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Executive Compensation: Spend It Carefully 
By Harvey L. Pitt, Compliance Week Columnist—February 28, 2006

When Lee Iacocca joined Chrysler in 1978, he immediately went to work on engineering the company’s fiscal 
turnaround. One of his first, and most visible, measures was announcing to shareholders that, to reduce 
costs, he had lowered his own salary to one dollar. When a shareholder questioned Iacocca about this drastic 
reduction, he responded, “Don’t worry. I’ll spend it carefully.” 

That philosophy—“spend it carefully”—is exactly how public companies should, but often don’t, 
approach spending shareholder dollars to compensate senior management and directors. In 
that context, it’s interesting that General Motors Corp. recently took several plays out of 
Iacocca’s playbook, including announcing it had slashed executive pay and benefits. The fact 
that this measure is being viewed as largely symbolic says a lot about the state of executive 
compensation in the U.S. today: The saved dollars don’t necessarily affect the company’s 
bottom line as much as they affect its image and public persona. 

 

In the wake of escalating concerns about executive compensation, and the Securities and Exchange 
Commission’s recent proposal to provide long-overdue modifications to compensation disclosure, this article 
explores various ways companies can stay ahead of this snowballing issue. 

• The future is now: The SEC’s disclosure proposals should be taken seriously and 
implemented early.  

The comment period on the SEC’s proposal expires in early April. Depending on how rapidly the 
Commission processes the comments and makes appropriate revisions, the new rules could apply to filings 
required to be made in the latter part of 2006. Not because it’s required, but because shareholders deserve it 
(and if that’s not enough, because many institutional shareholders will demand it), companies should put in 
place the systems that will enable them to make appropriate disclosures in advance of the rule’s 
effectiveness. At the very least, the proposal contains interpretive guidance on perquisites that’s immediately 
very valuable. Companies that wait until the rules are formally adopted (and they will be, since this has been 
one of Chairman Cox’s highest priorities since taking over at the SEC) will have less time to develop 
appropriate procedures to ensure they have adequate data and processes to ensure meaningful disclosures.  

• Companies should rethink the methodology they employ in determining 
compensation.  

Many companies view the current newsworthiness of executive compensation as little more than griping and 
sour grapes by those who aren’t nearly as well-compensated as executives of U.S. companies. There may be 
some validity to that concern, but it’s ultimately irrelevant. In 2004, the median U.S. income for CEOs of 
S&P 500 companies was about $6 million, up 13 percent from 2003. The number is estimated to have risen 
another 13 percent in 2005. Senior executives of U.S. corporations do deserve to be handsomely 
compensated. But disclosing total compensation isn’t really the most significant aspect of the SEC’s new rule 
proposals; what’s far more significant is the need to better disclose the process and rationale behind 
compensation decisions.  
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• The starting point for compensation decisions should be a determination of what a 
company’s goals are.  

In the past, most companies have treated compensation decisions a lot like the NFL’s first round draft: The 
first and last choices are pretty much given standard amounts, and the remaining 30 first-round choices are 
slotted in sequentially between the first and last choices. Many companies retain compensation experts—
usually recommended or retained by management—who give them five “comparables,” and then advise 
paying the company’s senior managers at least 75 percent of the highest amounts paid to those “comps.” This 
approach has never made sense, but under the proposed rules, the approach can lead to serious difficulties; 
simple mathematical comparables are probably not what the SEC had in mind when it proposed that 
companies articulate the rationale behind their comp. decisions. The better way to set compensation is to 
start by defining what the company’s objectives are. Then, the amounts and form of compensation should be 
related directly to the objectives applicable to each senior officer.  

• Link compensation to legitimate corporate goals.  

Compensation should be structured to align management’s interests with those of shareholders. CEOs 
should be rewarded for producing growth in fundamental company values such as market share, markets 
served, etc., and setting the right tone at the top—not for achieving some measure of earnings per share. As I 
covered in my July 2004 column, earnings per share is often a fictitious number; it's too easy for companies 
to manipulate EPS, so companies should avoid linking it to compensation.  

• The compensation committee’s functions are not satisfied simply by making 
compensation decisions.  

Many members of compensation committees believe their assigned tasks begin and end with a 
determination of how much compensation each senior officer should receive. That has never been the case, 
but it is even less the case given the tenor of the new rule proposal. Compensation committees should 
develop a methodology that enables them to measure how well each senior officer meets the objectives 
established for his or her position, and then apply that measurement to determine if compensation was 
“earned.” Unless the committee is in a position to demonstrate exactly how well a particular officer did, all of 
the effort that went into setting objectives and establishing levels and forms of compensation will be for 
naught.  

• Members of compensation committees need to be truly independent.  

As most Compliance Week readers are now aware, at the SEC’s request in 2001, Nasdaq and the NYSE 
adopted increased independence requirements for at least a majority of members of a listed company’s 
board of directors. The new compensation disclosure rule proposal piggy-backs on those requirements: 
Companies must disclose which board members satisfy applicable tests for independence, and—if no listing 
exists—companies must disclose who would be independent under the rules of one of the exchanges’ listing 
standards. Translated into how a compensation committee functions, it’s critical that all members of those 
committees be independent, and have no ties to any members of senior management.  

• Compensation committees should have their own charters.  

While the new rule proposal does not literally require companies to have compensation committee charters, 
the new disclosure requirements will make the absence of such a charter stick out like a sore thumb. Even 
before the rule proposal, it made good sense for well-managed companies to develop a charter for each 
significant committee, and to update that charter periodically. Compensation committee charters should 
specify, among other things, the ability of the committee to retain its own outside experts, the scope of the 
committee’s authority, and the extent to which the committee’s authority can be delegated. All these matters 
will be required disclosures when the new rule proposal is adopted.  

• Executive managers and directors should reconsider the place and nature of 
perquisites.  
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Have you ever been traveling in or beside a river and seen signs warning of rapids or waterfalls ahead? In 
Washington, there are huge signs along the Potomac that warn, “Danger Ahead: Get Out Now.” So it is for 
companies, which need to rethink their policies on corporate perquisites before the new disclosures go into 
effect, or at least before these perquisites can no longer be squirreled away or hidden in fine print. 
Perquisites irk shareholders. In some recent high-profile situations, they even irked directors—especially 
those who weren’t aware of all the perks that had been granted! The model “perk hog” in the 1980s was 
thought to be F. Ross Johnson, the CEO of RJR Nabisco, who belonged to 24 country clubs, all of them paid 
for by his shareholders, and once sent a company jet to fetch his dog, Rocco, from Palm Springs, listing him 
on the manifest as G. Shepherd. Perquisites can often make sense, but not simply because it’s something a 
senior executive wants, or something a senior executive’s “comparables” receive. The true test for perks is a 
simple one—in what way does the grant of this perquisite benefit the company and its shareholders? If that 
question can’t be answered in a way that passes the “straight face” test, the perk should be eliminated.  

• Compensation consultants have their place, but should not be blindly relied upon.  

Members of the compensation committee should have access to appropriate expertise to help determine 
compensation levels, but it’s inappropriate for compensation committee members to rely blindly on the 
advice of compensation consultants. It’s especially important that the members of the committee, not senior 
management, actually select and hire the experts.  

• Companies should include a meaningful discussion of compensation in their public 
filings.  

A lucid and complete description of compensation decisions will soon be required in company filings. There 
has long been a requirement for meaningful disclosure, but that requirement has been honored more in the 
breach than in the observance. As a result, the SEC’s rule proposal would make disclosures about the efforts 
of compensation committees “filed documents,” which means they will be subject to potential civil liabilities 
under Section 18 of the Securities Exchange Act. While some have predicted the onset of litigation, that is 
probably an over-reaction; in the 72 years since its adoption, §18 has not proven to be of much utility to 
shareholders complaining of false statements in filed documents. But the SEC is attempting to cut through 
the boilerplate that characterizes so much of today’s public company disclosures, and to obtain something 
meaningful. Thus, the SEC has created a new breed of discussion: a CD&A (for Compensation Discussion & 
Analysis). It remains to be seen how successful this effort will be, but companies should seriously focus on 
creating meaningful disclosures about the process and the predicates for compensation decisions. Specific 
factors that underlie salaries should be enumerated and articulated so investors understand them. The 
discussion should clearly articulate: (a) for what senior officers are proposed to be compensated; (b) how 
much they should receive; (c) the form the compensation will take; and (d) the methodology and frequency 
by which the company will measure whether compensation objectives have been achieved. It is critical for 
companies to go beyond boilerplate justifications for compensation decisions, such as the need for the 
company to pay a higher level of compensation in order to “remain competitive.” Compensation committees 
should explain the strategic rationales that underlie their decisions, the data they examined, and the 
methodology used to arrive at their conclusions. Soon enough, such CD&A will be required in company 
filings—starting early can garner some public accolades for the effort.  

• Recognize that executive pay is a hot potato. 

Chairman Cox justifiably put revising disclosure rules about executive pay at the top of his “to-do” list. For 
years, we’ve talked about executive compensation as a primary issue during corporate proxy season. Yet 
executive pay still keeps rising. Now the SEC has proposed clearer disclosure of compensation. The real issue 
is: What will shareholders do with the information? Will they vote with their feet, investing in companies 
that appear to compensate executives fairly? Will shareholders seek to pressure companies to cap 
compensation? Will litigation ensue? Compensation committees and boards should think ahead about the 
repercussions of clearer disclosure, and should be prepared for those repercussions. 

It is said that, while working for telegraph company Gold & Stock in the late 1800s, Thomas Edison patented 
an improved device for transmitting gold quotes from the NYSE floor. Western Union, given a 
demonstration of the machine, quickly authorized its purchase. Edison however, was inexperienced in 



negotiating with Wall Street barons, and had no idea what to ask for the patent rights. He first determined to 
seek $5,000, but lost the nerve to ask for such an outrageous amount. Frustrated, he finally suggested that 
the company make him an offer. They did—for $40,000.  

Often, employers and employees have different ideas about what a particular individual’s services are worth. 
If companies want to avoid over-compensating an executive, they should take pains to develop a 
methodology that illuminates the value expected to be received from that executive's performance. The 
methodology should justify the expected compensation expense, and performance should be monitored to 
make certain that the value is received.  

 

 

The column solely reflects the views of its author, and should not be regarded as legal advice. It is 
for general information and discussion only, and is not a full analysis of the matters presented.  
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