at an average rate of 6-7%,
equivalent to an increase from 17 times average earnings in Australia in 1993 to 42
times in 2009. The rate of increase is significantly stronger in the 1990s (12%), with
slower but still positive growth from 2000-2007.

Pottenger and Leigh (2015) present a long-term perspective of executive compensa-
tion for BHP, the resources giant and one of the largest companies in Australia, over the
period 1887-2013. Similar to the pattern in US CEO compensation and Australian top
incomes, they find the trend in director remuneration (relative to average earnings)
follows a U-shape. Specifically, the pay to executives and directors of BHP increased
from the 1880s to the 1910s, trended downwards through the 1920s and into the
1930s, rose briefly during World War II and fell again from the 1940s until the 1980s.
However, director pay subsequently has increased dramatically, consistent with the
trend in executive compensation in the largest Australian firms. They therefore suggest
that Australia experienced a ‘great compression’ in executive salaries during the post-
war era, followed by the recent ‘great divergence’ in the late 20th century. The docu-
mented pattern is similar to the long-term analysis of US CEO pay and the US evidence
on managerial labour market in Frydman and Saks (2010) and Piketty and Saez (2003).

Matolcsy et al. (2012) consider a unique setting where Australian companies have
changed from cash bonus to equity-based compensation, and examine determinants
and performance consequences of changes in CEO compensation structure.
According to efficient-contracting theory, they argue that the change to equity-based
compensation is driven by changes in firm characteristics and by CEO turnover, the
latter providing a less costly opportunity for such change. Using a sample of 2,288
firm-years over 2001-2009, they find larger firms with more business segments and
higher investment opportunities are more likely to change their compensation struc-
ture. The likelihood is also higher when there is a change of CEO. They also docu-
ment a significant negative association between changes in compensation structure
and the firm’s financial and stock price performance in the following year, even after
controlling for CEO turnover and poor governance environment. They suggest that
the initial change to equity-based compensation is part of an error learning process
made by firms that leads them towards efficient CEO compensation contracts.

Hill et al. (2011) present an insightful comparison in CEO employment contracts be-
tween Australia and the US. They create pairs of US and Australian firms matched on
firm size, industry, and contract starting date. They find that Australian CEOs have sig-
nificantly greater base salaries than their US counterparts, but are less likely to be com-
pensated with restricted stock and stock options. Interestingly, the employment
contracts for Australian CEOs tend to be shorter than US contracts and have more re-
strictions on CEO actions. In contrast, employment contracts for US CEOs are more
likely to have arbitration provisions, change-in-control provisions, tax gross ups, do
not compete clauses, and supplementary executive retirement plans (SERPs). Hill
et al. (2011) suggest that some of the differences reflect underlying differences in the le-
gal, regulatory, and cultural environment. For example, the relative infrequency of
change-in-control provisions in Australian contracts may be due to the more stringent
ASX listing requirements, while vast differences in arbitration provisions may reflect
cultural differences. However, a better understanding of institutional differences, such
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as tax codes, takeover protection, and corporate governance practice is still needed to
help explain remaining differences in CEO contracts between Australia and the US.

CEO pay-performance sensitivity Early research on CEO pay—performance sen-
sitivity in Australia presents mixed evidence, partly due to the fact that these studies
use total cash-based compensation and do not include equity-based pay (because
disclosure was not required during these sample periods). Izan et al. (1998) present
preliminary evidence on an insignificant and close to zero pay—performance sensitiv-
ity for total cash compensation over 1987-1992. Merhebi et al. (2006) study the Top
500 firms over 1990-1999, and report evidence consistent with efficient-contracting
explanations. They find that: (a) changes in CEO cash pay is positively associated
with the change in current and lagged period shareholder wealth (a CEO receives
a 1.16% increase in pay for a 10% increase in shareholder wealth); and (b) CEO
pay sensitivity decreases as the riskiness of the firm increases. Table 8 provides a
summary of Australian evidence on the CEO pay—performance sensitivity.

Recent studies include both cash-based and equity-based compensation, and generally
document statistically significant pay—performance sensitivity, albeit the magnitude is
economically small. Clarkson et al. (2011) investigate the effect of increased shareholder
oversight and disclosures about executive remuneration on the pay—performance sensi-
tivity by controlling for contemporaneous changes in corporate governance practice.
Using a sample of 240 firms with annual reports available for each year over 2001-
2009, they find a general improvement in pay—performance sensitivity over the study pe-
riod. The sensitivity increase is primarily related to enhanced remuneration disclosure
and the non-binding shareholder vote on the remuneration report. They therefore con-
clude that enhanced oversight of executive remuneration arrangements resulting from
regulatory change has a positive impact on executive compensation arrangements.

Schultz et al. (2013) examine the role of corporate governance mechanisms,
namely blockholdings and board structure, in shaping pay—performance sensitivity
using a large sample of Australian firms over 2000-2009. They find monitoring by
outside blockholders increases the sensitivity of long-term at-risk pay-to-
performance, thereby better aligning manager and shareholder interests. However,
insider blockholders increase (decrease) the sensitivity of cash bonuses (long-term
at-risk pay) to performance, indicative of differences in the horizons of managers
and outsiders. They also find that larger boards are associated with lower sensitivity
of at-risk pay, consistent with them affording less effective monitoring.

Monem and Ng (2013) consider a unique setting where the ‘two-strikes’ rule (i.e.,
the ‘say-on-pay’ legislation) was first introduced in Australia in 2011, and investigate
the consequences of the regulatory change for pay—performance sensitivity. Using a
sample of 104 firms in 2011 and 105 firms in 2012 that experienced the ‘first strike’,
they find no difference in pay—performance sensitivity between the ‘first strike’ firms
and the control firms. Shareholder voting power (measured by the ratio of ‘no’ votes
to the total number of votes) has little impact on the pay—performance link. They
conclude that the sharecholders of the ‘first-strike’ firms may have been over-
enthusiastic about their voting power in 2011 but exercised this power more
judiciously in 2012, as the pay—performance relations improved slightly in 2012.
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It is important to note that most Australian studies do not consider changes in the
value of the CEO’s stock and option portfolio as a significant component of total
compensation (Jensen and Murphy, 1990; Core et al., 2003), partly due to the
unavailability of CEO ownership data. Some studies argue that the rationale for
excluding such changes in the CEO’s wealth in assessing the pay—performance
sensitivity is that rational shareholders are more likely to focus on compensation
granted in the current year than on wealth accumulated through past equity and
option grants, at least in the scenario they examine (for example, ‘say on pay’ as
in Monem and Ng (2013)). However, a comprehensive measure of CEO incentives
(pay-performance sensitivity) should take all possible links between firm perfor-
mance and CEO wealth into account. The exclusion of the value of the CEO’s stock
and option portfolio, therefore, is likely to systematically underestimate the level of
incentives (Jensen and Murphy, 1990; Frydman and Jenter, 2010).

CEO pay, firm performance, and corporate actions There is very limited Australian
empirical evidence on the effect of CEO compensation on firm performance and
corporate actions. To our knowledge, there are only three studies that present pre-
liminary evidence in the area of firm performance (Matolcsy and Wright, 2011),
merger and acquisitions (Bugeja et al., 2012) and corporate investment (Li et al.,
2011). Table 9 provides a summary of Australian studies on the effect of CEO pay
on firm performance and corporate actions.

Matolcsy and Wright (2011) use 3,053 firm-years drawn from 1999-2005 disclo-
sures made by the Top 500 ASX firms to investigate efficient and inefficient CEO
compensation structures, and their effects on firm performance. Approximately
30% of these firm-years have cash only compensation systems, while the remaining
firms use both cash and equity-based compensations. They predict that firms that
adopt CEO compensation structures that deviate from the ‘efficient compensation
structure’ have lower performance than firms that have an efficient structure. Given
the fact that a significant portion of firms adopt cash only compensation, they first use
a logit model to ‘predict which compensation group a firm could belong to’ (p. 755)."!
The performance of firms in and not in the predicted group is then investigated,'?
with those not in the ‘optimal’ group predicted to have worse performance. The
results confirm this prediction for all four performance measures. '

In particular, Matolesy and Wright (2011) estimate a cross sectional logit model using data for all
firm years where the dependent variable equals one for the equity based group and two for the cash
group. The independent variables include proxies for size, the market to book ratio, firm perfor
mance, earnings volatility, leverage, and CEO and blockholder ownership. They also estimate this
logit model each year and find results that are generally the same as the main results with respect
to signs of the ‘wrong group’ dummy, though not all cases are statistically significant.

Approximately 95% of the equity group and 25% of the cash group are correctly predicted.

Performance is measured using both accounting based measures (return on assets and return on eq
uity) and market based measures (fully diluted change in the stock price and fully diluted change in
the stock price adjusted for CAPM beta risk).
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Bugeja et al. (2012) investigate CEO compensation in mergers and acquisitions
and conclude that overall their findings are more consistent with the predictions
of incentive alignment effects of efficient contracting than managerial-power theory,
albeit that these theories are not mutually exclusive and that some evidence is consis-
tent with managerial power. They use a sample of 177 takeover deals and 4,002 control
firms drawn from 2000 to 2007 and show that CEO compensation increases signifi-
cantly in the acquistion completion year and the subsequent year. All components of
CEO compensation (salary only, bonus only, salary and bonus, shares, options, and
total compensation) are found to increase. CEOs with longer tenure and those with
larger boards of directors are paid more, as too are CEOs of firms involved in deals
that have a more negative announcement effect (consistent with managerial power).
However, other measures of managerial power (CEO on the nominating committee,
higher CEO ownership, and the proportion of insiders on the board) are significantly
negatively related to CEO compensation, consistent with efficient contracting. The
study also shows that CEO compensation in acquiring firms is positively related to
measures of performance (return on assets and stock market performance). Finally
CEOs are paid more for larger takeovers if they acquire targets in different industries
and if they revise (upwards) the original offer price to the target.

Li et al. (2011) provide some preliminary evidence on the relation between stock
market mispricing, executive compensation, and corporate investment for the
period 2004-2007. They document a significant positive relation between corporate
investment levels and equity-based compensation (scaled by the market value of
equity) for all executives and directors. However, the relation is not significant when
total compensation (scaled by market value of equity) is used. Li ef al. (2011) argue
that equity-based compensation relative to market value of equity has a more direct
link with shareholders’ wealth, and that managers make investment decisions that
positively affect their equity-based compensation.

DESIGN PRINCIPLES

Murphy (2013) concludes (in part) his comprehensive analysis of the evolution of
US CEO remuneration with the following statement: ‘Indeed, what makes CEO
pay both interesting and complicated is the fact that the efficient contracting, man-
agerial power, and political paradigms co-exist and interact’ (Murphy, 2013, p. 346).
Similarly Ferrarini et al.’s (2009) survey of European regulation on CEO remuner-
ation highlights that: ‘Establishing rules or guidelines on optimal pay, which also
respond to public concerns with respect to fairness, is not an easy task’ (Ferrarini
et al., 2009, p. 5). Nonetheless, we ‘put our heads on the chopping block’ by outlining
a set of design principles for executive compensation contracts. Our motive is to
generate debate, discussion, and hopefully consensus.

Cronqvist and Fahlenbrach (2013) investigate the way CEO compensation
contracts change when public firms are acquired in a leveraged buyout (LBO) by
private equity firms, which the authors regard as among the most financially sophis-
ticated principals in US capital markets. A (small and non-random) sample of 20
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large LBOs made between 2005 and 2007 by the largest US private equity firms is
used. They find several contract features, but not all, are redesigned as follows.

e CEO base salary and bonuses increase by around 25%, particularly when new
executives are hired to work in these highly levered organizations.

e A more performance-sensitive contract is negotiated where CEO effort is important.
Contracts are redesigned so as to avoid qualitative, nonfinancial, and earnings-based
measures. Cash-flow based measures, such as earnings before interest, taxes, depre-
ciation, and amortization (EBITDA) that allow less accounting discretion than earn-
ings, are adopted for short-term measures of performance. Longer term performance
is measured using internal rates of return (IRR) or multiples of estimated firm value
to acquisition price. A common contract provision is that about 50% of equity grants
will performance-vest if IRR and multiple hurdles are met at exit.

e CEO severance pay multipliers remain unchanged.

e Unvested options and restricted stock grants are typically forfeited if a CEO is
dismissed.

e The sale of vested shares on behalf of dismissed executives is restricted, typically
through a right of first refusal and limits on the set of parties that can acquire
vested stock. Dismissed CEOs find it practically impossible to unwind their vested
equity positions.

e Perquisites, such as personal usage of firm assets and tax gross-ups, remain
unchanged after the PE transaction.

Murphy and Jensen (2011) argue that their research and consulting experience
leads to a conclusion that almost all CEO and executive bonus plans are deeply
flawed, resulting in counterproductive incentives and decisions that harm share-
holders. Their paper first describes a typical bonus plan and then moves to a discus-
sion of using the wrong pay—performance relationships, the wrong standards or
targets, the wrong performance measures, ex post adjustment to bonuses (including
clawbacks), and the role of banking bonuses in the GFC. The paper contains a series
of 10 recommendations for bonus plan design.

A typical bonus plan, drawn from Murphy and Jensen (2011, Figure 1, p. 4) is
depicted in Figure D.

Murphy and Jensen (2011) argue that Figure D ‘is replete with incentive problems
that destroy value’. Suppose a CEO has an upper hurdle for ROE of 15%, but is con-
fident that the firm can easily surpass that threshold. A CEO they interviewed stated:

I’d have to be the stupidest CEO in the world to report an ROE of 18%. First, I wouldn’t
get any bonus for any results above the cap. Second, I could have saved some of our earnings
for next year. And third, [the board of directors] would increase my target performance for
next year.

A bonus plan like this also motivates earnings management, sometimes taking a
‘big bath” and it encourages low-balling in setting performance targets. They are also
short-term in their focus. And, importantly, the pay—performance relationship in
Figure D is non-linear.

Accordingly, Murphy and Jensen recommend (R1) that non-linear pay-
performance be replaced by linear plans. The typical bonus plan in Figure D also
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FiGure D

ATYPICAL BONUS PLAN

The "Incentive Zone"

Target Bonus | o Pay-Performance
Relation

$ _f I | Performance
Lower | Upper Measure
Ferformance Pﬂmw Performance
Threshold | Threshold
Theecholds and wrpets pypdoally devermined
ol conmivd Buclper provess

Notes: Typical bonus plan, often referred to by compensation consultants as an ‘80/120 plan’. A
performance target and a target bonus for meeting that performance are set. Upper and lower
performance thresholds are established that create an ‘incentive zone’ within which the bonus increases
with performance. Bonuses do not vary with performance outside the range established by the Lower and
Upper Performance thresholds. A Hurdle Bonus is often paid when the executive reaches the lower
performance threshold. The bonus can increase linearly with performance in the incentive zone (as
shown here) or it can increase at a decreasing rate or an increasing rate (that is, the line can be convex or
concave).

encourages people to lie. Accordingly Murphy and Jensen (2011, p. 19) recommend
(R2), separating the budgeting process from the targets set in compensation formu-
las. It is clear that allowing managers to select their peer group for performance
evaluation potentially involves perverse incentives, accordingly R3 states that exec-
utives should not be responsible for selecting the comparison group. It is also clear
that a benchmark set this year that incorporates prior-year performance will ensure
that executives who perform well in one year will be penalized the next. Accordingly
R4 states that current year incentives should not be tied to prior performance while
RS states that incentive payments should not be tied to benchmarks that the CEO
can influence.

It has long been recognized that ratios can be affected by altering the numerator
or the denominator. Typically bonus plans want to encourage the numerator to be
increased (because the numerator typically uses measures such as revenue, earn-
ings, EBIDTA); however, the value of a ratio with a positive numerator and denom-
inator can be increased by managing the denominator toward zero. Typically
managing the value of the denominator downward (assets, sales, or equity) is value
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destroying. Murphy and Jensen (2011) somewhat controversially recommend, given
the prevalence of measures such as ROA or ROE,'* in R6 that ratios should not be
used as performance measures.

CEOs can and do influence capital structure and a firms’ cost of capital. The dis-
tinction between accounting profit and economic profit (defined as Economic profit
= Accounting profit — Cost of capital x Amount of capital) is that economic profit
incorporates the opportunity cost of capital employed in the firm. R7 recommends
that performance measures should incorporate the cost of equity capital. It is virtu-
ally impossible to make foolproof objective and accurate measures of the contribu-
tion of an individual to firm value. Accordingly Murphy and Jensen (2011, p. 39)
suggest that compensation committees should have the power to make after-the-fact
ex post adjustments to both the measure of CEO performance and the compensa-
tion actually paid to the CEO. Accordingly they make a series of recommendations
(R8 to R10) to address these concerns, as follows:

e R8 recommends that incentive plans should include a subjective component;

e RO requires that CEOs should be held accountable for factors that are beyond
their control if they can control or affect the impact of those uncontrollable
factors on performance; and

e R10 recommends that incentive programs should provide for clawback of
rewards, especially when data were manipulated or fraudulent. Bonus banks or
deferred compensation are recommended.

While we agree with many of the recommendations made by Murphy and Jensen
(2011) we came up, quite independently, with a different set of principles. Murphy
and Jensen’s recommendations focus on bonus plans, while ours are somewhat broader
in scope. In developing these principles we were encouraged by colleagues to set out
our views in the spirit of having a blank sheet of paper, though recognizing that the sep-
aration of ownership and control, and the attendant agency and incentive problems that
result, need to be incorporated into CEO compensation contracts. Here is our list."

1. Executive compensation should consist of two broad elements, a base pay and a
flexible bonus element.

2. The base pay should be set taking into account the market for managerial talent.
It can be adjusted to reflect changes in the market for managerial talent.

3. The bonus element should be based on performance of the firm, and its payment
should vest over several years depending on performance outcomes over those years.
4. The bonus amount or bonus pool should be based on a share of the risk-adjusted
wealth increase that shareholders have achieved in the contemporaneous period.

4 Murphy and Jensen (2011, pp. 35 37) show that ratio measures can quite easily be converted to ‘valid’

performance hurdles providing the compensation committee decides on an appropriate proportion of
the dollar amount of the numerator of a ratio as going into a bonus pool.

15 As a result of the various commentaries we received on these principles we have modified some of

these nine principles and added a tenth principle. These are restated in full in our ‘Responses and
Rejoinders to Commentaries’.
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5. Bonus payments can be divided into equity-linked, cash, and perquisite compo-
nents. It should be recognized that a CEO values equity-linked compensation at less
than the cost of those awards to shareholders.

6. Equity-based compensation grants should be adjusted for dividend payments.
The exercise price of executive options should be adjusted downward, while
restricted stock should have dividend entitlements with the entitlement being
adjusted upward by assuming the dividend is re-invested to acquire additional stock.
7. Performance measurement is subject to measurement error and, accordingly,
performance should be classified as: (a) statistically superior to the benchmark;
(b) statistically indistinguishable from the benchmark; and (c) statistically below
the benchmark. Performance that is statistically below the benchmark should result
in no bonus reward for the current period. The performance bonus should be higher
for statistically superior performance than it is for performance that is statistically
indistinguishable from the benchmark.

8. Firm performance should be measured relative to an appropriate independently
selected set of peers taking risk into account. Bonus awards should be based on a
measure of abnormal performance calculated as the firm’s actual performance less
the performance that is expected, given the actual performance of the benchmark
peers. Firms with listed securities should use sharemarket returns in assessing
abnormal performance, if the securities are efficiently priced."® Audited
accounting-based measures of performance can also be used providing they are
prepared on a consistent basis. Audited cash-flow measures of performance should
be used as a check on the reasonableness of earnings measures. Accounting
measures of performance should be adjusted for the cost of capital.

9. Termination payments should be a function of the benchmark adjusted perfor-
mance of the firm during the tenure of the executive. Three broad categories of
performance (as in 7 above) should be developed. Entitlements to incentive
payments that have been earned but that have not yet vested should vest on a CEOs
resignation; however they should be subject to some clawback. A CEO who is
dismissed for poor performance or inappropriate or illegal conduct should receive
no termination bonus.

We illustrate the application of the measurement of the performance element for
six prominent ASX listed companies (not randomly selected) in Table 10. The six
companies, and their CEOs and appointment terms are as follows.

16 In Cammer v. Bloom, (1989), 711 ESupp. 1264, 1276 (D.N.I.), United States District Court for the
District of New Jersey, Judge Alfred J. Lechnmer outlined five factors that have become known as
the ‘Cammer factors’ that that would help establish whether a security traded in an efficient market.
Since then, dozens of courts have relied on the five ‘Cammer factors’ in evaluating market efficiency.
The factors are: (1) the stock’s average weekly trading volume; (2) the number of securities analysts
that followed and reported on the stock; (3) the presence of market makers and arbitrageurs; (4) the
company’s eligibility to file a Form S 3 Registration Statement; and (5) a cause and effect relation
ship, over time, between unexpected corporate events or financial releases and an immediate re
sponse in stock price’. Since then Courts have supplemented the five Cammer factors with other
measures such as market capitalization, bid/ask spread, float, and analyses of autocorrelation (see
Buckberg, 2012).
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TaBLE 10

SHAREMARKET ESTIMATES OF SHAREHOLDER WEALTH CREATION OF FOUR ASX
LISTED COMPANIES DURING THE TENURE OF THEIR FORMER CEO ESTIMATED USING:
(a) THE CAPM; (b) THE MARKET MODEL; (c) FAMA FRENCH THREE FACTOR MODEL;
AND (d) THE CARHART FOUR FACTOR MODEL

Panel A: Without including dividend imputation franking credits

Telstra Air New Caltex QGC Pty Mirvac Clough

Corporation Zealand Australia Limited Group Limited
Company Trujillo, Fyfe, Reeves, Cottee, Paramor, Singleton,
and CEO Solomon Robert David Richard Gregory David
CAPM
Alpha 0.49% 0.49% 4.44% 5.29% 1.37% 2.72%
t statistic 0.63 0.50 2.26%* 2.69%%* 1.17 1.79%*
(@ 0)
Market Model
Alpha 0.16% 0.52% 4.50% 5.48% 1.38% 2.79%
t statistic 0.21 0.53 2.07%* 2,73k 1.15 1.67*
(@ 0)
Fama French Three factor model
Alpha 0.65% 0.18% 522% 5.46% 1.35% 2.65%
t statistic 0.82 0.19 2.38%* 2.85%k% 1.19 1.58%
(@ 0)
Carhart Four factor model
Alpha 0.60% 0.18% 5.31% 5.00% 1.62% 2.65%
t statistic 0.75 0.19 2.36%* 2.41%* 1.27 1.53*
(@ 0)

Panel B: Including dividend imputation franking credits

Company Telstra Air New Caltex QGC Pty Mirvac Clough

and CEO Corporation Zealand Australia Limited Group Limited
Trujillo, Fyfe, Reeves, Cottee, Paramor, Singleton,
Solomon Robert David Richard Gregory David

CAPM

Alpha 0.24% 0.39% 4.48% 5.23% 1.41% 2.85%

¢ statistic 0.32 0.40 2.22%% 2.65%%% 1.19 1.84%%*

(@ 0)

Market Model

Alpha 0.08% 0.43% 4.53% 5.43% 1.42% 2.92%

¢ statistic 0.10 0.43 2.04%* 2.69%%% 117 1.72%

(@ 0)

Fama French Three factor model

Alpha 0.36% 0.09% 527% 5.44% 1.41% 2.77%

¢ statistic 0.47 0.09 2.35%% 2.83%#% 1.24 1.62%

(@ 0)

Carhart Four factor model

Alpha 0.31% 0.09% 5.35% 4.99% 1.69% 2.78%

¢ statistic 0.39 0.10 2.32%% 2.40** 1.32 1.58%

(@ 0

* significant at 10%; ** significant at 5%; *** significant at 1%.
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1. Telstra Corporation Limited (ASX code TLS). We evaluate the performance of
TLS during the term of Solomon Trujillo, who was the CEO from July 2005 to May
20009.

2. Air New Zealand (ASX code AIZ). Robert Fyfe was appointed CEO in October
2005, and left his position in December 2012.

3. Caltex Australia Limited (ASX code CTX). David Reeves was the CEO from
August 2003 to May 2006.

TaBLE 11

SUMMARY STATISTICS OF THE ALPHA ESTIMATED FROM DIFFERENT MODELS OVER
THE PERIOD OF TIME DURING WHICH THE CEOS WERE IN THAT POSITION

Panel A: All CEOs

CAPM Market Fama French three factor Carhart four factor

model model model
N 589 589 589 589
Mean 0.0003 0.0010 0.0036 0.0026
Median 0.0009 0.0004 0.0015 0.0014
Standard 0.0362 0.0360 0.0413 0.0433
deviation
Q1 0.0170 0.0179 0.0216 0.0222
Q3 0.0147 0.0145 0.0132 0.0128
obs(Positive) 310 301 272 276
% Positive 52.6% 51.1% 46.2% 46.9%
obs(Negative) 279 288 317 313
% Negative 47.4% 48.9% 53.8% 53.1%
obs(sig positive) 72 68 54 53
% Sig positive 12.2% 11.5% 9.2% 9.0%
obs(sig negative) 56 58 72 66
% Sig negative 9.5% 9.8% 12.2% 11.2%

Panel B: All CEOs (including dividend imputation franking credits)

CAPM Market Fama French three factor Carhart four factor

model model model
N 589 589 589 589
Mean 0.0004 0.0017 0.0042 0.0031
Median 0.0006 0.0005 0.0017 0.0020
Standard 0.0362 0.0360 0.0413 0.0433
deviation
Q1 0.0174 0.0191 0.0229 0.0232
Q3 0.0143 0.0146 0.0132 0.0136
obs(Positive) 301 299 270 274
% Positive 51.1% 50.8% 45.8% 46.5%
obs(Negative) 288 290 319 315
% Negative 48.9% 49.2% 54.2% 53.5%
obs(sig positive) 74 64 56 56
% Sig positive 12.6% 10.9% 9.5% 9.5%
obs(sig negative) 61 58 74 66
% Sig negative 10.4% 9.8% 12.6% 11.2%
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4. QGC Pty Limited (formerly Queensland Gas Company Limited, ASX code
QGCO). Richard Cotte was the CEO from October 2002 to November 2008.

5. Mirvac Group (ASX code MGR). Gregory Paramor was appointed as the CEO
in June 2001, and resigned in May 2011.

6. Clough Limited (ASX code CLO). David Singleton was the CEO from August
2003 to January 2007.

For each of these companies we estimated the CAPM, the Market Model, the
Fama-French three-factor model and the Carhart four-factor model using data from
the SPPR database held at Sirca over the period of time during which the CEOs
listed above were in that position.!” The index value we used is a weighted value
of all companies in the SPPR database. For illustration we used monthly returns,
though SPPR does allow these models to be estimated with more granular observa-
tions. Our results are presented in Panels A and B of Table 10, where the results in
Panel B are based on returns including the value of dividend imputation franking
credits. In summary, the results in Panel A show that:

e Caltex and QGC have a significant positive a, ranging from 4.44 to 5.48% per
month; David Reeves and Richard Cottee would be judged to have delivered
significant shareholder wealth creation, and hence they would be entitled to
participate in the full bonus pool, however, this bonus would not be paid imme-
diately, and would vest over several years, in accordance with principle 3;

e The a of Telstra, Air New Zealand, and Mirvac is insignificantly different from
zero; Solomon Trujillo (Telstra), Robert Fyfe (Air New Zealand), and Gregory
Paramor (Mirvac), while not delivering significantly positive performance, were
the CEO during a period where Telstra, Air New Zealand and Mirvac respec-
tively earned, on a risk-adjusted performance, almost exactly what would be ex-
pected under the CAPM, the Market Model, or the multifactor models and
during this period of time Solomon Trujillo and Robert Fyfe would earn a bonus,
though it would not be the full award while Gregory Paramor had performance
that was also statistically indistinguishable from zero, and hence would be consid-
ered for a bonus payment, which would, however, be lower than that for the
Telstra and AirNZ CEOs, because the magnitude of the negative o for Mirvac
is substantially larger than that for Telstra and Air New Zealand—in all three
cases these bonus payments would vest over several years;

e David Singleton managed Clough Limited during a period of time where the risk-
adjusted sharemarket performance was significantly negative; he would be not
entitled to performance-based incentive payments or a termination bonus.

The results in Panel B of Table 10 are qualitatively and quantitatively similar to
those in Panel A, suggesting that, for the six prominent ASX listed companies, the
adjustment for dividend imputation franking credits does not alter the evaluation
of risk-adjusted sharemarket performance over the period of time during which
the CEOs were in the position.

17" We thank Adrian Lee for sharing the series of pricing factors in Australia.
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Table 11 shows the distribution of a estimated from four different models for all
Australian CEOs who were in the position for at least one year. The date of CEO ap-
pointment and the date of resignation are sourced from Sirca Limited and Board-
room. We only consider CEOs who have left their position because both databases
contain a large number of missing or obviously incorrect values in either date of
appointment or date of resignation. Due to estimation requirements, we use monthly
stock price data and only examine CEOs who were in the position for at least
12 months. To ensure the efficiency of the security prices, we eliminate observations
with stale closing price (i.e., the closing price of current month comes from an earlier
month). Figures 7, 8, and 9 are observations on the estimated a for four different

FIGURE 7

THE DISTRIBUTION OF ALPHA ESTIMATED FROM THE CAPM MODEL AND THE FAMA
FRENCH THREE FACTOR MODEL OVER THE PERIOD OF TIME DURING WHICH THE
CEOS WERE IN THAT POSITION

Panel A: All CEOs for the CAPM model
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FIGURE 7
CONTINUED

Panel C: All CEOs for the Fama-French three-factor model
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Panel D: All CEOs for the Fama-French three-factor model (including dividend
imputation franking credits)
FREQUENCY
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models without (Panel A) and with (Panel B) adjustment for dividend imputation
franking credits.

———-
e o

e The mean value of estimated a for CAPM is positive (0.0003), while the other
three models report a negative mean value of a. The estimated a from the multi-
factor models tends to be more dispersed, with a higher standard deviation com-
pared to that of the CAPM and the Market model.

e The risk-adjusted sharemarket performance during the period when CEOs were
in the position is positive for 52.6% and 51.1% of CEOs according to the CAPM
and the Market model respectively. The ratio of positive a is lower for the
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FIGURE 8

THE DISTRIBUTION OF ALPHA ESTIMATED FROM THE CAPM MODEL OVER THE
PERIOD OF TIME DURING WHICH THE CEOS WERE IN THAT POSITION
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multifactor models. Consistently, the ratio of negative a for the CAPM and the
Market model is lower than that for the multifactor models. Similarly, the number
and percentage of statistically significant positive a is higher for the CAPM
(12.2%) and the Market model (11.5%), while the multifactor models result in
a higher percentage of significantly negative a (12.2% and 11.2% respectively).
e After the adjustment for dividend imputation franking credits, the ratio of posi-
tive (negative) a becomes lower (higher) compared to the estimates with no
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FIGURE 8
CONTINUED

Panel C: CEOs who had been in the position for less than three years
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adjustment. For example, the risk-adjusted sharemarket performance during the
period when CEOs were in the position is positive for 51.1% and 45.8% of CEOs
respectively according to the CAPM and the Fama-French three-factor model.
Importantly, the number and percentage of statistically significant positive a is
higher for the CAPM (12.6% compared to 12.2% without adjustment), and the
percentage of negative a is also higher (10.4% compared to 9.5%). This confirms
the importance of including dividend imputation franking credits when evaluating
risk-adjusted sharemarket performance.
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FIGURE 9

THE DISTRIBUTION OF ALPHA ESTIMATED FROM THE FAMA FRENCH THREE FACTOR
MODEL OVER THE PERIOD OF TIME DURING WHICH THE CEOS WERE IN THAT

POSITION
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We also compare the estimated a between CEOs who had been in the position for
more than three years (‘long-service CEO’) and those who worked as the CEO for
less than three year (‘short-service CEQ’). The results are presented in Table 12.
Importantly, we find that the mean value of the estimated a for ‘long-service CEOs’
is positive for all four models, and is higher than the mean negative a for ‘short-
service CEOs’. The risk-adjusted sharemarket performance for ‘long-service CEOs’
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FIGURE 9
CONTINUED

Panel C: CEOs who had been in the position for less than three years
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has a higher percentage of positive and significant values, and a lower percentage of
negative estimated values, compared to ‘short-service CEOs’. Consistent with the
above results, the ratio of positive (negative) a becomes lower (higher) after includ-
ing dividend imputation franking credits. However, the percentage of statistically
significant a (either positive or negative) is generally higher for the CAPM model
and the multifactor models.

Graphical representations of the distribution of estimated a for all CEOs, ‘long-
service CEOs’ and ‘short-service CEOSs’ estimated from the CAPM and the
Fama-French three-factor model are reported in Figures 7, 8, and 9.
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TABLE 12

SUMMARY STATISTICS OF THE ALPHA ESTIMATED FROM DIFFERENT MODELS OVER

THE PERIOD OF TIME DURING WHICH THE CEOS WERE IN THAT POSITION

Panel A: CEOs who had been in the position for more than three years

CAPM Market Fama French three factor Carhart four factor

model model model
N 321 321 321 321
Mean 0.0063 0.0051 0.0020 0.0024
Median 0.0030 0.0032 0.0010 0.0015
Standard 0.0266 0.0264 0.0260 0.0254
deviation
Q1 0.0056 0.0072 0.0110 0.0090
Q3 0.0160 0.0149 0.0129 0.0119
obs(Positive) 196 190 171 174
% Positive 61.1% 59.2% 53.3% 54.2%
obs(Negative) 125 131 150 147
% Negative 38.9% 40.8% 46.7% 45.8%
obs(sig positive) 53 50 37 36
% Sig positive 16.5% 15.6% 11.5% 11.2%
obs(sig 20 21 28 26
negative)
% Sig negative 6.2% 6.5% 8.7% 8.1%

Panel B: CEOs who had been in the position for less than three years

CAPM Market Fama French three factor Carhart four factor

model model model
N 268 268 268 268
Mean 0.0069 0.0084 0.0103 0.0085
Median 0.0054 0.0067 0.0082 0.0108
Standard 0.0441 0.0437 0.0534 0.0573
deviation
Q1 0.0288 0.0307 0.0407 0.0377
Q3 0.0137 0.0120 0.0160 0.0175
obs(Positive) 114 111 101 102
% Positive 42.5% 41.4% 37.7% 38.1%
obs(Negative) 154 157 167 166
% Negative 57.5% 58.6% 62.3% 61.9%
obs(sig positive) 19 18 17 17
% Sig positive 71% 6.7% 6.3% 6.3%
obs(sig 36 37 44 40
negative)
% Sig negative 13.4% 13.8% 16.4% 14.9%

Panel C: CEOs who had been in the position for more than three years (including dividend imputation

franking credits)

CAPM Market Fama French three factor Carhart four factor
model model model
N 321 321 321 321
Mean 0.0057 0.0045 0.0015 0.0019
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TABLE 12

CONTINUED

Panel C: CEOs who had been in the position for more than three years (including dividend imputation
franking credits)

CAPM Market Fama French three factor Carhart four factor

model model model
Median 0.0027 0.0029 0.0005 0.0011
Standard 0.0265 0.0265 0.0260 0.0254
deviation
Q1 0.0067 0.0082 0.0123 0.0099
Q3 0.0149 0.0152 0.0128 0.0123
obs(Positive) 189 186 168 174
% Positive 58.9% 57.9% 52.3% 54.2%
obs(Negative) 132 135 153 147
% Negative 41.1% 42.1% 47.7% 45.8%
obs(sig positive) 54 47 41 39
% Sig positive 16.8% 14.6% 12.8% 12.1%
obs(sig 23 22 28 27
negative)
% Sig negative 72% 6.9% 8.7% 8.4%

Panel D: CEOs who had been in the position for less than three years (including dividend imputation
franking credits)

CAPM Market Fama French three factor Carhart four factor

model model model
N 268 268 268 268
Mean 0.0077 0.0091 0.0110 0.0091
Median 0.0060 0.0077 0.0091 0.0110
Standard 0.0440 0.0438 0.0535 0.0574
deviation
Q1 0.0302 0.0315 0.0409 0.0388
Q3 0.0130 0.0120 0.0146 0.0170
obs(Positive) 112 113 102 100
% Positive 41.8% 42.2% 38.1% 37.3%
obs(Negative) 156 155 166 168
% Negative 58.2% 57.8% 61.9% 62.7%
obs(sig positive) 20 17 15 17
% Sig positive 7.5% 6.3% 5.6% 6.3%
obs(sig 38 36 46 39
negative)
% Sig negative 142% 13.4% 17.2% 14.6%

CONCLUSIONS

Executive compensation has been controversial for many years. Controversies over
executive pay have sparked outrage from some sectors and calls for increased regu-
lation and reform. Yet others argue that knee-jerk reactions to perceived abuses of
pay can lead to a host of unintended and inefficient outcomes. This paper argues
that much of this controversy is due to executives being rewarded via contracts that
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have weaknesses in design. We argue that few stakeholders in firms would object to
appropriately generous compensation for managers whose performance results in
abnormally high long-term shareholder wealth creation. We state a set of nine de-
sign principles, developed from our intuition and a review of the extensive
theoretical, regulatory and empirical literature, that we suggest should be the funda-
mental building blocks for designing executive remuneration systems in listed
companies, especially where ownership and control is separated. Our purpose is
to generate broad debate and discussion hopefully leading to a consensus as to
the principles that should be present in all executive compensation contracts such
that the interests of shareholders and managers are aligned.

We illustrate the principles we have developed using six well-known ASX listed
firms managed by high-profile CEOs. While these firms were not chosen randomly,
the illustration is robust to the various methods we use to estimate risk-adjusted
sharemarket performance.

It goes without saying, perhaps, that comments, criticisms, and suggestions are
welcome.
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