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I.  The Case

A. Case Background

“The most damage in recent cases has been to the reputation of the position of CEO.  We’ve been made out to be freewheeling jet setters, playboys reliving our adolescent years.  We are offended most by the perception that we would waste the resources of a company that is a major part of our life and livelihood, and that we would be happy with directors who would permit that waste.” (Dennis Kozlowski, ex-CEO of Tyco, 1995)

The images of CEOs and other executives leaving courthouses accused of stealing from the company coffers even as the companies they are paid to run are struggling to pick themselves up off the ground are far too common in the post bull market 21st century.  In almost all of the recent corporate scandals, there is some underlying accusation of CEOs and other executives making off with millions even as the shareholders and other employees suffer from the particular fallout of these events.  Examples of CEOs portrayed as “sinners” include Ken Lay (Enron), Bernie Ebbers (WorldCom), John Rigas (Adelphia), Richard Grasso (NYSE), Dennis Kozlowski (Tyco), Richard Scrushy (HealthSouth), and even the golden boy CEO of the 1990s - Jack Welch (GE).  “But does that mean the rest of corporate America should be embarrassed that its executives are handsomely compensated?” (Andelman)

The key issue at hand involves the compensation packages given to CEOs and the other executives at not only these companies caught in flagrant accounting or other ethical business scandals, but in the compensation packages of executives in general.  Total compensation includes salary, bonus, nonqualified deferred compensation, stock options, family limited partnerships, fringe benefits, split-dollar life insurance, golden parachutes, offshore employee-leasing arrangements, company loans, and the infamous perks.  Perks include not only use of private planes, housing, golf club memberships, cars, but also $6000 shower curtains, $15,000 umbrella stands, and reimbursement for such “essentials” as weekend drivers, $1 million birthday parties, coffee, and other items in the headlines. (Berenson)  Again, the issue is more about CEOs and corporate executives in general than these extreme cases of abuse of stakeholder assets.

The stakeholders in this case include shareholders, employees, customers, surrounding communities, suppliers, and even other executives.  All of these stakeholders can be harmed by or benefit from the actions of CEOs and other senior executives and truly have a stake in the corporate game.  The other major players in the corporate game are the boards of directors who ultimately vote on and approve the compensation packages in question.  As such, they have been under the microscope as much as the executives regarding the subject of executive pay.


The boards of directors have been accused of having a “lax attitude towards their duty of monitoring executive compensation.” (Codon)  At the base of the issue is the relationship between the CEO and the boards themselves and, ultimately, the conflict of interest between the two.  “The complex interactive alliance between boards of directors and CEOs compromises rational decision-making about CEO compensation.” (Perel)  In most cases, CEOs wholly or at least partially nominate members to the board.  The boards also tend to be heavily comprised of insiders and/or outsiders lacking critical skills required to perform their duties correctly, especially those sitting on the compensation committees.  These issues raise questions over who is representing the stakeholders in executive compensation decisions as the parties involved may be easily biased given their predefined relationships.  This is representative of a principle-agent relationship where the agents (executives and board members) are charged with managing the company for the principles (shareholders).  A delicate balance between agent remuneration for managing principle interests exists.
Some have proposed that there should there be more controls and governance over these complex relationships and hiring processes.  This would be in direct conflict with our free market, capitalistic beliefs that are based on the laws of supply and demand – including all aspects of the labor market.  Regulating these relationships and placing restrictions on pay could also stifle the aspects of our business culture that have made it the strongest economy in the world. “Tightly controlling the compensation of CEOs may reduce their penchant for risk taking and innovation, and thus produce an unintended consequence to the firm’s leadership.”  (Perel)  Are these compensation packages excessive or equitable?  “How much should we allow the executives to make, comrade?” (Andelman)   Are the executives benefiting from these generous compensation packages really sinners as they are made out to be by the media or are they really saints serving as driving forces of capitalism in our economy?

B. Case Issues
· Comparisons
The issues most often highlighted regarding the question of executive pay and its relative morality involve comparisons between CEOs and senior executives to other employees, to their foreign counterparts, and to the high paid individuals in the entertainment and athletic industries.  In 2003, the CEOs of the 365 largest companies earned 301 times more than the average factory worker (Trigaux).  In 2003 the differential was 282x and 42x in 1982.  Looking at the trend in another way, from 1990 to 2003, CEO pay rose 313%, the stock market gained 242%, the average worker’s pay 49%, and inflation 41% over the same time period (Trigaux).  Questions of work equity and distributive equity are also raised in these executive to employee comparisons. (Nichols)  Are these executives really contributing 200-300 times more work and worth to the firm than the average worker?  Do these two groups share equally in the distribution financial rewards when the company is successful and in penalties when it is not?


In order to make these compensation comparisons on an equal playing field, an evaluation of job responsibility, complexity, relative contribution, and amount of risk and stress the different roles entail must be considered.  These are all subjective measures of job requirements but must be factored into the cost-benefit equations when making ethical decisions regarding the justice behind the compensation differences. 


US executives are also compared to their European and Japanese counterparts’ pay packages.  Studies by the HayGroup show that US CEOs make 1.5 to 2 times more total direct compensation than their European peers. (Vinas)  The gap is even wider for their Japanese counterparts.  However, differences in culture, tax laws, and job responsibilities must be taken into account to accurately assess the compensation differences.  For example, decision-making in Japan is typically more team-oriented than in the US so the risks and rewards are spread across a team versus one or a few individuals.  Many European countries place a premium on job security and stability leaning more towards set salaries and lower-risk bonus agreements making their subsequent compensation plans inherently less fruitful and less risky. (Nichols)

Executive pay plans are also often compared to those of entertainers and athletes due to the magnitude of pay involved with each.  It is not unheard of today for athletes in their early 20s – or even late teens – to be making over $10 million year in salary alone.  Shoe contracts and other endorsements can easily double or triple this amount for total pay packages exceeding all but the highest paid CEOs.  For example, 14-year old Freddie Adu just signed a $1million contract with D.C. United of the MSL along with a $1 million shoe contract from Nike.  Most of these are short-term contracts and these employees bear even more risk than their executive brethren in that one injury can end an athlete’s career.  Aging alone can quickly end the career of an entertainer.  These individuals are generally  responsible for creating more direct entertainment revenue for their corporate sponsors and/or owners than a CEO for the firm they are managing.  In addition, getting to the point of signing the multi-million dollar contract for these individuals is statistically more difficult for these occupations than executives rising through the corporate ranks and making incrementally higher amounts at each step along the way.  For entertainers and athletes, it’s all or nothing in that if they don’t make it to the “big leagues”, they get nothing.  This is the subject of a whole other compensation ethics issue regarding the payment of college athletes by the universities benefiting handsomely from their talents.  Do entertainers and athletes deserve as much or more pay than CEOs based on their benefit to societal well-being?  Many of the same principles regarding the subjective aspects and ethical judgments discussed previously apply to this situation as well. 

· Free Labor Market

“The most important decision a board makes is not how it pays but who it pays.” (Collins)  Another important issue in the executive pay discussion is related to the assumption that all portions of our labor market are and should be free and based on market demand.  The capitalistic economy and labor market we support is based on the law of supply and demand.  “In our economy, allocation of resources, including labor force participation and remuneration, is generally determined by market forces.”  (Nichols)  Government intervention to control these forces is almost non-existent except in the cases of minimum wage laws, collective bargaining, and affirmative action programs.  Given these guidelines, it would seem reasonable that boards of directors could seek the best person available for a given executive position and pay them depending on what the market is willing to bear.  If a board does not choose to pay prevailing CEO rates and hire and retain the person deemed most skilled for the job, the business and other stakeholders run the risk of getting less than optimum business results due to the performance of a less-qualified candidate.

However, as stated previously, apparent conflicts of interests arise in the uncontrolled relationships between CEOs (over 70% of whom also serve as Chairman of the Board) and their selected boards.  Ethical questions abound regarding managing the interests of the shareholders, employees, and the remaining stakeholders when the compensation arrangements between these two controlling groups are self-managed.  Does this really represent a free labor market employment relationship?

· Pay for Performance

“The best bargain is an expensive CEO.  You cannot overpay a good CEO and you can’t underpay a bad one.” (Al Dunlap, ex-CEO of Sunbeam, 1997) 

Another issue debated in the business world involves measuring pay for performance by CEOs.  The results of these studies show either minimal correlation or no correlation at all between the different aspects of executive pay packages and their direct impacts on financial results.  Most, if not all, CEO pay packages are based in some way, shape or form on the resulting financial metrics of the firm.  However, studies have shown that less than 5% of CEO pay is explained by actual financial performance factors. (Rodgers)  In contrast, other studies have shown that over 40% of the variation in CEO pay has been statistically correlated to the actual size of company they manage. (Perel)  Research done in 2001 by M. Sheikholeslami showed that a major portion of CEO compensation was unrelated to company financial performance as measured by economic value added (EVA) and market value added (MVA). (Perel)  Other studies have shown similar results when using short-term return on equity and long-term return on assets as financial metrics.  (Collins)

The correlation between executive pay and financial performance of underperforming organizations has been most tightly linked with cash flows and stock prices of their respective firms.  Cash flows are relatively easy to manipulate in comparison to other financial metrics.  Basing business decisions on stock price alone has fueled a large number of the corporate ethics scandals in recent years due to the myopic focus on increasing or even inflating the firm’s share price.  “If a company’s stock price is the gauge by which an executive’s success is measured, does that mean when the dot.coms had a high price per share they were well managed?” (Andelman)   Are the pay for performance requirements really achieving what the boards that put them in place intended?  Does the focus on stock price benefit all stakeholders or just the major shareholders?
· Stock Options

The portion of total compensation under the most scrutiny is the infamous stock option.  The shift to equity-based compensation in the mid-1990s fueled the use of stock options as an incentive for CEOs and executive teams to drive “growth” in their companies.  Almost 80% of the gain in CEO compensation during the past decade was generated by the use of stock options. (Perel)  Options are now perceived as motivating factors for executives pushing the Generally Accepted Accounting Practices (GAAP) envelope, and even committing outright financial fraud in some extreme instances.  Stock options also “created enormous incentives to manage companies for short-term stock price gain” (Codon) and make other more basic financial indicators afterthoughts.  Options were also beneficial to the bottom line in that companies were not required to be expense them making them cheap currency for cash-strapped companies trying to show double-digit or exponential growth to justify their lofty stock prices.  This movement was obviously beneficial to the shareholders during this time period due to the inflated stock prices but detrimental to the other stakeholders in the long run.  Executives made their millions off stock options but they were also used as a vehicle to motivate and reward other employees as well.  Granted, most of these other employees didn’t get rich off of them but many were able to significantly increase their personal wealth because of them.  Were the CEOs and other executives unethical in using stock options as compensation vehicles when the boards and shareholders were asking for growth in share price?  Did they not deliver on the pay for performance requirements?


As the stock market went into decline, another ethical issue regarding stock options arose – repricing.  Repricing consists of either lowering the strike price of existing “under water” options and/or issuing new options with a lower strike price.  The intent of repricing is to help in the retention of valuable employees, namely executives, and remotivate them to improved performance in times when the stock price is in significant decline.  Repricing “alienates shareholders and other workers of the company who are left unprotected from the adverse economic consequences of a stock price decline.” (Arya)  Adding more shares into the already depressed market further dilutes shareholder value.  Repricing also brings into question the ethics of redistribution of wealth during a downturn in the business as wealth is essentially transferred from shareholders to executives.  Is this distributive justice?  Is it ethical to let other stakeholders bear the financial burden of a downturn in stock price?  On the other hand, if the CEOs and other executives who benefit from repricing aren’t rewarded as such, they may become unmotivated, victims of warm chair attrition or leave the company in a shambles because their compensation is significantly reduced.  This may bring about even worse consequences for the other stakeholders. 

· Severance Packages

The last major ethical issue concerning executive compensation revolves around the use of generous severance packages – sometimes known as Supplemental Executive Retirement Plans (SERPs) or “golden parachutes”  (Caggiano) – given to executives as they leave the company.  These are typically drawn up as part of the initial employment contract with the CEO or senior executive under the guise and approval of a compensation committee on the board of directors.  They most often include such items as lifetime “consulting” fees (i.e. lifelong income), full medical coverage, and use of company assets such as offices, cars, and even aircraft for personal use.

Since executives are rarely given any sort of pension plan, these packages serve a similar function for them as well as a nice insurance policy should they be let go.  These “golden parachutes” are under even more scrutiny lately given the fact that most organizations in the private sector are doing away with pension plans and/or switching to less favorable cash-balance plans and ending medical coverage upon employee retirement.  Are these personal severance packages just and equitable given the fact that most subordinate employees are left to finance their own retirements – possibly working until social security payments and Medicare benefits are available – and typically get nothing more than two weeks pay if there employment is terminated?

C. Case Summary

The question of whether or not CEO and senior executive compensation is ethical or not is a complex issue and, as shown, many factors and questions must be considered in order to establish a fair answer.  The recent examples of companies like Enron and WorldCom have made this an even more emotional and political issue but these extreme cases need to be considered as examples of what can go wrong - really wrong - if checks and balances are not in place.  They should not be considered symptoms of a larger nationwide problem and mask the real underlying ethics question of the equity of executive compensation.  Each individual case requires proper, thorough ethical analysis to determine if the person sitting at the top of the ivory tower at the firm in question is a sinner or a saint.


“At the end of the day, you have to ask, ‘Is it fair? Does it make sense? How will my employees feel about this?’  And how will I feel about this when my compensation package is all over the front page of my hometown newspaper; not the Wall Street Journal, the newspaper where I live…” (Richard Blackburn, Chief Administrative Officer for Duke Energy, Wake Forest University Business Forum, November 18, 2003)

II. Case Questions

1. Most companies espouse that its shareholders are number one.  The issue of executive compensation appears to place the executive teams at the top.  Which stakeholders should have the highest priority when making decisions regarding executive compensation?  

2. What liability do the boards of directors have in regards to compensation issues involved with the recent business ethics and accounting scandals?  Should board compensation decisions be regulated?

3.  The relationship between many CEOs and their respective boards borders on incestuous in nature.  Should there be regulations on the composition of corporate boards?  Should insiders be allowed on the board?  What process should be used to select the board?

4. Should CEOs also be allowed to serve as Chairman of the Board?

5. Are compensation comparisons to other employees, foreign executives, and entertainers fair?  What basis should be used when comparing the “fairness” of particular executive compensation packages to other occupations?

6. What financial measures should be used in establishing pay for performance plans for executives?

7. Should other stakeholders have a say in the composition of top executive stock option packages?  Should the use of stock options be regulated and controlled?

8. Is repricing of stock options for senior executives when the share price is declining ethical?  Why or why not?

9. Are severance packages for executives ethical considering the fact that most employees get two weeks pay as severance and their pension plans are slowly going away?  Why or why not?

10. Are the executives that are rewarded with these relatively attractive compensation packages sinners or saints?  In other words, are they using their inherent power to take advantage of the other stakeholders or are they deserving of such packages given the relative value and worth they provide to the organization?
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IV. Additional Information

Reform is already underway changing the form in which CEOs and other executives are paid.  The magnitude of the compensation packages are still going up and the gap between executives and other employees still widening but the methods for establishing overall pay are undergoing major overhaul to better align pay with actual, measurable, and  meaningful performance.  Stock options are on the way out at many major corporations including Microsoft, MBNA, and GE.  The Financial Accounting Standards Board (FASB) is moving to force companies not already voluntarily expensing stock options to start doing so in 2005.  Firms are moving from performance-based to service-based concepts (e.g. performance-share units and restricted stock units).  New executive compensation plans are based on shares of restricted stock – stock offered at full value but with longer vesting periods (typically 3 to 5 years) and more stringent performance requirements.  

In addition to the focus on methods of payment, there are reforms underway for providing controls over the selection and operation of boards of directors.  Mutual fund companies and other major institutional investors are now required to publish how they vote on company proxies, including board of director elections.  Both the NYSE and NASDAQ stock exchanges now require that boards have compensation committees comprised of independent directors only – no company insiders allowed.  Both exchanges have also recommended that boards of companies trading on their exchange be comprised overall of 70% or greater external, independent directors.  Both have also advocated that shareholders approve of any new stock-option plans.

In general, the movement is towards more control in the way companies compensate their executive teams and in the relationship between these executives and their brethren on their respective boards of directors.  Are these changes ethical and in the best interest of all stakeholders and society in general?  Time will tell…
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