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How Ethics Should Help Shape Execs’ Pay

By Patricia Harned, Compliance Week Guest Columnist — January 9, 2007

ovie director Steven Spielberg earned $332 million from June

2005 to June 2006; professional golfer Tiger Woods earned
$90 million, and actor Johnny Depp earned $29 million. In
the business world, Yahoo's chief executive officer, Terry Semel,
received $230 million in total compensation while Berkshire
Hathaway boss Warren Buffett received $100,000. Michael Kaiser,
president of the nonprofit Kennedy Center for the Performing Arts
made just over $1 million in 2005 while the average compensation for
other nonprofit executives was $92,411.

Teaching salaries, on the other hand, begin at $42,400 in Fairfax
County, Va., and only $25,000 in less populated states. On average,
federal air marshals have a starting salary of $36,400 and park
rangers start at $20,908.

With such wide variations in salary and earnings and widespread
acceptance of high pay for actors and athletes, why has the topic of
excessive executive compensation become the subject of such
vehement public outcry? In part, it results from some high-profile
instances of executives receiving compensation beyond the average
Joe’s comprehension. With new disclosure requirements soon going
into effect, the issue once again has risen to the surface. At the heart
of the issue is a question of ethics: How much should one individual,
even the top executive, receive for an honest day’s work? What is fair?

Most people don’t dispute that top executives of multi-billion dollar
enterprises should be compensated handsomely for performing an
extremely stressful and demanding job. After all, not just anybody
could do the job. CEOs shoulder far more responsibility (for far more
people) than celebrities do, and often have a lot shorter shelf-life
thanks to the lightning-rod nature of the job. Furthermore, the
capitalist concepts of free trade, open competition, profit motive and
private ownership run deep in today’s society—the great American
Dream, after all, is to market ourselves or our products to the highest
bidder and become rich beyond compare.

But other factors feed the uproar over the amount of compensation
paid to top executives.

First, even though many CEOs are honest and ethical and work
tirelessly for the best interest of their companies, it rankles our
perceptions of fairness to hear about an executive receiving millions
of dollars in pay—and often millions more in severance—when the
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company he or she heads is losing money.
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. Keep the compensation
committee independent.
CEOs should not serve on the
nominating committee or have
influence over its members.

* Note: The data used to compile this list was taken from a variety of
resources, including www.Forbes.com/lists/ for the most recent year

available (2004, 2005, or 2006).

. Tie pay to performance. Performance should drive compensation; if returns to shareholders
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are minimal, or if the company consistently loses money, executive pay should be affected as well.

. Recruit by character as well as by credentials. Screen potential CEOs about their sense of
obligation to others and stewardship to the corporation. One survey shows that executives who
scored high on a personality traits called “agreeableness,” which includes being cooperative,
friendly, altruistic, and trusting, were more likely to advocate equitable salary distributions.
Executives in this group also assigned more importance to ethical issues in general.

. Avoid basing decisions on self-interest. Recognize that many board members are also CEOs
who may find it in their best financial interest to see executive compensation generally increase.

. Align compensation with long-term strategic and economic goals. A CEO whose
compensation is based on short-term gains may fudge the numbers to increase stock price or hide
poor numbers that hurt his or her portfolio. One study of stock options from Moody’s found that
companies with the highest-paid bosses were more likely to default on debts or suffer cuts in bond
ratings.

The CEO can:

. Accept pay that is reasonable for the job. High pay is justified for high—powered, talented
CEOs, but avoid the superstar mindset of demanding pay equal to (or above that of) rival
companies’ CEOs.

. Remember the job requirements. Put corporate finances, safe goods and services, fair
employment policies, and sustainable business practices before personal gains.

. Keep track of the average worker’s viewpoint. Nothing creates distrust faster than taking a
bonus of $10 million when front line employees are denied raises due to corporate financial
setbacks.

. Avoid obscuring the true value of CEO compensation. Much of the current public outrage
stems from surprise when an executive has contracted to receive five or six times his or her public
salary in stock options and other hidden payouts—and receives them regardless of the company’s
financial outlook.

. Offer stock options to all employees. Knight Kiplinger, editor of the Kiplinger Letter, argues
for using stock options to develop an ownership culture among all employees and to reward good
ideas and hard work from all levels of employees. He advocates making all option grants
conditional on a company’s ability to outperform its industry peers and lengthening the vesting
period, to give employees incentive to stick around and focus on long-term goals.

. Send a public message. When he became CEO of Best Buy, Brad Anderson passed his annual
option grants to outstanding non-executive employees, making a loud statement that he was
aware of their contributions to the company’s success.

Shareholders can:

. Lobby for advisory votes on compensation. While non-binding, they send a message to the
compensation committee that may result in a slower increase in executive compensation.

. Vote with their investments. In a recent Compliance Week column, Louis Thompson reported
that having a “clear and credible compensation strategy” ranks second only to “quality of
management” and far outweighs earnings per share when institutional investors make investment
decisions.

Business schools also can influence the perception of what compensation is reasonable for an executive.
One survey revealed that executives with more business coursework were more likely to prefer
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extraordinarily high salaries and express indifference or aversion toward ethics.

Along with the transparency and accountability added by the new disclosure rules, integrating ethical

considerations into all levels of the executive-compensation process leads to a better ethical climate,
increased public trust, and less risk of fraud and surprise.
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